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INTRODUCTION
Historically, the strong tradition of the family firm going to the eldest son has often stood
in place of proper succession planning. But with generational changes, father-son
succession has given way to more complicated, less proven forms of the process. In a
recent major study, only 12% of family-business leaders worldwide said they planned to
pass their businesses to their first-born son, while approximately three-quarters said they
would use either interest in the firm or qualifications as their main criterion.1 In fact, only
about one-third of today’s North American family-business owners intend to keep the
business in the family at all. This figure drops to a global low of 31% in Canada.2
A change of ownership outside of the family calls for different planning approaches
and techniques. A combination of greater life expectancy and a strong trend toward
earlier retirement also means that the term “succession” refers to a transfer of ownership
between living people. It is no longer just what happens to the business on a current
owner’s death.
For family-owned businesses facing a change of ownership, the saying “Failing to
plan means planning to fail” is truer now than ever. However, only one-third of family
businesses in North America have any kind of succession plan, and only 18% have a
clearly documented one.3 Failing to plan for the transfer of ownership has never been
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a great idea: many of the family firms that fail go under for exactly this reason. And the
chances of succeeding without planning are getting slimmer with every year that passes.
Given all these factors, it is time for family-owned businesses to stop counting on tradition
and luck to see them through succession and start getting serious about the process.
And, as with all future planning, the time to start is yesterday.

It is time for family-owned businesses to stop counting on tradition and luck to see
them through succession and start getting serious about the process.

A COMPREHENSIVE SUCCESSION PLAN IS A MUST FOR EVERY
FAMILY BUSINESS
The outcomes of a poor or absent succession plan can be dire. An unprepared or
unmotivated successor can lead the business astray or make the current owner stay on
longer than desired out of fears that this will happen. Family fighting over the succession
can wreak havoc with both the family and the business. Failure to purchase life insurance
can leave the business open to financial disaster and leave a surviving spouse unable
to access assets from the business. Shareholders, whether family or non-family members,
can revolt against the successor and block succession intentions. Lack of tax planning
can mean a devastating financial hit to the retiring owner; or, conversely, the intended
successor might not be in a position to finance the transfer, forcing the business to be sold.
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In short, there are a great many routes leading to undesirable outcomes, including the
worst-case scenario: the liquidation of the family business at “fire sale” prices.
However, while the absence of a plan can have these negative results and more, the
presence of one does more than stave them off. It has many important benefits, including
X Giving the owner and other shareholders a clear, attractive, and controlled way
to exit the business
X Allowing the current owner to retire comfortably and maintain his or her
accustomed lifestyle
X Giving shareholders peace of mind and lenders confidence through use of
disaster-mitigation elements such as key-person life insurance
X Establishing a way to finance the transfer of ownership
X Minimizing taxes and other financial hits from the transfer
X Helping to preserve family harmony, wealth, values, and legacy over multiple
generations
It is safe to say that business owners who “let the urgent be the enemy of the important” by
failing to prioritize a succession plan are sacrificing the long-term health of their firm—and
potentially their own financial well-being—for the short-term operations of the business.
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FAMILY MUST COME FIRST—EVEN WHEN WEALTH IS TOP PRIORITY
Owners of family firms who are starting to create a succession plan have the tricky task of
balancing multiple sets of needs: the family’s, the company’s, other shareholders’, and
their own financial and emotional needs. Most of them—a remarkable 88%, in a recent
Deloitte survey—believe that the interests of the business should take precedence over
those of the family when it comes to making important decisions regarding succession.4

Experts on multigenerational wealth preservation disagree sharply. They contend that if
there is one lesson they have drawn from studying successful family businesses, it is that
family members and relationships must take top priority. This is the case even when the
business is viewed primarily as an asset or a source of income, rather than a matter of
family identity or legacy.
The simple reason for this is that when family businesses successions fail, most do so because
of the family element, not the business element. In fact, researchers have found that when
wealth-transfer fails, a full 70% of the time it is because of family factors—specifically,
either lack of a family mission and vision or a breakdown in trust and communication
among family members. A further 25% of failures arise from failing to properly prepare
the successor.5 These statistics support the conclusion of a major recent report on family
business succession:
The research on family business continues to indicate that far too much attention
is allocated toward the technical components (tax, trusts, insurance, shareholder
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agreements, wills) of the succession process and far too little to the non-technical
components (e.g. wishes and aspirations of the family members, family harmony,
family legacy, family dynamics, integrating and preparing the next generations).6
Even a non-expert can readily see, through high-profile failed or turbulent successions
ranging from the Mondavis to the Rogers family, that poor family relationships can
threaten even the best-laid financial and legal plans. Conversely, when a strong familygovernance system has created strong lines of honest communication and familymember collaboration, the financial and legal aspects of the succession plan fall into
place with relative ease.

