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AUSTRALIAN TAX ISSUES FOR MA TRANSACTIONS

Brie ng note
y

Australia has a complex system of taxation including a
Federal income tax, capital gains tax and goods and services
tax and seven separate State and Territory systems of duties
and taxes. Tax planning is therefore important to maximise
after-tax investor returns.
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The following brie ng note sets out some high level issues
that Chinese investors should consider in relation to M&A
deals where the target is an Australian company or business
or where downstream Australian subsidiaries are involved.
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Choice of acquisition vehicle
€

A Chinese investor looking to acquire an Australian business
may acquire either the assets directly (using a branch or
special purpose vehicle) or the membership interests (e.g.
an interest in a trust or shares in a company) in the existing
ownership vehicle - again using a branch or special purpose

vehicle. Ten k & 17U
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An Australian company is often the preferred acquisition
vehicle where:
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® the target will be 100% acquired so that there may be a

resetting of the target’s tax cost base of assets where an
election is made to form a tax consolidated group;
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® Jocal nance and security is sought;
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® an Australian initial public o ering is anticipated for the
new group;
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® the Chinese entity does not wish to register as a foreign
company carrying on business in Australia and

® lodge nancial reports for the global group in Australia. An
Australian permanent establishment may be required to
lodge nancial reports of the foreign entity. A permanent
establishment generally arises where the non-resident
directly acquires an Australian business or has employees
undertaking work in Australia;
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® Australia will be a conduitto ow through foreign
dividends and capital gains;

° Teonya

® Australia’s dividend withholding tax treaty bene ts are
required;
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® land will be acquired, in some circumstances an indirect
holding of land is outside the capital gains tax net.
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An Australian trust is usually the preferred acquisition vehicle
where the assets are eligible for capital allowance deductions
or capital works deductions (e.g. building allowances) so that
tax preferred cash distributions can be made and the trust
can ow through classes of income which may have lower
withholding rates — for example; interest, exempt capital
gains, discount capital gains.
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Other variations and structures may be appropriate
depending on the particular deal circumstances. For example,
most mining projects or mining tenements are held through
an unincorporated joint venture which may raise further tax
considerations.
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What to acquire -
shares or assets?

H.

The choice between the acquisition of assets or shares

is usually determined on a case by case basis. Although
tax will not be the only consideration, it will be a material
consideration in the M&A strategy for the Purchaser group.
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Tax consolidation
E

The consolidation regime also allows existing revenue and
capital losses, and franking credits of a target company to be
transferred to the Australian head company purchaser. These
tax attributes can be of value to an acquiring entity. The tax
consolidation regime provides certain cost base advantages
(refer below) but can also have adverse consequences and
due to its complexity should be subject to speci ¢ advice.
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Tax cost base
L

The tax cost of most assets (including buildings and certain

intangible assets) used in a business can give rise to annual

tax deductions and shelters. Therefore the tax cost base

that can be attributed to assets when acquired directly, or

indirectly through an entity acquisition, isimportant for
nancial modelling and investor return.
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AUSTRALIAN TAX ISSUES FOR MA TRANSACTIONS 3

The acquisition of assets is relatively straightforward from
a tax perspective. The price paid by the acquirer for each
asset is usually agreed between the seller and buyer and
this determines the tax cost of the assets for the purchaser,
provided the parties are dealing at arms length.
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Since the introduction of a tax consolidation regime in
Australia in 2002, the purchase price for shares in 100% entity
acquisitions can be ‘pushed down’ to the underlying assets
acquired at that time so that a tax cost base is set which
‘approximates’ the cost base that would arise for an asset
acquisition. Importantly this allows the tax cost base to be
reset where there is an entity acquisition.

y T ey 2002 ka8 U
Y QAN 100% ° £ dJU QN
H' h T i Ya H 16) E A
v QN Tk L A

Tax indemnities & statutory clean exit

E S&
All members of a tax consolidated group can be jointly and
severally liable for the unpaid liabilities of the group even
after a member leaves the group. Therefore, if the Target is
an Australian entity that was a member of a tax consolidated
group, care should be taken to limit as far as possible the
purchaser’s exposure to the unpaid tax liabilities of the
vendor’s tax consolidated group.
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This can be done by way of ensuring that the target company
achieves a statutory clean exit (i.e. a clean exit prescribed
under the Tax Act) which is backed up by speci ¢ tax
warranties and/or indemnities. Speci c advice should always
be sought to ensure the purchaser issu ciently protected
when acquiring entities out of a tax consolidated group.

