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Buy Sell Agreements

THE TAX TEAM AT KELLY & CO. LAWYERS CONSIDERS THE BASICS OF BUSINESS
SUCCESSION PLANNING AND BUY SELL AGREEMENTS.

INTRODUCTION

Broadly speaking, business succession
planning involves the design, preparation
and implementation of a plan to provide
for the continuation of a business and its
longevity. Buy Sell agreements often form
an important part of an overall business
succession plan or may instead operate
as a standalone instrument to facilitate
ownership and control transitions within
a business.

WHAT IS A BUY SELL AGREEMENT?

A Buy Sell agreement is an agreement under
which the principals of a business contract
to buy or otherwise acquire the ownership
interests of another principal if a trigger event
such as the death, trauma or total permanent
disablement of that principal occurs.

Whilst often overlooked, other events such
as bankruptcy, retirement or poor business
performance by a principal can also be
useful from a commercial perspective
as events that give rise to rights and
obligations under a Buy Sell agreement.
For the purposes of this article however,
these “other” events will not be considered.

Although Buy Sell arrangements are
predominantly commercially-driven, the
way in which a Buy Sell agreement (and
any broader business succession plan) is
structured will require careful consideration
regarding commercial objectives as well as
tax minimisation, in particular with respect
to capital gains tax (CGT).

WHY DO WE NEED BUY SELL
AGREEMENTS?

Buy Sell agreements are advantageous
because in the event of death or other
traumatic incident/injury, forward and

structured planning can avoid negative
tax consequences and threats to business
viability in the event that the surviving
principals do not have sufficient capital

to buy out the exiting principal. A further
fundamental objective relates to ensuring
as smooth a transition as possible ’
following the exit of a business principal.

The Buy Sell agreement will routinely set
out the method agreed to be adopted in
transferring the exiting principal’s interest
and how the exiting principal’s interest is
to be transferred. Ideally, the agreement
should include a structured timetable and
provision for adequate funding, to permit
both the purchase of business assets and
transfer of control in the business. Funding
issues are also routinely addressed.

HOW SHOULD BUY SELL AGREEMENTS
BE DRAFTED? ’

Buy Sell agreements can take various
forms but the way they are structured
is likely to be influenced by the need to
minimise unnecessary tax.

Buy Sell agreements must be carefully
drafted, as improperly worded contracts
can trigger a CGT liability at the time
of signing.

For example, if a contract is drafted such
that X sells to Y in the event of the death
of X, a disposal will arguably have occurred
for CGT purposes at the date of the
contract rather than the date the trigger
event (ie death) occurs.

For the above reason, the two most
common methods used in the drafting
of Buy Sell agreements are “put and/or
call option” arrangements and “condition

precedent” contracts.
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Put and/or call options can be used in
preference or in addition to conditions
precedent. Depending on how options are
incorporated into the Buy Sell agreement,
at the time of the trigger event, the exiting
principal or deceased’s estate can offer to
sell and/or the remaining principal(s) can
offer to buy the exiting principal’s interest.

Often whether both put and call options
are used will depend on:

W how the business principals have
structured the insurance aspects of any
Buy Sell arrangement and the insurable
events; and

W the nature of the trigger event (eg it is
common to have a trauma option that
is only exercisable if the business
principal has not returned to work within
some specified period of time following
the injury).

The ATO considers that a contract subject
to a condition precedent to its formation
(as opposed to its mere performance,
known as a condition subsequent) will
not be entered into for the purposes

of CGT event A1 until the death of a party
to the contract. Conditions precedent

to the formation of a contract might
include the death of a party or the receipt
of insurance policy proceeds subsequent
to certain events.

HOW ARE BUY SELL AGREEMENTS
FUNDED/FINANCED?

Buy Sell agreements are typically financed
by way of insurance policies, although this
need not necessarily be the case. Absent
any insurance, Buy Sell agreements can be
seli-funded or funded by utilising vendor
finance aspects.
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1. Self insurance

Each principal takes out a policy on their
own life (and/or other events) and where
a claim is made under the policy, the
insurance proceeds are directed either
to the individual, or his or her estate.

The Buy Sell agreement would generally
provide that the amount the remaining
principals have to pay to acquire the exiting
principal's interest is reduced by the
amount of insurance proceeds received.
With this methodology, the exiting principal
is taken to have disposed of, and the
remaining principals are taken to have
acquired, equity equal to its market value
(ie the remaining principals have maximised
their cost base in the event of subsequent
disposal of their equity interests).

2. Insurance owned by the business

Any proceeds on the death of a business
principal are received by the business,
which can buy back the interest from the
exiting principal.

This option can be administratively
efficient in that the insurance company has
only one policy with the business, thereby
saving policy administration fees. However,
difficulties can arise where a properly
drafted Business Succession agreement
has not been prepared. There can also be
tax detriments regarding:

B cost base of the remaining business
principals; and

B the proceeds being “converted”
to a receipt of income (ie a deemed
dividend component in the case
of a business carried on by
a company where an off-market share
buyback occurs).

3. Entity insuring and nominating
principals as beneficiaries

This method involves the business entity
taking out the insurance cover and
nominating one or more principals as
beneficiary(ies) under the policy.

In adopting such a model, careful
consideration must be given to the
Commissioner’s view that the original
beneficial owner of the policy will be the
entity. Where the company as beneficiary
is taken to have given consideration,

any proceeds paid under the policy may
not be exempt under s 118-300 of the
Income Tax Assessment Act 1997 (Cth).

