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1 Introduction

This paper has begprepared for the Dealers Group tax conferences on 19 and 21 August 2008. The
paper focuses on two elements that need to be considered when advising business owners about the
tax implications of exiting their business:

1 The use of earouts as part of a buisess sale; and
1 The application of the small business concessions to reduce the incidence of CGT.

Earnouts are relevant to sales of either business@sshares in a compangr units in a trust As a

NB a dzf (i 2 positibrika$ publighbdrédraft Taxation Ruling TR 2007tBdi@ is a need to
understandKk 2 4 GKS ! ¢h O2yaARSNI 6KS& &dAK2dZ R 06S GNBI G
may deter a vendor and a purchaser from using an-eartmas part of a transaain.

The small business concessions are also relevant to the sale of a business or shares in a company or
dzy AG&A Ay | GNHzGE o0dziz RSALIAGS KIFI@Ay3a 0SSy Ayl
July 2006 and 1 July 2007 means that therestitemany issues to be aware of when accessing the
concessions.

2 Earnouts and reverse eanouts
2.1 What is an earrout?

An earnout is an arrangement where something is to be delivered at a later time, if a certain
contingency is met. In most cases the thogency is a profit target and the thing to be delivered is an
amount of money.

For example, Tom sells his business for a promise by the purchaser to pay him 50% of the following
@SFNDRa LINRTFAGOS ¢KS LINPYAAS G(G2-outd & GKS pm>r 27F

Earnouts are used by a vendor to try to maximise the sales price of, typically, a bugimetker they
are selling the business or an interest in the business owning entityff)e events, such as profit levels,
expected by a vendor are realisttbn they get rewarded based on an agreed formula.

For the purchaser an eaiout offers a level of protection. If a vendor is making promises, some of the
consideration can be made contingent upon those promises, and purchase consideration only paid if
those promises are fulfilled. In addition for a purchaser an earoffers a castilow advantage, with

not all of the purchaser consideration being paid on settlement.

If the purchaser intends to employ the vendor in the business after acquisitionoegisrare also

sometimes used as de facto bonus mechanisms. For instance, if sales targets are met in the business in
the three years following acquisition then the vendor can be expected to receive an amount under the
earnout. The reason for using aam-out as a de facto bonus mechanism for the vendor is that an
earnout is usually capital in nature, meaning that the CGT general discount can often be used to reduce
the incidence of taxation. This is in contrast to a bonus paid to an employee whiahways be

revenue in nature. For the purchaser the downside of using an@atrover a bonus is that the

outgoing is unlikely to be immediately deductibléf earnouts are used in this way there is the

potential for the ATO to attempt to use the t#avoidance provisions of Part IVA to disallow any tax
benefits.

! Being part of the purchase price of business assets.

shn

Sbn |a,WyerS pty I|m|ted © 2008 page4 taxation and commercial




Succession and exit strategiesugust 2008

Earnoutstypically only last for & 3 years but there are many examples of longer periods. The reason
that earnouts do not last for longer periods is typically commergiabth the venar and the purchaser
want certainty about the amount to be paid under the eanut arrangement. As welhe more time

that passes the less control the vendor is likely to have over whether the targets set in theutavill

be met.

2.2 Are earnouts alwayscash?

While earnouts are usually paid in cash they can consist of the delivery of other property. For instance,
the purchaser may offer a mixture of cash and scrip for an acquisition with the scrip being used to fund
the earnout.

Care should be takentven norrcash consideration will be provided as part of an eamh Thought

needs to be given as to whether the property can be converted to cash after receipt, and what the tax
consequences of the conversion will be. The potential value of the progetiye time of receipt is also
important to consider.

