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SHARE PROTECTION — TECHNICAL GUIDE n

The purpose of this guide is to explain how our share protection scheme operates for
companies, partnerships and limited liability partnerships (LLP).

This guide aims to answer the most common questions that you may be faced with
whilst dealing with this topic. This guide refers to shareholding directors in a private
limited company, partners in a partnership and members of an LLP. For the purpose of
this guide they will be referred to as owners.

This guide describes a suggested method of setting up share protection, utilising life or
life and critical iliness policies placed in trust from outset, plus a written agreement
between the owners. The rest of this document assumes the policy will be placed in
trust from outset and that all of the owners participate in the arrangement.

The documents we've referred to in this guide are for specimen purposes only and
professional advice should be sought. If the policyis not placed in trust at outset, you
should seek your own legal and tax advice as our trust document cannot be used

in these circumstances. All examples used in this guide are based on using our trust
deeds. Clients should seek their own advice as to how their agreements and trust deeds
are drawn up and what documentation is required.

We accept no responsibility for ensuring that the trust deed and cross option agreement
meets the owners’ requirements.
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WHAT IS THE AIM OF THE AGREEMENT?

A share protection arrangement enables the
surviving owners to purchase the deceased
owner’s share of the business from the deceased
owner’s estate and ensures that the deceased
owner’'s dependants have a willing buyer and cash
instead of a share of the business.

Critical lliness Cover can also be added at an extra
cost, the agreement gives the owner the option to
sell their share of the business if they are diagnosed
with one of the critical illnesses we cover.

HOW DOES IT WORK?

In order for the agreement to be implemented
each owner must effect and maintain a life or life
and critical illness policy which is written in trust
from outset for the other owners. An agreement,
typically a cross option agreement, provides the
basis for the share purchase and details how the
purchase can be made.

The agreement should be entered into, with one
agreement covering all the owners. The completed
trust document will be returned by us to the
trustees and should be kept with the policy(ies).

WHY IS AN AGREEMENT NEEDED?

On the death of any owner, the Articles of
Association, Partnership or LLP agreement should
stipulate what happens to their share of the
business. Usually their personal representatives
and subsequently their beneficiaries will become
entitled to their share of the business. The
beneficiaries may find ownership of the share of
the business provides very little benefit, especially
where this is relatively small.

An agreement ensures that upon the death of one
of the owners, the surviving owners can avoid that
share of the business being owned by someone
with no interest in the business, or even by another
business that might then be in a position to make a
takeover bid.

Most surviving owners in this situation will want
to buy the deceased owner’s share of the business
and keep control of the business, but only a few
will have the right amount of cash available at

the right time. Some businesses may turn to their
bankers, but many have existing loans that would
rule out further advances. Also a crisis, such as the
death of an owner, tends to create uncertainty and
instability within a business, so banks will be less
likely to be willing to make a loan. A critical iliness
could have a similar impact.

Sales of a share of the business to outsiders may
be restricted and a sale to the continuing owners
may only be possible if funding has been arranged
in advance. This could mean that the family of the
deceased owner may not receive the best price
for their share of the business or possibly not find
a buyer at all. The share protection agreement
ensures that the beneficiaries can sell to a willing
buyer and the remaining owners have both the
right and the money to make the purchase.
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HOW THE AGREEMENT OPERATES.

The agreement is able to include options on death/terminal illness and, if selected, critical illness.
The owners should indicate in the agreement which events they wish to plan for, which should also be
reflected in the type of policies that are being arranged. The agreement operates as follows:

Death

On the death of an owner, their personal
representatives have the option to sell their share
of the business to the surviving owners. Equally,
the surviving owners have the option to buy the
deceased owner’s share of the business from the

personal representatives. If an option is exercised by

either party then the other party would be bound to
buy or sell, as the case may be.

The owners can exercise their option to buy the
share of the business at any time within three
months of the date of death.

The personal representatives can exercise their
option to sell the share of the business at any time
within six months of the date of death.

Terminal lliness Cover

An owner suffering from a diagnosed terminal

illness that results in a valid claim, will have the
option to sell their share of the business to the

other owners.

This option is available for six months after the date
of receipt of the proceeds.

