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Overview
As of 30 June 2019, it was recorded that there were 2,375,753 active trading businesses.!

With an Australian population on that date of approximately 25,400,000,2 there existed a
business for every eleven individuals.

With such a high proportion of businesses in our society, there is no doubt that business
succession planning is of critical importance for estate planning practitioners.

This paper considers a variety of issues relevant in implementing a robust and holistic
business succession plan, such as:

(a) bringing on new business owners;

(b) dealing with retained earnings prior to exit;

(c) structuring an insurance funded buy sell deed;

(d) utilising the small business capital gains tax (CGT) concessions as part of a business

succession plan; and
(e) family business succession planning factors.

Unfortunately, there is no ‘one-size-fits-all’ approach for business succession planning. How
each of the above issues are applied to a client will depend on various factors including (but
not limited to):

(a) whether there are multiple parties to the business;
(b) whether the business is a family business;
(c) whether the intended persons succeeding the business is a family member,

employee or unrelated party;

(d) whether the business succession is to occur during the lifetime of a business owner
or after death; and

(e) whether any steps are required to restructure the business.

The accompanying presentation will consider the impact of the above factors in relation to
the discussed issues in this paper.

Bringing on new business owners
Business entities and succession planning

How new owners are introduced into a business will ultimately depend on the type of
trading entity which it operates from.

1 Australian Bureau of Statistics, 8165.0 - Counts of Australian Businesses, including Entries and Exits, June
2015 to June 2019 — Released 20 February 2020 -
https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%200f%20changes-,Key%20statistics,20

18%2D19%20there%20was%20a%3A&text=2.7%25%2C%200r%2062%2C462%2C%20increase%20in%20the%?2

Onumber%200f%20businesses.

2 Australian Bureau of Statistics, 3101.0 - Australian Demographic Statistics, Jun 2019 — Released 19 December

20109 -

https://www.abs.gov.au/ausstats/abs@.nsf/lookup/3101.0Media%20Release1)Jun%2020194:~:text=Australia

%27s%20population%20grew%20by%201.5%20per%20cent%20during%20the%20year,annual%20increase%?2

00f%20381%2C600%20people.%22



https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%20of%20changes-,Key%20statistics,2018%2D19%20there%20was%20a%3A&text=2.7%25%2C%20or%2062%2C462%2C%20increase%20in%20the%20number%20of%20businesses.
https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%20of%20changes-,Key%20statistics,2018%2D19%20there%20was%20a%3A&text=2.7%25%2C%20or%2062%2C462%2C%20increase%20in%20the%20number%20of%20businesses.
https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%20of%20changes-,Key%20statistics,2018%2D19%20there%20was%20a%3A&text=2.7%25%2C%20or%2062%2C462%2C%20increase%20in%20the%20number%20of%20businesses.
https://www.abs.gov.au/ausstats/abs@.nsf/lookup/3101.0Media%20Release1Jun%202019#:~:text=Australia%27s%20population%20grew%20by%201.5%20per%20cent%20during%20the%20year,annual%20increase%20of%20381%2C600%20people.%22
https://www.abs.gov.au/ausstats/abs@.nsf/lookup/3101.0Media%20Release1Jun%202019#:~:text=Australia%27s%20population%20grew%20by%201.5%20per%20cent%20during%20the%20year,annual%20increase%20of%20381%2C600%20people.%22
https://www.abs.gov.au/ausstats/abs@.nsf/lookup/3101.0Media%20Release1Jun%202019#:~:text=Australia%27s%20population%20grew%20by%201.5%20per%20cent%20during%20the%20year,annual%20increase%20of%20381%2C600%20people.%22
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It was noted in recent statistics and reports that non-corporate entities are significantly used
as trading entities in Australia.?

As businesses conducted by sole proprietors do not offer scope to introduce new owners,
save for forming a partnership; restructures are commonly seen to transfer the business into
a more suitable entity for transitioning. Later sections of this paper will consider the
available mechanisms in ensuring there are no adverse CGT consequences in undertaking
such a restructure.

Of relevance, however, is the need to understand the trading structure of the business; and
if unsuitable, ensure steps are taken to restructure the business accordingly.

Two of the more common non-sole proprietor trading structures are as follows:
(a) company (whether with individual or trust shareholders); and

(b) discretionary trust (whether with individual trustees, company trustee and/or an
appointor role).

It is also useful to acknowledge the distinction in the above structures between ownership
(who the underlying owners are), and control (those who will manage the business).

Company considerations
The use of a company as a trading entity is generally seen as preferrable.

The benefits of having a flat reduced tax rate and the ability to retain earnings within the
business environment are often stated as reasons for establishing a company to operate a
business.

Often these benefits will outweigh the disadvantages of losing the 50% general CGT discount
and complexity of navigating Division 7A issues in the tax legislation.