For example, shares in a company are sold to a telecommunications company for a promise of $1
YAftEAR2Y Ay OlFlak 2y aSaidtSySyid FyR pr: 2F (GKS 7F3
will be shares in the telecommunications company equal in number to 50% of the profit dividend by
GKS &aKIFINB LINKROS T2N) GKS GStS02YYdzyAOl Aaz2zya 02Vl
GKS aKIFINB LINKROS 2F (KS (St SGapotiptimedf thelegngud O2 Y LJ
payment, the vendor will benefit if it moves down they will lose.

Wherethe assets being sold are shares anel noncash consideration is to be shart&gn scrip for

scrip rollover relief will not be available to the ert that the sale pricés made up ofhe earnout. This
is because to be eligible for scrip for scrip relief the vendor can only get a rollover to the extent they
receive scrip in exchange for their scrip. The promise to pay an amount of scrip urelenaut is not
scrip.

2.3 Earnouts prior to TR 2007/D1Q TR 93/15

Prior to the ATO issuing their drafaxation RulingR 2007/D10 in October 2007 eavats were
thought to work as follows. The ATO view of eat arrangements was previously set ouftTiaxation
Ruling TR 93/15 which was withdrawn when the draft ruling was issued.

2.3.1 Forthe vendor

Where a vendor received part of their sales proceeds as anaatrthe sales proceedsretaken to
include the market value of the eawut at the time that theearn-out right was created.

When a capital asset is sold, the capital proceeds to be taken into account under a CGT event are:

The amount of money received,;

The amount of money to be received;

The market value of property received; and
The market value foproperty to be received.

=a =4 —a —9

The earnout right was considered to be property received.

shn
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For exampleif the goodwill of a business was sold and the sales agreement set out that the purchaser
would provide:

1 $500,000 on settlement;

1 $250,000 two years after sdement;

T A new BMW on settlement; and

1 A new BMW two years after settlement,

then the capital proceeds woulbe taken to include the $750,000 to be received on settlement and in
two years time as well as the market value at the date of exchangeaftracts (this is usually the
time the CGT event is taken to occur)of the two BMWs.

As the earrout right is considered to be property it needs to be valued at the time of the CGT event,
usually the time of exchange of contracts.

It is often difficult tovalue an earrout right at the time of the CGT event but it is important when
valuing the right to take into account only factors known at the time of the CGT event, as they would be
the things that would influence the value of the eavut right.

For exanple, the sale price of sharesincludesane@mzi LJ @ YSy (i 2F wp:> 2F (K
sales above $500,000 (the vendor expects this to be an additional $125,000 as they expect sales to be
$1 million). At exchange it is considered highly likely thaetfil million will be achieved because of a

large purchase order received. When the tax return is prepared for the year of the sale it is clear that
the target will not be met as the purchase order was cancelled. The earhneeds to be valued using

the information available at the time of the CGT event.

While the market value of the eatmut right is taken into account in determining the proceeds received
for the sale of any assets sold (whether they be CGT assets or other assets such as tradirgestock) t
ATO view was also that the eaput right is also a separate asset in itself.

As a separate asset there are CGT consequences when that asset comes to an end.

When a payment is made to a vendor to end their eam right the CGT event that occurs is @&gdnt
C2. The proceeds for the CGT event will be the amount paid in consequence of tHuaigamd the
cost base of the earnut will be the market value of the eamut included in the sales proceeds.

This CGT event couldsult in a capital gain doss that is separate and distinct from the gain or loss that
occurred as a result of the original asset sale.

For example, to continue with the above case where the vendor expected to receive $125,000 they
would include the $125,000 in their sales procaeahd this would become the cost base of their right.
If they received nothing under the earout then they would make a capital loss. If they receive
$125,000 they will make no gain and no loss. If they receive more than $125,000 they will make a
capital gain.

