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Tax News – at a glance

by TaxCounsel Pty Ltd

October – what happened in tax?

The following points highlight important federal tax developments that occurred during October 2020. A selection of the developments is considered in more detail in the “Tax News – the details” column on page 221 (at the item number indicated).

Boost for skills training: FBT exemption

In a joint media release on 2 October 2020, the Treasurer and the Minister for Housing and Assistant Treasurer announced that the federal government will provide (with effect from 2 October 2020) an exemption from FBT for employer-provided retraining and reskilling for employees who are redeployed to a different role in the business. See item 1.

Expanding access to small business tax concessions

In another joint media release on 2 October 2020, the Treasurer and the Minister for Housing and Assistant Treasurer announced that the government will expand access to a range of small business tax concessions by increasing the small business entity turnover threshold for these concessions from $10m to $50m. See item 2.

Companies: temporary loss carry-back

Under a 2020-21 Budget proposal, eligible companies will be able to carry back tax losses from the 2019-20, 2020-21 or 2021-22 income years to offset previously taxed profits in the 2018-19 or later income years. See item 3.

Immediate write-off for eligible capital assets

As part of the 2020-21 Budget initiatives, businesses with an aggregated annual turnover of less than $5b will be able to deduct the full cost of eligible capital assets acquired from 7:30pm AEDT on 6 October 2020 and first used or installed by 30 June 2022. See item 4.

Corporate residency test

It was announced in the 2020-21 Budget that amendments are to be made to clarify the corporate residency test that applies for taxation purposes. See item 5.

Personal tax changes

It was also announced in the 2020-21 Budget that the second stage of the government’s Personal Income Tax Plan will be brought forward by two years to 1 July 2020, while retaining the low and middle income tax offset for 2020-21. See item 6.

R&D tax incentive

Another measure announced in the 2020-21 Budget was that further enhancements will be made to the 2019-20 MYEFO measure “Better targeting the research and development tax incentive — refinements”. See item 7.

CGT and granny flats

In another joint media release on 2 October 2020, the Treasurer and the Minister for Housing and Assistant Treasurer announced a targeted CGT exemption for granny flat arrangements where there is a formal written agreement in place. See item 8.

FBT: compliance and record-keeping

It was announced in the 2020-21 Budget that the Commissioner will be provided with the power to allow employers to rely on existing corporate records, rather than employee declarations and other prescribed records, to finalise their FBT returns. See item 9.

DTAs: general anti-abuse rules

The Commissioner has released a law administration practice statement that is intended to assist ATO staff on the administrative process of applying a principal or main purposes test included in any of Australia’s tax treaties (PS LA 2020/2). See item 10.

Simplified working from home deductions: COVID-19

The Commissioner has extended the temporary arrangements put in place to make it easier for taxpayers to claim deductions for working from home due to COVID-19 (PCG 2020/3, as amended). See item 11.

Discretionary trust: distribution issues

In allowing an appeal from a decision of the AAT, the Full Federal Court (Jagot, Davies and Thawley JJ) has unanimously held that a purported distribution of income for the 2014 income year by the trustee of a discretionary trust (the Whitby Trust) was ineffective and that the default beneficiaries who would otherwise have been presently entitled to the income of the trust for that income year had effectively disclaimed their entitlements as such beneficiaries (Carter v FCT [2020] FCAFC 150). See item 12.

Extension of time: application for review

The AAT has exercised its statutory discretion to extend the time for a taxpayer to lodge applications to the tribunal for the review of the Commissioner’s decisions on her objections against amended and original income tax assessments and penalty assessments for the four income years 2010 to 2013 (Cassaniti and FCT [2020] AATA 3447). See item 13.

Residence of individual: DTA tie-breaker rules

In a joint judgment, the Full Federal Court (Davies, White and Steward JJ) has dismissed an appeal (by the Commissioner) and a cross-appeal (by the taxpayer) from a decision of Logan J that the taxpayer was a resident of Australia and also of Thailand, and that the residency tie-breaker provisions of the Australia and Thailand double tax treaty operated to treat the taxpayer as a resident solely of Thailand (FCT v Pike [2020] FCAFC 158). See item 14.

Other cases

There have been a number of other recently decided cases that should be noted. See item 15.


President’s Report

by Peter Godber, CTA
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Engaging in the tax reform community discussion

Contribute your voice as we build a case for change in our tax system.

It has been about a month since the federal Budget was handed down and we reported on the important tax measures that were announced. That was a very busy time for The Tax Institute staff, and, again, the quality of the written Federal Budget 2020-21 Report and our following webinars that presented the key messages and insights to members were outstanding. Thanks to all involved.

We clearly noted in our media responses that, while the Budget contained many good and necessary stimulus measures for the short term, we cannot lose sight of the need for longer term meaningful reform of our tax system. Other commentators have joined a call for that to be the next fiscal focus of the federal government. Therefore, The Tax Summit: Project Reform is timely. We have harnessed a broad and impressive array of contributors, be they keynote speakers, session and discussion leaders, or volunteer draftspersons. The culmination is our Virtual Summit event on 24 and 25 November.

We have some wonderful sessions coming up this month for The Tax Summit: Project Reform, before we reach that final Summit. On 6 November, we will be hearing from keynote speaker Greg Smith, former Head of the Treasury Budget and Revenue Group, followed by our final keynote on 13 November, delivered by well-known futurist, analyst, adviser, commentator and author, Bernard Salt, AM. These are sure to be informative and inspiring presentations.

There are also two more focus sessions left in the line-up. These sessions have allowed our members to tackle some of the big issues in our tax system and have been vital in the process of building our case for change. I am very much looking forward to the next two sessions, covering the role of the tax system in encouraging innovation and jobs, and the design of indirect taxes such as the GST.

At the Virtual Summit itself, all of this learning, discussion and innovation will allow us to present the options for reform and to discuss our priorities as a profession. I am excited to see the insights that arise from this entire process. It is an ambitious endeavour that we have embarked on, but one that is extremely important. I have no doubt that the dedication and excellence of our committees, delegates and members will ensure that the end result is exceptional.

Strengthen your ties to our community

On a slightly different note, let’s not lose sight of the fact that this has been a trying year for all of us, both personally and professionally. This year has been a timely reminder that technical excellence, though important, is not the only marker of success as a tax professional; it has proven that skills like clear communication, professional resilience and leadership under pressure are vital to success. However, it is exactly years like 2020 that can put development of those skills on hold.

We are all incredibly busy, working hard to keep our clients, employees and ourselves above water. Sometimes it seems like there’s little time, or energy, left for anything else. The Tax Institute is looking at ways that we can help our members better hone these important skills, including a refresh of our Go for Growth platform. This platform includes access to over 70,000 professional development courses, videos and resources, and members can access it at a reduced price. I encourage you to keep up to date with your continued professional development and the skills that will see you successfully through years such as 2020.

It is also an important time to build connections within our profession. It can be a great help to have a circle of like-minded colleagues to lean on — whether to get through stressful times or to spark inspiration and celebrate successes. If you’re not already on our Community forum, I urge you to set up your account. One of the silver linings to come from this year is that we are all getting much more comfortable with working (and networking) online, and this space is a wonderful place for our community of tax professionals to come together to discuss, debate and answer each other’s questions.

The Community forum is also where we will be carrying on discussion related to The Tax Summit: Project Reform, giving you an opportunity to further explore the ideas raised in each session. This member discussion and sharing of ideas and experience are vital to the process of building a case for change, and I hope you can all be a part of it.


CEO’s Report

by Giles Hurst
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Full steam ahead on tax reform

The task of defining meaningful, holistic change in our tax system is in good hands.

I recently spent a sunny Sunday on the veranda relearning the art of tying a monkey’s fist knot. It’s a lovely old sailor’s knot, used mainly for weighing down heaving lines so they can be thrown to the dock from on deck. It’s also one of the more complex knots around and, in that sense, not dissimilar to our tax system: useful and necessary, but complicated and time-consuming (and, in the wrong hands, dangerous!)

With everything going on in the world this year, it seems we have an opportunity to begin unpicking the complex knot of our tax system.

The federal Budget announced on 6 October was a sensible one that the Institute feels was appropriate for the current economic circumstances. It was a recovery Budget, aimed at getting us back on our feet after the economic impacts of COVID-19 this year. The Institute team was on board on Budget night to deliver the Federal Budget 2020-21 Report, which was comprehensive and informative. I’d venture to say that it was one of the most comprehensive Budget reports ever produced, and I’m incredibly proud of the team for its efforts.

No doubt the Budget will have implications for our members and their clients as the rest of the financial year unfolds, so please remember that the Institute is always here to help and advocate for you, should you need it.

As sensible as this Budget was, it did not address some key issues that those in the tax profession hoped it might. While there was some measure of tax reform, it was far from the holistic, meaningful change that we have identified as necessary in our system.

There is more work to be done. Luckily, the Institute and our members are on the job.

As you are aware, we are well underway with The Tax Summit: Project Reform, with the Virtual Summit event on 24 and 25 November fast approaching. With this series of events, we are aiming to draw a blueprint for a better tax system, not just for us, but also for future tax professionals and for the wider community which will benefit from fairer taxation.

I truly believe that change of this importance and magnitude should come from those who know our system best — those who work with it every day, and know its ins and outs, frustrations and loopholes. There is no larger, more insightful, or more generous group of those people than The Tax Institute’s membership. Thank you to everyone — Institute volunteers, committee members, staff and members who have attended the sessions so far — for lending your talents and expertise to untangling this knot.

So far, we have heard from a number of thought leaders, including one of Australia’s best-known economists, Chris Richardson of Deloitte Access, the Hon. Peter Costello, AC, our longest serving Treasurer, Danielle Wood, CEO of The Grattan Institute and Rosheen Garnon, CTA, Chair of the Board of Taxation. We have also explored the challenges and pathways for reform from all corners of the profession, including superannuation, business taxes and, most recently, employment taxes. There is a lot to digest and unpack, and even more to come this month.

Though we are full steam ahead, if you have not yet been involved in The Tax Summit: Project Reform, you haven’t missed the boat. By registering today, you will have access to the recordings of all past sessions, together with access to the live and recorded sessions to come. That means there is still ample opportunity for you to contribute your voice to the conversation.

You might have also noticed that some of the highlights from The Tax Summit: Project Reform are being discussed on our new Community forum. This is yet another avenue for you to make sure your voice is heard. I am excited about the potential that this space has for generating even more insight, discussion and debate around all aspects of our profession, including tax reform.

And if you are doubting whether your voice is important in that arena, let me lay that to rest now: it is. This is a collaborative effort which will only be made better and more nuanced by including voices from all levels of our profession. Even if you think you don’t have anything to say, I can personally attest to the flashes of inspiration that are shared at the event sessions.

We have already had many brilliant insights and ideas arise from the sessions held so far, and more are sure to come. This is a once-in-a-generation chance to help shape change in our tax system — and indeed in the world we live in. I urge you not to let it pass you by.

One last thought about that monkey’s fist knot. Other than being used as a line weight, it is also rumoured to have been used to safely transport precious gems hidden in its centre. So, when we pick the right knot to untangle, the pay-off might be even better than expected.


Tax Counsel’s Report

by Michelle Ma, ATI
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Greater appetite for more

A closer look at two welcome measures from the federal Budget 2020-21: the full expensing of depreciating assets and the loss carry-back rules.

On 6 October 2020, the federal Treasurer, Josh Frydenberg, delivered his second Budget.

As outlined in The Tax Institute’s Federal Budget 2020-21 Report, the key challenge for the government as the economy moves through and beyond the COVID-19 pandemic, facing an estimated deficit of $213.7b for 2020-21, is to support business investment and encourage business and household consumption.

In this regard, the clear winners from the Budget are middle income earners and businesses with an aggregated turnover of less than $5b. There was little support in the Budget for businesses with an aggregated turnover of greater than $5b.

Full expensing of depreciating assets

New assets

The full expensing of eligible depreciating assets first held at or after 7:30pm on 6 October 2020 which are first used, or installed ready for use, by 30 June 2022 provides a strong incentive for businesses with an aggregated turnover of less than $5b to partake in business investment.

The measure is designed to improve cash flow for qualifying businesses by providing up-front deductions instead of spreading them over the effective life of the asset. Amounts invested are ultimately delivered back into the economy as stimulus, with growth stemming from this investment over the short term. The bringing forward of investment spending by eligible businesses will boost sales of computer and office equipment, along with cars and trucks. The absence of a limit on the deductible amount of each eligible asset is a generous and welcome short-term opportunity for eligible businesses.

That said, many Australian businesses are unlikely to qualify for this measure due to the aggregation of the entity’s turnover with that of its foreign affiliates and entities connected with it. This may result in the $5b turnover threshold being exceeded.

This measure can be used in conjunction with the loss carry-back measure.

Second-hand assets

Businesses with an aggregated turnover of less than $50m will also be allowed to write off second-hand assets under the new measure. Businesses with a turnover of between $50m and less than $500m can deduct the full cost of second-hand assets only under the instant asset write-off (the asset must cost less than $150,000, be purchased by 31 December 2020, and be first used or installed ready for use by 30 June 2021).

Small businesses

Small businesses (with an aggregated turnover of less than $10m) must deduct the low pool value of their general small business pools on 30 June 2021. This is not a choice.

Pre-existing commitments

Businesses with an aggregated turnover of between $50m and less than $500m cannot use this full expensing measure for assets where the commitment to first hold the asset was entered into before the Budget announcement on 6 October 2020.

The loss carry-back rules

Temporary loss carry-back will provide a significant boost for struggling corporate tax entities (CTEs) making current year losses but profits in previous years. In such cases, tax paid in a previous year is refunded to the CTE. There is no monetary cap on the relief, but the following restrictions apply:

– aggregated turnover must be less than $5b;

– the measure applies to revenue losses only;

– the losses must arise in 2019-20 to 2021-22;

– the losses can be carried back to 2018-19 to 2020-21;

– the loss carry-back must not generate a franking account deficit; and

– the loss carry-back tax offset is claimed in either or both of the 2020-21 and 2021-22 income tax returns.

While a welcome measure, the majority of small businesses are ineligible for loss carry-back as they are conducted outside a corporate structure (eg as a trust, partnership or sole trader). This measure offers such taxpayers nothing in the way of refunds of previous tax paid.

Conclusion

The Tax Institute supports the 2020-21 Budget as it provides positive incentives that are designed to make a difference to many Australian businesses in the short to medium term. However, there remains an important need for longer term and more significant reform. This includes addressing the corporate tax rate, which is uncompetitive by international standards.

The Budget is a positive start but is merely a first step towards what ultimately must be holistic and substantial tax reform. If you haven’t already, join us in our The Tax Summit: Project Reform endeavours as we lead the historical case for change in reforming the Australian tax system.


Tax News – the details

by TaxCounsel Pty Ltd

October – what happened in tax?

The following points highlight important federal tax developments that occurred during October 2020.

Government initiatives

1. Boost for skills training: FBT exemption

In a joint media release on 2 October 2020, the Treasurer and the Minister for Housing and Assistant Treasurer announced that the federal government will provide (with effect from 2 October 2020) an exemption from FBT for employer-provided retraining and reskilling for employees who are redeployed to a different role in the business.

The media release states that removing costly barriers to training as the economy rebuilds is essential to ensure that Australian employees have the opportunity to reskill or retrain for the jobs that will come back as the economy reopens.

Currently, FBT is payable if an employer provides training to its employees that is not sufficiently connected to their current employment. For example, a business that retrains their sales assistant in web design to redeploy them to an online marketing role in the business can be liable for FBT. By removing FBT, employers will be encouraged to help workers transition to new employment opportunities within or outside their business.

The exemption will not extend to retraining acquired by way of a salary packaging arrangement or training provided through Commonwealth supported places at universities, which already receive a benefit.

In addition, the government will consult on potential changes to the current arrangements for workers who undertake training at their own expense. The current rules, which limit deductions to training related to current employment, may act as a disincentive for Australians to retrain and reskill to support their future employment needs.

2. Expanding access to small business tax concessions

In another joint media release on 2 October 2020, the Treasurer and the Minister for Housing and Assistant Treasurer announced that the government will expand access to a range of small business tax concessions by increasing the small business entity turnover threshold for these concessions from $10m to $50m.

Businesses with an aggregated annual turnover of between $10m and $50m will have access to up to 10 small business tax concessions.

The expanded concessions will apply in three phases:

– from 1 July 2020, eligible businesses will be able to immediately deduct certain start-up expenses and certain prepaid expenditure;

– from 1 April 2021, eligible businesses will be exempt from the 47% FBT on car parking and multiple work-related portable electronic devices (such as phones or laptops) provided to employees; and

– from 1 July 2021, eligible businesses will be able to access the simplified trading stock rules, remit pay as you go (PAYG) instalments based on GDP adjusted notional tax, and settle excise duty and excise-equivalent customs duty monthly on eligible goods.

Eligible businesses will also have a two-year amendment period apply to income tax assessments for income years starting from 1 July 2021, excluding entities that have significant international tax dealings or particularly complex affairs.

In addition, from 1 July 2021, the Commissioner’s power to create a simplified accounting method determination for GST purposes will be expanded to apply to businesses below the $50m aggregated annual turnover threshold.

An amending Bill (the Treasury Laws Amendment (A Tax Plan for the COVID-19 Economic Recovery) Bill 2020) to give effect to this proposed measure was introduced into parliament on 7 October 2020.

3. Companies: temporary loss carry-back

Under a 2020-21 Budget proposal, eligible companies will be able to carry back tax losses from the 2019-20, 2020-21 or 2021-22 income years to offset previously taxed profits in the 2018-19 or later income years.

Corporate tax entities with an aggregated turnover of less than $5b will be able to apply tax losses against taxed profits in a previous year, generating a refundable tax offset in the year in which the loss is made. The tax refund is limited by requiring that the amount carried back is not more than the earlier taxed profits and that the carry back does not generate a franking account deficit. The tax refund will be available on election by eligible businesses when they lodge their 2020-21 and 2021-22 tax returns.

An amending Bill (the Treasury Laws Amendment (A Tax Plan for the COVID-19 Economic Recovery) Bill 2020) to give effect to this proposed measure was introduced into parliament on 7 October 2020.

4. Immediate write-off for eligible capital assets

As part of the 2020-21 Budget initiatives, businesses with an aggregated annual turnover of less than $5b will be able to deduct the full cost of eligible capital assets acquired from 7:30pm AEDT on 6 October 2020 and first used or installed by 30 June 2022.

Full expensing in the year of first use will apply to new depreciable assets and the cost of improvements to existing eligible assets. For small and medium-sized businesses (with an aggregated annual turnover of less than $50m), full expensing also applies to second-hand assets.

Businesses with an aggregated annual turnover of between $50m and $500m can still deduct the full cost of eligible second-hand assets costing less than $150,000 that are purchased by 31 December 2020 under the enhanced instant asset write-off. Businesses that hold assets eligible for the enhanced $150,000 instant asset write-off will have an extra six months, until 30 June 2021, to first use or install those assets.

Small businesses (with an aggregated annual turnover of less than $10m) can deduct the balance of their simplified depreciation pool at the end of the income year while full expensing applies. The provisions which prevent small businesses from re-entering the simplified depreciation regime for five years if they opt out will continue to be suspended.

An amending Bill (the Treasury Laws Amendment (A Tax Plan for the COVID-19 Economic Recovery) Bill 2020) to give effect to this proposed measure was introduced into parliament on 7 October 2020.

5. Corporate residency test

It was announced in the 2020-21 Budget that amendments are to be made to clarify the corporate residency test that applies for taxation purposes.

The amendments will provide that a company that is incorporated offshore will be treated as an Australian tax resident if it has a “significant economic connection to Australia”. This test will be satisfied where both the company’s core commercial activities are undertaken in Australia and its central management and control is in Australia.

The corporate residency rules are fundamental to determining a company’s Australian income tax liability. The ATO’s interpretation following the High Court’s 2016 decision in Bywater Investments Ltd v FCT1 departed from the long-held position on the definition of a “corporate resident”.

This measure will have effect from the first income year after the date of royal assent of the enabling legislation, but taxpayers will have the option of applying the new law from 15 March 2017 (the date on which the Commissioner withdrew TR 2004/15).