The two key roles involved with a company are the:

(a) members (or shareholders who are the legal entities that own the shares and
ownership interest in the company equal to the proportion of shares they own); and

(b) directors (being the persons who are responsible for making the legal decisions for
the company).

From a succession planning perspective, the:

(a) management of the company can be dealt by putting in place appropriate processes
and documents governing the succession of the director — for instance, pursuant to
a shareholders agreement or a tailored company constitution; and

(b) ownership of the company is managed through ensuring the shares in the company
pass to the right people — for instance through the use of call option agreement or

3 The 2017 RMIT Report regarding ‘Current issues with trusts and the tax system’ at page 20 provided statistics
of over 300,000 discretionary trusts being used for trading or services/management activities; Australian
Bureau of Statistics, 8165.0 - Counts of Australian Businesses, including Entries and Exits, June 2015 to June
2019 — Released 20 February 2020 -
https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%200f%20changes-,Key%20statistics,20

18%2D19%20there%20was%20a%3A&text=2.7%25%2C%200r%2062%2C462%2C%20increase%20in%20the%?2

Onumber%200f%20businesses , provided statistics that only 37.9% of businesses were trading through a

corporate structure with over 55% being traded by sole traders and approximately 248,132 businesses traded
through a partnership structure


https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%20of%20changes-,Key%20statistics,2018%2D19%20there%20was%20a%3A&text=2.7%25%2C%20or%2062%2C462%2C%20increase%20in%20the%20number%20of%20businesses
https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%20of%20changes-,Key%20statistics,2018%2D19%20there%20was%20a%3A&text=2.7%25%2C%20or%2062%2C462%2C%20increase%20in%20the%20number%20of%20businesses
https://www.abs.gov.au/ausstats/abs@.nsf/mf/8165.0#:~:text=History%20of%20changes-,Key%20statistics,2018%2D19%20there%20was%20a%3A&text=2.7%25%2C%20or%2062%2C462%2C%20increase%20in%20the%20number%20of%20businesses

2.12

2.13

2.14

2.15

2.16

2.17

2.18

/ Chat Legal Pty Ltd
| ha

transfers before or after the death of existing key persons (who could be the
ultimate owners of shares).

Where the shares are held by individuals, that individual will require an appropriate Will to
specifically ensure the shares are gifted to the relevant recipient. Where the intended
recipient is a family member chosen to succeed the business, the Will could be prepared to
specifically gift the shares directly to the recipient or indirectly to the recipient by a
testamentary trust.

Complications can arise with shares held by individuals in a family business where it is likely
that an individual’s Will could be challenged. Potential arguments in having an individual’s
Will challenge can arise:

(a) where a disgruntled family member believes they have not their fair share under a
Will (which is common in blended family situations between children from a prior
relationship and a current spouse);

(b) where certain promises were made to family members that the family business
would pass to them, and such promises were not followed through in the
documentation; or

(c) where it can be argued that a deceased failed to have adequate mental capacity in
making their Will.

In situations where there is a chance of a Will challenge, steps should be taken to mitigate
the likelihood of disruption with the business transition. Some available solutions can
include restructuring the shareholding during the lifetime of the individual such that the
shares do not pass pursuant an individual’s Will (i.e. by transferring the shares into a trust),
or implementing arrangements such as a ‘gift and loan back arrangements’ to deter persons
from challenging an estate.

Where the shares are held by trustees for a trust, then the terms of the trust will need to be
reviewed and documents prepared to ensure control of that trust passes to the relevant
recipient/s.

In contrast, if the shares are to be sold to a non-family member for value, then steps could
be taken to put in place appropriate option agreements to enable an intended successor to
purchase the shares from the deceased’s estate or shareholding trust at a prior agreed value
or valuation mechanism.

If the shares are held by other companies, then the succession planning considerations
above will need to be made in relation to that holding company.

Where there are multiple owners of a company, then steps should be taken to ensure an
appropriate shareholders agreement or company constitution is drafted containing:

(a) directorship appointment and share right provisions — which if drafted
appropriately, can enable an incoming owner to integrate seamlessly into the
business

(b) pre-emption right provisions — which would enable continuing owners to have a first

right to acquire an existing owner’s interest in the business (to ensure existing
owners are not forced into business with an unwanted third party who bought an
existing owner’s interest);

(c) exit mechanisms due to involuntary events (such as retirement, death, total
permanent disablement or breach of agreement).
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Additional issues that should be addressed as part of a comprehensive shareholders
agreement may include:

(a) what type of business is to be carried on?

(b) will all of the parties be actively involved in the day-to-day operations of the
business?

(c) how will day-to-day decisions of the company be made (for instance, by simple
majority decision of the directors?)

(d) how will decisions in relation to dividends being paid by the company be made?

(e) how will decisions in relation to changes to the company’s capital structure (such as

the issue of new shares or changes to share rights) be decided? Is a unanimous
resolution of the directors and/or shareholders appropriate?