SUCCESSION PLANNING CAN BE MADE LESS DAUNTING BY
LISTING THE STEPS AND ASSEMBLING THE TEAM
There is no getting around it: Succession planning is a major undertaking. It involves
significant time and ongoing effort from a team of people. Managing the family element
in itself is a daunting, often fraught process, and is easier said than done. And even if
only 5% of succession failures can be attributed to inadequate or erroneous financial
and legal planning7, there is no denying that these elements are vitally important, highly
complex, and often overwhelming.
As with any large task, the key is to break it down into manageable components and
then lay out a systematic process.

Here are the 7 key steps to creating a succession plan:

1

3

5

7
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The business owner does not need to face this mammoth project alone. In fact, he or
she cannot—and should not. Succession planning that works is an ongoing process of
collaborating and communicating with others.
The succession-planning team includes the following:

X The current owner(s)

X Insurance experts

X Family members, including those

X Tax experts

who are not actively involved with
the firm

X Any other partners or shareholders
X Board of directors
X Advisory board

X Financial advisors
X Legal experts
X Chartered Business Valuators
X Family-business therapists, advisors,
and coaches

X Top executives
Drawing on a variety of strengths and, most importantly, learning to communicate
thoughts and assumptions rather than keeping them private, will lead the business owner
to a satisfying process and an effective end result.

When a strong family-governance system has created strong lines of honest
communication and family-member collaboration, the financial and legal aspects of
the succession plan fall into place with relative ease.

8

7 STEPS TO CREATING AN EFFECTIVE FAMILY-BUSINESS SUCCESSION PLAN

Step #1: Determine the type of ownership transfer.

THE SUCCESSION PLAN STARTS WITH DECIDING WHO IS GETTING
THE BUSINESS
The Team: Owner, family council, family-business coach/therapist, family-business advisor,
board of directors, legal advisors, financial advisors, accountants.
Generally speaking, there are three options to choose from as purchasers of the family
business:

f A family member or multiple members
f An internal executive (e.g. CEO, COO) groomed as successor, or a group of
employees with the means and desire to buy the company
f A third party—that is, an outside purchaser
Within the family-business world, there is a longstanding assumption that a family business
will go to a family member. Another assumption is that this family member will be the next
generation down from the incumbent’s, often referred to as “Gen 2” and “Gen 3”.
New priorities and attitudes, however, are making both of these assumptions increasingly
incorrect. As of 2019, only 47% of global family-business leaders believed their business
would continue to be led by a family member. The figure drops to 33% in North America,
and to only 31% in Canada specifically.8
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This means that nearly 70% of Canadian family-business owners plan to either sell their
business to a non-family member or wind it down altogether. The statistic lines up with a
finding that 67% of Canadian family-business owners see their business “primarily as a
source of accumulated wealth for retirement or estate purposes.”9
Those businesses that do stay within the family are increasingly practising non-linear
successions, in which the firm does not automatically go to the “next gen”. In fact,
intrafamily successions where the business goes to the next generation are now in
the minority, at 46%. Meanwhile, 26% of successors are in the same generation as the
incumbent; 23% are “discontinuous”, meaning that they skipped over a generation (for
instance, from the first generation to the third, leaving out the second); and 5% are even
going in reverse, from a younger generation to an older one. While the majority of Baby
Boomer and Generation X leaders practised linear succession, a remarkable 78% of the
Millennial generation have faced a discontinuous succession.10
On top of this, in the instance where succession is both within the family and linear, there
is a strong trend toward the incumbent giving all the children an equal share of the
ownership, leading to a more complex business model that comes with having multiple
successors.
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The main criteria used to decide where to sell the business are as follow:

1. Family first vs. business first.
f What is the owner’s view of the primary purpose of the company? Is it mainly
a financial asset, or is it a matter of family identity, legacy, and continuity? If
the former, this doesn’t necessarily mean that the family can’t continue to own
the company, but it does mean that it makes the most sense for non-family
members to take over management responsibilities when the current owner
retires. It also will affect whether the priorities for a sale to an outside party will
be family-legacy factors such as values alignment or just straight profit.

