What will happen to your Business on your Death?

As you may know, you can operate a business through various structures such as a sole trader, partnership, company and trust.  Each type of structure has a different result upon the death of the controller of the business.  The process of planning the consequences of death of a business owner, is referred to as succession planning.

A person's Will can only deal with assets and liabilities that they personally own.  This means that assets and liabilities that are owned by a company, partnership and trust cannot form part of the person's estate and ownership will not change upon a person's death.  However personally owned assets, which may include a person's home, household goods, shares in a company and interests in a unit or fixed trust, can be dealt with by a Will.  Also the power to control a trust, can also be vested in other people via a Will.

For this reason, it is vital that you consider who you would like to own and control your business on your death.

Structures – Consequences of Death

Sole Trader 

A sole trader involves one person operating a business in their own name (or under a registered business name).  When a sole trader passes away, their business will fall into their estate (ie. along with all  of their general assets and liabilities), which will be dealt with under the person's Will.  The trustee of a sole trader's estate may continue to operate the business following the sole trader's death until administration of the estate is completed.

Partnership
A partnership is usually made up of individuals, although they can also include companies and trusts.  Therefore the consequences of a person's death depends on how they held their partnership interest, and such terms are usually determined by a written Partnership Agreement.  

In the event that a Partnership Agreement has not been implemented prior to the death of an individual partner, then the partnership will be automatically dissolved and deceased partner's share will form part of his or her estate to be dealt with under the person's Will.  Where a company or trust is a partner, the consequences of the death of a shareholder of the company, or a party with an interest in a fixed trust, are that the partnership will not be automatically dissolved (unless there is a Partnership Agreement that requires dissolution) and the interest in the partnership will be dealt with as outlined below.

Company
The assets of a company (such as property and bank accounts) do not form part of a person's estate, regardless of how they own the shares in the company.  The assets and liabilities of a company remain with the company until it is wound up and the assets are sold.

However, if an individual personally owns the shares in a company, they can pass ownership of the shares under their Will.  Like partnerships, it is common for shareholders to enter into a Shareholders' Agreement, which among other things, stipulates the consequences of a shareholders death.  The Shareholders' Agreement will usually require the deceased person's shares to be offered to the remaining shareholders in the company, before they are distributed under the person's Will or sold to a third party.

In the event that the deceased person was the sole director of a company, the shareholders must appoint a replacement director of the company.  This rule applies regardless of whether they were existing shareholders, or have become shareholders by inheriting shares upon the person's death (or a combination of existing and new shareholders).  The recipient of shares of a sole shareholder has the power to determine who will control a company that you currently control as a director.  
Because the assets of a company do not form part of your estate, where there are multiple assets owned in the one company and you wish to pass different assets to different people it will be necessary to restructure the company owned assets.  CGT and stamp duty will depend on the form of the restructure and will be significant unless you use an advisor that specialises in this area.

Trust

A trust is a relationship between a trustee (who holds the legal title to the trust's assets) and the beneficiaries (who receive distributions from the trust).  Trust assets cannot be dealt with under a Will, as the person does not personally own the assets.  However the interests in a trust may be dealt with under a Will, depending on the type of trust.

Where the trust is a unit trust and the unitholder personally owns the units, then the units can be bequeathed under their Will.  This is because the entitlement to income or capital of each beneficiary is represented by units in the trust which are property of the holder of units.  However in the more commonly used discretionary trusts (also referred to as family trusts) entitlement to income or capital is not based on an interest but on the exercise by the trustee of a discretion as to the distributions that can be made.  In addition, a person is only a beneficiary whilst they are alive.  Therefore a person's ''interest'' in a discretionary trust cannot be dealt with under their Will, as they do not have a fixed, identifiable interest to give.  Unlike unit trusts, control of a discretionary trust does not reside with the beneficiaries.  Instead day to day control is exercised by the trustee and ultimate control rests with the person with the power to change trustees.
The trust deed usually permits the Principal to nominate a successor, which should be addressed in the person's Will, to ensure that this powerful role passes to the correct person.  Control of the assets of a discretionary trust can therefore be passed by nominating a successor Principal.  In the event that a Principal has not appointed a successor, their executor will usually assume this role upon their death.  If your business is operated by a trust, is your executor the person that you would like to have ultimate control over your business upon your death?

Again, because the assets of the trust do not form part of your estate, where there are multiple assets in the one trust which you wish to pass to different people, a restructure of the trust owned assets should be undertaken before you die.  CGT and stamp duty will be minimised by using professionals specialising in this area.

How do the business ''owners'' interests pass upon their death?

The executor of a deceased person's estate is responsible for calling in the assets of the deceased and distributing the person's interest to their beneficiaries pursuant to their Will. The executor will assume ownership of the interest that the person had in the business (whether it is the business itself, the shares in a company, an interest in a partnership or an identifiable interest in a fixed trust).  

If the executor is required to transfer the business to another party (pursuant to a Partnership Agreement, Shareholders' Agreement or Unitholders' Agreement), it is the executor who is the seller of the business interest.

Professional Advice

While you may know who you would like to inherit your general personal possessions, have you considered who will inherit the ownership of your business?  Who will control your business on your death?

If you are involved in a business or are thinking about establishing a business, it is important that you seek specialised advice.  If you would like to discuss how we can ensure that your intentions are carried out, please do not hesitate to contact one of our specialist advisers.

Brett Hart

Cleary Hoare Solicitors

Ph: 
Brisbane 07 3230 5222; Sydney 02 9262 5550

Web: 
www.clearyhoare.com.au
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