6. Personal tax changes

It was also announced in the 2020-21 Budget that the second stage of the government’s Personal Income Tax Plan will be brought forward by two years to 1 July 2020, while retaining the low and middle income tax offset (LMITO) for 2020-21.

This will mean that:

– the top threshold of the 19% personal income tax bracket will increase from $37,000 to $45,000;

– the low income tax offset (LITO) will increase from $445 to $700. The increased LITO will be withdrawn at a rate of 5 cents per dollar between taxable incomes of $37,500 and $45,000. The LITO will then be withdrawn at a rate of 1.5 cents per dollar between taxable incomes of $45,000 and $66,667; and

– the top threshold of the 32.5% personal income tax bracket will increase from $90,000 to $120,000.

An amending Bill (the Treasury Laws Amendment (A Tax Plan for the COVID-19 Economic Recovery) Bill 2020) to give effect to this proposed measure was introduced into parliament on 7 October 2020.

Retaining the LMITO for the 2020-21 income year

The LMITO will be retained for the 2020-21 income year, providing further targeted tax relief for low and middle income earners.

Stage 3 of the Personal Income Tax Plan is to remain unchanged and is to commence in 2024-25 as legislated.

An amending Bill (the Treasury Laws Amendment (A Tax Plan for the COVID-19 Economic Recovery) Bill 2020) to give effect to this proposed measure was introduced into parliament on 7 October 2020.

7. R&D tax incentive

Another measure announced in the 2020-21 Budget was that further enhancements will be made to the 2019-20 Mid-Year Economic and Fiscal Outlook measure “Better targeting the research and development tax incentive — refinements”.

For small companies (with an aggregated annual turnover of less than $20m), the refundable R&D tax offset is being set at 18.5 percentage points above the claimant’s company tax rate, and the $4m cap on annual cash refunds will not proceed.

For larger companies (with an aggregated annual turnover of $20m or more), the number of intensity tiers will be reduced from three to two. This will provide greater certainty for R&D investment while still rewarding those companies that commit a greater proportion of their business expenditure to R&D.

The R&D premium ties the rates of the non-refundable R&D tax offset to a company’s incremental R&D intensity, which is R&D expenditure as a proportion of total expenses for the year. The marginal R&D premium will be the claimant’s company tax rate plus:

– 8.5 percentage points above the claimant’s company tax rate for R&D expenditure between 0% and 2% R&D intensity for larger companies; and

– 16.5 percentage points above the claimant’s company tax rate for R&D expenditure above 2% R&D intensity for larger companies.

The government will defer the start date so that all changes to the program apply to income years starting on or after 1 July 2021.

An amending Bill (the Treasury Laws Amendment (A Tax Plan for the COVID-19 Economic Recovery) Bill 2020) to give effect to this proposed measure was introduced into parliament on 7 October 2020.

8. CGT and granny flats

In another joint media release on 2 October 2020, the Treasurer and the Minister for Housing and Assistant Treasurer announced a targeted CGT exemption for granny flat arrangements where there is a formal written agreement in place.

Under the exemption, CGT will not apply to the creation, variation or termination of a formal written granny flat arrangement providing accommodation for older Australians or people with disabilities. This exemption will only apply to agreements that are entered into because of family relationships or other personal ties and will not apply to commercial rental arrangements.

The media release notes that, when faced with a potentially significant CGT liability, families may opt for informal arrangements which can leave open the risk of financial abuse and exploitation, for example, following a family or relationship breakdown.

The exemption is to apply from the first income year after the date of royal assent of the enabling legislation.

9. FBT: compliance and record-keeping

It was announced in the 2020-21 Budget that the Commissioner will be provided with the power to allow employers to rely on existing corporate records, rather than employee declarations and other prescribed records, to finalise their FBT returns.

Currently, the FBT legislation prescribes the form that certain records must take and forces employers, and in some cases employees, to create additional records in order to comply with FBT obligations.

The proposed measure will allow employers — with what the Commissioner determines as adequate alternative records — to rely on existing corporate records, removing the need to complete additional records. This will reduce compliance costs for employers, while maintaining the integrity of the FBT system.

The measure is to have effect from the start of the first FBT year (1 April) after the date of royal assent of the enabling legislation.

The Commissioner’s perspective

10. DTAs: general anti-abuse rules

The Commissioner has released a law administration practice statement that is intended to assist ATO staff on the administrative process of applying a principal or main purposes test included in any of Australia’s tax treaties (PS LA 2020/2).

The practice statement uses the expression “purpose test” as a term of convenience to cover the tests it applies to. These are:

– the principal purposes test under para 1 of art 7 of the Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting as it applies to a covered tax agreement (the MLI PPT);

– a principal purposes test in an Australian tax treaty that is not a covered tax agreement; and

– a main purposes test in an Australian tax treaty that is yet to be or will not be modified by the Convention.

The practice statement is divided into the following sections:

1. what to do when considering applying a purpose test;

2. framing questions and documents that may be relevant when you are considering applying a purpose test; and

3. background and relevant considerations when applying the MLI PPT.

The practice statement has been developed in recognition of the fact that applying a purpose test to deny a benefit under a tax treaty is a serious matter.

11. Simplified working from home deductions: COVID-19

The Commissioner has extended the temporary arrangements put in place to make it easier for taxpayers to claim deductions for working from home due to COVID-19 (PCG 2020/3, as amended).

As extended, the guideline applies from 1 March 2020 and will cease to apply on 31 December 2020. Further consideration is to be given as to whether the date the guideline will cease to apply may be extended beyond 31 December 2020.

The further extension will allow taxpayers working from home to continue to claim a rate of 80 cents per hour by keeping a record of the number of hours they have worked from home, rather than needing to calculate specific running expenses, until 31 December 2020.

These simplified arrangements do not prohibit taxpayers from making a standard working from home claim using the two standard approaches should they wish to do so.

Recent case decisions

12. Discretionary trust: distribution issues

In allowing an appeal from a decision of the AAT, the Full Federal Court (Jagot, Davies and Thawley JJ) has unanimously held that a purported distribution of income for the 2014 income year by the trustee of a discretionary trust (the Whitby Trust) was ineffective and that the default beneficiaries who would otherwise have been presently entitled to the income of the trust for that income year had effectively disclaimed their entitlements as such beneficiaries (Carter v FCT2).

For each of the 2011 to 2013 income years, the Commissioner assessed the individuals who were the default income beneficiaries under the Whitby Trust deed on the net income of the trust for the income year. The default beneficiaries executed deeds of disclaimer in respect of their entitlements for each of the income years which the Commissioner accepted were retrospectively effective and assessed the trustee in respect of those income years.

For the 2014 income year, by amended assessments issued on 27 October 2015, the Commissioner assessed the default income beneficiaries under the Whitby Trust deed in respect of the net income of the trust for that income year. It was these assessments that were the subject of dispute.

Purported distribution

In a joint judgment, the Full Court rejected an argument advanced by the default beneficiaries that there had been a distribution of the income of the Whitby Trust for the 2014 income year to another trust as a result of a resolution that the trustee of the Whitby Trust made on or before 30 June 2014. The Full Court held that the default beneficiaries had not established that the AAT had erred in not being satisfied that a purported 30 June 2014 meeting of the trustee occurred or that the alleged resolution was in fact made.

Additionally, under the terms of the trust deed that established the Whitby Trust, the consent of the guardian would have been required as a condition precedent to a valid distribution to the other trust. The failure to obtain such consent would mean that a purported exercise of the power to distribute income was invalid.

2014 disclaimers

In early November 2015, the default beneficiaries executed deeds of disclaimer in respect of the 2014 income year which were in terms similar to the disclaimers that had been made (and accepted by the Commissioner) in respect of the earlier income years. On 20 December 2015, each of the default beneficiaries objected to the amended assessments of income tax issued to them for the 2014 income year on the basis that the November 2015 disclaimers were effective to disclaim any gift to them under the trust deed. The Commissioner did not accept the effectiveness of the disclaimers because they only purported to disclaim in relation to the 2014 income year, rather than to disclaim any entitlement at all in any income year as a default beneficiary.

On 30 September 2016, each of the default beneficiaries executed a further deed of disclaimer which expressly disclaimed any interest as a default beneficiary.

The Full Federal Court said that the AAT had correctly noted that the primary beneficiaries of the Whitby Trust had two pathways by which they could be distributed trust income — as discretionary objects in respect of whom the trustee might distribute shares of annual income under cl 3.1 of the trust deed, and as default beneficiaries through the operation of cl 3.7 of the deed. As discretionary objects, each distribution was a separate gift capable of being disclaimed year by year. As default beneficiaries, they were donees with a vested entitlement liable to be divested and there was a single gift able to be disclaimed within a reasonable time of becoming aware of it.

The Full Federal Court said that, on these facts, there was only one conclusion reasonably open to the tribunal. The applicants’ conduct was consistently directed towards one end — to reject any right to any income from the trust. In circumstances where the Commissioner had accepted the efficacy of the disclaimers in respect of the 2011 to 2013 income years, it was unsurprising that the first disclaimers in respect of the 2014 income year were executed in equivalent terms to disclaim the right to any income for that income year. Further, when the Commissioner rejected the efficacy of these disclaimers, the applicants promptly executed the new disclaimers on 30 September 2016, as they put it, to confirm the position they (wrongly) believed they had already made clear — their intention not to accept any income from the trust.

In other words, the only inference reasonably open on the facts before the tribunal was that, immediately on gaining full knowledge of the nature of their interests (by the Commissioner’s notification of the rejection of the November 2015 disclaimers), the beneficiaries effectively disclaimed their interests. In all of these circumstances, it was not reasonably open to the tribunal to affix to the beneficiaries implicit or tacit acceptance of the income of the trust for the 2014 income year, including by reason of delay. The time between the 2011 to 2013 disclaimers and the ultimate 2014 disclaimers had to be “considered as but one circumstance in the overall circumstances”. When that was done, on the uncontested facts, the only conclusion reasonably open was that the applicants had not lost their right to disclaim any income from the trust. Accordingly, the September 2016 disclaimers were effective.

Retrospective disclaimer and s 97 ITAA36

The Commissioner also contended that the general law consequence of a retrospective disclaimer was not binding as against him by reason that present entitlement for the purposes of s 97 of the Income Tax Assessment Act 1936 (Cth) is temporal to the particular income year in which the present entitlement arises, as the allocation of the net income of a trust estate for the particular income year is based on that entitlement to income at year end so that returns may be lodged and tax assessed within the statutory time limits.

In rejecting this contention, the Full Federal Court said that, where the entitlement is disclaimed, the consequence is that s 97 is not engaged because the application of that section fixes the liability on the beneficiary only in the case where the beneficiary has a present entitlement to income under a trust. Until disclaimer, a beneficiary’s entitlement to income under a trust is operative for the purposes of s 97 from the moment it arises but, on disclaimer, the general law extinguishes the entitlement to trust income ab initio. The disclaimer is determinative as against the Commissioner in the application of s 97 to the beneficiary as the effect of a disclaimer is that the beneficiary must be treated as never entitled to the income for the purposes of s 97 in respect of the relevant income year.

The decision in this case is important in that it demonstrates that there may be difficult issues in relation to the administration of a discretionary trust that may lie below the surface. Practitioners need to pay careful attention to the terms of the trust deed and trust law principles when dealing with discretionary trust issues.

13. Extension of time: application for review

The AAT has exercised its statutory discretion to extend the time for a taxpayer to lodge applications to the tribunal for the review of the Commissioner’s decisions on her objections against amended and original income tax assessments and penalty assessments for the four income years 2010 to 2013 (Cassaniti and FCT3).

The relevant assessments were issued on 20 July 2016 and the taxpayer lodged objections against the assessments on 19 September 2016. The Commissioner’s decisions on the objections were made on 27 October 2017. On 9 August 2019, the taxpayer filed with the AAT an application for a review of the Commissioner’s decisions and also an application for the AAT to extend the 60-day period for lodging the application for review which had expired on 28 December 2017.

The test for determining whether an extension of time to file an application for review with the AAT should be granted are set out in s 29(7) of the Administrative Appeals Tribunal Act 1975 (Cth). This is whether “the Tribunal is satisfied that it is reasonable in all the circumstances” to extend the time.

The AAT said that an assessment of what may lead to the required state of satisfaction involves an objective assessment of all of the circumstances. Needless to say, the guidance found in the statement of principles in cases like Hunter Valley Developments Pty Ltd v Cohen4 and, specifically in relation to objection decisions relevant to taxation matters, Brown v FCT5 assist in identifying the matters and the approach that should be taken when determining what is “reasonable in all the circumstances”. Those cases, however, do not restrict the width of the matters that are relevant because of the phrase “all the circumstances”. It is necessary to ensure that mindless adherence to the guidance offered in those cases does not stand in the way of arriving at what, in each case, must be “reasonable”.

The AAT said that the Hunter Valley Developments and Brown cases directed attention to matters that provide a useful framework for determining what is reasonable. The matters to which attention is specifically drawn include: whether there is an acceptable explanation for the delay; whether the taxpayer simply rested on their rights; whether there is prejudice between the parties or, as a wider matter, prejudice to the public, occasioned because of the delay; and the merits of the case. The category of matters that might be relevant in a case is not confined to these matters and other factors which point to the reasonableness of allowing more time to file an application for review may be relevant.

After considering each of those matters, the AAT said that it was important to not lose sight of the fact that the overarching purpose of a provision allowing an extension of time is to avoid injustice or, perhaps more accurately, the prospect of injustice. In this case, the taxpayer’s explanation for her delay was acceptable. It explained why she did not adhere to the 60-day time limit. There was a certain reality about everything that was happening at the time and, no doubt, the effect that it was having on the taxpayer. The AAT did not consider that the taxpayer engaged in some deliberate or pre-determined strategy of forestalling her application for some other and ulterior reason. There was no prejudice to the Commissioner and, quite properly, none was relied on. The only prejudice occasioned by any delay was to the taxpayer herself. On the material put forward by the taxpayer, she had an arguable case for demonstrating error in that she has been required by the Commissioner’s decision to pay more tax than she should.

14. Residence of individual: DTA tie-breaker rules

In a joint judgment, the Full Federal Court (Davies, White and Steward JJ) has dismissed an appeal (by the Commissioner) and a cross-appeal (by the taxpayer) from a decision of Logan J that the taxpayer was a resident of Australia and also of Thailand, and that the residency tie-breaker provisions of the Australia and Thailand double tax treaty (DTA) operated to treat the taxpayer as a resident solely of Thailand (FCT v Pike6).

As with most residency cases, the facts are somewhat extensive. The following are sufficient to get a feeling for the position. The taxpayer was born in 1972 in what was then the British colony of Southern Rhodesia and later became the Republic of Zimbabwe. In Zimbabwe, the taxpayer developed a career in the tobacco industry. By 2004, he had become highly experienced in tobacco selection, production and sales. The taxpayer was then, and continued to be, in a longstanding de facto relationship with a Ms Michelle Thornicroft. She was also born in Southern Rhodesia in 1971 and they had two sons, each born in Zimbabwe in 1995 and 1999, respectively.

By 2004, the economic crisis and shortages of food and basic supplies in Zimbabwe caused the taxpayer and Ms Thornicroft to decide to leave that country with their children. To that end, Ms Thornicroft sought, was offered, and accepted an appointment in Ernst & Young’s Brisbane office that was due to commence on 4 April 2005. The taxpayer was then employed in Harare under a contract with the tobacco industry company, Alliance One. Prompted by the decision to relocate to Australia, the taxpayer negotiated an arrangement with Alliance One, under the terms of which he would receive a payment after serving out the term of his existing contract.

In February 2005, Ms Thornicroft was granted a subclass 457 visa, and the taxpayer and their sons were also granted visas allowing them to accompany Ms Thornicroft to live in Australia during the currency of her subclass 457 visa. On 17 March 2005, the family travelled to Australia. On their arrival in Australia, the taxpayer and Ms Thornicroft leased an apartment in Fortitude Valley, Brisbane.

The taxpayer returned to Zimbabwe shortly after the family’s arrival in Australia to serve out his contract with Alliance One, to sell some assets (but not their Harare home) that the couple owned in that country, and to pack up and arrange the transportation to Australia of their furniture. He returned to Australia in September 2005.

On his return to Australia, the taxpayer sought employment, but the period during which he and Ms Thornicroft transitioned from Zimbabwe to Australia coincided with the winding-up of the tobacco growing industry in Australia and the taxpayer found that he was unable to find suitable employment in Australia. Ultimately, in late 2006, he was offered and took up a position based in Thailand as a tobacco and leaf consultant with Premium Tobacco (Asia) Ltd. His initial contract for this work was for six months. However, in June 2006, he entered into a further contract with Premium Tobacco (Asia) Ltd as a sales manager. This position was for an indefinite duration. His duties required that he be based in Thailand but also that he undertake duties elsewhere in Asia as required. The taxpayer was granted a work visa by the Thai Government which allowed him to live and work in Thailand. He opened a bank account in Thailand and his salary was paid into that account.

Over the next eight years, the taxpayer continued to be based in Thailand for employment purposes, travelling elsewhere in the Asian region as required. He was granted successive Thai work visas, each keyed, in terms of a right to live and work in Thailand, to ongoing employment in that country. Though he intended to, and did, return to his family in Australia, circumstance required that he spend most of his time working and living in Thailand.

The Full Federal Court said that the objective facts pressed by the taxpayer, if considered alone, would appear to weigh against a conclusion that he was a resident of Australia within ordinary concepts in the relevant years. But those facts were only part of the matrix of facts that had a bearing on the question of residency, and they were a blinkered snapshot of the total matrix of the facts. Specifically, the court rejected the contention that Logan J at first instance placed too much emphasis on the continuing presence in Australia of the taxpayer’s de facto wife and children. The evidence as a whole and as considered by Logan J amply supported the conclusion reached by his Honour that, when the taxpayer returned to Australia, he did not do so as a visitor but returned to resume living with his de facto wife and family at the family home, and such a conclusion was plainly open on the evidence.

Accordingly, the Full Federal Court agreed with the conclusion and reasons of Logan J that the taxpayer was a resident according to ordinary concepts in the 2009 to 2016 income years. There was no dispute that the taxpayer was a resident of Thailand for the purposes of Thai tax during the income years 2009 to 2014 (inclusive).

As the taxpayer had dual residency during the relevant income years, it was necessary to consider the application of the tie-breaker provisions in art 4(3) of the Australia and Thailand DTA to determine whether the taxpayer was deemed to be a resident of Australia or, as the case may be, Thailand. On the facts of the present case, the relevant tie-breaking rule was that the taxpayer would be resident solely of the country with which the taxpayer’s personal and economic relations were closer.

The Full Federal Court rejected both the contention that Logan J applied a disjunctive test, not a conjunctive test, and the contention that the findings of facts should have led Logan J to conclude that the taxpayer’s personal and economic relations were closer to Australia. The Full Federal Court made these points:

– no error was discernible in the approach of Logan J in examining the taxpayer’s personal and economic considerations. Each case must be fact specific. In some cases, the personal and economic considerations may be so intertwined that they are not separate considerations, whereas in other cases, they may be quite separate and distinct matters. The test poses a composite test, and in each case, it will be a matter of fact and degree as to whether a taxpayer’s personal and economic relations, viewed as a whole, support ties closer to one contracting state over the other contracting state;

– it was not put that Logan J failed to make any necessary finding of fact, nor that he made any wrong findings of fact, nor that he took irrelevant considerations into account or failed to take relevant considerations into account. Rather, the Commissioner’s case, in substance, rested on the weight which the Logan J attributed to some of the facts. Critically, in that regard, Logan J expressly considered, and was of the view, that the taxpayer’s personal relations were closer to Australia than Thailand; and

– an evaluation of the facts did not persuade the Full Federal Court that the conclusion of Logan J was wrong. Nor could it be said that the conclusion reached by his Honour was not reasonably open.

15. Other cases

There have been a number of other recently decided cases that should be noted. These include:

– Eichmann v FCT,7 in which the Full Federal Court has clarified how the definition of “active asset” in s 152-40 of the Income Tax Assessment Act 1997 (Cth) is to be interpreted and applied. The decision is considered in the Tax Tips column of this issue of the journal (see page 228);

– VGDW and FCT,8 in which the AAT considered whether certain payments to the taxpayer were made “in consequence of” the termination of his employment;

– Gurney and FCT,9 in which the AAT considered whether an individual was a resident of Australia, and in which the concepts of domicile and a permanent place of abode outside Australia were particularly relevant; and

– Crown Melbourne Ltd v FCT,10 in which Davies J considered the operation of GST (including the special provisions of Div 126 of A New Tax System (Goods and Services Tax) Act 1999 (Cth)) in relation to casino junket arrangements.

