





























against the vendor as they cannot transfer or assign their legal
obligation to pay the debt without approval from the creditor.
However, if the buyer has contractually bound themselves o pay
the creditor, the vendor would have a cause of action against the
buyer for breach of contract.

Repairs/Maintenance

It may be prudent for a vendor to carry out necessary repairs and
maintenance prior to showing potential buyers around:

Commercial perspective

Buyers are more likely to be impressed if the plant used in the
business is maintained in good working order. The same applies to
premises whereby a buyer may be turned-off seeing holes in the
factory roof or broken shelving on the office. Plus, a well presented
business is more likely to command a higher price.

Tax perspective

If the buyer carries out the repairs they will be deductible under
S.25-10. To the extent this increases the capital proceeds on sale
any increased capital gain may be partly or fully sheltered from tax
due to the 50% general discount and the SBCs.

Restrictive Covenant

From a commercial perspective, a buyer may only be prepared to
pay for an asset (e.g., goodwill) on the basis the vendor is not able
to compete with them. This is achieved by the vendor entering into
a restrictive covenant or a restraint of trade. For example, Andre
sells his hair salon to Kerry for $50,000, comprising of goodwill.
However, Andre enters into a restrictive covenant where he is not
allowed to own or work for a salon in a 20 km radius for a period of
three years.

Tax perspective

It is generally considered prudent not to allocate any part of the
consideration to the restrictive covenant. This is accepted by the
Commissioner at paragraph 33 of TR 1999/16 on the basis it is
seen as ancillary to the goodwill.

The key benefits of this to the vendor are:
- if the restrictive covenant gave rise to a capital gain in its own
right it would not be eligible for the 50% general discount (refer

to §.115-25(3)(a); and
- even if the goodwill is pre-CGT, the restrictive covenant is not.

The buyer should be relatively indifferent as the amount paid for
goodwill or a restrictive covenant as both are not deductible.

Retirement payments

Where a business is sold out of an entity (i.e., a company or trust),
employees may be entitled to or receive an ex gratia or termination
payment. However such payments are likely to be capital in nature
from the employer’s perspective.

However where the payment is made in good faith in respect of
past services, it is specifically deductible under 5.25-50 but in
accordance with 5.26-55 the payment cannot generate a loss in
the entity.

Long service leave / Annual leave
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Payments made for unused leave will generally not be capital in

nature and are deductible under S.8-1. This is because they have
accrued during the period the business was carried on.

Bona fide redundancy

Where, due to the sale of the business, employees have become
redundant any payments made to them (over and above what they
would have been entitled to if they had terminated voluntarily) are
tax-free up to certain limits based on the formula in S.83-170.
Such payments will be deductible under S.25-50.

Warning

A payment made to the business owners from the entity will not
always be accepted as a bona fide or genuine redundancy
payment. Refer TR 2009/2 and Long V FCT [2007] AATA 1269.

Sale proceeds
received

not

A'vendor will calculate a capital gain based on the capital proceeds
received or receivable. If at a later point in time it becomes
apparent the buyer is not able to make all of the payments they are
contractually obliged to, the capital proceeds for the CGT event are
reduced. Refer to S.116-45. Item 80 of the table at S.170(10AA)
provides there is no time limit to amend a prior year return.

Warning

However, this is only on the basis that the non-payment is not due
to anything done or omitted to be done by the vendor (on an
associate) and all reasonable steps were taken to recover the
unpaid amount.

Selling costs

As a general rule the sale of a business is an affair of capital
meaning the costs incurred in selling the business are not
deductible under S.8-1. Such costs may include fees for
accountants, lawyers, valuers, surveyors, brokers, agents, stamp
duty.

These will form part of the second element of the cost base of the
business assets. |f a cost relates to a specific asset it can be
added directly to the cost base of the asset. [f the cost is more
general in nature it will need to be pro-rated across all the assets in
a reasonable way.

For an exception to the above rule refer to discussion on ‘Tax
Advice’'.