(f) how will the company be funded? If shareholder loans are to be provided, what
terms will apply to those loans?

(g) should a restraint of trade apply to the shareholders/directors and if so, for what
duration and geographic area?

(h) will the parties be required to keep company information, such as financial records
and business plans, confidential?

(i) how should any disputes between the shareholders or directors be resolved? Is
referral to mediation and then arbitration appropriate?

In addition to succession planning considerations, the tax and asset protection objectives of
the incoming owner may also of importance. Specifically:

(a) having a discretionary family trust hold shares in a trading company offers flexibility
in distributing franked dividends within a family group; and/or

(b) having a discretionary family trust hold shares in a trading company reduces the
accessibility for the trustee in bankruptcy to cease title of the shares in the event a
key individual is sued in their personal name.

Discretionary trust

Although not typically associated as the ‘go-to’ structure for operating businesses (largely
due to the fact that all profits made in a year must be distributed out of the trust to
beneficiaries as accumulation of such profits results in the top marginal tax rate applying),
discretionary trusts are commonly found in family businesses.

Often dubbed ‘“family trusts’, the flexible nature in being able to distribute profits between a
group of family member beneficiaries and changing such distribution pattern each year can
be seen as advantages in themselves for those family businesses. This is possible due to the
nature of what a trust is, and the mechanisms of a discretionary trust.

Broadly, a trust is a legal relationship where there is:

a a legal owner of property (the ‘Trustee’), who;
b holds the property (‘trust property’);
C for the benefit of others (the ‘Beneficiaries’); and

pursuant to certain terms or rules (‘trust deed’).



2.24

2.25

2.26

2.27

2.28

2.29

2.30
2.31

2.32

2.33

2.34

2.35

2.36

/ Chat Legal Pty Ltd
| ha

Unlike companies and sole traders, a trust is not a separate legal entity. Instead, the Trustee
looks after the property and manages the trust (i.e. the management position). Any benefits
generated from the trustee’s management can then be given to the Beneficiaries (i.e. the
owners).

The complexity that a discretionary trust adds to ownership is the fact that there is a broad
discretion of the Trustee to decide who can benefit from the trust.

Whilst other trusts may fix who can benefit (and thereby there can be a clear ownership
percentage), a discretionary trust blurs this ownership percentage by allowing the Trustee to
decide (at the Trustee’s discretion) who can benefit from the trust, whilst being able to
change this discretion on a yearly basis.

The ‘owners’ (i.e. the Beneficiaries) of a discretionary trust are therefore more reliant on the
decision-making of the Trustee and absent any other role, are often named or involved at
the Trustee level.

That other role referred relates to a role who can have the ability to change the Trustee.
This role is often called the ‘appointor’ or ‘principal’ role (Appointor), and can even go by
other terms.

A benefit of such a role is that the underlying owners of a discretionary trust can exert a
form of influence over the Trustee to make decisions in the best interest of the owners, else
they be replaced with someone more complying.

It is noted, however, that not all discretionary trusts hold an Appointor role.

Although it is common for family businesses to align all the roles (Trustee, main Beneficiaries
and Appointor role) together, the flexibility of having these separate roles become more
apparent when undertaking a succession plan for the trust.

Practically, from a succession planning perspective for a discretionary trust, it is crucial to
understand who takes over the Trustee and/or Appointor role.

Generally, the trust deed will outline a default position on who takes control on the passing
of individuals in those roles as well as provide general powers allowing for successors to be
nominated. However, each trust deed must be reviewed to confirm this position as each
trust deed providers draft their documents differently.

Issues that must be considered in the trust deed relating to the succession of the trust
include, whether the trust deed:

(a) states who takes control of the relevant role in default of any specified nomination;

(b) provides a power to the Trustee or Appointor in nominating a successor (and if the
power can be made by Will);

(c) imposes restrictions on who can be a successor (including if there are limits on the
number of nominations);

(d) can be amended to include broad powers if the terms are considered too limited.

Where companies are involved in these roles, then relevant company documents (such as
constitutions) must be considered in addition to the terms of the trust deed.

More curious questions include:

(a) whether an individual or company should be appointed into the Trustee and/or
Appointor role as part of the transition strategy today rather than in the future; and
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(b) whether steps can be taken to maximise the trust’s vesting date, or potentially
extending it indefinitely under South Australian trust law.

Due to the nature of a discretionary trust, it is not common to see multiple owners operate a
business from a single discretionary trust. Rare exceptions, however, can include:

(a) parents passing control of the family business to multiple children, who continue to
work in tandem in the short term; and

(b) separate family groups who have tailored made classes in the discretionary trust
‘splitting’ the income and capital of the trust between multiple beneficiary classes.

Despite these exceptions, discretionary trusts are not generally recommended as trading
vehicles where there are multiple potential independent owners. Restructuring the business
into a corporate entity, unit trust or partnership of discretionary trusts would be preferred;
so that each owner will be entitled to a fixed interest in the business.

