Buying a business – Asset Purchase or Share Purchase?

When you are looking to acquire an established business, the structure of the transaction is an important consideration.  Also the ownership structure can have implications with regard to succession planning, asset protection and taxation.  The tax implications include whether you have the ability to distribute income, Stamp Duty and Goods and Services Tax ("GST") upon acquisition and Capital Gains Tax (''CGT'') upon the eventual disposal of the new business.

We have considered the CGT concessions and types of ownership structures in previous articles.  This article will consider the most common ways of buying a business.  Generally, businesses are bought by either acquiring all of the company's assets directly, or by purchasing of all, or a majority of, the shares in the company (or say, the units in a unit trust).

Purchase of assets

Purchasing the assets of the business is where you (or an appropriate entity) acquire all of the vendor's assets (and possibly also its liabilities) which are expressly described in the contract of sale. 
The prime benefit of this method is that you are protected from any undisclosed or unknown liabilities of the selling company.  This is because all assets and liabilities included in the purchase, must be sufficiently and clearly described in the contract and all other assets and liabilities remain with the vendor.  

When you are purchasing the assets from a business, the purchase price is generally directly related to the market value of the assets in question, plus an amount for the value of the goodwill.  In terms of CGT, the cost base of each asset is made up of the expenses that are incurred in relation to the acquisition and ownership of the asset, such as the purchase price, Stamp Duty, and Solicitor's fees.

Some of the fundamental issues relating to the purchase of business assets include:

1. Each State and Territory has its own laws relating to Stamp Duty.  For example, Stamp Duty will be payable at a rate of approximately 4% of the purchase price in Queensland and New South Wales.  

2. If the vendor is registered for GST they will usually need to charge GST on top of the purchase price, which they will then remit to the Australian Taxation Office.  Likewise, if the purchaser is registered for GST, they can claim an input tax credit, similar to a normal sale of goods.  It is vital that the contract includes a clear direction on whether the purchase price is inclusive or exclusive of GST and that the GST treatment of the transaction is clearly identified.  Alternatively, if certain conditions are satisfied it is possible for the parties to agree that the sale is of a going concern which is not subject to GST.
3. There are complex rules in both legislation and industrial instruments that you must comply with if you are intending on retaining any employees of the vendor.
4. Any accrued leave and/or entitlements of employees you intend to retain are liabilities of the vendor and should be adjusted for in the purchase price.
5. Every asset or liability specified in the contract must be transferred individually by a prescribed method.
6. As the new business owner, you will need to ensure that you obtain any licences or approvals required to operate the business prior to entering into the contract or have the contract be conditional upon you obtaining these licences or approvals by a certain date.
7. Investigations should be made into all relevant assets or liabilities which are to be part of the sale, including leases, plant and equipment, inventory, debtors and intellectual property.  Each type of asset may bear a different tax treatment for the vendor.

Purchase of shares

A second option is to purchase the shares in the company which runs the business.  This means that you will own the company (which then owns the business assets).  Some sellers may insist on a sale of shares because it gives them a better tax position.
A share purchase is slightly more complex than a purchase of business assets, as it also involves changing control of the company and liaising with financiers in relation to providing replacement guarantees.  In some situations the share value may be based on the expected earnings of the business and does not take into account the market value of assets or liabilities.

As a result of acquiring shares in a company, you will also acquire the company's skeletons (its history).  The risk is that you may discover undisclosed (or previously unknown) liabilities or litigated matters (commenced by say, previous employees or customers).  This risk can be mitigated by requiring the vendor to agree to extensive warranties and indemnities in relation to state of affairs of the company and the business within the contract.  

It can also be mitigated by a post‑acquisition restructure into another entity that can be implemented without CGT or stamp duty (properly done).

Important issues relating to a purchase of shares include:

8. Thorough investigations should be made into the financial and legal position of the company to check whether there are significant skeletons.

9. As outlined earlier, each State and Territory has different Stamp Duty laws.  For example, Stamp Duty may be not be imposed if the company is registered in Queensland, provided it meets certain conditions regarding the value of its land holding (if any).  However, if the company is registered in say, New South Wales, Stamp Duty is generally payable on the value of the shares (at 0.6% of the purchase price).
10. If the company has existing tax losses, you may be able to claim deductions for these losses in future years, if you continue carrying on the same business.
11. Ensuring that the company constitution and shareholder agreements do not impose restrictions regarding the transfer of shares and change of directors.
Anther problem when acquiring shares in a company is that you inherit the lower cost bases of the company.  For example, if the seller purchased the business in the company for $100,000.00 and then built it up to the point it is worth $1 million and you buy the shares for $1 million, the company's cost base for the business stays at $100,000.00.  If the company later sells the business for $1 million, it will have a capital gain of $900,000.00 liable to tax.  This problem can also be overcome by a post‑acquisition restructure.
Regardless of the means of acquiring the business, it is highly recommended that you include a clause in the contract restraining the relevant parties of the seller from carrying on a business which will be in competition to you, once the purchase is finalised.
If you are thinking of purchasing a established business, it is important that you seek specialised advice in relation to the most appropriate transaction strategy and ownership structure.  If you would like to discuss how we can ensure that your business purchase is suitable to your objectives, please do not hesitate to contact one of our specialist advisers.
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