Amending Bill now law

The amending Bill referred to in items 2, 3, 4, 6 and 7 has now been passed by parliament and is Act No. 92 of 2020.
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Active asset test

A recent Full Federal Court decision has given some much-needed clarity to the active asset concept that is central to the operation of the CGT small business reliefs.

Background

The unanimous decision of the Full Federal Court (McKerracher, Steward and Stewart JJ) in Eichmann v FCT1 has clarified how the definition of “active asset” in s 152-40 of the Income Tax Assessment Act 1997 (Cth) (ITAA97) is to be interpreted and applied in the case of a tangible CGT asset.

The decision of the Full Court reversed a decision of Derrington J at first instance2 in which his Honour had held that certain land owned by the taxpayer and his spouse, and which was used by a family discretionary trust that carried on a business, was not an active asset as defined for the purposes of the CGT small business reliefs. The decision of Derrington J had reversed a decision of the AAT that was given on an application for the review of a decision of the Commissioner on an application for a private ruling.3

The actual decision of Derrington J and the reasoning underlying that decision did not appear to be satisfactory, and were discussed in the Tax Tips column in the February 2020 issue of the journal.4 It was there suggested that the decision produced a somewhat harsh result by imposing too high a test for the application of provisions that are expressly directed at assisting small business.

Now, the Full Federal Court in a joint judgment has confirmed the unsatisfactory nature of the decision of Derrington J. The difficulties that the Full Court had with the decision of Derrington J were two-fold and are identified and highlighted in the following passage from the joint judgment:5


“For the reasons which follow, and with the most profound respect for the learned primary judge, we have decided that his Honour did not correctly identify the applicable test and even if he did, in our view, on the ruled facts, the appellant’s property was an active asset.”



As mentioned, the Eichmann case arose out of an objection to a private ruling given by the Commissioner. Some comments about the efficacy of the private ruling procedure (rather than the assessment/objection procedure) to establish the meaning and application of provisions of the taxation law are given at the end of this article.

The facts

The taxpayer and his spouse carried on a business through the Eichmann Family Trust (the trust) which commenced operations before the relevant land was purchased. The business carried on by the trust was a business of building, bricklaying and paving. Eichmann and Sons Pty Ltd was the sole trustee of the trust. The taxpayer and his spouse were beneficiaries of the trust and were the shareholders and directors of the corporate trustee.

The taxpayer and his spouse purchased their matrimonial home in 1997. In the same year, they acquired the property next door as joint tenants. It was the status of this property (that is, whether it was or was not an active asset) that was in issue. The property, which is referred to in this article as “the relevant property”, was sold in October 2016.

On 15 December 2016, the taxpayer lodged with the Commissioner an application for a private ruling on the question of whether the relevant property was an active asset as defined in s 152-40 ITAA97. The Commissioner issued a ruling on 20 July 2017 to the effect that the relevant property was not an active asset.

There were two sheds on the relevant property which each measured 4 metres x 3 metres, and the property had a 2 metre high block wall and a gate to secure it. There was no business signage on the relevant property.

The other facts about the usage of the relevant property, as found by the Commissioner for the purpose of making the private ruling, were as follows:6

– the two sheds were used for the storage of work tools, equipment and materials;

– the open space on the property was used to store materials that did not need to be stored under cover, including bricks, blocks, pavers, mixers, wheelbarrows, drums, scaffolding and iron;

– work vehicles and trailers were parked on the property;

– tools and items were collected on a daily basis;

– in some cases, the property would be visited a number of times a day in between jobs, depending on what each job required;

– the property was mainly for storage, as work would be done on work sites; and

– on occasion, some preparatory work was done at the property in a limited capacity.

The business of the trust had an aggregated turnover of less than $2m a year and was thus a small business entity for the purposes of the CGT small business reliefs. There was no dispute that the business was carried on by an entity that was connected with the taxpayer during the relevant period; what was in issue was whether the property fell within the expression “is used … in the course of carrying on a business” within the meaning of s 152-40(1)(a) ITAA97.

The legislation

The relevant provision of the ITAA97 was the definition of “active asset” in s 152-40. So far as is directly relevant, the section provides:


“152-40 Meaning of active asset

(1) A CGT asset is an active asset at a time if, at that time:

(a) you own the asset (whether the asset is tangible or intangible) and it is used, or held ready for use, in the course of carrying on a business that is carried on (whether alone or in partnership) by:

(i) you; or

(ii) your affiliate; or

(iii) another entity that is connected with you; or

(b) if the asset is an intangible asset — you own it and it is inherently connected with a business that is carried on (whether alone or in partnership) by you, your affiliate, or another entity that is connected with you.”



The AAT decision

As indicated, the taxpayer applied to the AAT for a review of the Commissioner’s adverse decision on the private ruling application. In a decision handed down on 15 February 2019, the AAT (constituted by Deputy President Hanger, QC) rejected the Commissioner’s contention that the phrase “in the course of” in para (a) of the definition of “active asset” quoted above required the use of the asset to be integral to the process by which the business is carried on.

In the tribunal’s view, the phrase only required the asset to be used “in the course of carrying on a business”, encompassing, necessarily, a fairly wide range of activities. Nothing in the ITAA97, any applicable case authority or explanatory memoranda detracted from the ordinary and common sense meaning of the words “used in the course of carrying on a business”. The legislature could easily have used the word “necessary”, “integral” or “essential” in order to further limit the availability of the concession should it have so desired. It did not do so.

The tribunal also noted that the extent of the use of the relevant property by the trust was far from minimal, or incidental to the carrying on of the business.

The Federal Court: at first instance

In a decision handed down on 20 December 2019, the Federal Court (Derrington J) allowed an appeal by the Commissioner from the decision of the AAT.

Derrington J held that the relevant property was not used in the course of carrying on the business of building, bricklaying and paving. That was because his Honour formed the view that s 152-40 ITAA97 would only be satisfied where there existed a direct relationship between the use of an asset and the carrying on of a business. His Honour expressed the applicable test as follows:7


“In essence, in order for an asset to be used ‘in’ the course of carrying on a business it is necessary for the use to have a direct functional relevance to the carrying on of the normal day-to-day activities of the business which are directed to the gaining or production of assessable income.”



Derrington J concluded that the use of the relevant property did not have a direct functional relevance to the carrying on of the normal day-to-day activities of a business of building, bricklaying and paving. That was because those business activities took place at building sites. It followed that the use of the relevant property was preparatory to the course of carrying on that business. His Honour concluded:8


“[T]he uses to which the land was put were preparatory to the undertaking of activities in the ordinary course of business. The property was used for the storage of materials for use by the company when it engaged in its business activities if those materials were required, but the storage itself was not an activity in the ordinary course of Eichmann & Sons’ business. Whilst it may have been a use of the land ‘in relation to’ the carrying on of the business, it was not, of itself, an activity in the course of carrying on the business. There was no direct connection between the uses and the business activities and the uses had no functional relevance [sic] those activities. It follows that the land which was the subject of the private ruling was not ‘used, or held ready for use, in the course of carrying on a business’ and the Commissioner was correct to conclude that the land was not an active asset.”



The Full Federal Court on appeal

An appeal by the taxpayer from the decision of Derrington J was allowed by a unanimous decision of the Full Federal Court.

In a joint judgment, the Full Federal Court said that, contrary to the Commissioner’s submissions, the provisions conferring CGT small business relief (that is, Div 152 ITAA97) should be construed beneficially rather than restrictively in order to promote the purpose of the concessions conferred by the Division. The beneficial nature of the relief was described in the explanatory memorandum to the New Business Tax System (Capital Gains Tax) Bill 1999 (Cth) which, when enacted, inserted Div 152 into the ITAA97. The joint judgment continues:9


“The beneficial nature of the CGT small business reliefs was also discernible in the Guide to Div 152, s 152-1, which states that, ‘[t]o help small business’, the small business concessions are available on satisfaction of the relevant conditions. Guides are of limited assistance in interpreting the 1997 Act, but they may be considered in ‘determining the purpose or object underlying [a] provision’: s 950-150(2)(a). We have considered s 152-1 in this way in construing s 152-40(1)(a).”



It followed that, because s 152-40(1)(a) is beneficial in nature, “its language should be construed so as to give the most complete remedy which is consistent ‘with the actual language employed’ and to which its words ‘are fairly open’”.10 The Full Court said that a beneficial construction of legislation may legitimately influence constructional choices in a given case which arise from the use of generalised language to describe a necessary connection between two things; here, those two things are the use of an asset and the carrying on of a business.

A further point made by the Full Court was that the language used in s 152-40(1)(a) relevantly required one to ascertain three matters. One must determine the use of a particular asset; one must then determine the course of the carrying on of a business; and then one must see whether the asset was used in the course of the carrying on of that business. These inquiries involved issues of fact and degree. Their Honours went on:11


“But because s 152-40 should be construed beneficially, no narrow approach to the consideration of these issues should be applied. We also observe that, for these purposes, the legislature has not used language which might confine these inquiries. It has not, although it could have, referred to the ‘ordinary’ course of a business or to the ‘day to day’ course of a business; it has not used the words ‘direct’ or ‘integral’ to qualify the word ‘in’. It is sufficient if the asset is used at some point in the course of the carrying on of an identified business.”



The Full Court went on to make these further points:

– statutory context did not justify a different approach. Unlike the Commissioner’s submissions, the phrase “inherently connected” in s 152-40(1)(b) could not be described as a reference to a close or direct connection with the carrying on of a business. Rather, this language was adopted because of difficulties that might otherwise have arisen if the test in relation to intangible assets (such as goodwill) had been confined to a test of asking whether such intangible assets had been “used” in a business;

– Derrington J repeatedly referred to the need for the relevant asset to be used in the course of carrying on the activities of a business “which are directed to the gaining or production of assessable income”. Section 152-40(1)(a) ITAA97 imposes no such requirement; and

– no assistance was afforded “by the use of the label ‘active asset’ in construing s. 152-40(1)(b)”.12 It has long been established that “[i]t would be quite circular to construe the words of a definition by reference to the term defined”.13

It followed, their Honours said, that s 152-40(1)(a) does not require the use of the relevant asset to take place within the day-to-day or normal course of the carrying on of a business. Nor does the provision require a relationship of direct functional relevance between the use of an asset and the carrying on of a business. Such narrowing qualifications to the statutory test were not supported by the language of the provision and were inconsistent with the need to construe that language beneficially.

Their Honours also said:14


“Applying s. 152-40(1)(a) to the ruled facts, we are also of the opinion that the appellant’s property was used in the course of carrying on the business here of building, bricklaying and paving. We respectfully reject the Commissioner’s contention that the ruling should be construed as having made no finding concerning the existence of a connection between the use of the appellant’s property and the business. The learned primary judge was plainly correct in deciding that it was implicit from the ruled facts that the appellant’s property was being used in relation to the business. However, we would go further. In our view, the ruling makes it clear that the appellant’s property was being used on a day to day basis as part of the business of building, bricklaying and paving.”



Their Honours said that this last point was made clear from the references in paras 12 to 14 of the ruled facts: to the tools and items being “collected on a daily basis”; to the taxpayer’s property being “visited a number of times a day in between jobs”; to the number of such visits “depending on what each job required”; to the occasional undertaking of “preparatory work” on the taxpayer’s property; and to the very nature of the items kept on the taxpayer’s property. They were all aptly directed to the business of building, bricklaying and paving.

Their Honours then went on:15


“Paragraphs 12-14 of the ruled facts well identify the use of the asset here, being the appellant’s property. In contrast, para 6 of the ruled facts[16] does not very well describe the parameters of the course of the carrying on of the business here, being the business of building, bricklaying and paving. On one view, the ruling is, in this respect, perhaps deficient. In applying s 152-40(1)(a), in our view, the drafter of the ruling could have made clearer findings of fact about how the business was carried on. If necessary, the drafter could have made further inquiries about that issue: s. 357-105 of Sch 1 of the TAA. However, notwithstanding para 6’s shortcomings, they are not fatal to the appellant’s case. That is because the nature of the business carries with it a clear implication or inference that it needed a place to store necessary tools and materials. Here, that place was the appellant’s property. In our view, it is obvious that an ability to secure overnight on a daily basis, and otherwise store, necessary tools and materials is an element of the particular business here of building, bricklaying and paving. It follows that it cannot be said that the appellant’s property was used outside of the course of carrying on the business of building, bricklaying and paving. Being a part of that activity, the use here took place ‘in’ the carrying on of that business.

We also very respectfully disagree with the learned primary judge’s characterisation of the use of the appellant’s property as ‘preparatory’ in nature if that was intended as a finding that the appellant’s property was used outside the course of the carrying on of the business. In our view, the secure storage of the tools and materials of the business on a daily basis was very much part of the course of the carrying on of that business. If, however, his Honour intended to characterise that storage as preparatory to any on-site building work, then we respectfully agree with it.”



What if the test propounded by Derrington J were correct?

As indicated in the passage quoted from the judgment of the Full Federal Court at the beginning of this article (see “Background”), the Full Court considered that, if the reasoning of Derrington J were applied, the taxpayer’s appeal should in any event be allowed.

This was because, even if the construction adopted by Derrington J were correct, the Full Court said that they would, in any event, characterise the use of the taxpayer’s property as bearing a “direct functional relevance to the carrying on of the normal day to day activities” of the business. The taxpayer’s property served the function of being a secure and necessary place for the storage of the plant and equipment of the business. That function bore a direct relationship to the activities of building, bricklaying and paving. Again, the safe overnight storage of such tools and materials was a central concern of that type of business. Storage took place on a daily basis. It therefore followed that the use of the taxpayer’s property did not fall outside the course of carrying on the business in question.17

Some observations

There are several observations that may be made in relation to the Full Federal Court’s decision in the Eichmann case.

First, the decision takes what is a clearly sensible approach to the construction of the definition of “active asset” in s 152-40 ITAA97. That construction emphasised the importance of the definition being construed in a beneficial way. The decision also demonstrates that, even if a narrower approach were to be taken to the construction of the definition, the same result would follow.

The attempt to use a challenge to a private ruling to resolve a dispute as to the construction and application of the tax law can, in many cases, turn out to be an unsatisfactory modus operandi. In this regard, the Full Court in the Eichmann case said:18


“As is sometimes the case with private binding rulings, ruled facts can, with the benefit of hindsight, be found to be not as fulsome as might be desired to decide the question of law before the Court. That is not meant as a criticism of the Commissioner’s staff. They cannot be expected to predict all of the legal arguments that might subsequently be made in relation to the facts they identify in a ruling. But it does suggest that the rulings system … will not always be an apt mechanism to address disputes concerning facts, and even issues of characterisation of those facts.”



The objection procedure in relation to a private ruling can potentially lead to a substantial imbalance for the taxpayer. On an appeal from, or on a review of, the Commissioner’s decision on an objection in relation to a private ruling, the taxpayer is effectively confined to the facts as stated in the private ruling.19 But the Commissioner is not. In the Eichmann case, the Commissioner sought to take advantage of this. Thus, Derrington J said:


“Ms Brennan QC for the Commissioner submitted that the facts stated in the scheme did not identify the extent of the use of the land, but only the distinct uses to which it was put.”



It is suggested that it is inequitable if the Commissioner may rely on an alleged deficiency in the facts stated in a private ruling in an attempt to defeat the taxpayer’s application for a review of an objection decision given by the Commissioner in relation to the private ruling. In this regard, it is important to note that s 357-105(1) of Sch 1 to the Taxation Administration Act 1953 (Cth) provides:


“If the Commissioner considers that further information is required to make a *private ruling or an *oral ruling, the Commissioner must request the applicant to give that information to him or her.”



This provision, it is submitted, effectively casts the onus on the Commissioner to ensure that all relevant information for the making of a private ruling has been supplied, and if he considers that all relevant information has not been supplied, it is mandatory that he requests the further relevant information (“the Commissioner must …”). If the Commissioner should have, but does not, request the supply of further information, this should not put the Commissioner at an advantage before the AAT or the Federal Court on a review or an appeal. For this to be the case may require legislative intervention.

There is one aspect of the appeal to the Full Federal Court that is a little puzzling. Although the case was funded under the test case litigation funding initiative, it is not clear why the taxpayer’s appeal to the Full Federal Court was not filed within the ordinary appeal period; the taxpayer had to apply for an extension of time within which to lodge an appeal with the court. If the appeal had not been taken, the legacy would have been that a deficient precedent may have been effectively set.

A further appeal?

It would be open to the Commissioner to seek to obtain special leave to appeal to the High Court from the decision of the Full Federal Court in the Eichmann case. Whether the Commissioner will seek to obtain special leave to appeal to the High Court is not yet known. It is suggested, however, that if an application for special leave were to be brought, there would be a real likelihood that the application would be refused.

TaxCounsel Pty Ltd
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Tax Education

The skills you need to deliver the right advice

From business start-ups to retirement transitions, The Tax Institute’s 2020 study period 1 duxes shares their views on developing tax advice skills.

Lee-Ming Au, General Manager – Business Services, TCF Services, Victoria

Can you provide a brief background of your career in tax?

With a background in engineering and commerce, I started my career in tax at KPMG in an R&D tax incentive role in 2013. After building and refining my skills and knowledge on large multinational clients for a number of years, I transitioned into a medium-sized firm four years ago to assist start-ups and SMEs in accessing their funding needs through government programs, with a focus on R&D tax incentives.

Most valuable aspect of studying with the Institute

CommLaw2 provides an excellent foundation in the legal aspects of business structures and their impact on taxation. The area I found most valuable was learning about advising clients on the optimum business structure based on their specific needs.

What are your areas of new confidence?

The CommLaw2 subject has provided me with enhanced knowledge to apply to my role in assisting clients to comply with their R&D tax obligations, most notably how businesses (especially in the start-up phase) can be legitimately structured to achieve the most effective tax planning.

What was the reason for undertaking CommLaw2 with the Institute?

I undertook this subject as part of the Tax Agent Program.

Where to now for you when it comes to continuing tax education?

I am aiming to complete the Tax Agent Program by the end of this year, and plan to continue my tax education in the Chartered Tax Adviser Program, so I can be up to date with the latest information to serve my clients better.

What are the challenges of juggling study and work?

Unexpected work deadlines can adversely affect your study plans. My tips for managing study and work include having a study plan in place, and staying ahead of the plan to account for any unanticipated events, both with work and life.

Advice for others considering the course

I believe the Tax Agent Program is essential if you are pursuing a career in tax as it provides relevant and practical knowledge for delivering the best advice to clients.

_________________________

Natalie Talbot, Senior Accountant, Booth Partners, New South Wales

Can you provide a brief background of your career in tax?

Beginning my career in Sydney, at Chapman Eastway, while completing my degree and Graduate Diploma of Chartered Accounting, I was able to focus on gaining a broad knowledge of the tax system. After relocating to the south coast of NSW, I was able to continue developing my managerial skills and enjoyed the precise nature of self-managed superannuation funds. Since relocating to regional Victoria, due to my husband’s employment, I have continued to mentor and train staff while expanding my tax knowledge and undertaking continued education.

Most valuable aspect of studying with the Institute

The Advanced Superannuation course allowed me to be more confident in giving advice to clients and developing tax management arrangements for year-end planning.

What are your areas of new confidence?

Advising clients who are reaching the point of being able to transition to retirement, retiring, the payment of death benefits, and wider estate planning issues.

What was the reason for undertaking Advanced Superannuation with the Institute?

I have enjoyed studying continuously throughout my career and The Tax Institute subjects offer a great amount of specific, client-focused information.

Where to now for you when it comes to continuing tax education?

Due to COVID-19, I am currently the primary carer for our three children while my husband is posted interstate for work, therefore I’m enjoying a short, well-earned break from study.

What are the challenges of juggling study and work?

As mentioned, I have always studied while working. Even while on maternity leave, I have undertaken further training as I like to keep my mind ticking over. Having three young children and a husband who works away from time to time, I have had to manage my time wisely. I schedule out each day in the morning and work towards targets, which helps make life easier. Also, I try to remember that life goes on and, if something does not go my way, I just need to let it wash over me.