Please note: There is NOT an option for the other
owners to buy the share of the business from the
terminally ill owner. A single option agreement
leaves the terminally ill owner in control, with the
option to sell but with no corresponding option to
buy given to his/her co-owners. On payment of a
valid terminal illness claim no further benefits wiill
be payable and the policy will end.

Critical lliness Cover

An owner suffering from one of the specified
critical illnesses or disabilities that results in a
valid claim under a life and critical illness policy,
will have the option to sell their share of the
business to the other owners.

This option is available for six months after the
date of receipt of the proceeds under the life and
critical illness policy, and not from the date that
the critical iliness is diagnosed.

Please note: There is NOT an option for the other
owners to buy the share of the business from the
critically ill owner. Although this option could be
attractive to the other owners, it may not be for
the owner who has had a heart attack and who
intends to resume work, once fully recovered, after
only afew months. A single option agreement
leaves the critically ill owner in control, with the
option to sell but with no corresponding option to
buy given to his/her co-owners. On payment of a
valid critical illness claim no further benefits will
be payable and the policy will end.

Under their agreement, each owner must effect
and maintain a life or life and critical illness policy
under an appropriate trust, to provide the required
amount of money to purchase the share of the
business. The beneficiaries of the trust would be
the co-owners of the business.This ensures that
the proceeds from a policy are available for them
to buy the owner’s share of the business on death
or diagnosis of a critical illness or terminal iliness.

For further information on terminal illness and the critical illnesses we cover, please ask for a copy of our Guide

to Critical lllness Cover.
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WHY IS THE AGREEMENT NOT
A BINDING CONTRACT FOR SALE?

Under current legislation the share of the business
may qualify for 100% Business Property Relief for
Inheritance Tax purposes. However, if the share
protection agreement includes a binding contract
for sale, such as a buy and sell agreement, any
applicable Business Property Relief may be lost.

A cross option agreement gives the surviving
owners an option to buy the owner’s share of

the business and the personal representatives of
the deceased have a matching option to sell to

the surviving owners, but neither is obliged until
the other uses their option. This is not a binding
contract for sale and therefore preserves Business
Property Relief for the beneficiaries.

WHAT PRICE IS TO BE PAID FOR THE SHARE
OF THE BUSINESS?

It is important that when putting a cross option
agreement in place, an appropriate method is
agreed on as how the share of the business is to
be valued.

Open market value of the business

This option would ensure that all parties are fairly
treated. This can, however, lead to certain practical
problems, such as how the business can be sure
that the amount of cover in force equates to the
value that would have to be paid? The reference

to open-market value means that this has to be
formally arrived at. This could lead to delays in

the completion of the sale and purchase and often
can result in the whole plan being delayed or

even never finalised.

Fixed value for the share of the business

By adopting a fixed price method of valuation, the
business adopts a method of valuing a share in a
business. This method ensures that the appropriate
level of life cover can be effected.

Most cross option agreements have been drafted on
the basis that should death/a terminal illness (or
payment under a life and critical iliness policy) occur
within three years of the agreement being
established, a specified value (as written into the
agreement) will be the price to pay for the share of
the business. However, if death/a terminal iliness (or
payment under a life and critical illness policy)
occurs more than three years after the date of the
agreement a ‘fair value’ will be paid.
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Fair value of the share of the business

The fair value of the share of each owner will be the
relevant proportion of the market value of the
business as at the date of the owner’s death or the
Payment Date (as the case may be). This amount
will be determined by an independent auditor or
professional valuer who will be appointed by the
surviving owners and the personal representatives
of the deceased owner. If such a valuation is not
carried out then the ‘fair value’ of the share of the
business shall be the relevant proportion of the
said market value as determined by the President
for the time being of the Institute of Chartered
Accountants in England and Wales.

Such an arrangement should be reviewed at least
every three years to ensure it continues to meet
the business’s requirements. The amount of cover
under the life or life and critical illness policy should
also be reviewed at the same time. If this is not
done the price to be paid under the agreement
reverts to the ‘fair value’.

Whilst most policies provide a cross option
agreement, it is important that the owners get their
agreement approved by their own legal advisers.

WHAT IF NEW OWNERS JOIN THE BUSINESS?

All new owners should enter into the arrangement
by completing a supplemental agreement. An
additional life or life and critical illness policy
must also be effected and the appropriate trust
deeds completed.

HOW LONG DOES THE AGREEMENT
LAST FOR?