Note that the timing of the CGT event when the eafrt right comes to an end often results in the gain

or loss being made in a later year than the CGT event for the original sale. In the case of a capital gain,
this can delay the timing of taxian, which is usually beneficial. In the case of a capital loss this means
GKFG GKS tf2aa OFyy20 0SS 2FFaSai F3rAayad GKS S| NI

? Effectively the earn-out right was acquired by giving up the asset under the sale contract.

shn
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It is important to note that the failure to receive the expected amount under the -@artrarrangement
does not mean that the vendor is able to amend their original tax return to exclude the amount that
they expected to receive, but did not receive.

Although a delayed capital gain is usually beneficial, as theaatrright is treated as separate asset,

one needs to consider whether there are any concessions available to reduce the taxable capital gain
that may arise when the asset comes to an end. On the sale of the original asset the capital gain made
might have been reduced because:

1 The original asset was acquired f2&T so that the capital gain was disregarded entirely;
1 The CGT general discount might have been available; or
1 The CGT small business concessions might have been available to reduce the taxable amount.

The earnout rightwill be acquired at the time of contract, so that unless exchange occurred before 20
September 1985 it will not be a p@GT asset.

The earrout right is not an active asset, so the small business CGT concessions are not available.

If the CGT event that sailts in the asset coming to an end occurs more than 12 months after the right
comes into existence then the CGT general discount may be available to reduce the taxable gain if the
entity making the gain is eligible for the CGT general diséount

2.3.2 For the prchaser

The treatment of the purchaser was much simpler than the treatment for the vendor. The purchaser
was simply treated as including in their cost base of the assets acquired the amount they paid under the
earnout arrangement, as it was paid.

For example, a purchaser agrees to acquire the goodwill of a business for a payment of $100,000 on
aSidatSYSyd IyR mnm: 2F GKS FANRG &SIFNRa LINBTAGLC
settlement and $50,000 after the end of the first year. The cost bafsthe goodwill for the purchaser

will be $150,000.

233 ¢KS GNBIZSWES: SI Ny

The fact that a vendor might make a capital loss as a result of arearrangement, that could not
be offset against the earlier capital gain on the sale of the underlyingd,assant that a solution was
a2dAKIG GKIFIG O2dZA R YIGOK GKS OFLMRAGIEE f23a-o08A0K |

Under this arrangement the vendor would nominate an amount to be received in the sale contract that
was the maximum thethought they might receive. The vendor then agreed to an obligation to pay
back some of this amount if certain targets were not met.

The repayment of the amount was considered to come within the operation of the repaid rule. The
repaid ruleprovides that

The *capital proceeds from a *CGT event are reduced by:
(a) any part of them that you repay; or

(b) any compensation you pay that can reasonably be regarded as a repayment of part of them.

%i.e. they are an individual, trustee of a unit trust or discretionary trust, or a complying superannuation fund

shn
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However, the *capital proceeds are not reduced by anypparhehthibat you can deduct.

Thus, if some of the sale price needed to be paid back because the targets were not met, then the
repayment would reduce the amount of the original capital proceeds.

For example, the sale price of sharess tobe $100,000 orsettlement andan earnout payment of

Hp: 2F GKS F2fft26Ay3 @SIENRa altsSa +ro20S bppnnzny
$125,000 as they expect sales to be $1 millioiihe vendor instead arranges for the contract to

specify that they will reeived $225,000 with an amount to be repaid calculated as 25% of the
RATFSNBYOS 06SiG6SSy (KS T2dbutzapfe¢a$125DOONDa alt £ Sa |

The vendor will initially base their CGT calculations for the share sale on the receipt of $225,000.

If the sales come in at $750,000 the vendor will need to give back 25% of $250,000 ($1 million less
$750,000) being $62,500.

When they give back the $62,500 they would amend their tax return to exclude the $62,500 from the
original capital proceeds.

Under a reverse earaut there is a practical problem that the purchaser is agreeing to make a payment
before the earmrout target is known to be met. To overcome this difficulty, it is often the case that the
LJdzZNDKF a SNRa 206f A 3 imdudtythatimight bakkepaighs Grhetl fo Sorrdspoid withk S |
the time that the amount is to be repaid.