NV n d QN eY 3
A. ué ‘I‘ ~~
kL d 14/ S  An Ya k4
© 1 £ X A



MINTER ELLISON — AUSTRALIAN TAX ISSUES FOR MA TRANSACTIONS

Tax treatment of acquisition costs
L

Acquisition costs (e.g. investment banking fees, professional
advisor fees, etc) relating to the acquisition of shares (held
on capital account) are generally considered to be capital,
not deductible and form part of the cost base of the shares.
However, in appropriate circumstances capital costs may be
deducted over 5 years.
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Borrowing costs (e.g. loan establishment fees) are deductible
over the period that is the shorter of:
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the term of the borrowing; or
[ ] B !

ve years from the date of the borrowing.
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Goods & services tax (GST)
L (GST)

GST (goods and services tax) is payable (at a rate of 10%) on
taxable supplies of goods and services made by enterprises
registered or required to be registered for GST in Australia.
Certain exemptions apply to supplies made to non residents.

The issue or acquisition of shares is generally an input taxed
nancial supply which means that no GST is payable on the
issue or acquisition of the shares.
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Stamp duty

Stamp duty on a transfer of unquoted shares will be payable
only if the Australian company is registered in the Australian
Capital Territory, New South Wales or South Australia and
may be payable if the shares are registered on a branch
register maintained in one of those places. Stamp duty can
be imposed on the transfer of shares in a non-Australian
company ifitis ‘land rich’ (as de ned by the relevant State or
Territory legislation).
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Stamp duty will usually apply on the acquisition of assets

in Australia. Certain States and Territories also impose loan
security duty on any security document over assets located in
their jurisdiction.
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Cash or share consideration

JU Tom

The choice between cash and share (ie ‘scrip’) consideration
is acomplex commercial decision. Scrip consideration may
allow the vendor shareholders to ‘defer’ the immediate tax
consequences of any gain on disposal — that is, where rollover
relief is available.
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Existing resident shareholders are generally taxed on any
consideration received for the disposal of their shares. Non-
resident shareholders are generally not taxed unless the
Australian entity is land-rich for capital gains tax purposes.
There are scrip for scrip rollover concessions that may defer
tax to the extent the consideration is shares in either the
acquiring entity or its ultimate parent entity. Importantly, the
concessions are only available where:
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® the purchaser acquires or increases its shareholding to
80% or more; and

¢ 3 80% JU3' 3

® thereis a like for like exchange — shares for shares, units for
units but not shares for units
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Non-resident shareholders that are taxable on a share sale
may not be eligible for rollover relief.
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To the extent cash (or any other ineligible property) is
consideration for an acquisition of shares, scrip for scrip
rollover relief will not be available to the seller.

~ tblad/ H™ oM ) B 3

AUSTRALIAN TAX ISSUES FOR MA TRANSACTIONS 5

Funding issues & pro t
repatriation
o

Australian pro ts may be repatriated to an o shore parentin
avariety of ways including:
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® interest on related party loans;

° D -

® dividends (only companies);
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® royalties on the use of technology and intellectual
property;

° H

® management fees;
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® secondment fees; or

o ,

® other charges
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With the exception of dividends and subject to transfer

pricing considerations, each of the abovementioned methods

of pro trepatriation is generally tax deductible to an

Australian entity or branch in calculating its taxable income.
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Withholding taxes on interest, dividends

and royalties
— 3 G
When interest, unfranked dividends (dividends paid out
of company pro ts which have not been subject to full
Australian tax), or royalties are paid by an Australian resident
to a non-resident, withholding tax generally applies. The
withholding tax rates are as follows:
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® interest at 10%;
° - n 10%
® unfranked dividends at 30%; and
* ¥ n 30%
® royalties at 30%.
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AUSTRALIAN TAX ISSUES FOR MA TRANSACTIONS

These rates are generally reduced under an applicable double
tax treaty. The Chinese treaty rates are as follows:
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® interest at 10%;
° - n 10%
® unfranked dividends at 15%; and
LA n 15%
® royalties at 10%.
® G n 10%.