Shares v Assets

Where the business is run in an entity, especially a company, the
proprietor has the choice of selling the shares or the assets held by
the company. A buyer has a similar choice. Some of the relevant
factors here are:

- buyers tend to avoid purchasing the shares as they are
inheriting the tax and commercial history of the company (i.e.,
the company could be sued, creditors not on the balance sheet
come out the woodwork and prior year tax returns could be
amended by the ATO);

- some buyers may prefer shares where the company has losses

however there are very complex rules governing the use of
carry forward losses where there is a change in the ownership
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of the company (e.g., the same business test — refer TR
1999/9). Further complications arise where the buyer is not an
individual;

- buyers may also prefer shares where the company has traded
profitably and has a healthy balance in its franking account;

- buyers should be aware that if they buy pre-CGT shares any
pre-CGT assets in the company may become post-CGT assets
under Division 149;

- the vendor may prefer to sell the shares if they have a higher
cost base than the assets in the company or to sell the assets if
the reverse is true. Plus the sale of the shares may atiract the
50% general discount whereas the sale of the company assets
will not;

- vendors need to be mindful of CGT event K6 if they are selling{
pre-CGT shares (i.e., a taxable capital gain can still arise where
pre-CGT shares (or units) are sold where at least 75% of the
net value of the company (or trust’s) assets is made up of post-
CGT assets;

- the vendor pays no GST of the sale of the shares (and the
buyer claims no ITCs).

Stamp duty

The vendor must seek advise on the stamp duty consequences of
selling their business. The rules will vary in each jurisdiction as to
which assets are dutiable as well the various exemptions that may
apply.

Warning

Where a vendor has business assets in different jurisdictions they
must ensure they obtain advice relevant to the location of the
assets. For example, where a vendor owns a factory in Victoria and
in Western Australia.

Statutory licence

Where the buyer holds a ‘statutory license’ they should ensure that
it can be assigned to a buyer or that the authority would be
prepared o grant a new license.

Superannuation

The sale of a business that generates significant cash may also

generate significant tax liabilities. The vendor can seek to take

advantage of the following:

- make a concessional contribution to reduce taxable income;

- make a non-concessional contribution under the $1m CGT cap
as indexed (where the 15 year or retirement exemption has

been applied); and
- the $450,000 bring-forward non-concessional cap.

Tax Advice

Where a vendor obtains tax advice in connection with the sale of
the business it will be deductible under S.25-5(1). This is so
despite the fact it relates to a capital transaction. Refer 5.25-5(4).

The advice will only be deductible if it is provide by a ‘recognised
tax adviser, i.e., a registered tax agent or a legal practitioner
{(barrister or solicitor).
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It is important to understand when particular assessable amounts
generated from the sale of a business are brought to account:

CGT:
Where the CGT asset is sold under a contract, any capital gain or

pr——

loss is returned in the year the contract is made. / ~&™ <L 57 ol o7

s

Where an amount is received for the grant of a licence or other
right, CGT event D1 happens when the contract creating the right
is entered into (or when the right is created if it is non-contractual).

Depreciating assets
Any balancing charges or deductions (or adjustments to
depreciation pools) are accounted for in the year of settlement.

Trading stock
The market value of trading stock is included in assessable income

under S.70-90 in the year of settlement.

Licence fees/royalties

The buyer may be required to pay regular fees for the use of
intellectual property owned by the vendor. To the extent the
vendor is no long carrying on a business (such that these income
streams are passive) they will generally be assessable on a
receipts basis.

Professional work-in-progress (‘W-I-P’)

Section 15-50 includes W-I-P in the vendor’s assessable income in
the year it us received.

Valuations

A business owner may have no real idea what their business is
worth and the reality is that at the end of the day it's only worth
what someone will pay for it. A business in a particular industry
may be valued using an earnings multiple of 6 giving it a ‘balipark’
value of $1.2 million. However, if there are no takers at this price
for the next 12 months chances are the business may not be worth
that much.