In practice there is another issue to be faced in a reverse-eatywhich is that if the vendor becomes
insolvent after the sale, the purchaser may notdi#e to claim back the full amount they are entitled to
under the clawback in the reverse earaut.

2.4 Earnouts as covered by TR 2007/D10

The ATO changed their views substantially on @arnarrangements when they released their draft
Taxation Ruling TR 2007/D10. Althotigd ruling isa draft ruling and therefore not binding on the
Commissioner, the withdrawal of TR 98/fneans that faifig to consider the ATO views set out in the
draft ruling may lead to a later dispute with the ATO.

2.4.1 Forthe vendor

The ATO have not changed their view on the position of a vendor under aimetanrangement, but
they took the opportunity to set out theiwiews on what would occur if an eaout arrangement
spanned multiple payments.

If earnout payments were separate rights then, as set out above, they would need to be valued and a
capital gain or loss determined at the time that the right comes to an end.

Where an earrout spans multiple periods but is one right the cost base ofpide of theearn-out right

that comes to an entvhen a payment is receivad determined in a special way. At the time that a CGT
event occurs you are required to value tfeenaining amount of the earout right, and apportion the
original cost base of the eaiwut right to determine what cost base can be used when proceeds are
received using the formula:

cost base of original rigl proceeds from CGT event/( proceeds frdaT @vent + market value of
remaining payments to be receiyed

shn
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This formula requires a new valuation to be done each time a CGT event occurs in connection with the
right to determine how to apportion the original cost base.

For exampleMark sells hissha@ F¥2NJ pmannZnnn 4 &aS4GdGftSYSyid I yR
to be paid annually. The earaut right is considered to be one asset.

At the time of the CGT event Mark is required to value the eatrt payment. He determines that the
market value d the earnout payment is $200,000.

As a result of the sale then, Mark calculates his capital proceeds as $300,000.

When the first earrout amount of $50,000 is received Mark is required to value what he considers he
will receive as a result of the secomqéyment. He determines that he will receive $25,000. The cost
base of the part of the right that came to an end is therefore determined to be $200,000 x $50,000 /
($50,000 + $25,000) = $133,333. He therefore makes a capital loss at the time of theafinsbut
payment of $50,000 $133,333 = $83,333. The cost base of the remaining ®atrright is $200,00¢
133,333 = $67,667.

If his second earout amount is $100,000, he will make a capital gain of $100,0867,667 =
$33,333.

Note that this apporibnment formula can result in unusual outcomes. It can defer capital losses to a
later time, especially if there is only a small amount of proceeds received as a result of auearn
payment as compared to original expectations.

In practice the ATO hawsaid that they would not seek to set aside a practice of treating the rights as
independent assets which they recognise would be administratively simpler.

2.4.2 For the purchaser

¢ KS LIJzZNOKLF & SNDa LJ2 aA i AsBbgtanfially chimrgEdNiuiewsK IS the ATO vieMdzt A
the purchaser has at the time of contract agreed to acquire assets, and has in return given property,
being the earrout right.

The purchaser must therefore value that property to determine the cost of the assets they have
acquired.

C2NJ SEFYLX S5 ¢2Y | OljdzANBa G(GKS 322RgAtf 2F | 06 dz
contract he considers that the market value of the eaput right is $225,000. This will be the cost
base of the goodwiill.

The ATO draft ruling is silent on what will occur if the amount actually paid under theoetisless
than or more than the amount considered to be the market value of the-eaitnexcept to state that
any difference will not be taken into account metcost price of the asset acquired.

One wonders then what would occur if the purchaser paid less than expected under thewdayn
would this be a windfall gain on which they were taxable?

If the purchaser paid more than expected would this be a logsem that is not deductible, and
therefore potentially able to be written off under the black hole expenditure rules?

For the purchaser the lack of certainty over treatment of the eaunis likely to mean that earouts

will not be used unless a privabénding ruling is obtained.