2. Successor status.
f Are there family members who are able and willing to buy and run the
business? What is their commitment level, including willingness to earn the
qualifications and experience needed to be strong leaders? If they do not
want to manage the business themselves, would they be interested in taking
ownership while giving lead management roles to non-family personnel? When
a decision is made that the business will be sold to and run by one or more
family members, the owner should consider the effect that this may have on
non-family executives, who may leave the firm for somewhere that offers them
more opportunity for career advancement.

f If family successors are not an option or are not desired, are there interested
parties within the current non-family leadership who have expressed interest in
purchasing the firm? What preparation would they need to successfully take
over ownership? Do they seem committed for the long-term, so that they are
likely to still be around when the owner retires? Would they be willing to sign on
for so-called “golden handcuffs” packages to increase the likelihood that they
will stay at the company until succession?

f If selling the business to an outside party is an acceptable or desired option,
are there people who have expressed an interest in buying it? Do their values
and vision regarding the business line up with the current owner’s/family’s? If
not, is this acceptable? The main issues for this option are the financial health
and overall “saleability” of the business (most buyers will only look at successful
and stable businesses) and market conditions.
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WHAT IF THE SUCCESSORS ARE LESS THAN GREAT?
The issue of successor competence—or, more to the point, lack of it—is a major
one. Businesses passed down to a son or daughter fail 50% of the time.32 Yet the
possibility that the heir apparent might not be the heir most competent is one that
too often goes undiscussed. While this is understandable, given how painful it is for
all concerned to acknowledge lack of ability on a family member’s part, it must be
aired and discussed frankly for an effective succession to take place.
Mediocre abilities on the successor’s part do not necessarily mean the end of the
family line. While many advisors will say that a family member should only be allowed
to inherit the business if she or he is as competent as an outsider, the practical reality is
that many business owners will want their children to own and run the business even if
a non-family member might be better at it.33 Despite a majority of Canadian business
owners stating that ability should count for more than family ties34, the practice of
“accommodating” family members is common here, and not necessarily detrimental,
so long as it is planned for and done openly. For example, families that choose to
hand ownership and management to a less-than-ideal heir can compensate for
this by putting very strong people in important supporting roles. Or the owner can
consider splitting ownership and management, keeping the business under family
ownership but giving the CEO role and other top positions to non-family members.
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3. Financing the sale.
f Who will have the money to buy the business? Will a family-member successor
have the assets to buy out some or all of the current owner’s shares upon that
person’s retirement? If so, along what timeline, and through what financing
mechanism? Note that even if the transfer is to a family member, experts
urge owners to require fair-market value, as selling at a discount could
compromise the incumbent’s retirement and/or a surviving spouse’s lifestyle.
If accommodation needs to be made, it should be done by lengthening the
time allowed for the buyout (while also collecting interest), not by lowering the
total cost.11 The Canada Revenue Agency will also perform its own assessment
of the company’s value, and tax the sale accordingly.

f How will an internal person or group come up with the funds to buy out the
owner? What is the timespan needed for the funds to be gathered?

f For an outside sale, are there potential buyers who have clearly stated an
interest and indicated how they will finance the deal?
After the decision about the type of sale has been made, the owner should implement
an active successor-preparation process in the case of a family heir or internal successor,
and a plan for optimizing the financial health of the business in the event of a decision to
sell to an outside party.
In all cases, the decision should be made in close conjunction with the values, vision,
and family-employee policies laid out in the Family Constitution. For instance, where the
values stipulate that the firm be kept in the family but there is no interest among the next
generation in running it, more attention can be paid to the idea of splitting ownership
and management, in order to keep the business family-owned while not obliging a
family member to actively run it. During the successor-selection process, it is important
that a family member not be pressured, overtly or implicitly, to take over ownership
or management of a family business. Research shows that a reluctant successor is an
ineffective one.12
The successor-choice aspect of the succession plan should be revisited regularly, and
any changes formalized immediately. The owner, family, and team should allow for the
possibility that family members could change their minds, in either direction, about their
desire to be involved with the business. Next-generation family members often initially
feel that they have no interest in the family firm but end up returning to the fold after
working elsewhere for some years. This is route is both a builder of a healthy business and
a sign of healthy family dynamics.
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The successor-choice aspect of the succession plan should be revisited regularly, and
any changes formalized immediately. The owner, family, and team should allow for
the possibility that family members could change their minds, in either direction,
about their desire to be involved with the business.

Step #2: Create an emergency succession plan.

EVERY BUSINESS REALLY NEEDS TWO SUCCESSION PLANS
The Team: Owner, family council, board of directors, top executives, lawyers, accountants,
insurance specialists, family-business therapists.
As if putting together a succession plan weren’t enough, every business actually needs
two of them:

1. A longer-term succession plan for predictable events such as the owner’s
retirement or other planned exit. This plan creates a process for the smooth transfer
of management and ownership.

2. A contingency plan (otherwise known as an emergency plan or business-

continuation plan) for unpredictable circumstances such as the death or an
emergency health crisis of the current leader. This plan lays out stop-gap measures
such as interim leadership and ensures that the company can continue running in
the immediate term.

