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PROPRIETORS AGREEMENT 
[INSTRUCTIONS REQUIRED FROM BUSINESS OR ADVISER] 

 

3A. PROFIT DISTRIBUTION POLICY 

Item 15 

The purpose of this Item is to allow you to specify what 
differential Salaries, Bonuses and other Remuneration will be 
payable to the Proprietors and deducted from the Profit of the 
Business before its Net Profit is determined. 

Please let me know if you wish to insert any Policy. 

 

Silent Partner or Non-Executive Shareholder 

This Item is particularly important if there is a Silent Partner or 
Non-Executive Shareholder. 

A Silent Partner or Non-Executive Shareholder is still entitled to 
share in the Net Profit of the Business, notwithstanding that they 
might not: 

• Work in the Business; or 

• Receive a salary. 

On the other hand, the other Proprietors do. 

Any salary and other remuneration payable to them effectively 
reduces the Net Profit of the Business (which is distributed 
proportionately). 

Thus, it is desirable that there be agreement on how salaries, 
bonuses, incentives and other remuneration is calculated. 

 

3B. MINIMUM PERFORMANCE CRITERIA 

Item 19 

The purpose of this Item is to allow you to specify the minimum 
performance criteria for each person, the breach of which might 
constitute:  

• A breach of the Agreement; and 

• A trigger event for the exercise of an Option to Purchase (or 
Call Option). 

Please let me know if you wish to specify any criteria. 

 

Silent Partner 

If there is a Silent Partner, it’s important that any criteria 
recognise that they might not apply to the Silent Partner. 
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3C. RESTRICTED ACTIVITIES (RESTRAINTS OF TRADE) 

Item 20 

This Item sets out the scope of restraints of trade during and after 
a Proprietor holds any equity in the Business.  

The Common Law allows a restraint of trade where a departing 
Proprietor is paid a Purchase Price for the Equity in the Business 
Entity that includes an amount attributable to the goodwill value 
of the Business. 

However, the restraint must be reasonable in scope (both 
territory and duration). 

Background 

Restraint of trade clauses are commonly included in employment 
agreements and proprietors agreements (e.g., partnership and 
shareholder agreements). 

The clauses restrict the former employee or equity holder from 
competing with the business or company after their relationship 
has ceased. 

Historically, a restraint of trade was treated as void, because it 
was regarded as against public policy that competition was in the 
interests of consumers and society. 

However, more recently, they have been upheld, if they are 
reasonable in scope. 

Some restraint of trade clauses effectively create one binding 
obligation. 

The risk of this type of clause is that, if its scope is held to be 
unreasonable, it will be void, and no provision will replace it in the 
agreement (which will leave the business or company 
unprotected). 

This has led to a type of drafting called a cascading restraint of 
trade. 

The clause consists of restraints on: 

• Multiple actions; 

• In multiple geographical areas; 

• Over multiple periods of time. 

Usually, the clause will consist of a list of areas (e.g., Australia, 
the state in which the head office of the business is located, a 
distance of, say, 50 km from the business headquarters) and 
periods of time (e.g., five years, two years, 12 months, six 
months) 

If the clause is drafted properly, it will create multiple restraints or 
covenants for each combination of action, area and time, all of 
which are binding and enforceable, unless a court subsequently 
holds any of them to be void or unenforceable. 

Pending any court decision to the contrary, the former employee 
or equity holder must comply with all of the separate restraints or 
covenants. 

If there are any legal proceedings, the court will consider the 
reasonableness of each combination.  
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The courts have not enunciated any tests that help make a 
decision as to what is reasonable. This issue will depend on the 
circumstances of each case. 

In relation to area, Clover Law recommends that the maximum 
scope be the area within which the business markets its products 
or services. 

The minimum scope might be an area within, say, five or ten km 
of its office or store, if the goodwill of the business is local. 

In the case of the time period specified in a proprietors 
agreement, Clover Law recommends that the time match the 
multiple of net profit that is used to determine the valuation of the 
goodwill of the business. 

For example, if the multiplier is three, then the purchasers could 
expect that, having paid for at least three years’ profit, they would 
be not have to risk competition from the vendor that would 
diminish their profitability and the value of their goodwill during 
this period. 

Default Provision 

The current draft contains a default provision. Clover Law hasn’t 
attempted to customise this restraint to your circumstances. 

It might not necessarily be reasonable in your circumstances. 

Clover Law will need to speak to you about what is reasonable 
for you. 

This will partly take into account where the Business Entity 
acquires its Clients from. 

3D. SPECIAL RESOLUTIONS AND MAJORITIES 

Item 21 

The Agreement gives the Proprietors the ability to set a number 
of alternative levels of majority for decisions about different 
important issues. 

It is particularly important where there are three equal Proprietors 
to determine what issues: 

• Must be resolved unanimously; or 

• May be resolved by a 50.1% majority (e.g., two Proprietors 
versus the third Proprietor). 

It’s also important that the Proprietors consider the relative 
importance of different commercial issues. 

Some might require unanimous approval. 

Others might require a lesser percentage. 
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3E. TAG AND DRAG ALONG RIGHTS 

Item 22 

The standard Clover Law Proprietors Agreement contains Pre-
emptive Rights that require a Proprietor who wishes to sell their 
Equity to offer to sell it to the other Proprietors, before they can 
try to sell it to a Third Party. 

The Pre-Emptive Rights are drafted as a Call Option that enables 
the Purchasers to force the Vendor to sell their Equity on the 
terms specified in the Agreement. 

The standard Agreement also contains "Tag and Drag Along 
Rights" that might be triggered when a Proprietor wishes to sell 
their Equity to a Third Party (subject to the other Proprietors' Pre-
emptive Rights). 