Advice for others considering the course

I would suggest the sooner you start the course, the sooner you finish it. Enjoy the privileges we have in Australia and go for it!
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Controlling a tax audit

by Adam Craig, Barrister, Victorian Bar


This article starts by suggesting that it is more important than ever to have a strong factual position when dealing with an ATO audit. Therefore, the aim is to highlight a methodology that ensures that good evidence is at the centre of your case. The author’s view is that having command of the facts and evidence places the adviser — or indeed ATO auditor — in a position to best achieve the right outcome in the most efficient way. The corollary of this is that tax technical skills are of less importance right now; almost certainly, that is so before the facts are settled.



Context

The wisest words I have ever heard about tax audits is that the ATO officer or adviser should approach the audit as though it is the beginning of litigation. This seems particularly sage advice when you consider the following:

– we are in the middle of a compliance funding cycle in which the government has provided the ATO with approximately $1.5b in funding to raise and/or collect approximately $8.9b.1 It is reasonable to infer that a large number of those amended assessments will arise because of the ATO applying integrity rules or anti-avoidance provisions, or using its fraud or evasion amendment powers. Additionally, the ATO will be looking closely at taxpayer compliance with stimulus measures;

– the anti-avoidance rules have broadened in the last decade;2

– the underlying procedural laws give the ATO significant power, and taxpayers bear the burden of proof; and

– the numbers do not lie. In around 95% of cases in which there was an amended assessment, that amendment appears to be the final result.3 And in 2018-19, there were 530,508 amendments arising from audits.4

There are different ways to read this data. One is that the approach taxpayers take to audits — which, in my view, is generally passive and not sufficiently focused on facts and evidence — needs to change if taxpayers are to have more “wins”.

The following discussion is my interpretation of what it means to approach an audit as the beginning of litigation. Importantly, it does not mean being contentious. It means doing things that are both more helpful to the taxpayer and to the ATO. It means focusing on facts and evidence.

Objectives

At the beginning of an audit, it is necessary to help a taxpayer to define its objectives. You should consider all of the possible outcomes, risks, and strengths and weaknesses of the case. Importantly, tax advisers must place themselves in the ATO’s shoes — as well as the shoes of the specific tax officers.

While the ATO will commonly provide you with a risk hypothesis, tax advisers need to go beyond that and ask themselves why the ATO does not like the particular transaction:

– Are the facts too vague? Are there evidentiary gaps?

– What is the integrity or anti-avoidance issue?

– Is there a decision in a recent case that the ATO does not like but did not appeal?

– Does the transaction resemble something described in a taxpayer alert?

– Is the tax governance paperwork as the ATO expects it should be?

– How does the transaction “look”, for example, does it just look like people are moving wealth within a family without tax consequences?

Resist the urge to make an early technical argument

The nature of the law and the government’s approach to funding the ATO must influence the way that tax advisers engage with the ATO. The presence of such strong anti-avoidance laws and specific compliance funding must change the focus away from technical proficiency concerning esoteric parts of the law, to a more holistic analysis of what the ATO would think. How would I defend against the ATO taking a position on Pt IVA? How do I explain the substance rather than the form? And so on. In theory, integrity and anti-avoidance provisions are a secondary consideration; in practice, they should not be. They will be an issue in any audit until they are not. And those provisions turn on facts and evidence.

You therefore must command the facts and evidence. And you must do significantly more than just answer the questions that the ATO drip feeds you and provide the documents that it asks for. That is what I mean by a “passive” approach.

Chronology

The most efficient way of developing a command of the available evidence is by compiling a chronology.5 Such a document provides a meaningful “inventory” of all of the evidence and highlights the gaps.6 It offers clarity — the process of organising the material in painstaking detail helps give shape to the narrative and shows where a case is strong and weak.6

A well-constructed chronology can serve multiple purposes.7 You can give it to your client, and they can provide their views about it.8 You can use it when interviewing your client in order to fill in any gaps and determine whether their version of events is consistent with what you have compiled from the documents.8 You can use it throughout the dispute — however long it lasts.9 For example, you might give it to the ATO (you should, it will help their officers), you might give it to counsel at some point, and you might even provide it to the AAT or the court if you end up there.9 But, to be fully effective at those later stages, it is necessary to treat the chronology as a living document.9

Case theory

It is crucial that you test the facts that emerge from your chronology against key pieces of law to come up with a case theory.10 The case theory should include all facts that are relevant to each element of the law, constructed in a narrative form.11 Do not mistake this for being a convoluted and nuanced technical argument.12 The time for that is later. The purpose of this analysis is to determine the evidential strengths and weaknesses of your case. That is, it will draw your attention to the key facts that you need to establish; it is those crucial “taxable facts” that need to be fortified by the most robust evidence. For example, an inference that you draw about background does not require additional attention but, if an inference is critical to a substantial point, you need to find as much corroborating evidence as possible. The case theory forces you to do this and so highlights strengths and weaknesses. It is not just an early draft of your own position paper.

“Proving taxable facts is significantly more important than arguing about the meaning of a specific word in the tax law …”

Witnesses

If there are holes in your factual case and the taxpayer (or key staff of the taxpayer) is credible, do not be afraid to put them forward. Credible taxpayers can do two things — one, fill in gaps (for example, about the usual course of events at board meetings where minutes are overly brief), and two, demonstrate honesty and openness, which influences a decision-maker’s actions. People have faces, voices and personalities; it is much easier to find in favour of a decent person trying to do the right thing than it is to find in favour of a name referred to in submissions by a tax adviser. Additionally, the ATO has a focus on the “client experience”13 and “empathy”13 — give the ATO someone with whom it can empathise.

Statement of facts

A chronology and case theory provide a basis from which to construct an accurate statement of facts, with every factual proposition having an evidentiary source. Where there is no evidence, and inferences are necessary, it is crucial to explain those inferences to turn them into factual propositions. If inferences seem implausible, it is essential to be careful about making assertions — the better approach is to look for additional evidence to support the narrative which is consistent with the one you want to present. When people are lazy about assertions, the tendency over time is to start believing they are facts, and this gets exposed when someone looks at things closely.

Provide a statement of facts to the ATO at the earliest possible point. Indeed, if possible, meet the first information request with a chronology and statement of facts.

Settle the facts

If, despite your best efforts, the ATO proceeds with issuing a position paper, there is the obvious question of how to reply. At this point, you will undoubtedly be itching to demonstrate your technical expertise. But do not rush. The first thing to do is to settle the facts. Ask yourself if you are happy with the facts as articulated? If the ATO used your version, then, of course, you will be. If the ATO has not accepted some things, then those are the things to work through first; the argument must be about facts and evidence before it is about the tax law so that everyone is applying the law to the same facts. If you cannot convince the ATO to accept your version of the facts because it interprets the evidence differently or refuses to accept some evidence, then so be it — the dispute is going to be about facts. Furthermore, when seeking to settle the facts, make sure that they are as concise as possible. All of the detail that appeared in your chronology should be gone — it is time for taxable facts only (and perhaps a little bit of context).

Get a clear articulation of the technical case

It is then critical to make sure that the ATO articulates its technical argument as clearly and succinctly as possible. Insist that it does that. If necessary, ask the audit team to escalate the position paper to someone else to refine it. Furthermore, ask as many questions or offer as many suggestions as you like to help draw that clarity out. It is of utmost importance that, if someone is going to escalate a dispute with you by amending an assessment, you ask them to articulate their case concisely so that you know what you must answer. And if you collaborate with them on this, it provides a strong foundation for the ATO and the tax adviser to work together on resolving those remaining issues, or for the objection officer to pick things up from the right place. (And, as an aside, imagine being an objections officer who picks up a case that has attached to it a detailed chronology, statement of facts, and proper references to evidence rather than all of the documents and two different positions).

Respond

Now it is time for your technical argument. But try this: structure it like a written submission to a court of appeal rather than a position paper. That is, use around 10 pages to point out the ATO’s errors. For example, you have erred here because you have put to much weight on this piece of evidence, or you have erred here because you have misunderstood this phrase in that section. The purpose of doing this is again to narrow down the issues — to make the case about specific things, rather than just a contest of who has written the best position paper.

Furthermore, this approach forces you to focus on your best arguments. If you cannot convince someone with your best three or four points, how will you persuade them with your ninth best? The accumulation of minor points does not usually work.

This approach also helps any officer in the ATO who might be asked to provide an opinion. They will receive the position paper and a clear and concise critique of the position paper. They will know what issues need research and consideration; this is much more helpful than reading two competing position papers.

Control

I told you this article would be about control and I have not used the word until now. Here are the ways the above approach should translate into control:

– you should be able to make a stronger, more objective assessment of the case early in the process and advise your client about the best approach to take. Accepting that an amendment is the right outcome early is more cost-effective than accepting it later;

– you will answer all of the ATO’s questions before it asks them, and if the ATO does ask things that are already answered, you will simply be able to refer it to your statement of facts, chronology and supporting documents;

– you will have the high moral ground. If you need to escalate within the ATO, it will be clear that you have been most helpful;

– if the case proceeds, you will feel comfortable to call the ATO on time delays. For example, if the ATO needs more time, you should have no fear in saying something like “we will extend for 28 days but we need a decision”. You should not fear the decision and should be ready for another decision-maker;

– the issues will be defined by the position paper process — anyone else who needs to become involved at this point will be able to do so easily;

– you will be better prepared to run an objection;

– you will be better prepared if the audit proceeds to litigation; and

– if the approach makes you feel uncomfortable or like you are not in control, that may indicate that you need to bring other specialists in. And so, you gain control that way. Dealing with an audit is different from doing a client’s compliance work or providing advice. It is a different skillset — one that is focused on interrogating facts and evidence.

Concluding remarks

Tax cases rarely turn on technical points of law. Most tax cases do not happen in the Federal Court; they happen day-to-day in an audit context. In an environment in which the catch-all provisions favour the ATO, and the ATO has funding to pursue the application of those provisions, how tax advisers present facts and engage with the ATO has never been more important.

Analysing and, more importantly, arguing about facts is not simple. It is hard, detailed, tedious, forensic work. It requires a way of thinking and a process. The starting point of that process is collating and documenting everything you have available in a chronology. The next step is turning it into a statement of facts, and then filling gaps in those facts as highlighted by matching those facts to the key points of law you need to substantiate. Proving taxable facts is significantly more important than arguing about the meaning of a specific word in the tax law; there is a time and place for that, but it is rarely at the beginning or in the middle of an audit. And it may not even be at the end of an audit. Understand the facts. Argue the facts. Control the audit.

Adam Craig

Barrister

Victorian Bar
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Tax agents: beware of “administrative overpayments” added to your RBA

by John Glover, FTI, Barrister, Victorian Bar


The Commissioner has recently debited tax agents’ running balance accounts (RBAs) with tax refund payments received by agents on behalf of their clients. It is alleged that the refunds can be recovered as amounts that the Commissioner “paid to a person by mistake” pursuant to s 8AAZN of the Taxation Administration Act 1953 (Cth). The practice is insupportable. First, the wrong RBA is debited. The client, not the tax agent, is the “person” to whom tax refunds are paid. Second, the Commissioner rarely makes mistakes when paying tax refunds. Refunds are paid automatically and entitlement derives from self-assessment. Australia’s only two s 8AAZN authorities have upheld these propositions.



Introduction

The DCT v MWB Accountants Pty Ltd1 litigation in the Victorian courts and the Federal Court of Australia decision in Auctus Resources Pty Ltd v FCT2 have put in doubt the correctness of the Commissioner debiting tax agents’ running balance accounts (RBAs) with “tax debts” pursuant to s 8AAZN of the Taxation Administration Act 1953 (TAA53), which provides:


“8AAZN Overpayments made by the Commonwealth under taxation laws

(1) An administrative overpayment (the overpaid amount):

(a) is a debt due to the Commonwealth by the person to whom the overpayment was made (the recipient); and …

(3) In this section:

“administrative overpayment” means an amount that the Commissioner has paid to a person by mistake, being an amount to which the person is not entitled.”



A recent practice of the Commissioner is to debit tax agents’ RBAs with “administrative overpayments” of tax refunds pursuant to s 8AAZN. It is alleged that the payments were made “by mistake” to tax agents when acting for their clients. The identity of the person paid, or the “recipient”, is the first issue of concern. Section 8AAZN supplies no basis for debiting tax agents’ RBAs with “administrative overpayments” received by tax agents acting on behalf of their clients.

Proposition 1: the client is the “recipient” of tax refund payments

The structure of Pt IIB TAA53 assumes that RBA surplus refunds are paid to the entities that have generated the surpluses. Where, in the words of s 8AAZLF(1), a “refund” is paid to “an entity” of “the RBA surplus of the entity” or a “credit … in the entity’s favour”, the intended object of the payment must be the entity. This is obvious. Running balance account surplus provisions are otherwise inexplicable.3

Interpreting Pt IIB as it applied to overpaid GST refunds made to a tax agent, Steward J, for the Full Court of the Federal Court in FCT v Travelex Ltd, observed that there was a necessary correspondence between RBA surpluses which generate refunds and the Commissioner’s “historical” allocation of debits and credits to RBAs.4 There is no equivalent correspondence between overpaid refunds and the RBAs of tax agents.

Section 8AAZLH is titled “How refunds are made” and ends with a deeming provision. Section 8AAZLH(2) provides that the “Commissioner must pay … refunds to the credit of a financial institution account nominated in the approved form by that entity”. Subsection (2A) states that the account must be held by one of three persons, including “the entity’s registered tax agent or BAS agent”. Finally, subs (5) states that:


“If the Commissioner pays a refund to the credit of an account nominated by an entity, the Commissioner is taken to have paid the refund to the entity.”



The wording of subs (5) makes it virtually impossible to contend that the tax agent, not the client, receives the Commissioner’s tax refunds.

MWB Accountants litigation

In MWB Accountants, Judge Marks in the County Court of Victoria disallowed the Commissioner’s s 8AAZN “administrative overpayments” claim. This was Australia’s first reported decision on the section. Goods and services tax refunds were paid to MWB Accountants Pty Ltd (MWB) as tax agent pursuant to business activity statements (BASs) lodged on the client’s behalf.5 Approximately two years later, the Commissioner alleged for the first time that the refunds were administrative overpayments.

Perhaps the Commissioner chose MWB Accountants as a suitable case in which to litigate s 8AAZN because of certain additional facts. MWB did not pass on most of the refunds received on behalf of its client. Instead, the refunds were used to satisfy the client’s debt owing to MWB’s related company, the benefit of which was assigned to MWB. The Commissioner subsequently accepted the client’s assertion that BASs lodged on its behalf were unauthorised and paid the tax refunds to the client for a second time. These facts gave the Commissioner the benefit of an additional contention: tax refunds which derived from unauthorised BASs were arguably outside TAA53 procedures.

Judge Marks held that the refund payments must have been “paid” to the client and not to MWB because surplus and credit refunds due under Pt IIB’s RBA provisions were payable to the “entities” for whom the RBAs were established. MWB’s contentions about the interlocking structures of the TAA53 and the A New Tax System (Goods and Services Tax) Act 1999 (GSTA99) were accepted by her Honour.6

Judge Marks considered that her analysis was fortified by s 8AAZLH, titled “How refunds are made”. Section 8AAZLH(2) directs that RBA surpluses or credits be paid to the credit of a financial institution account nominated by the entity. Section 8AAZLH(3) provides that the nominated account be held, inter alia, by the entity’s registered tax agent. Section 8AAZLH(5) then provides that:


“If the Commissioner pays a refund to the credit of an account nominated by an entity, the Commissioner is taken to have paid the refund to the entity.”



Deeming the refund to be paid “to the entity” leaves no room for the Commissioner’s contention that MWB was the person paid.

Judge Marks also considered and rejected the Commissioner’s unauthorised BAS argument, concluding that that authorisation was irrelevant to establishing the identity of the person receiving the payments.7

The Victorian Supreme Court of Appeal (Niall, Hardgrave and Sifris JJA) heard the Commissioner’s appeal from the County Court’s MWB Accountants decision on 3 September 2020.

The largest part of the Commissioner’s case on appeal was based on his “additional” contention that the BASs were unauthorised, with the argued consequence that the tax agent was the “recipient” of the refund payments. Members of the court noted the case’s unusual facts and drew attention to Judge Marks’ observations to this effect.8 One wonders why the appeal was brought, as an appellate decision in MWB Accountants based on the Commissioner’s “unauthorised” argument would only have low precedential value about the application of s 8AAZN to refund payments.

A “wild card” in the MWB Accountants appeal was the effect of MWB’s additional defence that the Commissioner’s mistake was insufficient for the purposes of s 8AAZN The defence was based on the Auctus decision which was handed down in the Federal Court about a month before the hearing of the appeal. Not long after the hearing and prior to the judgment, the Commissioner quietly discontinued proceedings, paid MWB’s costs and ended the MWB Accountants litigation.

Proposition 2: the Commissioner’s mistake causes the making of few tax refund payments

Minimum conditions for a s 8AAZN “mistake” are not satisfied where the entitlement to an RBA surplus is self-assessed and refunds are paid by the Commissioner in an automatic procedure which excludes consideration. We are examining whether “administrative overpayments” comprising RBA surplus refunds can ever have been paid “by mistake”. Such payments are obligatory. Section 8AAZLF(1) provides that:9


“The Commissioner must refund to an entity so much of:

(a) an RBA surplus of the entity … [as is not otherwise allocated].” (emphasis added)



Refunds are self-assessed

The Commissioner is not empowered to consider the correctness of a client’s GST surplus claims in BASs lodged by or for the client. Running balance accounts and surplus refunds have prima facie validity. Stated by the Full Court of the Federal Court in the Travelex case:10


“… Pt IIB gives the balance recorded in an RBA legal efficacy, even though the balance may be mistaken. Any other conclusion would seriously undermine the effectiveness of the RBA system. If a mistaken entry is made to an RBA it will then be a matter for either the taxpayer or the Commissioner to correct that balance by the filing of a GST return, or by the issue of an assessment.”



Refunds are automatic

Not only does the Commissioner not have the power to question the RBA net amount data supplied by a client (or supplied on their behalf), there is no time for the Commissioner to consider the correctness of the client’s claims before refund payments must be made.11

FCT v Multiflex Pty Ltd12 concerned a taxpayer which had worked out its “net amount” for a tax period under the GSTA99 and claimed to be entitled to an immediate refund. The Full Court of the Federal Court in Multiflex confirmed that neither the GSTA99 nor the TAA53 provided the Commissioner with the “reasonable time” necessary for him to determine if a taxpayer’s claim were truly payable.

The “imperative language” of s 35-5 GSTA99 meant that the refund had to be paid without consideration, and sometimes, the court in Multiflex added, the Commissioner is “obliged to make a refund based on a claimed net amount which he knows to be wrong”.13 Any “disquiet” that the Commissioner might have in this event could be overcome though the issue of new assessments.14 It is perhaps not too much to say that it is practically impossible for the Commissioner to make a mistake about whether or not a GST refund should be paid.

Nature of a necessary “mistake” for s 8AAZN purposes

An “administrative overpayment” made pursuant to s 8AAZN(3) is an amount that “the Commissioner has paid to a person by mistake”. The word “mistake” is preceded in the subsection by the preposition “by”. Together, the words “by mistake” connote an “act or judgment” which is both the cause and contemporaneous with the Commissioner’s payment. Placing the expression in the context of s 8AAZN, the words “paid to a person by mistake” describe a cause which was present when an overpayment was made. It follows that mistakes of a retrospective or ex post facto nature cannot activate the section.15

Statutory construction of the words “paid to a person by mistake” in the wider contexts of Pt IIB TAA53, the GSTA99 and associated tax legislation introduces further qualifications. The mistake must be an act or judgment which is wrong or incorrect in a way which can be made in an automatic transaction and does not undermine the validity of taxpayers’ self-assessment (discussed above). An entity’s entitlement to a tax refund cannot be denied by the Commissioner until the RBA of the entity is corrected by the filing of (another) GST return or the issue of an assessment.16

Consistently, Steward J in Auctus said that the type of mistakes made by the Commissioner to which s 8AAZN was directed were “mistakes made in the administration of an RBA”. Examples of an administration mistake which his Honour gave were payment to the wrong person, payment arising from a misallocation of tax debts, and payment arising from computer error.17

Auctus

At first instance, the Federal Court in Auctus disallowed the Commissioner’s attempt to use s 8AAZN(1) to recover a tax refund automatically paid to Auctus Resources.18 The refund was paid in 2014 as the consequence of a research and development tax offset claimed in the company’s 2013 income tax return.19 Not until 2019 did the relevant authority establish that the refund was not due. In some ways, the facts of Auctus closely paralleled those of MWB Accountants.20 Refund payments were automatic, and the recipient’s entitlement was self-assessed in each case. However, the Commissioner in Auctus paid the refund directly to the company which claimed it and not to the financial institution account of a tax agent intermediary.