Other trading structures

Unit trusts and partnerships (whether a partnership of individuals, companies or
discretionary trusts) may also be used as a trading entity.

These structures are commonly used when there are multiple owners, due to the ability for
business owners to have a fixed interest in the above entities.

The succession planning considerations of a company will therefore also be applicable for
such trading structures in the context that:

(a) the issue in relation to the shareholding of a company would apply for units in a unit
trust or partnership interest in the partnership;

(b) the issue in relation to the directorship of a company would apply at the Trustee
level for a unit trust.

Unitholders and partnership agreements would also be recommended to ensure clarity is
sought as to the rights of a business owner.

Additional company issues

In addition to the succession planning issues identified above in relation to companies, the
following commercial considerations should also be factored when selling a business.

Where the shares in a company are held by a sole owner, then it is prudent for the parties to
consider whether the business itself or the shares in the company should be sold.

Key factors that can impact the parties’ decisions include:

(a) the CGT consequences of selling the business or shares directly — for example,
companies are not entitled to access the general 50% CGT discount; whilst
shareholders who are individuals or trusts may be eligible to access such
concessions;*

(b) historical trading liability considerations — a buyer will generally prefer to buy the
business assets rather than acquiring an existing entity. This is to ensure that the
buyer does not have liability for any historic claims that may lie in waiting against
the business entity for past conduct, either known or unknown by the seller;

4 Division 115-A Income Tax Assessment Act 1997 (Cth)

6
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(c) stamp duty consequences — in some jurisdictions (such as Victoria), there is no
material difference in the duty cost between buying business assets compared to
equity in a business structure, whereas in other jurisdictions (such as Queensland),
the transfer of business assets will still create a duty liability for the buyer based on
the unencumbered market value of the assets being acquired; and

(d) whether a partial or full sell-down is occurring — it will typically be more appropriate
for the buyer to acquire equity in the existing vehicle so tax and stamp duty costs
are only imposed in respect of the proportionate interest being acquired, rather
than on 100% of the assets being transferred to a new vehicle. That said, in some
instances tax and stamp duty concessions may be available to allow the seller to
transfer the business assets to a clean skin vehicle, prior to selling equity in that new
vehicle to the buyer.

Commerciality of succession plan

Regardless of the structure of the trading entity, the commerciality of the transition should
also be considered.

Will the transition occur for no consideration or under-market value? This can be common:

(a) when dealing with family businesses and parents exiting the business by gifting it to
their children to operate;

(b) as part of post-death transitions for family businesses where children can receive
their inheritance through the business; and

(c) occasionally, between unrelated parties and from the business owner to a key or
ear-marked employee.

Alternatively, will the transition occur on arm’s length terms (regardless of it being between
family members or unrelated parties)? Relevant issues to consider for such transactions
include:

(a) the purchase price and the timing for it to be paid (i.e. whether there will be any
retention amounts or earnouts);

(b) whether any assets are being excluded from the sale, including the proposed
treatment of working capital, work-in-progress, debtors and retained profits;

(c) whether the buyer will take on the existing liabilities, including assuming
responsibility for employee annual leave, sick leave and long service leave
entitlements;

(d) what level of due diligence will be undertaken by the buyer;

(e) whether the seller will be subject to any restraint of trade and if so, the scope of the
restraint; and

(f) what types of warranties and indemnities will be provided by the seller and whether
any of those warranties and indemnities will be backed by personal guarantees (if
the seller is a trust or company).

Financing of a business transition for value should also be considered, and in circumstances
where the transition is vendor-financed, the impact of having a loan owing to an existing
business owner should be considered as part of the business owners’ personal estate plan.
This is of particular importance where a business owner sells the business to a particular
child as part of that child’s inheritance; whilst other family members benefit through an
estate plan.
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The importance of the right structure

To highlight the importance of having an appropriate business structure as part of a
succession plan, consider the following example:

(a)

(b)

(d)

(e)

(f)

(8)

John operates a real estate agency business through a family trust with a company
trustee.

The trust was established in the early 1980s and included the usual beneficiary class
being John, his spouse, their lineal descendants and parents.

Now in his 70s, John wishes to pass the equally business to his daughter, Jane, and a
key employee, David.

Due to the nature of the family trust, even if John passed control of the company
trustee and any ‘appointor’ role to Jane and David jointly, issues would be present
including (but not limited to):

(i) David (and his family) are not beneficiaries of the trust;

(ii) If a shareholders agreement is not prepared for the company trustee, then
there is no dispute resolution mechanism given that Jane and David would
likely need to unanimously agree on decisions;

(iii) Where decisions are not made as to the income or capital of the trust, such
income and capital are likely to be distributed to John and his family (such as
Jane).

In such circumstances, utilising a discretionary trust would not be suitable and steps
would need to be taken to transfer the business into a more appropriate entity.