These rights apply if a pre-defined percentage or number of 
Equity Holders (the Vendors) wish to sell their Equity to a Third 
Party. 

 

“Tag Along Right” 

A Tag Along Right gives the other Equity Holders the right to “tag 
along” or participate in the sale to the Third Party on the same 
terms and conditions as the other Vendors. 

This prevents them ending up in business with the Third Party 
against their will. 

Example 

Assume that a company has four equal shareholders. 

Three of the shareholders (totalling 75% of the company) (A,B 
and C) receive an offer from a Third Party to purchase their 
shares. 

The fourth shareholder (D) declines to exercise its Call Option, 
which would have enabled it to purchase the 75% of the 
company that it doesn't already own. 

The reason might be that D doesn't wish to borrow the funds 
necessary to pay the Purchase Price. 

Instead, D believes that if the other three shareholders are selling 
their shares, it would like to as well. 

This would give the Third Party ownership of 100% of the 
company. 

The Tag Along Right prevents A, B and C from selling their 
shares to the Third Party, unless the Third Party purchases D's 
shares on the same terms. 

 

“Drag Along Right” 

A Drag Along Right gives the Vendors the right to “drag along” 
the other Equity Holders in their sale to the Third Party. 

This right forces the other Equity Holders to participate in the sale 
of 100% of the Equity in the Business to the Third Party, 
potentially against their will. 

The sale would occur on the same terms and conditions as the 
other Vendors. 
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Example 

Assume that a company has four equal shareholders. 

All four of the shareholders receive an offer from a Third Party to 
purchase their shares. 

In this case, the Third Party wants to acquire 100% of the 
company. 

Three of the shareholders (totalling 75% of the company) (A, B 
and C) wish to accept the offer from a Third Party. 

The fourth shareholder (D) doesn't wish to sell its shares to the 
Third Party. 

As a result, it has the power to frustrate a sale to the Third Party. 

Again, D declines to exercise its Call Option, which would have 
enabled it to purchase the 75% of the company that it doesn't 
already own. 

The Drag Along Right gives A, B and C the right to force D to sell 
its shares to the Third Party on the same terms. 

This would give the Third Party ownership of 100% of the 
company. 

“Threshold Equity Holding” 

The Agreement needs the parties to specify an agreed Threshold 
Equity Holding, which will trigger the Tag and Drag Along Rights. 

For example, it would not be normal for an Equity Holder with 
only 25% of the Equity to force Equity Holders with 75% of the 
Equity to sell their Equity against their will. 

Normally, the Threshold Equity Holding would be at least 50%, 
so that a majority is forcing a minority to sell their Equity. 

 

Two Equal Proprietors 

If there are only two equal Equity Holders, should one Equity 
Holder with 50% be entitled to force the other Equity Holder to 
sell to a Third Party? 

If the parties didn't want the Tag and Drag Along Rights to apply 
now, they could specify a percentage higher than 50% (e.g., 
66%, two-thirds or 75%). 

 

Three Equal Proprietors 

Assume there are three equal Equity Holders and you specified a 
Threshold Equity Holding of 66%. If two out of three Equity 
Holders wanted to sell their Equity to a Third Party, then: 

• They could drag the other Equity Holder along in the sale to 
the Third Party (against the will of the third Equity Holder); 
and 

• The other Equity Holder could tag along in the sale of 100% 
to the Third Party. 

 

Other Proportions 

Where there are more Equity Holders or you have different 
holdings of Equity, it's important to examine each of the various 
combinations that could or should give rise to the desired 
threshold. 
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3F. MEMBERSHIP OF BOARD OF DIRECTORS 

Item 7 

Item 7 specifies who will and may be directors of the company. It 
is important that you list the particular individuals who are already 
or who will be the directors of the company after the Agreement 
has been signed. 

It is also important that you specify how the directors may be 
nominated and appointed. 

The standard structure of the agreement is that the individual 
shareholders can nominate people to be appointed as directors. 
However, the appointment of a person as a director is made by a 
meeting of the shareholders, which must pass the motion 
appointing the directors with the specified majority. 

If you have a reasonably large number of shareholders (e.g., 
over four), you might wish to limit the ability to nominate a person 
to be a director to a shareholder who has, for example, 15% or 
20% of the shares. 

This means that smaller shareholders will not be able to 
nominate a person to be a director. 

 

3G. MAJORITY REQUIRED TO APPOINT A DIRECTOR 

Item 21.4 

Item 21.4(a) specifies that a simple majority (over 50% by way of 
number of shares) of the shareholders is required to appoint a 
director. 

You can change this requirement if you want to specify a higher 
percentage (e.g., 67%, 75% or 100% [unanimous]). 

If you specify 100%, then it effectively gives every individual 
shareholder a veto. This right could be abused in the context of a 
commercial dispute between the shareholders or the directors.  

 

3H. QUORA FOR MEETINGS  

Items 6 and 8 specify the quorum that will apply to meetings of 
shareholders or directors. 

If a quorum is not obtained, then the meeting cannot pass any 
motions. 

If you specify that all of the shareholders or directors must attend 
the meeting, then the absence of one person will prevent any 
business being conducted at the meeting. This right could be 
abused in the context of a commercial dispute between the 
shareholders or the directors. 

It is therefore recommended that you select a lower quorum that 
is not so open to abuse. 

The quorum should specify:  

• the minimum total percentage of shares that must be 
held by the shareholders in attendance (e.g., 75%); or 

• the minimum number of directors (e.g., two out of three).  

 

 