An exemption for dividend withholding tax can also apply to
unfranked dividends that are declared to be conduit foreign
income. Broadly, conduit foreign income comprises certain
foreign income amounts including:
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¢ foreign source dividends and branch pro ts,
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¢ capital gains from the disposal of foreign companies
undertaking active businesses, and
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® certain foreign income sheltered by foreign tax credits in

Australia.
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Interest — other issues
=€ bl
The tax deductibility of interest is also subject to thin

capitalisation limits on borrowings and related debt
deductions.
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The thin capitalisation rules generally allow a maximum debt
based on arms length debt nancing or a debt to equity ratio
of 3:1 or 20:1 for certain deposit taking entities.
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Related party non-interest bearing debt, loans, bills of
exchange or promissory notes can all be counted towards the
thin capitalisation limits.
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Debt or equity

gk

Australia applies an ‘in-substance’ rule for determining for
some tax purposes (including withholding tax and thin
capitalisation) whether areturn ona nancing instrument is
to be treated as interest (i.e. a deductible return on debt) or as
adividend (i.e. a non-deductible distribution on equity which
may be franked).
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Under these rules it is possible, for example, to treat a share as
adebtinterest or aloan as an equity interest. Speci c advice
should always be sought as to the correct tax classi cation of
any nancing instrument in the event of any doubt.
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Importantly, it should be noted that the debt/equity

classi cation of interests in a company do nota ect tax
consolidation membership rules or eligibility for scrip for
scrip rollover. For example a convertible loan note which is
debt in form but equity for tax purposes, does not qualify

as a membership interest for tax consolidation purposes.
Furthermore, scrip for scrip rollover is potentially available
for the exchange of a redeemable preference share (equity in
form) even though it may be classi ed as a non-equity share
for tax purposes.
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Transfer pricing

Transactions between related parties involving an Australian
entity and o shore entities must be conducted at arm’s
length prices. These transactions include the various ways
of repatriating pro ts outlined above. The Commissioner of
Taxation has the power to increase the pro tattributable to
an Australian resident entity where the Commissioner

believes that its pro tsre ect dealings with related parties
that are not at arms length prices. For example, an Australian
entity paying excessive prices for products sourced from its
non-resident parent could be subject to an adjustment.
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International dealings and associated transfer pricing
implications appear to be an area of increasing focus for the
Australian revenue authority as highlighted by more onerous
reporting requirements due to come into e ectin 2010.
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AUSTRALIAN TAX ISSUES FOR MA TRANSACTIONS

Disposals

Non-residents are subject to Australian capital gains tax

on gains accruing from the disposal of taxable Australian
property (TAP). TAP includes direct interests in Australian real
property (that is, Australian land, mining rights, prospecting
rights, quarry rights and Australian leaseholds, including
interests held by parties to an unincorporated joint venture).
TAP also includes indirect interests in Australian real property
(for example, shares in a Chinese company holding Australian
real property may be subject to Australian capital gains tax if

certain conditions are met). ) £ T e
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LONDON CORPORATE CONTACTS AUSTRALIAN TAX CONTACTS

Michael Whalley Karen Payne Alan Kenworthy

T +44 20 7448 4801 T+61 29921 8719 T +61 38608 2390
michael.whalley@minterellison.com karen.payne@minterellison.com alan.kenworthy@minterellison.com

Nigel Clark Garry Beath Rhys Guild (GST)
T +44 20 7448 4807 T +61 2 9921 4906 T +61 29921 4782
nigel.clark@minterellison.com garry.beath@minterellison.com rhys.quild@minterellison.com

Paul Boyle Peter Capodistrias Nathan Deveson (stamp Duty)
T +44 20 7448 4804 T +61 29921 4447 T +61 29921 4157
paul.boyle@minterellison.com peter.capodistrias@minterellison.com nathan.deveson@minterellison.com

For more information please visit our website www.minterellison.com
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*Disclaimer
The information contained in this update is intended as a guide only. Professional advice should be sought before applying any of the information to particular
circumstances. While every reasonable care has been taken in the preparation of this update, Minter Ellison does not accept liability for any errors it may contain.
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