Sbn |a,WyerS pty I|m|ted © 2008 pageg taxation and commercial
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Ly GKS gNARAGSNRA OASS GKS YIAY LINRofSY gAGK GKS
property at the time of the creation of the eaiwut right. The purchaser does create property in the

@Sy R2NE thezienddr Bathidigas the purchaser did not own the right, the property, before
creating it in the vendor.

2.5 Reverse earrouts as covered by TR 2007/D10

The ATO position on reverse earats is unusual. Tlyado not agree that a reverse eaout comes
within the ambit of the repaid rule.

2.5.1 Forthe vendor

The ATO view is that at the time that a vendor agrees to a reverseced@rrangement they have in

fact disposed of two assets to the purchaser, the assets that they intended to sell, and a right to a future
payment (the reverse earaut amount). Note that the amount allocated to the reverse eawnt does

not trigger a capital gain as the ATO consider that no CGT event occurs (the relevant event is CGT event
D1, but they ATO reason that that event does nagblgh

They need to apportion their sales proceeds between these two assets.

The vendor arranges faa contract to specify that they will received $225,000 with an amount to be
NEBLI AR OF f Odzf F SR & Hpr 2F (GKS RMFBBCONBHIOS 06 S
capped at $125,000.

If the vendor expected to give back $25,000 under the reverse -@atthen they would allocate
PupZnnn 2F (GKS arfSa O2yaARSNIGA2y (G2 GKFG ol &:

The vendor would therefore calculate their capital proceeds on thef the original asset as being
only $200,000 (being $225,000 less the $25,000 they expect to repay).

As for the purchaser in a standard eant arrangement the ATO do not set out what they consider
occurs if the vendor gives back more or less thantigaxpected.

The ATO position on reverse earats means that they are unlikely to be used by a vendor until the
ATO view is settled.

2.5.2 For the purchaser

For the purchaser the position mirrors that of a vendor under a standardeatrarrangement. The
purchaser is taken to have acquired two assets from the vendor, the original assets and the reverse
earnout right. They need to value the reverse eairt right, and allocate some of their cost base to
this.

If they receive more or less under the eavuat arrangement than what is expected then they will make
a capital gain or a capital loss.

For example, a purchaser arranges for a contract to specify that theypaill $225,000 with an
amount to be repaidby the vendorcalculated as 25% of the differencehes SSy G KS F2fft 26
sales and $500,00Q but capped at $125,000.

They calculate that they will receive back $25,000. They therefore apportion their cost base between
the original assets and the reverse eagut so that the original assets have a sbbase of $200,000

and the reverse eanout has a cost base of $25,000.

Sbn |a,WyerS pty I|m|ted © 2008 pagelo taxation and commercial
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If the purchaser receives more under the reverse eau than $25,000 they will make a capital gain.
If they receive less than $25,000 they will make a capital loss.

Againuntii KS 1 ¢h LRAAGAZ2Y A& &Sthént oBaReversé &aBout! whénQa A ¢
combined with the practical difficulties for reverse eamts noted above, is likely to prevent their use
by a purchaser.

2.6 Consultation/submissions made

On 30 April,he ATO held a meeting with the professional bodies who lodged a joint submisdfn
TIA, ICAANd CPADPnN the draftTaxation Rling on earrout arrangements.

The submission calls for a letkrough approach when taxing eaout arrangementsin particular for
gKFG | NS NBTSNNS Putargangenientst arbekeyafe lchdiRcteris&d-adldfies where:

1 The duration of the earout is no more than 5 years;

1 Atthe time of entering into the contract the expected eat payments are likely toédno
more than 50% of the total consideration for the arrangement;

1 The earrout payments are based on factors that are sufficiently connected with the relevant
asset, business or entity (for example, an eamt on the sale of shares in a company calcuate
by reverence to the performance of a share market index would not qualify); and

I The earrout entitlement is to a pecuniary amount as compared with 1p&tuniary assets such
as shares (aligned to the discussion about deferred purchase arrangement warrants

The look though approach would allow any gain or loss on the-@atrarrangement to be taken into

account in the CGT calculations for the sale of the underlying assets. Thus, if the underlying assets were
pre-CGT then the gain or loss on the eamurt arrangement would also be taken to be as a result of the
disposal of a pr&&GT asset.