4, Trust model

Special purpose trusts can also be used
to hold insurance policies over the lives
of the business principals. In the event
that a payout is received when a trigger
event occurs, the trustee of the trust will
receive the proceeds and apply the funds
according to the terms of the trust deed.

B the insurance proceeds can be utilised
within the superannuation fund to
generate tax effective income streams
via pensions; and

M binding death benefit nominations can
be used to ensure that the proceeds
from the policy pass as intended by the
business principal.

However when looking to utilise
superannuation in this way, it is crucial to
consider the muititude of superannuation
specific issues such as the sole purpose test,

agreement ... is structured will require
careful consideration regarding
commercial objectives as well as tax
minimisation, in particular with respect
to capital gains tax .

This method can result in reduced
premiums/fees, but depending on the
terms of the trust, can also have inherent
tax problems (particularly if the trust is not
a bare trust).

Historically, cross insurance was quite
popular and involved each business
principal taking out a policy on the lives
of all the other business principals. If one
principal died, the continuing principals
each claimed on their multiple life policies
and the proceeds were used to purchase
the deceased principal’s interest. However,
the complex and unintended CGT
consequences that can arise from cross
insurance policies {as well as complications
upon entry/exit of other principals) have
seen this method largely abandoned.

CAN INSURANCE BE OWNED THROUGH
SUPERANNUATION?

In recent times, ownership of insurance
policies for a Buy Sell agreement through
a self-managed superannuation fund
(SMSF) has becomes increasingly popular.
The advantages of a SMSF owning the
insurance policy which is to fund the Buy
Sell agreement include;

B the premiums payable in relation to the
insurance policy should be deductible;

WILL CGT APPLY TO INSURANCE
PROCEEDS?

Broadly speaking, the CGT provisions do
not apply to the proceeds on disposal

(ie realisation/receipt of proceeds)

of a policy of life insurance, provided the
recipient is either the original beneficial
owner of the policy, or alternatively is an
entity that acquired an interest in the policy
for no consideration.

What is a policy of life insurance?

The ATO takes a very broad view about
what is meant by the term “a policy of life
insurance”. It does not focus upon the title
of the policy, but instead considers the
reason why the insurer paid out the policy
proceeds. If the payment is made because
the insured person died, then the ATO will
treat the payment as a payment under

a policy of life insurance, regardless of the
form of the policy.

Who is the beneficial owner of the policy?

Although “beneficial owner” is not

a defined term, the ATO essentially
considers that the original beneficial owner
is the party with the power to transfer,
surrender or dispose of the policy.

It's essential | 449
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The ATO takes a broad approach to the
meaning of consideration, which may
include the giving of a promise, such as
the exchange of mutual promises under

a Buy Sell agreement. The value of such
promises is not a relevant consideration
according to the ATO; the mere fact

that they have been given is sufficient.
However, it is useful to note that in Tax
Determination TD 94/34, the Commissioner
says that the payment of premiums will not
constitute consideration for the acquisition
of an interest in a policy.

DOES THE CGT DISCOUNT APPLY TO
TRANSFERS OF EQUITY UNDER A BUY
SELL AGREEMENT?

The 50% general CGT discount is
available on the disposal of assets

held for longer than twelve months,
provided that the CGT event or disposal
does not occur under an agreement
made within 12 months of acquiring the
asset. Buy Sell agreements, if drafted
properly {see above), are not the types

of agreements contemplated by the
exception to the CGT concession, and
therefore a Buy Sell agreement itself would
not generally preclude access to the 50%
CGT concession no matter when it was
entered into (but subject to the 12 month
holding rule).

ARE THE CGT SMALL BUSINESS
CONCESSIONS AVAILABLE?

Where the CGT event occurs on or

after 1 July 2008, the legal personal
representative/beneficiaries will, subject to
satisfaction of the relevant conditions, have
available to them the same concessions

as the deceased was entitled to just prior
to his/her death if the assets are disposed
of within two years of the date of death

{in the case of natural persons).

WHAT ARE THE GST IMPLICATIONS?

GST is unlikely to apply to-the transfer

of equity {shares or units) on the basis
they are financial supplies. If, however,
there is a transfer of assets, GST could
apply unless the transaction is structured
such that the “going concern” exemption
can apply.

WHAT ARE THE STAMP DUTY
IMPLICATIONS?

Given the jurisdiction-specific nature

of stamp duty, and in the interests

of brevity, it is pertinent to highlight

that the stamp duty implications will
largely be reflective of the nature of the
documentation effecting the Buy Sell
agreement and the particular stamp duty
regime of the relevant states (vis-a-vis
dutiable property/transactions).

SUMMARY

Advisers need to carefully consider
their client’s particular circumstances in
order to determine the most beneficial
substance, form and financing for that
client’s Buy Sell agreement and broader
business succession plan.

In particular, attention should be given
to the likely trigger events that may affect
a client’s business and how to best provide
for those events from both practical and
commercial perspectives. Typically, there
will also be a myriad of further issues
requiring attention as part of an effective
Buy Sell agreement/business succession
plan including:

W deductibility of insurance premiums;

M tax implications of differing insurance
receipts/insurable events (death, TPD,
trauma, key man insurance, insurance
to pay out business debts, etc); and

W appropriate insurance levels
(determined in conjunction with
a financial adviser).
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