Although this paper focuses on the longer-term succession plan, the contingency plan
is of crucial importance, and it should be done first (or concurrently with the longer-term
plan). Every family-owned business, no matter how small, should have an emergency
succession plan and a committee appointed to oversee it—even if the committee is just
the owner, his or her spouse, and the family-business lawyer. And the board of directors
should see creating and managing the emergency plan as one of its most important
responsibilities.
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While many leaders think of emergencies in terms
of “getting hit by a bus,” there are much more
likely realities, such as swift-moving cancers, heart
attacks, COVID-19, and Alzheimer’s Disease, not
to mention partner disputes that lead to a major
shareholder abruptly exiting the company.
We only need to look at the scenario of McDonald’s
in the early 2000s to see how crucial a contingency
plan is. First its chairman died of a heart attack in
2004. Using its well-constructed emergency plan,
the corporation appointed a competent successor.
Then, only a few months later, that successor was
diagnosed with cancer, dying only two months
after he stepped down.13 Again following the
emergency succession plan, McDonald’s was
able to appoint yet another CEO, who led the
company to a $20-billion increase in annual sales
within 4 years.14 We can only imagine what could
have happened to the giant corporation if its top
executives had shirked the task of putting together
a plan that imagined the unimaginable.
Experts estimate that a business has, on average,
4-6 months after the loss of a key person before the
business starts to decline.15 Nonetheless, only 47%
of family businesses have an emergency plan.16
This is a higher percentage than those that have
regular succession plans, but it still means that
fewer than half of all family businesses have laid
out how they are going to keep functioning in the
sudden absence of their current leader.

KEY-PERSON INSURANCE IS...KEY
If an emergency plan is going to have just one thing
in it, that thing should be a key-person insurance
policy. When a person vital to the company dies,
becomes critically ill, or is permanently disabled,
the business can go into a tailspin that ends in a
fire sale. Beyond the sudden loss of leadership and
a potentially steep drop in profit, this loss can also
give lenders the jitters, prompting them to call in
their loans. On top of that, capital-gains taxes and

If an emergency plan is going
to have just one thing in it,
that thing should be a keyperson insurance policy.
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other costs associated with this kind of loss can cripple a family business financially.
Key-person insurance gives the company the cash infusion it needs to continue the
business, buys it time to recruit and train a replacement, and bolsters lender confidence.
The insurance policy is purchased and maintained by the company, which then receives
the tax-free insurance benefit upon the death, critical illness, or disability of the insured
person.

GATHER CRITICAL INFORMATION FOR EMERGENCY SITUATIONS
Beyond this indispensable component, an emergency plan should include written
documentation of the following, at minimum:

f Interim leaders
f Permanent successors (listed in order of priority)
f Organizational charts showing how the firm will adjust and roles will be filled in
the unexpected absence of the CEO or owner.

f Important information such as contact information for all key family members,

board members, key shareholders, et cetera.
f An Emergency Plan binder containing the CEO’s job description, current board
with committee assignments, and key information about the CEO: priorities,
business plan, work plan, passwords, security codes, and the location of key
documents such as contracts and corporate trusts.
The emergency plan should be signed by the CEO, board chair, HR officer, appointed
interim CEO, and chair of the Business Continuity or Executive Transition Committee.
Copies of the plan and all documentation should be kept with the CEO, interim CEO,
board chair, HR head, and legal counsel.

Part of the emergency plan should be a senior-executive travel policy that prohibits key
leaders from travelling together. Steps should be taken to make sure that this policy is
well communicated and adhered to.
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A high proportion of the most successful
companies have an emergency succession plan.
A Hay Group study found that of the firms on the
“Most Admired” list, 90% had such plans, versus
66% of those not on the list. Similarly, a Hewitt
Associates survey found that of the 20 companies
that made the “Most Recognized for Leadership”
list, 85% had emergency plans, versus 59% of
those not on the list.17
A caveat: As important as an emergency
succession plan is, the business owner must not
think that it replaces a comprehensive nonemergency succession plan. Too many merely
take out a personal life insurance policy or put
together a minimal business-continuity process
and then relax, thinking that their business
and family are now safe in the event of their
unexpected absence. This is not the case. An
emergency plan deals with the immediate term
only. It does not address important longer-term
questions:

f What will happen to the business after the
first two or three months? Who will run it?
What direction will it go?
f Whose values and priorities will be driving
the decision-making?
f How are the family legacy and wealth
going to be preserved and maintained?

A firm with an emergency plan but no long-term
succession plan risks the interim leadership taking
the business in directions that the departed
leader did not want or intend.18 It could even
happen that leaders who were appointed on an
interim basis end up staying, to the detriment of
the business, because no permanent successor
has been appointed and prepared. At worst,
the family and business chaos that occurs after
the span of the emergency plan is over can lead
the business to bankruptcy or a forced sale—the
outcome that any business owner most wants to
avoid.
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Step #3: Get an independent business valuation done.