It is generally easy to value the tangible assets of a business such
as real property, plant and stock. However, valuing the intangibles
is somewhat problematic. Where a business has numerous
sources of goodwill such as:

- intellectual property (e.g., copyrights, know-how, trade secrets)
- well positioned premises

- highly trained staff (with no union involvement)

- recognisable branding

- well documented business systems and procedures

- excellent relationships with customers and suppliers,

how does a vendor {or buyer) place a value on each of these?
What all these assets do in combination is to produce a level to
turnover and profit. Consequently the value of a business being
sold as a going concern, in both theory and in practice, will be a
function of the profits it generates. Unforfunately, this is only the
starting point as there are many different ways to measure profit or
earnings such as:
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- EBIT (earnings before interest and tax)

- EBITDA (earnings before interest, tax, depreciation and
amortisation)

- EBITDAOW (earnings before interest, tax, depreciation
amortisation and owner's wages)

- PEBIT (proprietor’s earnings before interest and tax)

Whichever method is used to determine earnings, the question is
then what do we do with it: Some of the common earnings based
business valuation methods are:

= The discounted cash flow method;

» The capitalisation of FME (future maintainable earnings)
method; and

» Earnings multiple method (many industries have a factor by
which the earnings are multiplied to determine a market value
but it is more of a ‘rule of thumb’)

Factors affecting value

From a buyer's perspective, they will overlay a number of factors
on the result of any business valuation so as to determine what
they believe is a fair and reasonable price, for example:

- is the business in a growth industry? (what is the industry
outlook?)

- are the business’ profits trending up?

- general economic conditions (local and global)

- is the revenue recurring?

- does the business have a broad customer/supplier base?

- are there barriers for competitors to enter the industry?

- does the vendor have to sell?

- is there a business plan in place and is it being achieved?

- how reliant is the business on the owner?

Determining the ‘real profit figure’

When valuing a small business (with one or two owners) it is

important not to overly rely on the profit figure as reported for the

following reasons:

1. If the owners are lavish in the way they run the business, the
profit figure as reported will already have a number of lifestyle
benefits factored into it:

For example, a retail business with 1 owner and 5 staff may
report a profit figure of $150,000. However this figure is a
function of the owner:

- driving an expensive car;

- entertaining staff and customers excessively;

- flying first class on business trips; and

drawing an above market salary.

If these factors are removed the profit figure may be closer to

$300,000. A buyer at this end of the market is likely to be more
concerned at the actual amount of “free cash” that will available.
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2. If an owner, on the converse, is very cost conscious and
withdraws a very modest salary and lives a somewhat frugal
lifestyle, the profit can be somewhat elevated due to these
factors. The business may make a profit of $300,000 but the
owner:;

- drives a 20 year old car;
- lives in a run down apartment block; and
- never goes on holidays or eats at restaurants.

Neither of these lifestyles matter. What matters is that the buyer will
have their own lifestyle and an expectation of how that will/may be
effected by owning this business. When they see the profit figure,
then need to come to an understanding of how much ‘free cash’
they can expect from the business.

Warning

Valuing businesses is a complex and specialist area. Practitioners
without the requisite knowledge, skills and experience should
ensure clients are referred {o specialists to obtain professional
advice on valuing and selling their business.

W-I-P (stock)

Where the vendor is holding partly completed stock (or raw
materials) these are accounted for as trading stock and under
S.70-90 are taken to be disposed of for their market value.

W-1-P (professional)

Often the vendor will have completed work or provided services for
which they do not yet have the right to bill the client for. This is
referred to as work-in-progress. |If the buyer takes over the work-
in-progress, completes the work and bills for it, the amount
received will partly relate to work completed by the vendor.
Accordingly, an adjustment in favour of the vendor for work-in-
progress will usually be made on the sale of a business to
recognise this.

Any amount received by the vendor is included in their assessable
income under S.15-50. Further the amount is generally deductible
to the purchaser under S.25-95.
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