Refund recovery proceedings in Auctus began in September 2019 when Auctus Resources received a s 8AAZN notice stating that the Commissioner required repayment of “an amount paid to you by mistake being an amount to which you are not entitled”.21 The facts of Auctus were anomalous. Recovery of the overpaid amount by amended assessment was not possible when it was finally determined that the company was not entitled to the payment.22 Legislation enabling the Commissioner to amend the company’s 2013 assessment was post-dated23 and transitional legislation conferring a comparable power was repealed before the taxpayer’s non-entitlement to the refund was determined.24

In reply to the s 8AAZN notice, Auctus Resources asserted that the refund it received in 2014 had not been paid “by mistake”, nor was there any “administrative overpayment” in the sense required by s 8AAZN(3). The Commissioner instead had given effect to what the taxpayer had claimed in its self-assessed tax return.25

The Commissioner made a logical error, the taxpayer said, by relying on subsequent events in order to justify the making of an earlier “mistake”. The “administrative overpayment” definition in s 8AAZN(3) was inapplicable where the Commissioner made no “error in action, opinion or judgement … misconception or misapprehension” at the time that the payment was made.26 Additionally, the Commissioner’s action undermined a safeguard contained in Australia’s tax legislation.27

Steward J held that the mistake required by the “administrative overpayment” definition in s 8AAZN(3) had to be “the activating cause of the overpayment”. A mistake of this nature had to be made by (or imputed to) the Commissioner in order to satisfy the words “an amount the Commissioner has paid to a person by mistake”.28 His Honour’s views correlate with the Full Court of the High Court of Australia’s view in Australia and New Zealand Banking Group Ltd v Westpac Banking Corporation that “fundamental mistakes” are needed to base general law restitutionary recovery of mistaken payments.29

Entitlement mistakes were not the sort of “mistake” with which s 8AAZN is concerned, Steward J added. The Commissioner does not make this type of mistake. The scheme of the Income Tax (Transitional Provisions) Act 1997 (Cth), the Industry Research and Development Act 1986 (Cth) and relevant provisions of the ITAA36 and the Income Tax Assessment Act 1997 (Cth) were to the contrary. Entitlement mistakes are made by self-assessing taxpayers.30

His Honour then examined the right way to recover research and development tax offset refunds paid to persons who were not entitled the refunds:31


“The Commissioner should have used the mechanism created by that former Subdivision [Subdiv 67-L] of the Transitional Act to recover the tax refund.”



Parliament plainly so intended.32 Section 8AAZN was more limited. The Commissioner had given that section a competence which made the Act’s other provisions otiose.33

“It follows that, in my view,” Steward J said, s 8AAZN is directed to “errors, essentially administrative or procedural in nature”, such as “a payment to the wrong person, a payment arising from a misallocation of tax debts, or a payment arising from a computer error”.34 This is a significant passage. Section 8AAZN is denuded of the operation for which the Commissioner contended in MWB Accountants and Auctus.

Perhaps the Commissioner overreached statutory legalities in attempting to make s 8AAZN do the work of traditional assessment and amended assessment procedures.35 The Commissioner’s claim in MWB Accountants had the same characteristic — combined with an additional unfairness. For more than a year, the Commissioner invoked taxpayer confidentiality obligations owed to MWB’s client in order to prevent MWB from learning details of the s 8AAZN liability added to its RBA.

Conclusion

Accountants, lawyers and tax agents should be concerned when client-related administrative overpayments are added to their RBAs. The practice is contrary to the terms of relevant legislation and to the relationship which exists between tax information professionals and their clients.

John Glover, FTI

Barrister

Victorian Bar

 

Note: Dr Glover was counsel for MWB Accountants before the County Court of Victoria and the Victorian Court of Appeal.
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Division 7A loan repayments: part 2

by David Montani, CTA, National Tax Director, Nexia Australia


In part 1 of this article, the author discussed the common practice of making the minimum annual Div 7A loan repayment by way of setting off against a dividend declared by the company. Risks, albeit low, arise where minutes documenting the resolution to declare the dividend are filed late, or the distribution statement is provided late to shareholders. In part 2, the author considers circumstances where the particular structure does not naturally provide for the creation of mutually opposing obligations for set-off between lender and borrower. This often leads to repayments purportedly being made via a round-robin of payments by journal entries. The ineffectiveness of this leads not only to Div 7A deemed dividends, but also to broader tax and commercial issues and risks, for both clients and practitioners. The article sets out a number of suggested practical solutions to these issues. This article is again written on the basis of an assumed level of Div 7A knowledge, and thus does not cover every relevant technical point.



Introduction

Division 7A in Pt III of the Income Tax Assessment Act 1936 (Cth) (ITAA36) is an integrity regime that seeks to prevent shareholders and associates from accessing a private company’s profits where the funds have borne tax only at the company rate. Part 1 of this article set out the background behind Div 7A’s enactment, the abovementioned mischief that it seeks to redress, and the deemed dividend means that it uses to achieve its objectives. That led into the ongoing compliance requirement of making a minimum annual repayment towards a complying Div 7A loan.

As part 1 of this article discussed, Div 7A loan repayments are almost never made by transferring money. Rather, they are typically made by way of set-off against a dividend declared by the company. Where the borrower is also a shareholder, declaring a dividend creates the required mutually opposing obligations to effect a cashless repayment in this way. That is, the company owes the declared dividend amount to the shareholder/borrower, and the shareholder/borrower owes the Div 7A-compliant liability to the company.

In part 2, we move on to common circumstances where the structure does not naturally provide for creating mutually opposing obligations. The means used to effect repayments in these circumstances are often ineffective, exposing clients to Div 7A’s self-executing outcome of a deemed dividend, as well as commercial risks. However, there are practical alternatives that will facilitate the effective making of minimum annual repayments.

No mutually opposing obligations – what then?

The three examples set out in part 1 of this article all feature structures in which mutually opposing obligations can arise naturally between lender and borrower. While they all require doing something in order to create the required mutually opposing obligations (eg declare a dividend, appoint trust income), they are normal processes readily able to be carried out in the ordinary course of those structures.

But what if a structure does not naturally provide for the creation of mutually opposing obligations between lender and borrower? This situation arises frequently, and it requires something additional in order to legally effect payments of money. These issues are addressed in the continuation of examples from part 1.

Example 4. Set-off not an option (yet)

Example 4 sets out a common structure that does not naturally provide for payments by way of set-off (see Diagram 8).

During the 2018-19 income year, the company made a loan to Ron, who is an associate of the company’s sole shareholder. The loan was made Div 7A compliant before the lodgment day for the company’s 2018-19 income tax return. This is a variation of example 1 in part 1, reflecting a more common structure, and making this situation more realistic. Similar to example 1, Ron is required to make a minimum annual repayment of $49,916 to Benson Pty Ltd by 30 June 2020. However, the problem with this scenario is that the company (lender) declaring a dividend does not create an obligation owing directly to Ron (borrower). It is essential that such an obligation owing by the company directly to Ron exists in the first place in order to set-off against Ron’s debt owed to the company, just like in part 1’s example 1.

Despite the above, this is what is typically done each year in this situation in order to comply with Div 7A:

1. Benson Pty Ltd resolves to declare a dividend of $50,000 on 30 June. This is a liability owing to the trust (and a receivable in the trust); and

2. the trust appoints trust income, represented by the dividend, to Ron on 30 June.1 This creates an unpaid present entitlement (UPE) owing to Ron.
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Diagram 9 illustrates the above two steps, resulting in what arises on 30 June.

As noted earlier, in order for two parties to effect payments to each other by way of set-off, it is essential that there be mutually opposing obligations between those two parties. However, it can be seen in this example that there are no mutually opposing obligations between Ron and the company. Despite that, the following series of journal entries are typically subsequently posted in the respective accounts of the trust and Benson Pty Ltd.

Journal series 1

The first series of journal entries records Benson Pty Ltd’s declaration of the dividend, and Ron’s Trust appointing that dividend income to Ron (see Tables 1 and 2).


Table 1. Company journal entry




	Benson Pty Ltd




	Records this transaction

	Date

	Account

	DR
$

	CR
$




	Declare dividend

	30 June 2020

	Dividend paid

	50,000

	 




	Dividend payable to Ron’s Trust

	 

	50,000










Table 2. Trust journal entries




	Ron’s Trust




	Records this transaction

	Date

	Account

	DR
$

	CR
$




	Dividend receivable

	30 June 2020

	Dividend receivable from Benson Pty Ltd

	50,000

	 




	Dividend income

	 

	50,000




	Appoint trust income to Ron Benson

	30 June 2020

	Distribution

	50,000

	 




	Ron Benson – UPE

	 

	50,000









Journal series 2

The second series of journal entries eliminates the $50,000 credit and debit–balance accounts in Ron’s Trust, and that flows through to journal entries in Benson Pty Ltd that reflect Ron purportedly having made his Div 7A minimum annual repayment (see Tables 3 and 4).


Table 3. Trust journal entry




	Ron’s Trust




	Date

	Account

	DR
$

	CR
$




	30 June

	Ron Benson – UPE

	50,000

	 




	Dividend receivable from Benson Pty Ltd

	 

	50,000










Table 4. Company journal entry




	Benson Pty Ltd




	Date

	Account

	DR
$

	CR
$




	30 June

	Dividend payable to Ron’s Trust

	50,000

	 




	Interest income

	 

	15,297




	Loan to Ron Benson (Div 7A)

	 

	34,703









The second series of journal entries eliminates the dividend payable that Benson Pty Ltd owes to Ron’s Trust, with the other side recording Ron’s “payment” of the Div 7A minimum annual repayment of principal and interest. The calculation of the interest component is as per example 1 in part 1.

In other words, these journal entries record the following round-robin of payments that purportedly happened on 30 June:

1. Benson Pty Ltd pays out its $50,000 liability owing to Ron’s Trust;

2. Ron’s Trust pays out the $50,000 UPE owing to Ron; and

3. Ron makes a $50,000 payment to Benson Pty Ltd, covering his Div 7A minimum annual repayment obligation.

Is this effective?

As noted before, the problem in the above scenario is that there are no mutually opposing obligations between any two parties. Therefore, no payments can be effected by way of set-off, and so none of the above payments have legally been made. The passing of the journal entries do not themselves effect any payments. In the end, this means that Ron did not in fact make any payment to Benson Pty Ltd. Under s 109E ITAA36, the shortfall causes Benson Pty Ltd to be taken to have paid a dividend to Ron of $49,916.

Why example 4 is different

The scenario in example 4 is different to examples 1, 2 and 3 in part 1 in two important respects. First, as has been noted, the earlier examples feature structures in which mutually opposing obligations can be directly created, and thus enable payments by way of set-off. The contentious issue that arose there was the minute-filing and distribution statement administrative deadlines. In any event, missing those deadlines does not automatically result in a self-executing breach of Div 7A. That is why there is room for taxpayers to gauge the risk of whether the potential consequences set out might or might not happen, and which might or might not result in fines or deemed dividends arising. However, in example 4, there is a clear breach of s 109E, which automatically triggers a deemed Div 7A dividend of $49,916 to Ron.

Second, as practitioners, we know (or ought to know) that this outcome arises. Strictly speaking, preparing and signing off on Ron’s tax return as tax agent, knowing that it omits an amount of assessable income, risks breaching the Code of Professional Conduct in Pt 3 of the Tax Agent Services Act 2009 (Cth). The deemed dividend is also a required disclosure on the company’s tax return.

Again, what’s the risk?

The flawed approach in example 4 has been widely applied for over two decades, and yet the Commissioner of Taxation seems not to have made an issue of it. Accordingly, you might be excused for thinking that the ineffective round-robin of “payments” in the example 4 scenario does not seem to matter in practice. That is, despite the annual minimum repayment not actually being made, Div 7A is being complied with on paper at least, there is no revenue leakage, Ron will pay his top-up tax on the dividend appointed to him each year, and the provisions are achieving their policy objectives. Therefore, why would the Commissioner disrupt this longstanding objective-achieving, albeit flawed, practice?

Well, in situations no more complicated than example 4, it seems that, on the quiet, the Commissioner probably won’t. However, that is not the end of the matter, for two reasons. First, it takes only a slight variation to example 4 to create a revenue risk which the Commissioner will, entirely justifiably, seek to redress. And second, outside of the world of tax, example 4 creates commercial risks for our clients, in particular, compromised asset protection.

Let’s consider each of these.

Variation to example 4

Former ATO technical director Vincent Licciardi recently drew attention to the fact that the mere posting of journal entries does not execute payments or a transaction. Here’s the case example he cited (see Diagram 10):

The start point is that XYZ Pty Ltd made a $2m loan to Mr A (which, presumably, was subject to Div 7A). XYZ Pty Ltd then declared a dividend, and XYZ Trust appointed the dividend to Mr A’s father (a foreign resident). What then purportedly happened was the following round-robin of payments:

1. XYZ Pty Ltd paid the dividend to XYZ Trust;

2. XYZ Trust paid out the present entitlement owing to Mr A’s father; and

3. Mr A’s father repaid the initial company loan on Mr A’s behalf.

Mr Licciardi pointed out that the above payments were reflected only by way of posting journal entries. There were no transfers of money, and no documentation. Further, Mr A’s father was unaware of his trust entitlement or the broader series of purported payments.

The journal entries posted in XYZ Pty Ltd’s accounts probably looked something like those set out in Table 5.


Table 5. Company journal entries




	XYZ Pty Ltd




	Date

	Account

	DR
$

	CR
$




	30 June

	Dividend paid

	2,000,000

	 




	Dividend payable to XYZ Trust

	 

	2,000,000




	30 June

	Dividend payable to XYZ Trust

	2,000,000

	 




	Loan to Mr A (Div 7A)

	 

	2,000,000









Mr Licciardi did not specifically mention any particular anti-avoidance rules that the lack of effective payments would enliven, but the situation is a textbook “reimbursement agreement” under s 100A ITAA36. Broadly, s 100A is designed to combat the apparent conferral of a present entitlement to one person, but another person in fact benefits from it. In the above case, Mr A is the one who really benefits from a purported conferral of trust income to his father.2

If not for the s 100A anti-avoidance provisions, there would be revenue leakage, as the dividend — presumably franked — is appointed to a foreign resident. That would mean it is exempt from non-resident withholding, and it is not assessable in Australia. In other words, an Australian resident is who really benefits from the trust distribution, but no top-up tax is collected. The effect of s 100A is to shift the assessing of the trust distribution to Mr A, being the person who actually benefited from it.3

The result of that round-robin of “payments” not being legally effective leads to the consequences under Div 7A. Under the false belief of the loan having been repaid, Mr A and XYZ Pty Ltd presumably did not execute a complying Div 7A loan agreement. Therefore, as Mr A’s loan was not in fact repaid by the lodgment day, that would have triggered a Div 7A deemed dividend.

Compromised asset protection

The second issue arising in example 4 relates to asset protection. A common feature of asset protection strategies is to shield personal and non-business assets from exposure to business risk. The $285,000 loan that Benson Pty Ltd made to Ron in example 4 is an asset of the company and is thus exposed to the risk of claims against the company, whether by creditors or by a litigant. That could result in the loan being called in, exposing Ron’s personal assets, such as his family home.

As the loan to Ron is purportedly repaid over time while, on paper, complying with Div 7A, it is not being replaced by another asset. The reason is that the other side of the reducing loan asset in Benson Pty Ltd’s balance sheet is the extraction of retained profits due to the dividend declared each year. However, the ineffectiveness of journalising the round-robin of “payments” each year means that Benson Pty Ltd’s balance sheet misrepresents reality. Despite it showing no liability owing to Ron’s Trust, the company has in fact maintained an accumulating liability owing to the trust — because it never actually paid down the liability. But more importantly, the company’s balance sheet showing a declining debit loan balance to Ron is wrong. The company in fact continues to have a full $285,000 receivable asset plus accrued interest — again, because Ron never actually made any repayments to the company.

In the event of a claim against the company, it is there for a creditor/litigant to determine through the discovery process that Benson Pty Ltd’s assets are in fact greater than the balance sheet suggests, ie the full $285,000 loan to Ron plus accrued interest is still an asset. And that means Ron’s family home and other personally held assets are exposed.

This, of course, would come as a complete shock to Ron. He trusted his tax agent all these years to manage his taxation affairs and asset protection planning, and this claim against his business could now cost him far more than it otherwise would.

Solution?

The Commissioner would almost certainly utilise s 100A or other anti-avoidance means to challenge the effectiveness of the purported round-robin of payments in a Diagram 10 situation, with the resulting re-assessing of the trust distribution and the Div 7A consequences. However, there is no guarantee that he would not do so in the more benign Diagram 9 situation in example 4, although experience tells us that the risk is very low. Aside from that, there is the asset protection failure arising from the fact that the full amount of the $285,000 loan to Ron plus accrued interest is still an asset of the company.

So, is there a practical solution to the Diagram 9 situation in example 4? (We know paying money is virtually never an option.) There may be other solutions, but the author poses two, one for each of the following:
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1. future loans made by Benson Pty Ltd; and

2. existing Div 7A loans made by Benson Pty Ltd.

The different solutions for existing loans and future loans will put a cap on the amount of work involved, and the cost to your client.

Future loans

The purpose of this solution is to ensure that, for future loans, the situation of a loan directly between the company and Ron (as illustrated in Diagram 8) simply does not arise in the first place. This also means that future loans are not dealt with by progressing to the problematic Diagram 9 situation. Rather, an alternate pathway to Diagrams 8 and 9 is taken. This is achieved by Benson Pty Ltd and the trustee of Ron’s Trust each passing a resolution to the effect that any future payment that Benson Pty Ltd makes to Ron, unless specifically treated otherwise (eg payment of salary), is:

– a constructive advancement of a loan by Benson Pty Ltd to Ron’s Trust; and

– a subsequent constructive advancement of a loan by Ron’s Trust to Ron.

The concept of making constructive payments is well-established, provided the intent to make such payments is clear. The above will cause the nature of future drawings from Benson Pty Ltd to differ from that in Diagram 8, and will instead effect the situation set out in Diagram 11.

Diagram 11 is similar to Diagram 4 in part 1 of this artricle, but differs in two critical respects. First, Benson Pty Ltd’s loan to Ron’s Trust will need to be placed under a complying Div 7A loan agreement, otherwise a deemed dividend will arise. Just like in Diagram 3 in part 1, Benson Pty Ltd can declare a dividend to effect the minimum annual repayment by way of set-off.

Second, as there is no UPE owing by Ron’s Trust to Benson Pty Ltd, the loan by Ron’s Trust to Ron is not subject to Subdiv EA of Div 7A (like in example 3 in part 1). Further, on the basis that Benson Pty Ltd’s loan to Ron’s Trust is placed under a complying Div 7A loan agreement, the Commissioner’s view is that the notional interposed loan that can be taken to arise between Benson Pty Ltd and Ron is reduced to nil.4 This means that the loan by Ron’s Trust to Ron can be left as it is, with no consequences under Div 7A. In other words, Div 7A does not wield its deemed dividend stick over that loan, and thus Ron’s Trust is not compelled to charge interest and Ron is not compelled to make any repayments.
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In summary, the loan by Ron’s Trust to Ron can be left as is with no Div 7A consequences, and Benson Pty Ltd’s loan to Ron’s Trust can be made Div 7A compliant, and minimum annual repayments effected by way of set-off against dividends declared.

The result is that example 4’s Div 7A breaches and asset protection failure do not arise, and Div 7A can be complied with in a way that is effective.

Interest deductible?