KNOWING WHAT THE BUSINESS IS WORTH IS A KEY PART OF
ANY SUCCESSION PLAN
The Team: Owner, family advisors, accountants, Chartered Business Valuator (CBV).
Business valuations are something too many family business owners avoid. Many dislike
the idea of letting an outsider see private information of any kind about the business, and
financial information in particular. Some also resist because getting a valuation done can
be expensive and complicated; the owners feel that it is unnecessary unless and until
they are about to sell the firm.
This leads to rude awakenings when an outside party finally does carry out an assessment.
Leaving business valuations for a random point in the future is a financial disaster waiting
to happen and can scuttle major parts of a succession plan.
It could turn out that the business is far less valuable than the owner fondly believed,
leaving him or her with nothing to retire on or an unsellable business. Or, conversely, a
valuation could reveal that the business is worth more than the owner can afford to pay
capital-gains tax on or the successors can afford to buy the owner out on. If the business
files a “guesstimate” valuation with the Canada Revenue Agency upon the sale of the
business or the owner’s death, stiff penalties can apply if the CRA finds a significant gap
between that valuation and their own assessment of the company’s fair-market value.19
As importantly, when family members and executives carry around different mental
estimates of what the business is worth, conflict is sure to occur. In terms of succession,
even a “pleasant” surprise about the value of the family firm is a bad thing.
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Having an independent and up-to-date valuation of
the family business is a crucial aspect of the succession
plan. Without this central piece of information, nothing
works. The succession team cannot put together
a proper buy-sell agreement. The successors or
purchasers cannot make decisions or plans, including
about how to finance the sale. Estate and retirement
finances are thrown into chaos. Tax and insurance
specialists are hard-pressed to do their jobs.
In Canada, business valuations are carried out by
members of the Canadian Institute of Chartered
Business Valuators. The valuation is usually centred
around Earnings Before Interest, Taxes, Depreciation or
Amortization (EBTIDA), and can be carried out using a
number of methods . Among them are

f Asset valuation. This method counts all of a
firm’s tangible assets, such as cash, stocks, and
patents, as well as its intangible assets, such as
customer relationships.

f Historical earnings valuation. With this method,
the valuator will look at factors in a family
business’s history, such as its ability to pay off
debt and rebound after downturns. It sets a
value on the goodwill that the family firm has
earned.

f Relative Valuation. A relative valuation looks at

how much a similar business might bring, akin to
a real-estate agent coming up with a list price
for a property based on “comparables”.

f Future maintainable earnings valuation. Using
the past three years of sales, expenses, and
profits, this method of valuation predicts future
performance to calculate present-day value.

It is ideal to compare the results of two or more methods,
so that there can be confidence in the valuation.
The business valuation should be done early in the
succession-planning process, and it needs to be kept
updated to prevent financial shock on succession. The
ideal frequency for renewing the valuation depends

The business valuation should
be done early in the successionplanning process, and it needs
to be kept updated to prevent
financial shock on succession.
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on various factors, including how volatile the sector is; when a sale is imminent, however,
only a valuation done within about a year will generally be accepted.20
Business owners who stall on getting a valuation done may find that the Canada
Revenue Agency has done it for them. Upon transfer of ownership, the CRA will carry
out an evaluation of the business to assess its fair-market value and levy the appropriate
capital-gains tax.21

Step #4: Determine how the transfer will be financed.

THE METHOD OF FINANCING THE OWNERSHIP TRANSFER MUST
BE CLEARLY DOCUMENTED
The Team: Owner, family council, board of directors, top executives, lawyers, accountants,
insurance specialists, family-business therapists.
So much attention is paid to the family-business owner’s desires and keeping family
harmony that it is easy to overlook the potential for a succession to fail because the
intended buyer doesn’t have a way to pay for the business.22 This can include an heir
apparent within the family, who will need to come up with enough money to buy out the
shares of his or her father, mother, sibling, or cousin when that person retires or otherwise
exits.
It is all too common for the owner to have a picture in his or her head about the way the
transfer is going to go—one that may or may not line up with the successor’s financial
reality, the financial health and value of the business, the wisest strategy for minimizing
taxes, the best route for preserving family harmony, or even the owner’s own postretirement goals.
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For example, some owners want to “surprise” their children by gifting them the business
for a nominal sum, such as $1. They will all be unpleasantly surprised when the Canada
Revenue Agency re-evaluates it for its fair-market price and levies a sizeable capitalgains tax against the seller—all while leaving the cost of the shares at the sale price of $1.
If the successor then sells the business later on, capital-gains tax will be applied again.23
The business can suffer, too, if there is no plan for the financial restructuring that often
follows the incumbent’s retirement. While some family-business owners have abundant
sources of income outside the business, most have invested their wealth in the business.24
Therefore, their retirement often means withdrawing some, most, or all of that wealth
from the business, which can weaken a business that is unprepared for this process. On
top of this, the retiring owners need to ensure that they will have the money to cover
capital-gains tax and other taxes that they will incur upon divesting from the business.
Because only the owners know how much money they need upon withdrawing from the
business and over what period of time they need it, this step is closely bound with an upto-date retirement plan. Owners who have few non-business assets and want to travel
the world, buy multiple retirement properties, start another business, or carry out other
costly activities may need to divest all their shares, while those who have considerable
non-business assets or plan simply to spend most of their time visiting the grandkids will
be able to afford a gradual buy-out. Some owners might even choose to stay on as a
director or consultant and draw a steady income from the company.

