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What the business succession opportunity looks like @

Businesses in Australia

*  2.1m businesses of which 2/3rds family

«  Estimated $3.5 trillion transfer of wealth and 80% of family business owners looking to exit in the 20s
How do owners envisage their exit?!

*  44% plan to sell their business now or later

*  64% would seriously consider selling it if approached

* 21% plan to pass business on to the next generation

*  Only 10% of SMEs have a documented succession plan/ buy-sell agreement?

+The MGI Australian Family and Private Business Survey 2013
2 Cameron Research Group 2008
5 DBM Business Financial Services Monitor 2014

*  Only 6% have key person insurance?

Case Study — Therese Rein
Started Work Directions in 1989 with business partner Frances Edwards; it began by assisting injured
workers find work
Insurance-funded Buy Sell deed valued the business at $1,050,000, but Edwards uninsurable
Deed with fixed $ valuation not reviewed
Edwards died in 2006, the business now global and diversified and re-branded to Ingeus
Executors of her estate tried to block sale of 5,200 shares to Rein for $525,000 (< 10% of value)
Rein won in the Courts and took full control of business worth $10.5 million

2012: she sold US based Providence Service Corp , the following year on BRW Rich List @ $210 million

Major concerns of business owners @

* Ending up in business with their business partner’s spouse if anything were to happen to their

business partner

Personal assets such as the family home at risk for business debt

Extracting full value from the business: investment of money, time and intellectual capital
* One child in the business and another out
* Business passed to next generation and income for retirement?

*  What life will they have after they exit the business?




Business lifecycle & key risks

Business Growth

Key Risk: Disorderly
or no change of

Asset Protection Ownership

Key Risk: Not

* High debt to equity maximising Exit

‘Gunership protection

Owners may have: - Key Risk: Loss of
— Given the bank Revenue *  Higher equity, succession issues Value
personal + Less key person dependence
Suarantees + Shareholder! beneficiary loan accounts

—  Loaned seed capital

Key Risk: Revenue Protection

Loss of Assets +  Revenue patterns efmerging
« Goodwill and tunover growing
+ Key person dependence

Start-Up Developing & Growth  Established & Mature Exit

SMSFs & the Sole Purpose Test

ATO ID 2015/10
Buy Sell policy on
Harry's life = $1M

contributions to pay
premiums + 5G

SMSF

SMSFs & the Sole Purpose Test

ATO ID 2015/10
Sole Purpose Test

*  Buy Sell Deed required:
« trustee to purchase life policy based on agreed market value of Harry’s interest in the business
* company to make additional contributions to SMSF to pay the premiums

Trustee has provided financial assistance to William

* He's relieved of having to pay premiums for policy on Harry’s life

* The policy proceeds enabled William to gain total ownership of company

However...

* It was an unusual buy sell deed: SMSF ‘hardwired”

* ATO cautioned the breach was ‘based on the facts of that case only’*

ISMSF Adviser 11 January 2016




Super & buy sell insurance @

ATO ID 2015/10

* Represents a backflip over pervious APRA and ATO advice
* Nothing from ATO in five years since ID

*  Most ‘super buy sell’ done in retail super funds
« Trustee is not a party to buy sell agreement

Impediments to ‘super buy sell’ generally:
« $25,000 cap
* lump sum tax on death benefits and TPD benefits

SMSF Adviser 11 January 2016

Not all succession is clear cut... @
Income Protection/TPD
* Income Protection funds a business partner who is ill or injured (but for how long?)
* APRA has indicated their intention to intervene in the retail IP market
* no more Agreed Value from 1 April 2020, and
* acut back to 12 month lookback on claim from 1 July 2021
» what about business owners and other clients whose income fluctuates?
 lockin IP policies prior to changes
* Long term IP claims but not TPD (grey zone):
« rules will tighten long term IP benefit periods
« policies will not be guaranteed renewable

SMISF Adviser 11 January 2016

Case Study @
Harry and William operate a business, and their incomes fluctuate

Underwritten on an indemnity policy of $220,000 in 2020/21 (monthly benefit 75% = $13,750)

* Policy on claim will look back to highest 12 months income in three years if written by June 30
2021 or 12 months to claim if written later

* including ‘addbacks’ for Meghan and Kate who draw $37,000 each from the business, and
* Harry falls ill: what is the outcome?