3 Passing the maximum net asset value test or the small business entity test

The small business CGT concessions are the best way to maximise the after tax funds avé#ilable t
26ySNR 2NJ O2y(NRffSNR 2F | aqavYlff o0dz&AAySaaséod !
business entity from 1 July 2007 being an entity whaggregatedurnover is less than $2 million, the
concept of smalbusiness has also extendlto asset rich, but low turnover businesses.

There are four small business CGT concessions:

1 The 15year retirement exemption;
9 The small business 50% reduction;
1 The retirement exemption; and

I The active asset rollover.

Each of these concessions has its awigue features that you need to be aware of in applying the
concession.

shn
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In order to apply any of the concessions there are certain threshold criteria that must be met:

f The asset must be pass the active asset'testd
1 You must satisfy one of the follamg criteria:
0 You pass th&6 million net asset threshold test;
0 You are a small business entity; or
0 You are a partner in the partnership, the partnership is a small business entity and the
CGT asset is an asset of the partnership.

3.1 The active asset test

In general, an asset will pass the active asset test if it has beenoudeld ready for usen a business

being carried on by you, an entity connected with you, or aftiliate for the lesser of 7.5 years and

half the time you have owned it. It also ¢ent be an asset whose main use in the business was to
derive passive income such as rents, royalties, dividends, etc or a financial instrument (such as a loan,
note or debenture).

A share in a company or a unit in a trust can pass the active assetfteghié lesser of 7.5 years or half
the time you have owned the share or unit at least 80% of the assets of the company or trust were
I OGADGS FaasSda oGKS aymx: GSadtéovo

Where an individual owns an asset and it is used in a business being carried on byahsér ar child
under 18 years old, it will be taken to be used in the business of their affiliate.

There are many special rules and unusual outcomes that can arise as a result of the active asset
requirement that an advisor needs to be aware of such as:

1 When applying the 80% test cash will not count towards the 80% requirement unless it is
inherently connected with the businegdut what it means to be inherently connected is not
defined;

1 An asset cannot be used to derive rent in the business being camidaut that does not mean
that it cannot be used to derive rent by its owner if it is used in a business of an affiliate or
connected entity other than to derive rent; and

1 The family home can be an active asset if a business is carried on from partpobgerty.

In this paper however, the focus will be on the $6 million net asset threshold test and the $2 million
small business entity test.

3.2 The $6 million net asset threshold test

To pass the $6 million net asset threshold test it must be the casdhbatet value of the CGT assets of
yours, of entities connected with you, of your affiliates and entities connected with your affiliates does
not exceed $6 million.

In working out the net value of assets you subtract from the market value of the assdiatiitides
that are related to the assets. From 1 July 2006 it is also the case that you can take into account
provisions for annual leave, long service leave, unearned income and provisions for tax liabilities.

* Unless the CGT event is CGT event D1 in which case it must only be the case that the right that you create is inherently

connected with a CGT asset that satisfies the active asset test
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3.3 What assets are excluded for the purposetthe $6 million net asset value test?

Certain assets are not taken into account in determining whether the $6 million net asset value test is
passed:

1 Shares, units or other interests in entities that are taken to be connected with you (to prevent
doublecounting).
1 For individuals:

0 Assets held solely for their personal use or enjoyment (except a main residence);

o0 The main residence (unless it is used in such a way that mortgage interest would be
deductible in which case it may be included);

0 Superannuatioror ADF benefits; and

o Life insurance policies.

