Buy Sell
Agreements

Introduction

When people own a business, a lot of
their wealth can be tied up in it. They
have worked for years to build it up
and when two or more people are
involved, exit scenarios can be tricky.
It's not always easy to sell a share in a
private business.

More often than not, the disposal of
the business assets upon one
proprietor’'s death or incapacity is not
clearly and legally specified. The need
for appropriate legal agreements

between partners may seem painfully
self evident, but some sources indicate
that as many as 95% of businesses may
not have the right kind of agreements
in place!

This can lead to immense problems for
the business, for the surviving business
owner/s and for the departing
proprietor or their family.

Without a formal buy sell agreement in
place to dictate the terms under which
business assets are handled in the event
of a death or serious incapacity, plus
sufficient insurance to fund the
settlement, scenarios like these are
heartbreakingly common:

- Surviving proprietors have to
negotiate with the spouse or other
beneficiaries to buy out their share
of the business.

- Funds may not be available, the
value of the business may be under
contention, and beneficiaries may

be forced to take whatever is on offer.
Surviving proprietors may argue, for
example, that the value of the
business is diminished without the
contribution of the partner who

has departed.

- The beneficiaries may choose
instead to take an active role in the
business, whether or not they truly
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want to, are qualified to, or more
importantly whether the other
proprietors want them involved. This
can happen with possibly devastating
consequences for the business itself.

Whatever the situation, it is potentially
fraught with emotion, cost and
dangerous distractions from running
the business, and can leave everyone
involved unhappy with the ultimate
outcome.

THE BUY SELL AGREEMENT

A buy sell agreement - sometimes
referred to as a “Business Will", is a
contract between business partners
that sets out exactly what the rights
and obligations of each partner are
in the event of the involuntary
departure of a partner.

The agreement specifies:

Trigger events: those situations in which
the contract is to be “triggered” (usually
the death, critical illness/trauma or total
and permanent disability of a proprietor).

Call options: the right of one proprietor
to purchase another’s equity under
specified circumstances.

Put options: the right of one proprietor
to force the other/s to purchase their
equity in the business under specified
circumstances.

Agreed price: the price at which the
equity will be sold or alternatively a
formula for calculating the value.

FUNDING THE BUYOUT

Funding is usually by way of insurance
policies held by each proprietor. These
insurance policies are noted in the buy
sell agreement as having been taken out
to cover the proprietor’'s equity in the
business.
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These policies can also include amounts
for personal use (which can help reduce
the cost) although it's important that the
buy sell agreement notes the different
uses to which the insurance is to be put
i.e. personal, business and tax (more later).

HOW IS THE PURCHASE
PRICE SET?

An agreed price is stipulated in the
document and is either:

- The value of the business as
determined by an independent
valuation at the time of the
trigger event

- The amount of the insurance benefits.
Setting the formula to determine the
value up front and getting adequate
insurance coverage are critical parts

of the process of establishing a buy

sell agreement.

As the business value may change over
time, the agreed purchase price is
usually the business value at the time
of the trigger event.

The insurance payout is then deemed
to be part of the purchase price and
the remaining proprietors are usually
then obligated to pay the difference
between that amount and the agreed
purchase price.

This caters for situations for example,
where there is not enough insurance in
place to cover the full value. For example,
the business may have increased in

value over the years but if the proprietor’s
health has changed they may not be
able to get additional insurance cover.
The agreement, of course, is tailored to

fit the requirements of the partners.

IMPORTANT DISCLAIMER: This document does not constitute advice. Clients should not act solely on the bases of the material contained in this document. Items herein are
general comments only and do not constitute or convey advice per se. Also changes in legislation may occur quickly and we therefore recommended that our formal advice be
sought before acting in any of these areas. This document is issued as a helpful guide to clients and for their private information
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CAPITAL GAINS TAX
IMPLICATIONS

When the equity or shares are
transferred from one proprietor to
another following the insurance
payout, capital gains tax may apply.

If the asset has increased in value (i.e.
their share of the business), then the
‘seller’ incurs a capital gains tax liability.
This is usually funded by additional
insurance. For example, if a proprietor's
share of the business is worth $500,000
then an extra 30% for tax (assuming it's
owned by a company) would be added
i.e. a total of $650,000 in insurance
would be taken out.

Capital gains tax is paid on whichever

is higher at the time of the event,

either the valuation of the equity or

the agreed value. If additional insurance
has been taken out to fund the tax, the
agreement must be properly worded

to avoid having to pay tax on the total
insurance amount and not just the
amount set aside for the share of the
business.

IN SUMMARY

Whenever two or more people own a
business, it is essential to have a proper
buy sell agreement in place to ensure
seamless and equitable transfer of
equity in the event that one partner
has to leave the business involuntarily.

The funding to execute that agreement
must also be considered with
appropriate, linked insurance cover
usually needed to ensure that all parties
come away from the unfortunate event
in the best possible way. Even if
proprietors have appropriate insurance
cover, ownership of the business and
transfer of equity can be unclear and
pose enormous difficulties if the
business does not have a properly
worded supporting buy sell agreement
in place. Unfortunately, too many
businesses today don't. However putting
the appropriate documentation in
place is not an expensive or
insurmountable task.

THE PROCESS

We will work with you to understand
your requirements and advise on the
best possible solutions. We will prepare

a ‘plain english’ advice paper to help you
understand your choices and decide on
the options that best suit your needs.
Once you have decided on your preferred
options, we will liaise with you to have
your legal agreements prepared.

“VOLUNTARY"” DEPARTURES

A buy sell agreement is used to
determine how business equity is
handled if a partner has to leave the
business involuntarily, through illness or
death.

Conditions for the voluntary sale or
purchase of equity between business
partners are covered in another
agreement called an exit agreement.
Issues such as the method to be used

to value the business at the time of sale
or purchase, possible discount to that
valuation (as an incentive or disincentive)
and payment terms, all need to be
covered when considering the voluntary
departure of an equity holder or partner.

We can also advise on these agreements,
providing the complete business
succession package.

NEED SOME HELP?

For more information on either buy
sell agreements or exit agreements,
please contact us. We will work with
you to develop a solution that meets
your needs.

We offer a free no obligation meeting
to review your situation. Call us today
on 1300 204 781 and take advantage
of this valuable offer.

FS360 - What does being
financially secure mean?

It means assessing your personal
and business goals and developing
a plan to achieve these.

We have identified 12 key areas
to help you become financially
secure:

1. Goals & objectives

2. Estate plan

3. Risk plan

4. Asset protection plan

5. Taxation plan

6. Debt plan

7. Retirement and succession plan
8. Business plan

9. IT Plan

10. Marketing Plan

11. Superannuation plan

12. Investment plan

Setting goals and objectives and
having strategies to achieve these is
an essential element of becoming
financially secure. Once you know
what you are aiming to achieve and
how you are going to get there, we
then need to make sure you have a
strong foundation in place to protect
you, your family and other
investments.

A strong foundation needs an estate
plan, risk, plan, asset protection plan,
taxation plan and debt plan.

With the foundations in place we
can then work on the strategies to
achieve your goals and objectives. It
may seem out of order that we have
the retirement and succession plan
at number 7 rather than 12. It is
important that this is considered
early and a plan is put in place. This
assists to plan for this financially as
well as keeping the communication
lines open on the topic.
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