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Tax News – at a glance

by TaxCounsel Pty Ltd

December/January – what happened in tax?

The following points highlight important federal tax developments that occurred during December 2022 and January 2023. A selection of the developments is considered in more detail in the “Tax News – the details” column on page 377 (at the item number indicated).

AAT to be replaced

The Attorney General, in a media release on 16 December 2022, announced that the government will abolish the Administrative Appeals Tribunal and replace it with an administrative review body that serves the interests of the Australian community. See item 1.

Employee or independent contractor

The Commissioner has released a draft ruling (TR 2022/D3) and a draft practical compliance guideline (PCG 2022/D5) which consider the issue of whether an individual is an employee of an entity for the purposes of the PAYG withholding provisions of Sch 1 to the Taxation Administration Act 1953 (Cth) (TAA53) that apply in relation to salary, wages, commission, bonuses or allowances that are paid to an individual as an employee (whether or not the paying entity is the employer). See item 2.

GST: margin scheme

The Full Federal Court (Wigney, Moshinky and Hespe JJ) has unanimously rejected the Commissioner’s appeal from a decision of Thawley J at first instance and held that the sale under a single contract of several lots of land constituted a separate supply of each lot for the purposes of applying the GST margin scheme (FCT v Landcom [2022] FCAFC 204). See item 3.

Rental property not an active asset

The AAT has held that a capital gain made by the taxpayer from her disposal of a rental property was not eligible for the CGT small business concessions because the asset was not an active asset (Del Castillo and FCT [2022] AATA 4233). See item 4.

GST: residential premises and passing on issues

In a recent decision, the AAT has considered two important GST issues that arose out of the disposal of residential units that had been constructed by the taxpayer company and rented out (Domestic Property Developments Pty Ltd as trustee for the Dals Property Trust and FCT [2022] AATA 4436). See item 5.

Foreign investment penalties doubled

The maximum financial penalties for contraventions of provisions in the Foreign Acquisitions and Takeovers Act 1975 (Cth) that relate solely to residential land have been doubled from 1 January 2023.

Deregistration of tax agent

In a media release on 23 January 2023, the Tax Practitioners Board (TPB) announced that a former tax partner at PricewaterhouseCoopers (PwC) had been deregistered as a tax agent for integrity breaches, with a two-year ban on becoming a registered tax practitioner.

An investigation carried out by the TPB revealed that the then tax agent, while a partner of PwC, was part of a confidential consultation by Treasury in relation to improving the tax laws. This included new rules to stop multinationals avoiding tax by shifting profits from Australia to tax and secrecy havens. The then tax agent made unauthorised disclosures of this confidential law reform information to partners and staff of PwC.

The TPB found that the then tax agent had failed to act with integrity, as required under his professional, ethical and legal obligations, and terminated his tax agent registration.

In addition, the TPB investigation determined that PwC had failed to properly manage conflicts of interest when this confidential law reform information was shared with partners and staff in its tax practice. PwC had breached its obligations under the law and the Code of Professional Conduct. The TPB ordered PwC to have processes and training in place to ensure that conflicts of interest were adequately managed.

In other tax agent registration news, a former tax agent who made false statements in a business activity statement (BAS) and tax return was sentenced to 20 months’ imprisonment, released immediately on entering into a $10,000 recognisance to be of good behaviour for two years.

When the ATO audited the former tax agent, it found that he had drastically understated his income and GST on sales. The business’s 2017 tax return understated his income by $386,973, resulting in a tax shortfall of $194,603.79. Also, from a GST perspective, the former tax agent only began reporting GST on his BAS from 1 July 2017, even though his business income had exceeded the reporting threshold a year earlier and one of the BAS he had lodged understated the amount of GST on sales by $71,666.


President’s Report

by Marg Marshall, CTA
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Connecting with you in 2023

A new year in a new world of work is an opportunity to continue developing our member experience, writes President Marg Marshall.

Welcome to 2023 at The Tax Institute, and what a privilege it is to be penning this report to you as the President. I hope that 2023 has started well for you, with plenty of rejuvenation, optimism and motivation for the year ahead.