While some family-business owners have abundant sources of income outside the
business, most have invested their wealth in the business. Therefore, their retirement
often means withdrawing some, most, or all of that wealth from the business, which can
weaken a business that is unprepared for this process.
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A BUY-SELL AGREEMENT IS CENTRAL TO FINANCING THE
SUCCESSION
A key element to the financing plan is a buy-sell agreement. This is a document that
spells out the mechanism and details of the retiring shareholder’s sale of shares and the
purchase of those shares by the successor or third parties. Even though the typically small
number of shareholders and limited market for family-owned companies make them
uniquely vulnerable to unregulated movement of their shares and the unexpected
departure of shareholders, research suggests that only about 30% of them have a formal
document addressing the movement of shares.25 This can lead to unwanted people, such
as a hostile ex-spouse, holding shares. As well, the lack of a clearly outlined mechanism
for exiting the business can make family shareholders feel trapped and resentful.
The common components to a buy-sell agreement are

1. A list of who has the right to own a stake in the family business. Will it be

acceptable for a family member to sell her or his shares to a non-family
member? Is there a percentage limit on sales to non-family members? Can
only non-voting shares be sold to non-family members, while all voting shares
must remain in the family? Does the definition of “family” extend to people
who have married in, or is it restricted to bloodline?

2. A list of what can trigger the sale. Some typical triggers are death, critical illness,

or disability; retirement; divorce; a third-party offer; personal bankruptcy; and
irresoluble partner dispute. Each trigger needs to be given a clear, legal, and
binding definition.

3. An agreed way of valuing the shares. This is most often done through an

independent business valuation carried out near the time of sale.26 (See “Get
a business valuation done”, above.)

4. The way the sale will be financed. If the financing for the purchase of the

shares isn’t in place, the rest of the buy-sell agreement is useless. In the case of
death, the most popular and effective way of financing the purchase of shares
is through life insurance. This method guarantees that funding will be available,
and provides a source of ready cash at a time when the business might need it
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the most. Life insurance financing can be set up in a number of different ways,
depending on what the buy-sell agreement calls for upon the triggering event.
The main structures are

f Criss-cross. This type of insurance can be used when the buy-sell

agreement stipulates that the surviving or remaining co-owners must
purchase the deceased or departed owner’s shares, and that the
deceased or departed owner, his/her partner, or his/her estate must
sell those shares to them. The partners take out life insurance policies on
each other. Upon the triggering event, the surviving or remaining active
partner(s) receive the tax-free insurance benefit from the insurer and
use it to pay for the shares.

f Promissory-note. Used under the same buy-sell requirements as the
criss-cross method, here the company owns life insurance policies on
each co-owner and receives the tax-free insurance benefit upon the
triggering event. The surviving or remaining partners buy the shares using
a promissory note; the company then gives them the insurance benefit
amount out of its capital dividend fund, allowing them to pay off the
promissory note.

f Share-redemption. This structure is used when the buy-sell agreement

requires the company itself to purchase the shares of deceased or
departed partner. Therefore, it is the company that takes out a policy
on each co-owner and pays the premiums. Upon the triggering event,
the company simply uses the insurance benefit to purchase the shares.