The agreement can last indefinitely but, as
mentioned earlier, regular reviews should
be carried out.
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) WHAT ARE THE MAIN TAXATION EFFECTS OF
THE ARRANGEMENT?

INHERITANCE TAX

Providing all owners participate, there should be no Inheritance Tax on the premiums payable as it will be
considered to be a bona fide commercial arrangement.

Whilst a policy written in trust will not form part of the owner’s estate for Inheritance Tax purposes, there are
some occasions where there is a potential for an Inheritance Tax charge to apply to the trust itself. For
example, on each 10 year anniversary of the trust (periodic charge) and when payments are made out of the
trust (exit charge).

In most cases, if a Life Insurance policy with no surrender value is the only asset placed in trust, then
provided that the life insured is in good health, the value of the policy for Inheritance Tax is likely to be
negligible. The maximum charge of 6% of the value of the trust fund in excess of the nil rate band, will
therefore also be negligible and there will be no Inheritance Tax charges payable during the policy term or
at death.

CAPITAL GAINS TAX

There should be no Capital Gains Tax on the transfer of the shares on death, but there could be a liability on
the beneficiaries of the estate if the value of the shares of the business increases between death and sale.
However, this is rare.

A Capital Gains Tax liability may arise, in the event of the sale of an owner’s share of the business due to
a terminal or critical illness.

INCOME TAX

An Income Tax liability may arise from the potential reversion of the trust fund to the owner if they should
resign or retire from the business or otherwise cease to be an owner. This is also known as Pre Owned Asset
Tax (POAT). However, given that the value of the life policy is likely to be negligible, the effect of this tax is
also likely to be negligible.

There may be other taxation implications but this will depend on your individual circumstances. We strongly
recommend that you consult your own legal or tax adviser before proceeding.
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HOW ARE THE FUNDS TO MAKE
THE PURCHASE PROVIDED?

A Life or Life with Critical lliness policy is written on
the owner’s life and then put in trust from outset
for the other owners. In the event of a death or
critical/terminal illness claim, the proceeds of the
policy would be paid to the continuing owners. The
cross option agreement requires that each owner
shall, no later than one month after the date of the
agreement, effect either a Life policy or Life with
Critical lliness policy and write the policy in trust for
other owners.

WHO SHOULD PAY THE PREMIUMS?

Each owner undertakes to pay premiums on their
own life. These may not necesarily be the same
because of the different ages and amounts of
cover. If possible, the business should adjust their
pay or drawings to compensate for this.

If a company pays the premium on behalf

of a shareholding director this will be classed
as remuneration and the shareholding director
will become liable for income tax and National
Insurance Contributions (if applicable) on it.

WHAT TYPE OF POLICY SHOULD
BE EFFECTED?

This will depend upon individual circumstances
and affordability. For example, if it is not known
when an owner will retire, a Whole of Life
Protection Plan may be an appropriate policy.

If Critical lliness Cover is required this can
usually be arranged as an additional option to a
Life Insurance policy.

WHAT IF AN OWNER LEAVES THE BUSINESS?

If an owner leaves the business the agreement will
normally cease to apply to that owner.

The policy will automatically revert to the owner.

WHAT IF THE AMOUNT OF COVER DOESN’T
MATCH THE PRICE TO BE PAID FOR THE
SHARE OF THE BUSINESS AS SPECIFIED

IN THE AGREEMENT?

If the agreement is reviewed and updated
regularly, it's unlikely that the proceeds of the life
policies will differ significantly from the price to
be paid for the share of the business. However, if it
isn't reviewed and amended, then the price to be
paid under the agreement could differ significantly
and may require a valuation based on what the
business would be worth on the open market. This
is the traditional method of valuing a business, and
this could mean that the amount of cover under the
policies may not match the price to be paid.
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If the amount of cover is less than the agreed value,
the agreement gives the option for the balance to
be paid to the owner’s personal representatives in
instalments over an agreed period. The agreement
allows specific details to be inserted regarding the
number and frequency of payments. This amount
may or may not bear interest and the appropriate
wording should be deleted.

If however, the amount of cover exceeds the agreed
value, the co-owners can, if they wish, pass the
excess to the owner’s personal representatives

or keep it themselves. The agreement caters for
either arrangement and if this form is used then the
appropriate wording should be inserted.