There is, however, the matter of whether the interest that Ron’s Trust incurs on its Div 7A loan from Benson Pty Ltd is an allowable deduction under s 8-1 ITAA97. Broadly, when determining the deductibility of interest, we must look to the purpose of the borrowed funds and the use to which the borrowed money has been put.

The constructive payments make it clear that the use to which Ron’s Trust has put the borrowed funds is to make its loan to Ron. If Ron’s Trust does not charge interest on that loan to Ron, it is open to conclude that the trust has put its borrowed funds to a use other than deriving assessable income. The consequence of such a conclusion is that the interest incurred by Ron’s Trust on the loan from Benson Pty Ltd is not deductible. This may be an acceptable outcome if Ron uses his borrowed funds for private purposes. As he would not be entitled to a deduction for interest charged by Ron’s Trust in any case, the outcome is effectively tax neutral (ie the taxable income of Ron’s Trust will be higher, either because of adding back the non-deductible interest, or earning assessable interest income on the loan to Ron).

Alternatively, if Ron uses his borrowed funds for an income-producing purpose, the sensible course would be for Ron’s Trust to charge interest. This would result in symmetrical tax outcomes overall — assessable interest income in Benson Pty Ltd, deductible interest expense for Ron, and neutral for Ron’s Trust (deductible interest expense, assessable interest income). While a Div 7A loan agreement between Ron’s Trust and Ron is not required, and the loan can be interest-only, it is preferable to document the terms in writing.5 Demonstrating a profit motive under the on-lend arrangement assists the case for the interest Ron’s Trust incurs on its loan from Benson Pty Ltd being deductible. This can be achieved by Ron’s Trust charging Ron an interest rate that is higher (even if only by 0.1%) than the Div 7A benchmark interest rate it is incurring.

Existing Div 7A loans

Existing loans directly between the company and Ron as illustrated in Diagram 8 are already in place, and attempting to redirect them by journal entry into a Diagram 11 on-lend scenario is of course ineffective. These existing loans will generally need to be dealt with as they are. That means undertaking the typical dividend declaration and appointment of trust income that lead to Diagram 9.

However, this solution then requires the doing of one additional thing on 30 June each year after declaring the dividend and appointing the trust income as per Diagram 9:

– Ron’s Trust assigns its $50,000 receivable (owed by Benson Pty Ltd) to Ron.

This has the effect of the trust paying down the UPE that it owes to Ron. Instead of doing so by paying $50,000 in money, the trust is simply doing so by handing over $50,000 worth of property.

Looking back at Diagram 9, the assignment will then produce the outcome set out in Diagram 12.

Ron’s Trust no longer has a $50,000 receivable owed to it by Benson Pty Ltd (because the trust assigned it to Ron), and it no longer has a $50,000 UPE liability owing to Ron (because the assignment paid it down). Also, Ron no longer has the $50,000 UPE owing to him because the trust paid it out by giving him an asset worth $50,000, being the receivable owed by Benson Pty Ltd. This situation does not involve any debt parking, and it is presumed that the assigned $50,000 receivable is worth its face value. That also means Ron’s Trust is disposing of its asset receivable with a cost base of $50,000 for capital proceeds of an equal amount. Accordingly, no capital gain or loss arises to Ron’s Trust.

Now we have the required mutually opposing obligations between the company and Ron to make legally effective payments by way of set-off. Benson Pty Ltd owes Ron $50,000, and Ron owes $285,000 to Benson Pty Ltd. These obligations can be set off to the extent of the lower of the two amounts, being $50,000. This will effect payment covering the $49,916 minimum annual repayment under the complying Div 7A loan agreement on 30 June. The payments by set-off are now essentially no different to example 1 in part 1 of this article.

The above legally effected transactions and payments would be subsequently recorded in Benson Pty Ltd’s accounts as set out in Table 6.

The above approach can be undertaken each year for all existing loans, and they will be repaid come the end of their respective loan terms. Accordingly, if the suggested approach for future loans is adopted, the need for having to do the above effecting payments by assignment will come to an end on the most recent existing loan being fully repaid.
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Table 6. Company journal entries




	Benson Pty Ltd




	Records this transaction

	Date

	Account

	DR
$

	CR
$




	Liability owing to trust assigned to Ron Benson

	30 June 2020

	Dividend payable to Ron’s Trust

	50,000

	 




	Liability owing to Ron Benson

	 

	50,000




	Set-off of mutually opposing obligations

	30 June 2020

	Liability owing to Ron Benson

	50,000

	 




	Interest income

	 

	15,297




	Loan to Ron Benson (Div 7A)

	 

	34,703









Shareholder not a trust

Where the shareholder in Diagram 8 is not conveniently a discretionary trust, the above approach is not available. For example, if the shareholder were another individual, achieving the required mutually opposing obligations between the company and the borrower will require a different pathway again.

Example 5. Non-trust shareholder

Let’s assume the same circumstances as in Diagram 8, except that the shareholder is another individual. The borrower similarly needs to make a minimum annual repayment of $49,916 to the company. This could be achieved by undertaking the following:

1. the company declares a $50,000 dividend, and this is crystallised as owing to the shareholder;

2. the shareholder lends $50,000 to the borrower; and

3. the shareholder advances the above loan, not by paying $50,000 in money, but by assigning to the borrower its $50,000 asset receivable.

The crystallising of the dividend payable to the shareholder by name reflects an implied agreement to constructively pay the dividend, and the shareholder to constructively advance a loan to the company.

The above results in the borrower owing $50,000 to the shareholder. Further, the asset that the borrower now has, funded by that loan from the shareholder, is the asset receivable owed by the company. The borrower and the company will now have mutually opposing obligations, just like in Diagram 12. Payments can then be made by way of set-off. This process is illustrated in Diagram 13.

The result is that the borrower has fulfilled the requirement to make the minimum annual repayment to the company.6 The final outcome is similar to Diagram 2 in part 1 of this article. The difference here is that the shareholder and the borrower are two different people, “bridged” by the $50,000 loan between them.7

Assignment deed

Effecting the above assignments in Diagrams 12 and 13 requires executing legal documentation. The assignment deed is a legal document that must be drafted by a legal practitioner. Ideally, all three parties should be signatories. The author suggests that tax agents adopt the same approach as generally taken with Div 7A loan agreements referred to in part 1. That is, engage a legal practitioner to prepare a template assignment deed under terms that permit re-use over and over with different clients. As the tax agent entering the client’s details into the template deed is merely the performance of an execution service, there is no authoring involved, and thus no legal service is provided. Again, this is no different to the common approach with Div 7A template loan agreements. Where the shareholder is a trust (ie Diagram 12), minutes can also be prepared to document the trustee’s decision to pay down the UPE owing to the borrower by way of assigning the receivable owed by the company.
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The above can be a standard annual practice conducted in June each year. The amount of the minimum annual repayment is known almost a year in advance. Accordingly, the minimum amount of receivable that the trust or other shareholder needs to assign — equal to the minimum amount of dividend needed to be declared — is also known at that advance time. Where there are multiple Div 7A loans to a particular borrower, only one assignment is required, covering the total of minimum annual repayments required. This would not be overly administratively burdensome and would redress the compromised asset protection issue. The sleep-well-at-night benefit is the value provided to clients — and to practitioners.

“The value proposition to the client is the sleep-well-at-night factor …”

General anti-avoidance

A detailed examination of Pt IVA is beyond the scope of this article, and it is always difficult to consider and apply Pt IVA in the abstract as it is heavily fact-dependent and needs to be considered with any and every fact scenario. Nonetheless, it is worth making some general observations.

Under s 177C(2) ITAA36, certain actions that result in an amount of assessable income not arising are not regarded as the obtaining of a tax benefit. However, undertaking actions that will result in no Div 7A deemed dividend arising is not one of them.

Accordingly, we would need to consider the eight factors in s 177D(2) to which regard must be given when considering the objective test of whether a scheme was carried out for the dominant, but not incidental, purpose of obtaining a tax benefit. It can be said that all that the above examples do is demonstrate alternative ways of making legally effective payments, the purpose of which is to comply with contractual obligations under a lending agreement. Further, complying Div 7A loans are transparent and relatively uncomplicated, they bring form and substance into alignment, and the results under the tax Acts are as intended. Accordingly, it is arguable that the consequence of a Div 7A deemed dividend not arising is an incidental outcome of the lending arrangement. All things considered, it is highly unlikely that the Commissioner would seek to apply Pt IVA to any of the above suggested solutions.

Systematic approach across client base

The above scenarios present a value-added consulting opportunity among our clients. One way to capture this value across a client base is to note the clients who are in the kind of scenarios illustrated in examples 4 and 5 as 2020 compliance work is completed. The issue can be raised in the meeting or discussion following completion of the work. The value proposition to the client is the sleep-well-at-night factor in the knowledge that exposure to Div 7A deemed dividends for existing loans is mitigated, and that the asset protection risk is being managed. If the client agrees, the assignment deed and minutes can be completed the following June, and the same each year thereafter until existing loans are all repaid.

On the other hand, if a client hears what you say, but decides to do nothing further, so be it. Document on file that you made the client aware of the risks, tax and commercial. While this is not entirely satisfactory under the Code of Professional Conduct in the Tax Agent Services Act 2009, experience again informs us that this is another low-risk scenario, for the practitioner this time. It is at least an improved situation over that of the client being unaware.

Reform of Div 7A

The long-awaited reforms to Div 7A continue to elude us. Whatever reforms might eventually be implemented, the requirement to make repayments against Div 7A loans will continue to be a key feature of the regime.

Conclusion

Division 7A and its s 108 ITAA36 predecessor are necessary while there is a wide enough gap between the company tax rate and the top personal rate plus Medicare levy. In living memory, this has been the situation for all but a two-year period in the mid-1980s.

As discussed in part 1 of this article, most Div 7A loan repayments are made by way of set-off against a dividend declared by the company. The key issue there is that the dividend is validly declared. In part 2, we moved on to scenarios where round-robin payments are not effective, and additional steps are required to validly effect cashless repayments. Examples 4 and 5 illustrate very real taxation and commercial risks, for both clients and practitioners. They are thus worthy of our attention, and worthy of educating clients and offering a solution. For those clients who embrace your solution, the consulting value is there to be captured.

David Montani, CTA

National Tax Director

Nexia Australia
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6 The shareholder has essentially taken the $50,000 dividend received and invested the entire amount into a new asset, being the loan advanced to the borrower. Therefore, any top-up tax liability will need to be funded from other sources. As the company has made a payment to the shareholder that is an assessable dividend, it is unlikely that the Commissioner would determine that the company made any notional payment to the borrower under s 109V ITAA36. Further, as the shareholder is an individual, the loan advanced to the borrower is not subject to Div 7A. However, if the shareholder were a company, the $50,000 loan may be subject to Div 7A.

7 The borrower must be genuinely indebted to the shareholder in order for the assignment, and thus creation of the mutually opposing obligations between the borrower and the company, to be effective. However, if the shareholder and borrower are spouses, the indebtedness could be regarded as subsequently repaid without any further actions. This may be so if the couple’s financial affairs are structured such that it could be said that both the loan advanced and liability owing arise out of a co-mingled pool of marital funds.
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Fifty shades of Greig: the spectrum of taxpayers in share trading

by Michael Bearman, CTA, Barrister, and Piotr Klank, CTA, Barrister, Victorian Bar


Greig v FCT is the latest in a long line of cases considering the taxation of share trading by reference to a wide survey and exact scrutiny of the facts and circumstances relevant to each decision. The authors consider the consequential development of the law by reference to the characteristics of the spectrum of some of the participants in share trading, which they have termed “gamblers”, “long-term investors”, “speculators” and “share traders”.



Introduction

The proper characterisation of gains and losses arising from trading in publicly listed shares invokes the fundamental distinction inherent in the income tax law between those gains and losses falling onto revenue account and those falling onto capital account. Unsurprisingly, courts have approached the distinction on “a wide survey and an exact scrutiny”1 of each taxpayer’s activities as established by the evidence on a case-by-case basis in the development of settled principles.

The approach is illustrated by the most recent appellate decision concerning the taxation of share trading, Greig v FCT.2 The court there stressed that it was a “well-established” proposition that “a gain will constitute income if the property generating that gain was acquired in a ‘business operation or commercial transaction’ for the purpose of profit-making by the means giving rise to the profit”, notwithstanding that “[p]revious authorities … tended to focus on the existence of the required profit-making purpose rather than upon the need for there to be a ‘business operation or commercial transaction’”.3

This article proposes an alternative consideration of the application of the tax law by reference to the characteristics of a spectrum of participants in share trading, with the attributes resulting in the tax consequences of their activities being seen as a consequence of their characterisation on that spectrum rather than the individual facts and circumstances of each case. With increasing trading activity in the share markets due to growth in the accessibility and sophistication of financial instruments and trading platforms, it is unsurprising that this spectrum and the unique characteristics and circumstances are wide and varied, ranging from natural persons making singular transactions in the nature of a bet to complex transactions by institutional investors.4 This article focuses on four types of taxpayers from that spectrum who may be termed “gamblers”, “long-term investors”, “speculators” and “share traders”.

The “gambler”

A gambling or wagering contract, strictly speaking, would result in no tax consequences, as: (1) any gain would arise solely as a windfall;5 (2) no loss would have the requisite purpose to give rise to an allowable deduction;6 and (3) the capital gains tax (CGT) consequences would be disregarded.7

The nature of a gambling contract at common law is governed by the celebrated case of Carlill v Carbolic Smoke Ball Co,8 where the essential characteristic of a wager was defined to be that each party might win or lose depending on the issue of an event, and the outcome of which thereby remained uncertain until that issue was known. That definition excludes any true acquisition and sale of shares from comprising a gambling contract. Accordingly, although a taxpayer may acquire shares for the mere chance of a gain and, in that economic sense, the circumstances would be no different to a bet placed with a bookmaker on the value of the share at a future time, the mere form of the transaction would engage different principles.

Nevertheless, in many ways the same economic substance of share trading may be achieved without any underlying acquisition of shares. For example, in addition to a true bet on an outcome, in TR 2005/15, the Commissioner accepted the possibility that gains and losses from the execution of financial instruments may be the product of gambling. The ruling considers the circumstances where a gain or loss from a financial contract for differences may be the product of gambling. Drawing on horse race betting cases, the ruling observed that: (1) gains that are dependent on a significant element of skill in contradistinction to chance are more likely to have tax consequences than gambling on merely random events; and (2) the more closely an activity is identified as being undertaken for private or recreational purposes, in contradistinction to commercial purposes, the less likely it is that it will have tax consequences.9

In Case X85,10 the Commissioner contended before the Administrative Appeals Tribunal that a loss suffered by a research scientist in an “isolated adventure” of trading share price index futures was the product of gambling and therefore not deductible. The tribunal rejected the contention on the basis that the activity in issue was essentially commercial, in the sense that it comprised buying and selling assets as part of a productive process.11 But the reasoning of the tribunal suggests that a different decision may have resulted if the transaction involved a contract for differences or some other type of arrangement outside of the ordinary “productive financial system”.12 To the same end, in TR 2005/15, the Commissioner considered but rejected an “alternative view” that tax consequences of cash-settled financial derivatives more broadly may be disregarded unless a business is carried on.13

The more difficult question for a gambler on the share markets is why a true bet (placed, for example, with a bookmaker by reference to a particular price (or range of prices) of identified publicly listed shares at a specified future time) should be treated any differently to an acquisition of shares merely because of the form of the transaction. The authors suggest that it should not, and that the true criterion for characterising a taxpayer as a “gambler” turns on whether the taxpayer’s conduct may be identified as an inherently rational means of deriving profits (at the risk of losses), or whether the nature of the conduct was truly derived from the psychological thrill of pursuing wins in an irrational context. That would result in a distinction for tax purposes between two main categories of shareholders. First, taxpayers betting (or equivalent) in circumstances where the odds payable on successful bets were controlled by the bookmaker (or equivalent), thereby suggesting that, with sufficient bets over a course of time, the odds would dictate that the gambler ultimately loses. Second, sophisticated taxpayers (say, a merchant bank) making bets on the stock market where the sophistication and size of the taxpayers enabled them to obtain control of the specific outcome in some way — whether by an underlying economic manipulation of the odds, by preferential industry advantage placing the taxpayers on a more level playing field with the bookmaker, by the odds being taken into account as part of the taxpayers’ wider activities (eg hedging foreign investment gains and losses), or otherwise — thereby rendering the betting as inherently rational conduct. Being carried out in a systematic business-like manner,14 those factors would tend to substantiate that a gain or loss was not of a private or recreational nature, but instead has the character of a business or commercial deal.15

The “long-term investor”

The long-term investor describes a taxpayer who has acquired publicly listed shares with the expressed purpose of holding them for dividend returns over the long term, and with the prospect of expanding capital wealth by the increasing value of a share portfolio over time. Given the steady increase in the value of the share markets over the past decades, the associated tax benefits arising for such taxpayers encourage this classification. That remains so notwithstanding complexities which may arise in some situations, such as in the case of the acquisition of shares listed on overseas stock markets, which may require a taxpayer to consider several matters, such as the application of double tax treaties and entitlement to foreign tax offsets. Those complexities were recently illustrated by Burton v FCT,16 where the Federal Court held that, consistently with art 22(2) of the Australia–US tax convention, Div 770 of the Income Tax Assessment Act 1997 (Cth) (ITAA97) only applied to that portion of a capital gain included in the taxpayer’s assessable income after the 50% CGT discount was applied to the gain.17

Nevertheless, in general terms, interest on borrowings would have the requisite income-producing purpose (ie the derivation of dividends) for it to be an allowable deduction, thereby enabling the scope for negative gearing, although it should be borne in mind that an enquiry into the purpose of borrowings is always permissible wherever allowable deductions for the borrowings exceed assessable income from the dividends.18

In addition, the 50% CGT discount would also be available for relevant taxpaying entities who hold shares.19 As such, the classic distinction between taxable revenue gains and formerly tax-free capital gains remains of significant ongoing relevance to taxpayers. The distinction is particularly relevant when it comes to circumstances where shares are sold either to maintain or rebalance a portfolio, and whether the way in which this is carried out (eg on a regular basis) causes the gain to be on revenue rather than capital account. That is especially so because the minimum 12-month period prior to the availability of the CGT discount20 is commonly misapplied as a sufficient, rather than necessary, entitlement to characterise shares as held on capital account. To put it another way, the considerations in relation to the classic distinction are relevant, and need to be considered, regardless of whether shares have been held for 12 months or more. For example, the decision in London Australia Investment Co Ltd v FCT21 continues to be relevant. In that case, although a taxpayer’s business was investing in shares with a primary purpose of obtaining income by way of dividends, the conduct of the business required that the portfolio should be given regular consideration and that shares should be sold when the dividend yield dropped below specified levels which, for practical purposes, was when the shares increased in value. The High Court held that a sale of the shares was a normal operation in the course of carrying on the business of investing for profit. It was not a mere realisation or change of investment. If the CGT discount had applied to the taxpayer in this case, any share that was held for 12 months or more would not have affected the characterisation of the profit as assessable on revenue account. As Steward J noted in Greig’s case:22


“In Whitfords Beach,[23] the profit-making plan commenced in late 1967 and assessable profits were made from 1971 over a period of years. It is not antithetical to a profit-making undertaking for a taxpayer to wait for the profit to become realisable, so long as that was the profit the taxpayer planned to secure. Waiting, without more, will not convert the profit eventually realised into an affair of capital.”



The “speculator”

The “long-term investor” has been characterised in contradistinction to the “speculator”, being a taxpayer who exercises skill and judgment in acquiring shares by way of a commercial transaction, with a profit-making purpose or intention. A key issue for the speculator is whether gains and losses should be brought to account under a “gross receipts method” (often referred to as the “basic approach”) or by “net profit accounting”. Under the former method, an allowable deduction is claimed when a share is acquired and income is recognised when it is sold. Under the latter, only the net profit or loss arising at the end of the transaction is recognised. Generally, the gross receipts method applies if a taxpayer carries on a business, and net profit accounting applies if the taxpayer engages in something less than that, namely, a profit-making undertaking, and the CGT rules do not apply.24

On a more cynical view, taxpayers making gains seek to be characterised as long-term investors in order to obtain the tax reductions from that characterisation (as in London Australia Investments), whereas those with losses seek to be characterised as speculators to obtain the allowable deduction. An example of the latter is Case X85, discussed above. The tribunal there, in allowing the claimed losses, stressed the commercial nature of the activities under the Myer Emporium principle.25

Greig’s case is another example. In that case, the taxpayer purchased shares in an ASX-listed company on 64 occasions over a 25-month period, at a total cost of $11.85m. He also expended $507,198 on legal costs in court proceedings whereby he contested a deed of company arrangement which otherwise compelled him to transfer the shares to a third party for nil consideration. Having lost that case, he incurred a loss of $11.85m on the disposal of his shares. His litigation with the Commissioner concerned the deductibility of that loss and of his legal expenses. It is of note that the parties conducted the case on the common footing that that deductibility was governed by the application of the Myer Emporium principle to the share acquisitions, notwithstanding that the principle concerned the assessment of gains.