Life insurance can offer many advanced options for providing liquidity and minimizing
taxes when there is a need to transfer shares upon the death of a business owner. Talking
to a life insurance expert is a must during the drawing up of a buy-sell agreement.
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Two ways of financing the inter vivos purchase of shares—that is, one where the current
owner is still alive—are 1) debt and 2) equity. Debt financing involves the business or
successors taking out a loan to buy out the incumbent’s shares. Equity financing involves
the retiring incumbent withdrawing assets against the value of the business. While top
management usually prefers equity financing because it places less burden on the
business, many owners prefer external debt financing, both because they are familiar with
it and because it provides ways for them to maintain more control over their successor.27
If a family-shareholder agreement already exists, many of these provisions may already
be determined. In that case, the team putting together the buy-sell agreement should
take care to align its terms with those of the shareholder agreement, if indeed both are
needed.
The terms should also align with the values, employment policies, and retirement policies
outlined in the Family Constitution. For example, experts strongly recommend that
the Constitution contain a mandatory retirement age for everyone involved with the
company, including (and especially) the owner. If such a clause exists in the Constitution,
care should be taken that the definition of “retirement” in that document and the buysell agreement are the same, to avoid conflict when the time comes. (Foot-dragging
and reneging on retirement are serious problems in the family-business world, so these
issues should be made as iron-clad as possible.)
Similarly, the larger financing portion of the succession plan should refer frequently to
the family council and the Family Constitution—or, in their absence, any documented
expression of the family’s values, priorities, and goals. These will affect key decisions
about financing arrangements and definitions. For example, families that place a strong
priority on the long-term survival of the firm may opt for a partial sale of the incumbent’s
shares rather than a full one, to ease the financial burden on the successor(s) and the
business. Conversely, a Constitution may express a culture where family members are
held to the same standards as non-family members, and this may lead to a decision that
the successor must be in a position to buy out the owner in a lump sum. The family council
and Constitution will also influence whether the owner’s shares are to be bought at fairmarket value or at a discount.
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Step #5: Minimize the tax hit and business losses.

EXPERTS MUST BE CALLED IN TO HELP MINIMIZE TAXES AND
OTHER FINANCIAL HITS
The Team: Owner, family council, board of directors, advisory council, tax specialists,
insurance specialists, financial specialists, bank manager.
The cost of transferring ownership of a business can be substantial, even beyond the
purchase of the shares themselves. For one, the exiting owner will be required to pay
capital-gains tax on the sale, as it is a “deemed disposition”—that is, viewed as having
disposed of the asset. This is the case whether the exit comes through retirement or
death/disability. While a publicly owned company might be unaffected by a departed
partner’s financial status, when it’s “all in the family,” the hit to the incumbent’s estate
can affect all family members, including the spouse. Within the closed economy of a
family-owned business, those effects are likely to ripple back to the business itself.
As well, the loss of a leader and the uncertainty surrounding the successor can make
lenders and other stakeholders jittery, prompting them to call in loans, back out on
financing deals, or sell off shares.
Although there may not be a way to entirely eliminate taxes and business losses,
financial-planning experts, such as advanced life insurance specialists, financial experts,
legal specialists, and tax professionals qualified in wealth management, can offer many
sophisticated techniques for keeping them as low as possible. Undertaking this kind of
planning will often reduce payable taxes by half or even more.

25

7 STEPS TO CREATING AN EFFECTIVE FAMILY-BUSINESS SUCCESSION PLAN

Some commonly suggested steps for minimizing
taxes and business losses are as follows.

1. Implement an estate freeze. This is a

transaction that locks in the presentday value of the incumbent’s shares,
transferring any increase in value—along
with the tax liability for that increase—
to the successors. The estate freeze is a
popular way to transfer a family-owned
business to successors and motivate them
to increase the business’s value while still
retaining control of the business.
There are several ways carry out an estate
freeze without triggering an immediate
capital-gains and transfer-tax liability; tax
professionals and life insurance specialists
who specialize in wealth management
can discuss an individual company’s best
options.

2. Move passive assets into active use. This

restructuring will allow more business assets
to qualify for the Lifetime Capital Gains Tax
Exemption.

3. Create a family trust and/or holding

company. There can be various tax
benefits to moving assets into and through
a trust or holding company. For example,
the types of trust involved in the estatefreeze process hold their shares for the first
20 years without the assets being “deemed
disposed”, giving the business owner time
to decide which potential successor
should receive the new common shares
and prepare for the tax liability.

Tax, insurance, and other areas of wealth planning
in regards to succession are highly technical and
subject to a number of laws. Business owners should
always consult highly qualified specialists about
options for their situation; they must never try to do
this part of the succession plan alone.
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Step #6: Create a formal transition plan.

MANAGING THE TRANSITION PROCESS IS A VITAL PART OF
SUCCESSION
The Team: Owner, family council, board of directors, financial advisors, tax specialists,
family-business therapist.
A change in a company’s ownership or management affects people far beyond the
incumbent, the successor, and family members. It represents a significant change for
all of the employees, shareholders, clients, and other stakeholders. Failing to prepare
executives and employees for changes, including potentially to their own roles and the
overall culture of the business, could result in top executives and employees leaving. This
could damage not only the company’s finances and functioning, but also long-held
relationships.
The business, too, can potentially undergo significant change, including to its financial
arrangements and structure.
A transition plan is a part of the succession plan that addresses the processes, relationships,
and communication leading up to, during, and after the actual point of succession. It
should include the following steps:

f Establish a timeframe for the transition. This will cover the proposed period leading

up to the owner’s retirement, the transfer of ownership and/or management,
and the post-transfer period during which new roles and structures are being
established. It is worth keeping in mind that most family-business owners have
an unrealistic idea of how extensive and lengthy a transition period is. A BDC
survey showed that 5 out of 6 entrepreneurs thought they could complete a
transition in two years or fewer, but experts say it takes between 5 and 10 years
for a family-owned business, depending on its size and complexity.28

f Establish communication needs and methods for the transition. Change-

management researchers agree that inadequate communication is one of
the main reasons that change initiatives fail. The goal: everyone affected
by the change (which means everyone involved with the company) knows
enough to feel informed and comfortable with it.