1 For your affiliates:

0 You disregard assets held by your affiliate unless they are being used in a business being
carried on by you or an entity connected with you unless that connection is solely by
virtue of yaur affiliate.

9 For entities connected with your affiliates:

0 You disregard assets held by entities connected with your affiliates unless they are being
used in a business being carried on by you or an entity connected with you unless that
connection is solgl by virtue of your affiliate.

3.4 The $2 million turnover test
If you pass the $2 million turnover test you are considered to be a small business entity.

You must be in business in the year in which you want to be treated as a small business entity to pass
this test.

To pass the $2 million turnover test you need to calculate your aggregate turnover.
Your aggregate turnover is calculataslthe sum of the annual turnovers of:

{ You;
9 Entities connected with you; and
1 Your affiliates.

Annual turnover is the defireto be the ordinary income received for the year, excluding amounts
collected for GST. If an entity has carried on business for only part of an income year then the turnover
needs to be grossed up to represent a full income year.

You do not include rethfuel sales in annual turnover.

In addition, if an entity derives income through dealings with associates, the turnover needs to be
adjusted to include the amount that would be paid if the dealing between the parties were to be
O2yRdzOGSR d IIN¥Qa fSy3aikKo

As with the $6 million net asset value test you do not include certain amounts so as to prevent double
counting:

1 You do not include turnover derived by you from dealings with an entity connected with you or

your affiliate; and
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1 You do not include turnoveretived by an entity connected with you or your affiliate from you.
There are then three ways in which you can pass the $2 million turnover test:

1 Your actual aggregate turnover (measured at year end) can be less than $2 million;

Y You carried on a businessiink S LINSE @A 2dza &SI NJ IFyR flaid &SI NI
$2 million; or

1 Your aggregate turnover for the current year is likely to be less than $2 million.

Note that the third method of passing the test is not available to you if you were indgssin each of

the previous two income years and your aggregate turnover in each of those years exceeded $2 million.
In this case you would need to rely on the third method, i.e. you would need your actual aggregate
turnover to be less than $2 million

3.5 Who is connected with you?

In both the $6 million net asset value test and the $2 million turnover test you need to include the
turnover or assets of entities connected with you.

To determine whether or not you are connected for the purposes of both testsules are set out in
Division 328 of ITAA1997.

You will be connected with an entity if:

T You control it;
9 It controls you; or
T You are under common control.

Whether or not you control an entity is dependent upon what type of entity is involved:

A company;

A partnership;

A unit trust; or

A discretionary trust.

=a =4 -4 -9

3.5.1 A company

You will be taken to control a company if you own shares that carry the rights to at least 40% of the
dividend, capital or voting entitlements. Note that if you own less than 50% of this figen the
Commissioner has the discretion to treat you as not controlling the company.

3.5.2 A partnership

You will be taken to control partnershipif you ownintereststhat carry the rights to at least 40% of the
income or capitaéntittements. Note that if you own less than 50% of the rights then the Commissioner
has the discretion to treat you as not controlling thartnership

3.5.3 A unit trust

You will be taken to control @nit trustif you ownintereststhat carry the rights to tleast 40% of the
income or capitaéntitlements. Note that if you own less than 50% of the rights then the Commissioner

has the discretion to treat you as not controlling theit trust.
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3.5.4 A discretionary trust
There are two ways to be taken to controtliscretionary trust:

1 Through control of the trustee; and
1 Through distributions.

If the trustee of the discretionary trust acts or could be reasonably expected to act, in accordance with
your directions or wishes then you will be taken to control the trddbte that the ATO view is that the
appointor of a trust controls the trustee in this way.

If you receive distributions of é¢ast 40% of théncome or capital distributions made in the four

income years prior to the year in which you are applying tist tieen you will be taken to control the

trust. Note that if you own less than 50% of the rights then the Commissioner has the discretion to treat
you as not controlling th&ust.