The Full Federal Court26 found, on that footing, that the shares were acquired with a view that they be sold at a profit in the short term in a “business operation or commercial transaction” because: (1) the profit would have been the result of the implementation of an intention or a purpose existing at the time of the acquisition of each share of profit-making from their sale; (2) the realisation of profit formed part of the taxpayer’s overall sophisticated plan to generate cash profits prior to his retirement within four to five years; (3) the shares were acquired in a systematic fashion on 64 occasions; (4) of the taxpayer’s participation, either personally or through the agency of his adviser, in a plan to crystallise indirectly what the taxpayer perceived was the true value of the underlying asset owned by the company in which the shares were acquired; (5) the taxpayer used his business knowledge and experience, which was applied on each occasion he decided to buy shares; and (6) the taxpayer relevantly acted as a “business person”.27

On one hand, these expressions of the test reflect that the threshold for gains and losses to be on revenue account is not high, yet still requires a certain degree of sophistication. On the other hand, it is difficult to see that the majority was not influenced by the scale of the taxpayer’s conduct, and in his persistence in pursuing the shares for his view of their potential value through complex and expensive litigation challenging the deed of company arrangement. So much was apparent by the comment of Steward J that, notwithstanding the taxpayer’s statements to the contrary, the shares in issue were not acquired “in a meaningfully different way” from 218 other share purchases of the taxpayer who held upwards of 44 different stocks during the period in issue. As Steward J found, he “made gains as well as losses”.28

The “share trader”

A share trader’s dealings take the character of a continuing business enterprise. The tax treatment of a share trader is more complex, as a share trader is also likely to be engaged in other sophisticated trading activities involving more complex financial instruments (eg options and other derivative instruments). The trading stock provisions would normally apply. More sophisticated traders may seek to apply the specialised provisions for the taxation of financial arrangements under Div 230 ITAA97. On the other hand, trading losses of high-wealth natural person share traders, with taxable incomes above the $250,000 threshold for the application of Div 35 ITAA97,29 may not be deductible against non-share trading income due to the operation of that Division.

The question of whether a taxpayer is carrying on a business of share trading involves the general indicia of conducting a business, among many others, including: (1) repetition and regularity in the buying and selling of shares; (2) whether the taxpayer is operating to a plan, setting budgets and targets, and keeping records; (3) maintaining an office; (4) accounting for the share transactions on a gross receipts basis; and (5) whether the taxpayer is engaged in another full-time profession.30

The threshold to establish whether a taxpayer is carrying on a share trading business tends to be high. The cases are littered with taxpayers who have unsuccessfully contended that they were share traders seeking to claim allowable deductions for their losses. Examples include a retired engineer trading the market with his superannuation and a $600,000 investment loan,31 a council employee trading shares worth between $385,938 and $934,575 in an income year,32 and a dentist who claimed that he studied the share market in a business-like manner.33

On the other hand, in Case X31,34 a taxpayer established that she was carrying on a business of dealing in silver, albeit in a small way. In that case, she acquired several kilograms of silver in three separate transactions between January 1980 and September 1981. Her success was founded on the regularity and repetitiveness of her transactions, and a finding that each purchase was a commercial decision, carefully made after regular analysis of the market by the taxpayer. Moreover, as Steward J noted in Greig’s case,35 the cases indicate that it is unnecessary for taxpayers to personally conduct the activities, resulting in the finding that a business was being conducted; it was sufficient for the activities to be conducted by an agent.36 Hence, Steward J stated that:37


“… the fact that the taxpayer engaged a stockbroker to undertake his share trading, is of no moment. It may be accepted that the taxpayer was enormously busy and relied in large part on the services of [an agent] to undertake research, to meet company representatives and to undertake the trades. It is also accepted that much of the taxpayer’s own physical activity was limited to meetings with [the agent], monitoring his investments and undertaking some research.”



Concluding remarks

The title of this article was intended (wordplay aside) to highlight the spectrum of participants in the share market, and to prompt thinking about how an issue that has vexed many for more than a century38 might be approached in a different way. It goes without saying that care must always be taken not to supplant statutory requirements by simply referring to settled principles and judicial guidance from other cases. Furthermore, even settled principles require considered application to the particular facts in each case. However, for specific activities, such as the share trading considered here, the authors suggest that descriptive characterisations arising from a reverse-engineered consideration of the judicial process may assist in a perspicacious understanding of the apposite issues, and how they may be approached, in a more enlightened way.

Michael Bearman, CTA

Barrister

Victorian Bar

Piotr Klank, CTA

Barrister

Victorian Bar
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A Matter of Trusts

by Sam Campbell, ATI, Sladen Legal

Rectifying mistakes in trust deeds

This article discusses the challenges of rectifying mistakes in trust deeds by way of a deed of rectification, particularly in the context of tax disputes involving revenue authorities.

Unfortunately, it is not uncommon for trust deeds to contain mistakes.

While a deed of rectification noting and correcting the mistake is one common solution, the Full Federal Court decision in FCT v The Trustee for the Michael Hayes Family Trust1 illustrates the challenges of seeking to rectify mistakes in this way, particularly in the context of tax disputes involving the Commissioner of Taxation.

Briefly, the relevant facts of Hayes are as follows.

Relevant facts

On 24 February 2010, two new trusts were created, namely, the MJH Fixed Trust (fixed trust) and the MJH Trading Trust (trading trust). The purpose of the structure was to ensure that the trading trust would be a public trading trust for the purposes of Div 6C of the Income Tax Assessment Act 1936 (Cth) (ITAA36). To be a public trading trust, a trust must have been a “public unit trust” as that term was defined by s 102P ITAA36 which required, relevantly, that an “exempt entity” held not less than a 20% beneficial interest in the income or property of the trust or had the right to acquire such an interest.

The trading trust was established with 20% of the units issued being allocated to the fixed trust, and the other 80% to the Michael Hayes Family Trust (family trust). The fixed trust was established with two absolute beneficiaries: (1) the “second absolute beneficiary” which was defined as the MJH Superannuation Fund (superannuation fund) (an “exempt entity”) which held a 5% share in the trust fund of the fixed trust; and (2) the “first absolute beneficiary” being the family trust which held a 95% share. The trust deed of the fixed trust purported to give the superannuation fund an option to acquire any asset forming part of the trust fund of the fixed trust.

The issue was that the second absolute beneficiary was incorrectly identified in the schedule to the trust deed of the fixed trust as “Grawlex Pty Ltd ACN 080 401 092 as trustee of the MJH Superannuation Fund”. Grawlex had ceased to be trustee of the superannuation fund on 1 July 2007 and been replaced by an entity called Ragem Pty Ltd.

Parties’ contentions

It was the Commissioner’s contention that no “exempt entity” had an entitlement of the kind required by s 102P, and accordingly, the trading trust was not a “public trading trust”.

The taxpayer responded to this issue by drafting a deed of rectification of the trading trust, seeking to correctly identify the trustee of the superannuation fund as Ragem Pty Ltd (deed of rectification).

Decision of the Full Court

The court (Griffiths, Derrington and Steward JJ agreeing) first determined whether the error in the trust deed of the fixed trust was a mistake that could be effectively remedied by the principle of construction (that is, the trust deed of the fixed trust could be constructed to refer to the current trustee of the superannuation fund).

The Commissioner submitted that the definition of the second absolute beneficiary was not ambiguous. Grawlex Pty Ltd had been trustee of the superannuation fund and could assume that capacity again in the future. The Commissioner submitted that any ambiguity only arose because of the surrounding circumstances which led to the conclusion that Ragem Pty Ltd was in fact trustee. However, in the court’s view:2


“… this case is not really concerned with ambiguity in an instrument (whether patent or latent). In my view, this is a case about mistake. The parties mistakenly referred to Grawlex instead of Ragem. This is a mistake which can be cured by construing the reference to Grawlex to be a reference to the correct trustee of the MJH Superannuation Fund, namely Ragem.”



After consideration of whether a mistake had been made, the court concluded:3


“On the facts and circumstances here, and applying the two-step test articulated by Leeming J.A. in Seymour Whyte, I am amply satisfied:

(a) that applying the literal meaning of the named Second Absolute Beneficiary is an absurdity. It is an absurdity because Grawlex was not, at the time of the settlement of the MJH Fixed Trust, the trustee of the MJH Superannuation Fund and because the parties intended to create a structure whereby an exempt entity, being that Fund, would be a beneficiary of the MJH Fixed Trust; and

(b) that it is self-evident that in those circumstances the objective intention was to refer to the actual trustee, namely Ragem.”



The court then went on to consider whether the deed of rectification was in fact binding. After considering the terms of the deed of rectification (noting that no other evidence was led from any witness concerning the subjective intention of the settlor of the fixed trust), the court concluded that it could be received into evidence (and was legally binding between the parties to the deed, including the trustee and the beneficiaries) and was otherwise able to be relied on by the taxpayer as evidence of the mistake that had been made about the identity of the trustee of the superannuation fund.

However, the court also found that the deed of rectification could not bind the Commissioner:4


“The Commissioner can only assess taxpayers by applying the 1936 and 1997 Acts to the ‘taxable facts’ which apply in each year of income, to use the language of Barwick C.J. in Bailey v Federal Commissioner of Taxation [1977] HCA 11; (1977) 136 CLR 214. The Deed of Rectification, executed in 2018, in and of itself cannot change or alter those taxable facts.”



The court then quoted the High Court’s decision in FCT v Thomas5 which rejected the taxpayer’s submission in that case that directions obtained by the taxpayer from the Supreme Court of Queensland as to the construction of resolutions made by the trustee to distribute note income comprising, among other things, certain franking credits:6


“[the earlier High Court decision in Executor Trustee and Agency Co of South Australia Ltd v Deputy Federal Commissioner of Taxes (SA) [1939] HCA 35] is authority for the proposition that the general law rights of trustee and beneficiary inter se, to the extent that they are defined by a decision made in duly constituted proceedings, are defined as against the Commissioner unless the decision is set aside. In Executor Trustee, the earlier proceedings had determined rights inter se. There was no question of res judicata or of issue estoppel, and the separate declaration did not generate rights in rem against third parties. And, importantly, the earlier proceedings did not determine the application of the taxation law to those rights.

It follows that Executor Trustee is not authority for the proposition that the Commissioner, or a court under Pt IVC, should determine the application of the taxing acts otherwise than according to law. ‘When the revenue authorities come to impose a tax in relation to such rights [defined by order of the court], they must … take them as they in fact actually exist between the parties’ (emphasis added). But directions made under the equivalent of s 96 of the Trusts Act do not bind the Commissioner in the application of the taxation laws.”



However, the court did also state (noting that the observations of Hill J in Davis v FCT7 about the potential effectiveness of a deed of rectification in a tax matter were not necessarily inconsistent with Thomas) that such deeds may still operate in certain circumstances:8


“… a deed of rectification in relation to an agreement is effective in a tax appeal if all it does is ‘record that agreement as it always was’. In other words, it will be efficacious if the taxpayer otherwise proves that it confirms a taxable fact which had not been correctly recorded.”



Conclusion

Ultimately, the court found that the deed of rectification did not, and could not, retrospectively alter taxable facts established in previous income years nor bind the Commissioner except to the extent that it correctly declared inter partes rights between the parties to the trust deed of the fixed trust (Executor Trustee).

The court’s decision in Hayes provides that a deed of rectification seeking to correct a mistake about a fact underlying an agreement may still be effective, even where that fact is a taxable fact if the outcome is that it proves a taxable fact which has otherwise not been correctly recorded (Davis).

Although no other evidence was led by the taxpayer of the settlor’s subjective intention and the deed of rectification did not in itself provide sufficient proof of this intention, the court found that the deed of rectification was admissible as evidence of the intention of the parties to the trust deed (and potentially the trustee and beneficiaries of the fixed trust even though they were not technically parties) and to their mutual mistake as to the identity of the trustee of the superannuation fund.

Hayes shows that care needs to be taken in the use of deeds of rectification and that they are not, and should not be, treated as a panacea for all scenarios involving tax disputes where mistakes have been made in trust deeds.

Sam Campbell, ATI

Senior Associate

Sladen Legal
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Superannuation

by Daniel Butler, CTA, and William Fettes, DBA Lawyers

Six-member SMSFs: the pros and cons

Naturally, there are a range of advantages and disadvantages that need to be carefully considered before adding additional members to an SMSF.

Overview

The prospect of six-member SMSFs has moved a step further with the recent introduction of the Treasury Laws Amendment (Self-Managed Superannuation Funds) Bill 2020 (the Bill) into parliament. If the Bill is finalised as law in November, the increase to the maximum allowable number of members in an SMSF could commence as early as 1 January 2021.

Interestingly, the ATO’s latest statistics show that only around 7% of the total number of SMSFs (currently, that total is approximately 600,000) have more than two members (ie around 42,000 SMSFs). The ATO statistics also confirm that around 23% of SMSFs only have one member and 70% have two members. Given these numbers, there may not be a large uptake of funds seeking to increase their member numbers above the current maximum cap of four members.

The Bill proposes to amend various Acts, including the Superannuation Industry (Supervision) Act 1993 (Cth) (SISA93), to increase the maximum number of allowable members in an SMSF from four to six.

Naturally, there are a range of advantages and disadvantages that need to be carefully considered before adding additional members to an SMSF.

Accounts and statements

The Bill amends the current requirement for signing off an SMSF’s accounts and statements each financial year. The amendment provides that, when there are more than two directors of a corporate trustee, the accounts and statements must be signed off by at least half of the directors of a corporate trustee or, if there are individual trustees, at least half the number of individual trustees. For example, if there were six members in an SMSF, the annual financial statements should, subject to any stricter criteria specified in the SMSF deed, be signed off by at least three members (in their trustee/director capacity).

For this reason, the quality of the constitution for a corporate trustee and the quality of the SMSF deed become far more important when an SMSF can have up to six members. For example, some SMSF deeds give the power to appoint or remove trustees either to the majority of trustees or the majority of members by headcount. An example is outlined below where headcount may be inappropriate as, typically, in a family fund, mum and dad have the largest account balances.

The authors strongly recommend that a corporate trustee be used due to the many advantages that a special purpose company provides. Thus, for simplicity, this article will refer to directors of an SMSF trustee company from now on, rather than also referring to individual trustees as well.

Quality of documentation

As noted above, careful consideration should be given to the quality of the documentation used. In particular, clients should check to ensure that all decision-making powers and other rules are designed appropriately to reflect additional persons being admitted to an SMSF.

The trustee/member rules in s 17A SISA93 generally require that all members are also directors of the corporate trustee and vice versa. Therefore, typically, admitting new members will require these members to be appointed as directors of the trustee company first, provided they have attained 18 years of age. For a child under 18 years, their parent or guardian represents them at the trustee level until they are 18 years old and are then eligible to be appointed as a director.

However, some families prefer that the parents remain in control of the SMSF, and that they remain as the only directors of the corporate trustee and their children do not become directors. To achieve this, adult children may appoint their parents as their attorney under an enduring power of attorney to represent them at the trustee level. This allows the child to be admitted as a member (or, if they have recently attained 18 years, to remain as a member) without the onerous responsibility and associated risks of being an SMSF trustee/director.

Not all families agree with this philosophy and some like to empower their children, getting them more involved and taking greater responsibility, and consider it better to appoint their children as directors to have an appropriate level of input.

Naturally, the addition of new members who are also appointed as a director may complicate decision-making and paperwork at the trustee level. For example, decision-making in many standard SMSF deeds and company constitutions depends on a majority-based headcount of directors. This may provide a member with a low account balance with an equal vote.

In contrast, members with large account balances generally prefer decision-making to reflect the members’ respective account balances in the fund as a proportion of the total fund balance.


Example


Mum and dad between them may hold in excess of 90% of the fund balance and their four children may only hold 10% of the fund balance. If the voting reflected the number of members, the four children could outvote mum and dad. However, if the voting reflects account balances, mum and dad would have 90% of the vote and could not be outvoted by their children who only hold 10% of the fund’s total fund balance.





Certain SMSF deeds obtained from quality suppliers, such as an SMSF law firm, reflect member account balances in relation to trustee decisions. Moreover, where a corporate trustee is appointed, which is strongly recommended, the constitution is the relevant document that governs the decision-making process. This is where a quality constitution is essential, as special provisions are required to ensure that the directors’ votes are not simply a function of headcount. Careful consideration is also required as to whether a new member is provided any shares in the trustee company. Further, the class of shares and the rights and obligations relating to each share class should be carefully considered to provide the mum and dad clients (discussed in the example above) the ability, if desired, to control 90% of each directors’ and shareholders’ decisions. Certain constitutions obtained from quality suppliers facilitate the ability to provide this type of control and some include a guardian share that provides a right of veto in relation to each director and shareholder decision.

Alternatively, as discussed above, adult children may consider appointing their parents as their attorneys to represent them at the trustee level via their enduring powers of attorney. This may assist in ensuring that the parents maintain greater control of the fund and alleviates the children from administrative and other responsibilities.

Advantages of larger member funds

Having additional members in an SMSF may provide for greater flexibility in terms of investments, ie by enlarging the fund’s investment pool. This may be an advantage where the parents have attained their $1.6m total superannuation balance and are precluded from making further non-concessional contributions.

At times, SMSFs need extra cash flow but the $1.6m total superannuation balance limit precludes members from making more non-concessional contributions. Admitting further members may provide much-needed cash flow to the fund to make improvements on property owned by that SMSF or to take advantage of other investment opportunities that are available to that SMSF.

Larger families may also welcome the increased limit, as six members would allow mum, dad and up to four children to be involved in the same SMSF. In contrast, the current limit only allows up to two children in addition to mum and dad.

With added members, there is also the potential to accumulate more in superannuation overall, as each member also obtains their own contribution limits.

While there are some advantages to the ability of having a larger fund, naturally, on the flip side, there are some disadvantages.

Disadvantages of larger member funds

Self-managed superannuation funds can work well when all members agree and get along. However, the SMSF structure is not always suitable for managing conflict, and admitting additional members to an SMSF gives rise to a significant risk of there being more disputes and conflicts over time.

Separation and family law risk is also an important consideration. With the divorce rate in Australia being well above 40%, many families may experience separation or divorce where the retirement savings in the SMSF are more likely to become entangled in messy legal disputes in the context of new members being admitted.

One of the authors has, for example, been involved in a family law dispute where the parents’ SMSF included their two sons, one of whom was going through the divorce process. The soon to be ex-daughter-in-law was claiming a proportionate share of the $1m plus reserves in the fund, in addition to a substantial share of the son’s account balance. The son had only recently been admitted to the fund and his balance had not contributed towards the fund’s reserves. After some negotiation, the ex-daughter-in-law ended up getting a share of the reserves. The poor-quality documentation in this case did not assist the family’s cause.

Additionally, in recent years, the authors have witnessed an increasing number of death benefit disputes in relation to who should be paid the deceased member’s death benefit. Unless a death benefit is carefully managed, this could easily become problematic as families and relationships become strained and further disputes arise. The increasing number of recent disputes has highlighted that, even if there is a binding death benefit nomination (BDBN) in place, there might be a vexatious litigant and several recent BDBN disputes related to matters such as whether the change of trustee was effective1 or whether an attorney acting under an enduring power of attorney could make or change a BDBN.2

Naturally, succession planning and the future control of an SMSF become ever more important as more people become involved in fund management. Making sure a person’s wishes are properly documented becomes critical for those who do not have confidence in trusting the remaining directors who control the fund. In this regard, certain company constitutions provide for a successor director to help manage this risk in relation to loss of capacity and death.