f Identify and document the transition responsibilities for both the outgoing
owner and the incoming one(s).

f Identify and communicate with potential successors.
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f Establish training and other requirements for the successor and begin his or her
preparation.

f Identity key personnel and take steps to maximize the chances they will stay.

These can include employment agreements, change-of-control agreements,
shares or stock options, and so-called “golden handcuffs” comprising benefits
that the employee would lose upon resigning.

f Identify transition and training needs for senior executives, managers, and

anyone else whose role might change substantially under the new ownership
or management.

f If the plan is to sell the business, maximize its strength. This can be done by

cutting unprofitable products, making sure that the lease renewal for the
premises will be easy to negotiate, and addressing any problems with property
owned by the company, such as environmental issues or imminent rezoning.

This plan-within-a-plan, like the overall succession plan, should be reviewed and, when
applicable, updated annually by both the board of directors and the family council.
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Step #7: Schedule for regular reviews and updates to the plan.

A GOOD SUCCESSION PLAN IS REVIEWED REGULARLY TO
ACCOMMODATE CHANGING REALITIES
The Team: Owner, family council, board of directors, financial specialists, tax specialists,
insurance specialists, trust advisor, family-business advisor, family-business therapist.
A succession plan is a living, ever-changing entity that needs to be reviewed and updated
on a regular basis. An outdated succession plan is nearly as bad as no succession plan
at all. In fact, it can even be worse, if it locks in agreements that the family members no
longer agree with or forces decisions that are out of line with new realities and priorities.
There are infinite ways this can happen. For example, a family member who took little
interest in the business may be legally slated to receive non-voting shares upon the
owner’s retirement, but may then begin to get involved with the business and feel entitled
to voting shares. The plan may stipulate that at least 75% of shares be owned by family
members, but then one family member might experience a life emergency that requires
her to sell her shares at a price that others in the family cannot afford. With innumerable
configurations of people, relationships, money situations, health events, business ups and
downs, and world events in play, no succession plan can be static for long and still be a
good one.
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Thus, the plan should include a schedule for its own regular, formalized review. It should
also set out informal modes of review and how much sway these have. At a minimum,
the succession plan’s review component should do the following:

1. Require that it be reviewed at a Family Council once a year, at a set time
(ideally at a special meeting)

2. Set regular times for relevant updates from all specialists (e.g., changes in
insurance or tax laws)

3. Have language encouraging ongoing discussion among family members,
including the owner, potential successor, and non-active family members

4. Lay out whether decisions made in informal conversation are binding
5. Have language encouraging (or even requiring) that the incumbent consult

with outside experts such as a family-business coach, therapist, and/or
peer group regarding her or his feelings about retirement and decreasing
involvement in business

The review process is a good way for all involved to get the sense of the succession plan
as a flexible document that accommodates real life, rather than something that gets
drawn up and then put on a shelf.
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The most important step is getting started.

PLANNING CAN BE STARTED BY THE NEXT GENERATION OR
OTHER SHAREHOLDERS, AS WELL AS THE OWNER
Family-business owners cite a host of valid reasons for not creating a formal (or even
informal) succession plan. These range from not having the personnel or expertise29 to
lacking the time and thinking it is too early to start.30 Studies show that family-business
owners tend to overlook succession planning even more than other business leaders
because they assume the company will go to the next generation, giving them a preset
path.31
However, a majority of experts believe that the most common causes of failure to plan
for succession are attitudinal and relationship factors such as the incumbent’s need to
retain control or poor channels of communication within the family. These “soft” issues
are too often overlooked or underestimated by both family-business leaders and their
advisors, perhaps because they are unquantifiable and can be emotionally painful.
When the current owner is dragging his or her heels on succession planning, some of
the impasse can be broken by the next generation, spouse, or other shareholders and
stakeholders starting the planning process themselves. Of course, the owner’s input will
be needed for some of the most important elements, but there are quite a few aspects
of the succession plan that others can do. For instance, family members can start holding
councils and drawing up the outline of a Family Constitution. Potential successors can
confer among themselves and with other partners about a preparation process and
timeline. It could well be that the owner, seeing things start to happen without his or her
participation, will be motivated to join in. Once in this mode, any wise business owner will
start to see the many benefits of planning and get into the habit, steeply increasing the
chances of desired outcomes for business and family alike.
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