Note that an exempt entity or deductible gift recipierdannot betaken tobe in control of a
discretionary trust as a result of distributions received.

3.5.5 Control is measured together with your affiliates

When you are measuring whether control exists for the purposes of the rules in Division 328 you
consider control entittementséid or received between you and your affilia{gee further below).

3.5.6 Indirect control

In addition, if you control an entity (the first entity) that in turn controls another entity (the second
entity) then you will be taken to control that second entitynplortantly this only applies if the first
entity controls the second entity. It does not allow aggregation of indirect holdings.

For example, Tom owns all of the shares in company one, company two and company three. These
three companies in turn own equahares in company four. Although company one, company two

and company three will be connected with Tom (because he owns at least 40% of the shares) company
four will not be connected with him as he does not control it directly or indirectly (as youato n

aggregate the interests of his controlled entities). & Yl & adAft 6S ¢2YQa | FF)

Note that an application of the indirect control provision cannot result in you being taken to indirectly
control entities including:

1 Alisted company;
1 A publicly traled unit trust; or
1 A mutual insurance company.

3.6 Who is your affiliate under Division 3287
The definition of affiliate found in Division 328 is:
An individual or a company is an affiliate of yours if the individual or company acts, or coulcerteddoatuly be exp
in accordance with your directions or wishes, or in concert with you, in relation to the affairs of the *business of th

individual or company.

Under the old definition of small business affiliate found in Division 152 your spoebdd agd under
18 were automatically included as your affiliates. That is no longer the case.
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As can be seen in order to be your affiliate the other entity must be a company or an individual, and not
a partnership or a trust.

In addition the company or individual must carry on a business. Someone cannot be affiliated with you
if they do not carry on a business.

3.7 How do you avoid being connected?

There are a number of ways to avoid being connected with another entity that widyalssets or have
a business turnover.

3.7.1 Idea 1¢ 40%

If you own less than 40% of an entity then you are not conneaféfdthe entity. You need to take care
for two reasons when reducing your interests (held between you and your affiliates) to lessO¥tan 4

I Holding less than 40% can result in you losing real control of an entity, this needs to be weighed
up against potential tax savings; and

9 A reduction in interest solely to allow access the small business CGT concessions may be a
scheme to which Part IV@an be applied.

3.7.2 ldea 2¢ Affiliates

If assets are held in the name of your affiliate then they will not be included in with your assets for the
purposes of the $6 million net asset value test unless they are used in a business being carried on by yot
or an entity connected with you (unless the connection is only by virtue of your affiliate).

Ly GKA&a OFrasS AG Aa g2NIK O2YaARSNAYy3I K2f RAYy3 A\
entity such as a discretionary trust.

For example, if you hdl assets in a discretionary trust and are the trusteethe appointorthen the
GNHza G Qa |FaasSaa oAttt O2dzyid G261 NRa &2dzNJ G2aGF € | ¢
threshold test. Ifhoweveli K24 S | daSia ¢SNB KSf Feywgulddd beNJ & LJ2 dz
counted.

Further to the 40% requirement listed above, in many instances, if husband and wife as shareholders or
unitholders held each less than 40% of the interests in an entity, these would now no longer be
aggregated to be an interest d0% for the purposes of the connected with tests. This is because as
shareholdes or unitholdeisthe husband and wife are unlikely to be carrying on businesses and so

would not be affiliates.

3.7.3 Idea 3¢ Indirect ownership

As mentioned above, if you were ktmld your controlling interests in a company, unit trust or

LI NOIYSNEKALI 6G4KS aFAylFt SydAiaideéo GKNRBIdZAK AyidSN
entity for the purposes of the rules in Division 328. Care would need to be taken thaa stititture

was not put in place artificially as the ATO may then carefully consider whether Part IVA may be used to
defeat the structuring in place.

3.8 Partnerships as a structure

As a structure panerships can offer advantages

shn
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