Although restructuring considerations will be considered below, potential solutions
could include:

(i) having David establish his own family trust, and acquiring a 50% interest in
the business to be held as a partnership of trusts;

(i) transferring the business to a company with the shares held equally
between David and Jane (or through a discretionary trust);

(iii) transferring the business to a company wholly owned by John’s family trust
and then selling 50% of the shares to David for market value.

The most suitable option will ultimately depend on:

(i) various tax and stamp duty costs in implementing the restructure;
(i) whether the transfer will occurring before or after the death of John; and
(iii) the commercial terms of the succession plan.

Unfortunately, the vast majority of businesses are not established with succession planning
in mind (often due to owners’ primary goal being the initial success for the business), and
the need to undertake a pre-succession plan restructure is not uncommon.

Dealing with retained earnings prior to exit

Business owners often turn to ‘passing on the baton’ as they reach retirement age.

By that point in time, their business would have accumulated significant retained earnings.
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Due to the nature of companies (being trading entities that allow for the retention of profits
at a corporate tax rate), businesses trading through such structures will often hold large
retained amounts.

This is in contrast to businesses that trade through discretionary trusts who are required to
distribute profits each financial year to avoid paying the top marginal tax rate on
accumulated profits.®

A key question, therefore, relates to how business owners are able to deal with retained
earnings. In particular:

(a) What options are available to extract retained earnings from a company?
(b) How to deal with franking credits for a departing shareholder?

Prior to extracting retained earnings, a company must ensure it’s assets exceed its liabilities
immediately before a dividend is declared. Further, the payment of the dividend must be fair
and reasonable to the company’s shareholders as a whole and not materially prejudice the
company’s ability to pay its creditors.®

Extracting retained earnings prior to exit

Various issues can arise for business owners in relation to extracting multiple years’ worth of
retained earnings. These issues include where an exiting shareholder:

(a) holds their share in the company in their personal name — as the shareholder will
lose the flexibility of distributing such retained earnings to other family members
and flattening the tax rate of historical profits between multiple individuals or a
company;

(b) holds their share in the company with a discretionary trust — as the shareholder will
be forced to either:

(i) distribute all retained earnings to family members; or

(i) distribute retained earnings to a ‘bucket company’ and potentially paying
top-up tax due to the difference in company tax rate between a ‘base rate
entity’ and ordinary company.

The above issues arise as it is standard tax planning for retained earnings to be stored in a
company environment and dividends slowly distributed to assist business owners to self-
fund their retirement. Therefore, for a business owner to be forced to receive the entirety of
the retained earnings in a single income year (due to being the individual shareholder and
the need to exit the business structure), they will lose the ability to ‘pick and choose’ the
timing of extracting retained earnings.

This particular issue can be managed either through:

(a) the interposition of a new holding company between the exiting individual and
trading company (which the individual is exiting); or

(b) the issuing of ‘dividend access shares’ in favour of a company or discretionary trust
controlled by the exiting individual.

New holding company

5 Section 99A Income Tax Assessment Act 1936 (Cth)
6 Section 254T Corporations Act 2001 (Cth)
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The interposition of a holding company between the exiting individual and trading company
allows for dividends to be declared and distributed to the holding company for retention.

In addition to allowing the exiting business owner to retain earnings in a corporate
environment after exiting the trading company, the interposition of the holding company
reduces the need to pay any ‘top-up’ tax on dividends which may have franking credits
based on the lower company tax rate.

Section 23 Income Tax Rates Act 1986 (Cth) sets out the rate of tax payable by companies. As
of the date of this paper, the rates of tax for a company are as follows:

(a) if the company is a ‘base rate entity’ for an income year — 26%; or
(b) otherwise — 30%.
A base rate entity is defined to be an entity:’

(a) in which no more than 80% of its assessable income for the income year is ‘base rate
entity passive income’; and

(b) its aggregated turnover® for the income year is less than $50 million.
Base rate entity passive income is defined to be income that is any of the following:®

(a) a distribution by a corporate tax entity other than a non-portfolio dividend®® (within
the meaning of section 317 Income Tax Assessment Act 1936 (Cth));

(b) an amount of a franking credit on such a distribution;

(c) a non-share dividend by a company;

(d) interest, royalties and rent;

(e) net capital gain;

(f) an amount included in the assessable income of a partner in a partnership or of a

beneficiary of a trust estate to the extent that the amount referable (either directly
or indirectly through one or more interposed partnerships or trust estates) to
another amount that is base rate entity passive income.

Therefore, a company:

(a) where at least 20% of its income does not constitute ‘passive income’; and
(b) together with its related entities, has a turnover of less than $50 million,
will be taxed at the 26% company tax rate.

For trading companies, a substantial amount of their income will be generated from trading
activities. Further, to be considered a base rate entity (thereby receiving the lower company
tax rate), at least 20% of the company’s income need be from trading activities.