[rramms Lo ——uien |

Year 1 $250,000 $250,000
Year 2 $220,000 $220,000
Year 3 $120,000 $120,000

Claim on pre July 2021 policy  $13,750 (i.e. 75% x $220,000)/12
Claim on post June 2021 policy  $7,500 (i.e. 75% x $120,000)/12




LRBAs & Succession
SMSF policy ownership: $500K on each life

Policy Member A $500K  Policy Member B $500K

INSTALMENT

Business Property
SMSF soM

Balance $500K | Balance $500K

A r

Member A Member B

LRBAs & Succession
SMSF policy ownership: $500K on each life

Policy Member B $500K

T

LRBA
M

INSTALMENT
Business Property

Swisr TRUST o

Balance SIM Balance $500K

A r

Result: still a shortfall of $500K to pay death benefit
Member A Member B

LRBAs & Succession @

Cross-ownership of policies: $500K on each life

LRBA
M

INSTALMENT

Business Property
SMSF soM

Balance $500K | Balance $500K

Policy. Member;/( T Policy Member A
$500K $500K

Member A Member B




LRBAs & Succession

Cross-ownership of policies: $500K on each life

LRBA INSTALMENT
SIm TRUST Business Property
SMSF -

Balance $500K | Balance $800K

Result: Member B gets $500K
Can only contribute $300K (bring-forward,
Policy Member T Policy Member A Y $300K (bring: )
$500K

$s00K Cannot buy $200K of BRP (tenantsin
common) to fully fund death benefit as
Member A Member B LRBA instalment trustee must have
absolute entitlement

LRBAs & Succession

Cross-ownership of policies: $1.5M on each life

LRBA INSTALMENT
M Business Propert,
$1M SMSF oM pery

Balance $500K | Balance $500K

Non concessional

In specie acquisition

wrbution
Policy Memher}/‘( T Policy Member A
$1.5M $1.5M

Member A Member B

LRBAs & Succession

Cross-ownership of policies: $1.5M on each life

LRBA INSTALMENT
am Business Propert
SIM SMsF TRUST M P

Balance $500K | Balance $800K

Non concessional
contribution

9/( Result: Member B gets $1.5M
Contribute $300K (bring-forward)
puhcgnl/\;;bef T Pcms’fsrmnheu Acquire $1.2M(tenants in common)

Repay LRBA $1M
Member A Member B Pay death benefit $500K

In specie acquisition




LRBAs & Succession

Issues

Insure for life only (death compulsory is a cashing restriction)

* Pay alump sum: pension to widow problematic

* CGT on cross-owned TPD if members A and B unrelated (s118-37 ITAA 97 exemption unavailable)

* Other solutions? Sale of business property

SMSFs & Business Debt

Issues

Business owned policy Self-owned policy SMSF owned policy

Premiums P
No FBT FBT
CGT on TPD and trauma proceeds No CGT on TPD and Trauma

Less optimal outcomes on company
wind-up

Debt subrogation & Commercial Debt
Forgiveness unless Debt Agreement
entered into, however...

On-lend strategy possible if business
owners are partners or sole principal

Premiums deductible
No FBT

No CGT on TPD, own occupation TPD
and Trauma not possible

On-lend strategy possible if business
owners are partners or sole principal

SMSFs & ‘on-lend’ strategy

Scenario 1 - traditional advice

*  Mum & Dad business (company) has $1M bank debt

* They have an SMSF

* Their company holds life policies for $1M on each life to cover CGT asset acquired for $1M

1
Bank sm

Policy Meghan $1M

Policy Harry $1M

Mum & Dad company

$1m
CGT asset




SMSFs & ‘on-lend’ strategy @

Scenario 1 - traditional advice

*  Mum & Dad business (company) has $1M bank debt
* They have an SMSF

* Their company holds life policies for $1M on each life to cover CGT asset acquired for $1M

Policy Meghan $1M Policy Harry $1IM

. Repay bank $1m Sell for $1M
PR —
Ban S $im

Mum & Dad company CGT asset

= 2
- \ = S$1Munfranked
J1  dividend $470K tax

SMSFs & ‘on-lend’ strategy @

Scenario 2 - strategic advice

olicy Meghan $1M.

Policy Harry $1M

Repay bank $1m Sell for S1IM
Bank +——r——
$1im $1m
Mum & Dad company CGT asset
e
Death benefit $1M tax-free to Meghan =
3 _] Meghan on-lends $1M