WHAT IF THE OWNERS DON’T WISH TO
SPECIFY A VALUE FOR THE SHARE OF THE
BUSINESS TO BE PURCHASED?

The owners should be encouraged to specify a
value. If they don’t, then an amendment to the
agreement will be needed in order to revert

to the ordinary open market value at the time
the purchase is made.

WILL THE AGREEMENT PREVENT AN OWNER
FROM SELLING ANY OF THEIR SHARE OF THE
BUSINESS DURING THEIR LIFETIME?

The Articles of Association, Partnership or LLP
agreement should govern this but the provisions
detailed in the sample agreement will not prevent
any sale or other disposal of the owner’s share of
the business during his lifetime. The agreement
only covers share transfer on death, terminal or
critical illness (if selected) of the owner.

WHAT IF THERE’S ALREADY A SHARE
PURCHASE AGREEMENT IN FORCE?

It is important that this is reviewed. We provide

an agreement for the consideration of the client’s
legal advisers, should they wish to change it.

The company’s legal advisers should ensure there
is no conflict between any existing agreement and
the wording of the cross option agreement.
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THE BUY AND SELL AGREEMENT

The owners enter into an agreement whereby on
retirement or death, the retiring owner or their
estate sell their share to the remaining owners
who, in turn, must buy. The owners will purchase
the share of the business in the proportion in which
the remaining ownership is held. There may be
disadvantages in using the buy and sell method
such as the loss of Business Property Relief, so if
an owner dies, their share of the business may be
liable to Inheritance Tax.

COMPANY BUY BACK

The shareholding directors enter into an agreement
whereby the company buys the shares on the
retirement or death of the shareholder. The
company then cancels the shares. The authorised
share capital is reduced accordingly by the nominal
value of the shares cancelled. There are a number
of legal requirements for the buy back to take
place and this can be a lengthy and relatively
complicated process.

THE AUTOMATIC ACCRUAL METHOD

Used mainly by partnerships in the event of death,
the partner’s or member’s share is automatically
acquired by the surviving members or partners in
accordance with an agreement between them. A life
policy may be used as part of such an agreement in
order to compensate the deceased’s family.
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WHY USE A TRUST?

A trust is a simple way of transferring the policy to the
other business owners (the beneficiaries) without giving
them full access to and control over it. The trust will
specify who looks after and controls the asset

(the trustees).

HOW IS A TRUST SET UP?

Each owner must complete a trust deed at outset.
The deed must be signed and dated and given to your
financial adviser before the policy starts.

If the policy is placed in trust at outset the owners
should seek their own legal and tax advice as our trusts
documents cannot be used in these circumstances.

WHO ARE THE BENEFICIARIES?

The beneficiaries are the other owners of the business.

WHAT IS A TRUSTEE?

A trustee is someone the owner appoints to look after
the policy which is being put in trust. The trustees

are the legal owners of the policy. They must keep to
the conditions of the trust, and act for the benefit of
the beneficiaries of the trust. They are responsible for
making any claim on the policy.

WHO SHOULD THE TRUSTEES BE?

Normally the other owners would be appointed

as trustees. The owner who is the life insured will
automatically be a trustee. It is also a good idea for them
to be resident in the United Kingdom. Solicitors and
accountants can act as trustees but they will charge for
their services.

HOW MANY TRUSTEES SHOULD THERE BE?
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WHAT HAPPENS IF A TRUSTEE DIES?

If a trustee dies, the remaining trustees can still
carry on but a replacement could be appointed.
If the trustee was the last surviving trustee, their
legal personal representatives will have the power
to appoint additional trustees or take over as
trustees themselves.

WHAT HAPPENS IF A TRUSTEE NO LONGER
WANTS TO BE A TRUSTEE?

A trustee can retire from the trust with the consent
of the other trustees, provided that there are at least
two trustees following the retirement.

HOW DO THE TRUSTEES MAKE A CLAIM?

In the event of the owner’s death the trustees
will need to send the following items to
your policies Claims Department:

« Share Protection trust deed (and any
subsequent deeds)

* The original policy documents

» A death certificate

It is a good idea to have at least two trustees at any time.
For this reason, it is normally sensible to appoint at least
two trustees in addition to the owner.

Independent Mortgage Consultants
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