For holding companies that hold at least a 10% share in a trading company, the distribution
of retained earnings to that holding company will not amount to base rate entity passive

7 Section 23AA Income Tax Rates Act 1986 (Cth)

8 See section 328-115 Income Tax Assessment Act 1997 (Cth) for the meaning of aggregated turnover

9 Section 23AB Income Tax Rates Act 1986 (Cth)

10 section 317 Income Tax Assessment Act 1936 defines a non-portfolio dividend to mean ‘a dividend...paid to a
company where that company has a voting interest...amounting to at least 10% of the voting power...in the
company paying the dividend.’

10
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income as the dividend relates to a non-portfolio dividend; provided such retained earnings
equates to at least 20% of the holding company’s income for that particular income year.

In contrast, a ‘bucket company’ receiving retained earnings through a trust distribution will
be receiving such amount as ‘base rate entity passive income’. Provided the bucket company
does not receive trading income or non-portfolio dividends, the bucket company will not
satisfy the definition of base rate entity, and will be required to pay the differential (if any) in
company tax rate of 4% (as of the financial year ending 30 June 2021).

Dividend access shares

Dividend access shares (also known as ‘dividend only shares’) are a special class of shares
which can be introduced into a company’s constitution and allotted to a new shareholder,
which carry the right to receive a dividend as determined by the company’s directors in their
absolute discretion from time to time.

Dividend access shares are typically structured such that:

(a) the holder does not have any right to attend or cast votes at shareholder meetings
and does not have any rights to the repayment of capital from the company;

(b) the holder is only entitled to dividends at the sole discretion of the directors of the
company from time to time and is not entitled to the dividends until they are
actually paid; and

(c) the shares can be redeemed for a nominal amount (or at a pre-defined redemption
price in the constitution) at the discretion of the company. In some instances, the
shares may be automatically redeemed after a specified period of time, typically less
than four years.

Historically, the argument adopted by many taxpayers and their advisers has been that in
light of the limited rights outlined above, the market value of the shares at the time of their
issue (and at the time of any subsequent redemption) is nominal and as a result, no adverse
tax consequences arise from their allotment.

That said, the Tax Office has expressed significant concern regarding the use of dividend
access shares. Those concerns are articulated in Taxpayer Alert TA 2012/4 (Taxpayer Alert)
and the specific issue of dividend stripping is further explored in Taxation Determination TD
2014/1.

TA 2012/4 states:

‘The ATO considers that arrangements of this type give rise to the following issues relevant to

taxation law, being whether:

(a) an amount should be included in the assessment of any entity as an ordinary dividend or
as a deemed dividend under Division 7A of the Income Tax Assessment Act 1936 (ITAA
1936);

(b) an amount should be deductible for the target company or its shareholders in respect of
any fees paid to an entity recommending the arrangement under section 8-1 of the
Income Tax Assessment Act 1997 (ITAA 1997) or another provision;

(c) the new shares may be debt interests under Division 974 of the ITAA 1997;

(d) ataxing event may generate a capital gain under CGT event K8 for the original
shareholders of the target company by virtue of the direct value shifting rules in Division
725 of the ITAA 1997;
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(e) an amount should be allowable as a franking credit/offset under Part 3-6 of the ITAA
1997;

(f) the arrangement may be a scheme by way of or in the nature of, or have substantially
the effect of, dividend stripping under section 177E of the ITAA 1936;

(g) the arrangement may be a scheme to which sections 177A to 177D of Part IVA of the
ITAA 1936 (the general anti-avoidance rules) may apply;

(h) the general anti-avoidance rule for franking credit benefits on section 177EA of the ITAA
1936 may apply to the arrangement;

(i) any amounts received by an entity recommending the arrangement are assessable
income of that entity;

(j) any entity involved in the arrangement may be a promoter of a tax avoidance scheme for
the purposes of Division 290 of Schedule 1 of the Taxation Administration Act 1953 (TAA
1953); and

(k) any entity involved with the arrangement that is a tax practitioner may be referred to the
Tax Practitioner Board under the Tax Agent Services Act 2009 regarding matters relevant
to the Code of Professional Conduct.’

The Tax Office’s invocation of the promoter penalty rules in the Taxpayer Alert has
understandably created significant concern amongst advisers and resulted in a material
reduction in the use of these arrangements, since 2012.

That said, the widely held view amongst the tax community is that subject to the over-
arching operation of the Part IVA anti-avoidance rules to the arrangement, each of the other
areas of concern mentioned by the Tax Office can be satisfactorily addressed in an
appropriately structured arrangement, such that no adverse tax consequences should arise.