Before admitting any member, you should always check whether they are a disqualified person. Any person previously convicted of an offence involving dishonesty is disqualified, wherever and whenever that offence was committed. It is surprising how many people have a “black sheep” in their family.

Other considerations

Most states and territories, including New South Wales, Victoria, the Australian Capital Territory, Western Australia and Queensland, only allow for up to four individual trustees. Accordingly, a corporate trustee is mandatory for funds that seek to have more than four members in these jurisdictions. As discussed above, a corporate trustee for an SMSF is strongly recommended in any event and for every jurisdiction in Australia.

Further, some SMSF deeds are hard-wired and only allow a maximum of four members and will need varying before more than four members can be allowed.

Conditional member provisions in an SMSF deed

Some SMSF deeds help to overcome a range of other issues that may be faced by SMSFs seeking to admit additional members. For example, some SMSF deeds contains express provision to admit members on a conditional basis. This allows a “conditional” member to be rolled over to another superannuation fund or paid out (if they have satisfied a relevant condition of release) on the occurrence of a specific event or at a specified time, eg if there is a material dispute or a member divorces or separates from their spouse. For SMSFs that may include members with a second spouse and blended families, the ability to remove a member on certain specified events minimises unnecessary disputes.

The Federal Court in Kafataris v DCT3 counted at least 21 beneficiaries of a single member fund. Having power to exclude potential beneficiaries can also assist in minimising the risk of paying out a death benefit payment where there is no BDBN.

Non-family members

Self-managed superannuation funds are generally only for a member, their spouse and children. However, SMSFs are not appropriate for others to share a fund, such as friends and colleagues etc. If a member runs a business, that member generally cannot have non-family employees join their SMSF. It is generally advisable to have them join a public offer fund or to set up their own SMSF, rather than joining the business owner’s SMSF. This limits the circumstances in which conflicts may occur between employees and the family

Conclusion

On balance, the ability to have up to six members in an SMSF enhances flexibility. However, in the absence of appropriate succession planning and having the right documentation in place, it could result in increased risk of major problems occurring, eg due to dysfunctional decision-making, disputes, and family law risk. Accordingly, expert advice should be sought to ensure that the SMSF trustees/directors and members are informed and aware of the advantages and disadvantages before proceeding.

Daniel Butler, CTA

Director

DBA Lawyers

William Fettes

Senior Associate

DBA Lawyers
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Alternative Assets Insights

by Nick Rogaris and Angeline Young, PwC

Continuing the build-to-rent conversation in Australia

Recently enacted NSW tax-related measures should remove some barriers to build-to-rent developments in Australia and may invigorate the conversation for reforms to increase the viability of this asset class.

A number of New South Wales tax-related measures in response to the COVID-19 pandemic have recently been enacted, including land tax relief for certain to build-to-rent (BTR) properties, relief for foreign owners from the stamp duty surcharge and land tax surcharge for certain BTR properties, duty concessions for first-home buyers, and payroll tax concessions.

This article discusses the impact of the recent land tax and foreign surcharge amendments to the BTR sector and encourages Australian governments and investors to continue the conversation on BTR properties to assist with addressing housing affordability and easing security pressures facing Australia’s future generations.

Overview of Australia’s private rental market

Australia currently houses one-third of its population in the rental market — and this statistic is much higher in our capital cities and among younger Australians (for example, 70% of 25 to 34-year-olds in Sydney rent their home). Of this, 40% of overall renters are considered “long-term”, holding this status for at least 10 years.

Australia’s weak tenancy laws and the fact that most rental homes are owned by individual investors mean that tenure is usually short term, the tenant has very few rights with respect to the aesthetics of the property (inside or out), and under most tenancy contracts, the landlord has the power to evict the tenant on 60 days’ notice, without cause. Security of tenure is compromised for such families and individuals, with half of all renters having moved three times and 10% of all renters having moved more than 10 times.

How can BTR housing help?

A strong enabler for rental security and better conditions for tenants would be through tax concessions and other measures that entice institutional investors (eg superannuation funds, insurance companies, and large developers) to build properties to lease directly to families — known as “build to rent” or “multi-family” housing in other parts of the world, such as the United Kingdom and the United States. Very broadly, in these countries, BTR-style projects are structured and taxed in a similar manner to ordinary commercial projects, whereas, as set out below, the tax outcomes for BTR projects in Australia can be quite different to ordinary commercial real estate.

The single ownership of these developments, coupled with the ongoing stable returns derived from consistent rental income, means that greater security of tenure is provided as the owner seeks to retain tenants for as long as possible.

Build-to-rent can provide large-scale housing developments in locations which are accessible to jobs, schools, amenities and services. Well-connected communities in locations which are close to transport and strategic centres provide excellent opportunities for individuals and families to thrive. While BTR is not a complete solution to fixing housing affordability, it can allow people to live in desirable locations where they ordinarily would not be able to afford a mortgage, in particular, the deposit required to secure a mortgage.

Table 1 sets out the current barriers preventing BTR in Australia.

Benefits of BTR for investors and the Australian economy

Commercial property yields for some asset classes are below 5% in Sydney and Melbourne, making a BTR product more viable in comparison, with leading investors willing to accept yields of 4.5% within Greater Sydney (the issue will be in the development yields, which are below development yields for build-to-sell and quite tight for most developers). In addition, the BTR cash-flow profile is more acceptable to institutional investors which are focused on long-term returns, given the stability of cash-flows, the absence of any make-good requirements, reduced re-leasing risk and reductions in commission payable compared to the commercial and industrial asset classes.

The impact of BTR is well demonstrated in other countries, with stabilised BTR asset classes having an overall increase in housing supply and diversity, putting upward pressure on construction and management standards, and providing a more secure form of rental.

Build-to-rent developments also allow for the creation of new jobs, not only through large-scale construction and redevelopment, but also within the day-to-day management of the asset. This includes, for example, property managers, cleaning services, maintenance and landscaping.

NSW land tax reduced by 50% on BTR developments

As noted above, annual land tax is a significant contributor to the high ongoing operating expenses of BTR. On 11 August 2020, in NSW, the State Revenue Legislation Amendment (COVID-19 Housing Response) Bill 2020, which comprised a number of amendments including changes to reduce land tax by 50% for the next 20 years for new BTR housing projects, was enacted, demonstrating the NSW Government’s recognition of the importance of this asset class for Australia.




Table 1. Current barriers preventing BTR in Australia




	Current tax laws

	Australia’s federal and state/territory laws distinguish between BTR investments and other commercial investments, such as build-to-sell. For example, under current GST laws, BTR developers cannot claim GST credits on the land and construction costs incurred to develop BTR stock, which is available for build-to-sell. Additionally, residential rents are not subject to GST. Therefore, a 10% GST on the costs incurred by BTR developers (except finances) arises on BTR projects.

In addition, in most Australian states and territories, the stamp duty and land tax payable on residential land (including BTR) is higher than that for commercial land, increasing the cost of BTR developments. In NSW, stamp duty on acquisition could be as high as 15% of the gross market value of the land (compared to commercial rates of around 5.5%), and the land tax could be over 4% per annum (albeit generally based on unimproved land value), which may make the development uncommercial.

Under Australia’s current income tax laws, BTR investments may also attract a significantly higher income tax impost for foreign investors than investments in other real estate asset classes if they are not eligible for the 15% managed investment trust (MIT) concessional tax rate (although note that BTR investments that satisfy the affordable housing conditions will benefit from the MIT concessional tax rate).




	Construction costs

	Australia ranks as one of the most expensive countries in the world when it comes to the cost of construction. Some studies have ranked Sydney as one of the top 10 most expensive cities in the world for both commercial and residential construction. This can be attributed to high labour costs and a lack of collaboration between stakeholders and complex government regulations, including long time frames to obtain development approval.




	Cost of land

	As BTR developments are suitable for locations which are closer to city centres, effective transport options and amenities, land is generally more expensive than the outer fringes or areas with low accessibility.




	Yields and preference for capital gain

	Another barrier preventing the emergence of the BTR sector in Australia is that, historically, the potential yield generated by a BTR development is significantly lower than what might be generated from other asset classes. There is currently a clear investor preference for capital gain where investment into the residential market is sought.




	Lack of appropriate financing

	Banks are inherently risk averse and require historical trends and data to support their underwriting assumptions. Because there is no historical data of BTR in Australia, domestic banks struggle to provide construction financing solely for a BTR product. In contrast, in a build-to-sell development, banks have security in the form of minimum required pre-sales before the commencement of construction (eg 50%). As the units in a BTR development are being rented individually after construction is completed, there are no pre-sales which results in less security and a longer repayment period.




	Unclear planning policy around BTR

	The planning system does not currently identify BTR as a development type, so there are currently no provisions around this type of land use. There is a need for BTR to be defined within the parameters of planning controls to guide the development of this product. In understanding the BTR product, it may be necessary for planning controls to provide policy specifically pertaining to BTR, addressing where it differs from a standard residential flat building. There is an opportunity for this to be led by the government through clear policy.









Under the new rules, a 50% land tax discount is available to NSW developers who invest in eligible BTR schemes, which will go towards making this more acceptable to developers. To be eligible for this concession, an application must be made and the following requirements must be met:

– a building must be situated on the land, and construction of the building must have started on or after 1 July 2020;

– the Chief Commissioner must be satisfied that a significant proportion of the labour force hours spent on the construction of the building involves or involved work performed by persons whom the Chief Commissioner considers belong to any or more of the following classes of worker:

– apprentices or trainees;

– long-term unemployed workers;

– workers requiring upskilling;

– workers with barriers to employment (such as persons with a disability);

– Aboriginal jobseekers;

– graduates; and

– the Chief Commissioner must be satisfied that the building is being used and occupied for a “BTR property” in accordance with guidelines to be approved by the NSW Treasurer. The guidelines may include provisions with respect to (among other things) the minimum lease conditions that must be offered to tenants of the BTR property, and the minimum scale of a building to qualify. While the guidelines are yet to be released, it is expected that a BTR development in metropolitan areas may need to have at least 50 units, with a different threshold for regional areas to be considered, but this will need to be confirmed.

Where only part of a parcel of land is being used and occupied for BTR property, there will be an ability for the land tax reduction to apply on a proportionate basis.

A clawback of the reduced land tax will apply if, within 15 years, the land is subdivided or the ownership of the land is otherwise divided. Reassessment will occur for the year in which the land is subdivided or the ownership of the land is otherwise divided, as well as for each preceding year in which the land tax was reduced, limited to 15 years preceding.

NSW: foreign surcharge stamp duty and surcharge land tax relief

The new rules also extend to providing an exemption from foreign investor surcharges (an additional 8% for surcharge stamp duty, and an additional 2% for surcharge land tax) until 2040, and integrity measures have been included to ensure that discounts are not used for tax avoidance (similar to those referred to above in the clawback of reduced land tax).

For both of the surcharges, the land must be acquired and held by an Australian corporation (ie incorporated or taken to be incorporated under the Corporations Act 2001 (Cth)), and the construction of the BTR development must be carried out by that corporation or a related body corporate on or after 1 July 2020.

For the surcharge stamp duty exemption, construction must occur after the land has been transferred to the Australian corporation, and the land must have been transferred on or after 1 July 2020. It is expected that the guidelines will clarify whether the “Australian corporation” requirement is satisfied where a corporate trustee acquires and holds the land in its capacity as trustee of a trust.

Generally, the surcharge stamp duty and the surcharge land tax exemption require the constructed BTR property to be eligible, meaning that the starting assumption under the provisions is that the surcharges would be paid and an application for a refund would be made (within certain time limits set out below):

– surcharge stamp duty: generally requires an application for the refund to be made within 12 months after the owner of the land first became entitled to a reduction in the value of the land for land tax purposes, and no later than 10 years after completion of the transfer of the residential-related property to the Australian corporation; and

– surcharge land tax: generally requires an application for a refund to be made within 12 months after the owner of the land became entitled to the refund, and no later than 10 years after the land tax year concerned.

However, there is the ability for the Chief Commissioner to approve a person as an “exempt transferee”/”exempt person” if the Chief Commissioner is of the opinion that the person is likely to become entitled to a refund of the full amount of surcharges.

BTR developments in other Australian states and territories

New South Wales is the first state to have land tax reductions specific to BTR projects. While some states (eg Victoria and Queensland) have ex gratia relief available for certain stamp duty and land tax foreign surcharges, these are not specific to BTR projects, and do not extend to land tax in general (it only applies to surcharge stamp duty and surcharge land tax). At this stage, other Australian states and territories do not have land tax or foreign surcharge relief that could apply to BTR projects.

Table 2 compares the various relief available between the relevant states (subject to satisfying relevant eligibility criteria and successful application).

It should be noted that the Queensland Government has announced a BTR pilot project which involves the government providing a rental subsidy to the developer. The Victorian and Queensland regimes and the Queensland BTR pilot project are discussed below.

Victoria: foreign surcharge stamp duty and surcharge land tax relief

In Victoria, the acquisition of residential property by a foreign purchaser may attract an additional stamp duty surcharge of 8% on the value of the property acquired, and an additional surcharge of 2% in land tax. However, foreign corporations and foreign trusts may be eligible for an exemption from surcharge stamp duty and/or surcharge land tax.

The Victorian Treasurer issued gazetted guidelines on 1 October 2018 outlining the general principles and circumstances which will be considered when deciding whether an exemption should be granted. Build-to-rent developments must meet certain criteria to be eligible, including that the commercial activities of the corporation or trust must significantly add to the supply of housing stock in Victoria, either through new developments or through redevelopment, where such development is primarily residential.

The Victorian surcharge land tax exemption is only available during the period of construction and is not available once construction is completed. Compare this with NSW where the land tax surcharge exemption for BTR developments is generally only available after construction has been completed.

It should also be noted that Victorian foreign surcharge stamp duty may not apply if the sole or primary use of the property is “commercial residential premises” (as defined in the A New Tax System (Goods and Services Tax) Act 1999 (Cth) (GSTA99)) and if it is consistent with the guidance released by the Victorian revenue authority for interpreting some premises which are not defined in the GSTA99. This is because such property would not be considered “residential property” and therefore not subject to foreign surcharge stamp duty.


Table 2. Relief available between the relevant states




	 

	Land tax relief or reduction

	Surcharge land tax relief

	Surcharge stamp duty relief




	New South Wales

	✓
Post-construction only

	✓
Post-construction only

	✓
Post-construction only




	Victoria

	✗

	✓
During construction only

	✓




	Queensland

	✗

	✓
Generally during construction

	✓









Queensland: foreign surcharge stamp duty and surcharge land tax relief

In Queensland, the acquisition of residential property by a foreign purchaser may attract an additional surcharge stamp duty of 7% on the value of the property acquired (referred to as additional foreign acquirer duty, or AFAD), and an additional 2% of surcharge land tax. However, foreign corporations and foreign trusts may be eligible for an exemption from such surcharges.

Similar to Victoria, rulings have issued providing guidance as to when ex gratia relief will be available. One of the main eligibility criteria for the surcharge land tax relief is that it must make a significant contribution to the Queensland economy and community.

Queensland: BTR pilot project

Under the Queensland BTR pilot project, the government is looking to work with developers, investors and/or consortia to facilitate BTR developments in Queensland. It was recently announced that the project expected to deliver up to three developments, supplying over 750 dwellings in total, with 20 to 40% of these dwellings provided as affordable rental housing The preferred proponent(s) are expected to be announced in late September 2020.

The BTR developments initially will be built on privately owned land at the cost and risk of a successful proponent and, in return, the government will provide a targeted rental subsidy. Unfortunately, there have been delays with the delivery of the BTR pilot project from its initial announcement in 2018, compounded by the effect of COVID-19 on market conditions.

Other matters to consider

BTR as “commercial residential premises”

Build-to-rent investments may be considered “commercial residential premises” as defined in the GSTA99. Factors that support the classification of the BTR investments as “commercial residential premises” for GST purposes include:

– the property is run on a commercial basis;

– the property has the capacity to provide accommodation to several unrelated residents at once;

– accommodation is offered to the public;

– the main purpose of the property is to provide accommodation;

– there is central management to accept reservations, allocate rooms and arrange services for guests;

– the operator of the property supplies accommodation in their own right;

– management provides or arranges services and facilities for guests; and

– the occupants usually have the status of guests.

Where BTR projects qualify as “commercial residential premises”, a raft of implications follow, including the ability to obtain credits for GST on construction costs, and MIT benefits for income tax purposes (ie access to the concessionary 15% MIT withholding tax rate). Also, in Victoria, foreign surcharge stamp duty may not apply if the sole or primary use of the property is “commercial residential premises” and if it is consistent with the guidance released by the Victorian revenue authority for interpreting some premises which are not defined in the GSTA99.

As the definition of “commercial residential premises” requires a detailed consideration of the nature and benefits offered by the investment, this would likely require a ruling from the Commissioner of Taxation to confirm the treatment of a BTR investment as “commercial residential premises”. Other investments that currently qualify as “commercial residential premises” include some student accommodation and serviced apartments.

Foreign Investment Review Board

In the context of the Foreign Investment Review Board (FIRB) and investment by foreign persons into BTR projects, it is necessary to distinguish between “commercial land” and “residential land”. Residential premises that qualify as “commercial residential premises” (applying the same GSTA99 definition) are treated as “commercial land” for FIRB purposes and therefore normally attract the higher monetary threshold of $275m (or $1,192m for foreign investors from Federal Tax Authority partner countries). Residential land acquisitions normally attract a $0 threshold. However, since 29 March 2020, due to the impact of the coronavirus outbreak, all monetary thresholds have been temporarily reduced to $0. These temporary measures are expected to end on 1 January 2021. Investment by foreign persons acquiring a substantial interest in Australian land, such as a BTR project, that meet the relevant thresholds require FIRB approval prior to making that investment. Slightly different tests apply to foreign government investors.

Foreign Investment Review Board application fees are based on the purchase price of the land or premises. On a purchase price of between $9m and $10m, the residential land fee is $106,000. Fees for commercial land are materially lower, starting at $2,100 if the purchase price is $10m or less.

It is also worth noting that, without an applicable exemption, certain changes in the upstream structures for an investor who is a foreign person investing in the BTR project may require FIRB approval before any changes can occur.

Community housing providers

Community housing providers have historically played a role in holding land and providing social and affordable housing. While this form of investment is a different market to the BTR investments discussed in this article (as is National Disability Insurance Scheme housing), it can fall under the broader umbrella of “build-to-rent housing”.

Broadly speaking, community housing providers have access to lower taxes and council rates, density bonuses, and even cheaper land through collaborations with government, significantly lowering the cost of entry to BTR investments. There are many affordable and social housing charities in Australia that are registered as community housing providers. As a result of the lower cost of entry, community housing providers are a natural gateway to stimulate the growth of the BTR sector in Australia, and they can play a role in bringing together private investors into BTR.

BTR momentum in Australia

Despite the current barriers to BTR, it has been the authors’ experience that BTR developments have started to gain momentum in Australia, with more than 30 major BTR projects (with an average size of 365 apartments) confirmed over the past 12 months. Recent media coverage indicates that an additional pipeline (estimated at more than 10,000 units) is in due diligence, with further announcements expected later in the year and beyond. Notably, many of the BTR projects in Australia contain social and affordable housing elements and limited investment from offshore institutional investors.

The 50% reduction in land tax in NSW for new BTR projects should further supercharge investment in this asset class in NSW. Also, the relief for foreign owners from the stamp duty surcharge and land tax surcharge for certain BTR properties should mean that foreign developers are on a more equal playing field.

Takeaway

The NSW land tax cut, as well as the relief for foreign owners from the stamp duty surcharge and land tax surcharge for certain BTR properties, are welcome changes for investors and developers considering BTR projects, and a great way to invigorate the conversation on the need for reforms to increase the viability of this asset class. As the BTR investment landscape continues to strengthen, the benefits to the Australian economy from the growth of BTR are clear. It is hoped that there will be further discussion and announcements from the federal government and other state/territory governments that support the move made by NSW.

The authors’ vision is that further tax reform can align investment in BTR projects with other commercial investments (eg office, retail and industrial assets), including access to the 15% MIT withholding tax rate for foreign investors, land tax and stamp duty concessions, and full credits for GST incurred on construction costs.
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