Where a client is advised of the risks and wishes to proceed, the dividend access
arrangement would typically be implemented as follows:

(a) the company’s constitution would be updated to create the new class of dividend
access share (if that share class does not already exist);

(b) a dividend access share would be allotted to a family trust for nominal consideration
of $1. The family trust will likely need to make a family trust election;

(c) a dividend equal to the retained profits would be declared as a dividend to the
family trust and subsequently distributed to either individual family members or a
corporate beneficiary;

(d) at some point either before or after the sale transaction, the dividend access share
would be redeemed by the company. Key considerations in this regard include:

(i) ensuring the holding period rules for franking credits are satisfied in respect
of the dividend;
(ii) considering the impact on the small business CGT concessions (and in

particular, the ability to satisfy the CGT concession stakeholder test) if the
share remains on issue; and

(iii) addressing the wider commercial implications for the transaction, such as
the buyer’s willingness to acquire a vehicle which has a dividend access
share on issue.
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Naturally, the tax avoidance risk is materially higher if a dividend access share arrangement
is implemented within a short period of time before a share sale occurs.

Franking credits for a departing shareholder

Where a shareholder of a company is a discretionary trust, care must be taken to ensure
franking credits are able to be claimed.

Specifically, Division 1A of Part IlIAA of Income Tax Assessment Act 1936 (Cth) (repealed
effective from 1 July 2002) applies to the ability for franked dividends to flow through a trust
to its beneficiaries.

Despite the repeal of such legislation, Taxation Determination TD 2007/11 confirmed the Tax
Office’s acceptance of the old law:

The very wording of sections 207-145 and 207-150 makes it clear that regard is to be had to
the rules in Division 1A in determining whether a person is a qualified person for the
purposes of these provisions in respect of a franked distribution, irrespective of whether the
distribution is made after 30 June 2002. There is nothing in the relevant extrinsic material to
indicate the contrary.'

Broadly, the Tax Office has accepted that to be entitled to a franking credit tax offset, a
taxpayer is required to be a 'qualified person' in relation to a franked dividend. The qualified
person test ensures only the true economic owners of shares benefit from franking credits
attached to distributions made from the shares.

A shareholder generally meets the qualified person test if they satisfy either the:
(a) holding period rule
(b) where applicable, the related payments rule.

The related payments rule only applies to a distribution on shares where there is an
obligation to pass on the benefit or value of the distribution to another. Given that the
extraction of retained earnings are intended to remain with the exiting business owner, the
related payments rule will generally not be applicable.

Therefore, in order for a shareholding trust to satisfy the qualified person test, they will
need to comply with the holding period rule.

The holding period rule requires shares to be held ‘at risk’ for a continuous period of at least
45 days (90 days for preference shares).

Where a discretionary trust holds shares, then steps must be taken to calculate the number
of days in which a beneficiary held the interest in the shares to satisfy the holding period
rule.

Former section 160APHL of Income Tax Assessment Act 1936 (Cth) outlines the mechanism
in how to calculate a beneficiary interest in the underlying shares based on the fixed interest
that such beneficiary holds in a trust. Such provisions do not apply if the relevant trust is a
family trust within the meaning of Schedule 2F Income Tax Assessment Act 1936.2

117D 2007/11 at paragraph 9

12 section 160APHL(10) If:

(a) the trust is not a family trust within the meaning of Schedule 2F...

the taxpayer has, in addition to any other long and short positions (including the positions that the taxpayer is
taken to have under subsection (8)) in relation to the taxpayer’s interest in the relevant share or relevant shares,
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Further, section 160APHL(11) Income Tax Assessment Act 1936 states that only a ‘vested and
indefeasible interest’ will constitute a fixed interest, therefore being impossible for
beneficiaries of discretionary trusts to satisfy such holding rule requirements.

Given the difficulty in calculating the number of days a beneficiary held an interest in the
shares, steps will need to be taken to make family trust elections to ensure the discretionary
trust is considered a family trust for Schedule 2F purposes.

Structuring an insurance funded buy sell deed
Self-funded insurance buy sell deed

For any business with multiple owners, the death or incapacity of one of the owners
(referred to in this paper as a ‘triggering event’) can create significant heartache and
trauma.

In extreme cases, the financial stress created by a triggering event can render the business
unable to continue operating and force its closure.

The common issues which can arise from a triggering event include:

(a) the affected owner’s family suffering financial uncertainty, if the remaining business
owners are unable or unwilling to buy the affected owner’s equity from them for
market value;

(b) the remaining business owners having no ability to purchase the equity held by the
affected owner, either because:

(i) they do not have funding for the purchase price; or
(ii) the affected owner is unwilling to sell;
(c) the remaining owners may become involuntary business partners with the affected

owner’s spouse or children, where a sale cannot be negotiated; and

(d) the affected owner’s family and the remaining business owners may disagree on the
market value of the equity and therefore be unable to agree on the terms of a sale.

One strategy for managing these risks is to implement an insurance funded business
succession agreement.

These arrangements are usually structured as follows:

(a) each key individual would take out life, total and permanent disablement and
potentially trauma insurance from an insurer;

(b) the policy amount would be at least equal to the market value of that owner’s
equity in the business; and

(c) that owner pays their own insurance premiums and is nominated as the beneficiary
of the insurance policy.

a short position equal to the taxpayer’s long position under subsection (7) and a long position equal to so much
of the taxpayer’s interest in the trust holding as is a fixed interest.
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Diagrammatically, the structure is as follows:

Insurer

$200k life/TPD
policy

$200k life/TPD $200k life/TPD

policy

Owner 1

1/3rd

1/3rd

Company
(value: $600k)

In conjunction with the insurance policies being taken out, the parties would enter into a
business succession agreement.

The agreement provides that:

(a) if a triggering event occurs to an owner, the remaining owners have an option to
purchase the affected owner’s equity in the business; and

(b) the purchase price for the transfer of equity is calculated at the market value of the
affected owner’s equity, less the insurance proceeds they receive. In most
instances, this means the purchase price would be $1.

Diagrammatically, the outcome of this arrangement (if the triggering event occurs to Owner
2) is as follows:

Insurer

T
1

\Payment of
'; $200k

Owner 1 - @ -»>

Transfer of equity for $1

1/2 1/2
Company
(value: $600k)
The outcome of the arrangement is:
(a) the owner affected by the triggering event (Owner 2) is removed as an owner of the

business and the remaining owners (Owners 1 and 3) are able to continue operating
the business, without interference from the affected owner’s family;

(b) the affected owner’s family is compensated for the value of the equity, by way of
the insurance proceeds; and

(c) the remaining owners are not required to fund a buyout of the affected owner.
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All parties have certainty in relation to the outcome if an owner is affected by a triggering
event at any point in the future.

There are a number of potential taxing points that need to be considered in relation to any
insurance funded buy sell arrangement.

These include the tax (and potential stamp duty) consequences of signing the buy sell
agreement, granting the put and call option upon a triggering event occurring, the exercise
of the option by either party and the receipt of the insurance proceeds by the affected
owner.

In relation to the buy sell agreement itself, it is prudent to ensure the agreement is drafted
in such a manner that the grant of the put and call options are conditional upon the
occurrence of a triggering event (such as the death or incapacity of a party), rather than the
put and call options being granted upon signing of the document but only being exercisable
upon a triggering event occurring.

While the distinction between these two approaches may seem arbitrary, significant CGT
consequences can flow.

Specifically, under the first approach, the relevant CGT event (CGT event D1 — grant of
option) only occurs if and when a triggering event occurs, as that is the point in time when
the option is granted.

Conversely under the second approach, CGT event D1 occurs upon the signing of the
agreement even though no triggering event has occurred.

Similarly, while historically some buy sell deeds had occasionally been drafted as mandatory
sale agreements (where the document was an agreement to sell specific assets, conditional
upon certain triggering events occurring), this approach can cause material adverse tax
outcomes by triggering CGT event Al at the time of signing.

The diagrams above illustrate a ‘self-ownership’ approach, where each key individual takes
out a policy over their own life.

The benefits of a self-ownership approach include:

(a) the owner can choose to take out additional insurance for personal cover or to
reduce debt with a single policy, meaning they only need to go through a single
insurance under-writing process and is not subjected to repeated medical enquiries
and examinations;

(b) if the owner leaves the business in the future, they can choose to retain their policy
for personal cover without needing to make any changes to the policy ownership.
This is particularly useful if the owner has suffered health conditions since the policy
was originally taken out, which may make it difficult or impossible for them to
obtain a new policy; and

(c) the insurance proceeds should be tax-free in the hands of the recipient and if the
owner’s estate plan incorporates a testamentary trust, the proceeds can flow into
that concessionally taxed investment vehicle upon their death.

From a tax perspective, the CGT treatment of life, TPD and trauma insurance proceeds is
dealt with in section 118 Income Tax Assessment Act 1997 (Cth).

Section 118-300 /Income Tax Assessment Act 1997 (Cth) confirms that no CGT is payable on
the receipt of life insurance proceeds following the death of the insured, provided that the
proceeds are received by either:
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(a) the original owner of the policy or instrument; or
(b) an entity that acquired the interest in the policy or instrument for no consideration.

Similarly, section 118-37 Income Tax Assessment Act 1997 (Cth) confirms that no CGT is
payable on the receipt of compensation (including insurance proceeds) a taxpayer receives,
if the compensation is in relation to a wrong or injury suffered by the taxpayer or a relative
of the taxpayer or a relative of the taxpayer.

‘Relative’ is defined in section 995 as follows:

‘Relative of a person means:
(a) The person’s spouse;

(b) The parent, grandparent, brother, sister, uncle, aunt, nephew, niece, lineal descendent or
adopted child of that person, or of the person’s spouse; or

(c) The spouse of a person referred to in paragraph (b).’

Together, sections 118-300 and 118-37 mean that under a self-ownership insurance model,
the receipt of insurance proceeds