I’d like to first extend my thanks and congratulations to Jerome Tse, CTA, for all he achieved during his presidency last year. Those thanks also extend to the Board, councils and committees at the Institute, which are so instrumental in our work and will be supporting our achievements in the year to come.

This year, I want to continue the wonderful work that has been started in previous years. This includes the investments we have made in our digital experience, events and member resources, which you can expect to see the benefits of in the coming year. It also includes the commitment to a diverse and inclusive membership and development of our Institute team to better serve your needs.

As an SME practitioner myself, I know the immense value that the Institute offers to those of us who work in small practices. It is all too easy to feel unsupported in a role that lacks the kind of resources larger firms enjoy, or to feel disconnected from the wider profession when you work in a small team, or on your own. Being a part of the Institute has always helped me to find that support and connection, whether as a member, a volunteer, or indeed now as President.

This year, I am dedicated to exploring deeper and more meaningful ways to connect with all of our members, but particularly those SME practitioners whose experience I understand so well. In a new world of work, 80 years from when the Institute was first established, it’s important that we stay sharp and grow with the profession.

For many of us, the lines between personal and professional, home and office have been blurred over the past few years. You may consider that a good thing — I know many of us have benefitted from more flexible schedules and remote working environments — or you may have come up against challenges. I for one found that setting boundaries around my personal time has become even more crucial than ever before in order to keep a clear, productive mind when I am on the clock.

Your member experience should reflect work in the tax profession today. Some of our most exciting initiatives this year will support you in increasingly flexible and digital-friendly ways. This is good news for all members, and particularly for our SME members, who will benefit greatly from new and improved resources and tools.

Educating tomorrow’s tax stars

Continual learning, allowing for specialisation, exploration and upward mobility, is a core part of a modern career. And just as work has changed in the past few years, education has too. We are continually developing new education and learning programs to better equip our members and the wider tax profession with the skills and knowledge they need to thrive.

We have recently launched two new, TEQSA-accredited programs through our structured education arm, the Graduate Certificate in Applied Tax Law and the Graduate Certificate in Applied Tax Advisory. These programs create new avenues for learners at all levels to gain advanced tax knowledge in a specialisation of their choice. A further tax technology subject is to be launched later this year.

All of the hard work that has gone into our Tax Academy offering will also come to fruition in 2023. This is a truly modern approach to upskilling in tax and something that I am excited to introduce to you and your teams.

An improved TKE experience

We are also hard at work updating the digital experience of Tax Knowledge Exchange. Last year, a wise decision was made to separate the TKE refresh from the wider website rejuvenation project to give us time and resources to do justice to our beloved database. TKE is an archive of some of the tax profession’s best work. I’m excited to share a new digital experience, which does justice to the incredible time, generosity and expertise TKE encapsulates, with you all this year.

Keeping connected locally and nationally

Last but not least, be sure to take a look at our CPD event calendar for 2023. The value of in-person interaction cannot be overstated, both for the future progression of your career and for a satisfying day-to-day working environment.

From Local Tax Clubs practically in your backyard, to our biggest, grandest event, The Tax Summit, coming to Melbourne in September, I hope to see you at an event or two — or three or four — this year. Please don’t be shy in introducing yourself, I would love to meet more of our members. I am also looking forward to connecting with members outside of events. One of the best ways to reach me, and others at the Institute, is through our Community platform.

I am looking forward to representing our members as President of the Institute this year, as we celebrate our 80th year as a community.


CEO’s Report

by Giles Hurst
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Humble beginnings, big ideas, bright future

In the Institute’s 80th year, we remain a united community working towards a positive future for the tax profession.

Kicking off a new year at The Tax Institute, I’m pleased to welcome Marg as our new President and to welcome back our council and committee members, all of our valued volunteers and, of course, our members.

While Marg has outlined her vision for the Institute’s future in this month’s report, I’d like to take a look at our past.

The Tax Institute was founded in July 1943 by Sydney accountant Harold Irving. It was known then as The Taxation Institute of Australia and was formed with the goal of improving the position of tax agents, tax law and its administration.

In 2023, The Tax Institute celebrates its 80th birthday. We are still advocating for the betterment of the tax system, tax law and the position of all those working within the profession.

In 1943, Irving set out goals, including the improvement of complex tax law, the reduction of compliance costs, and improved relations with tax officers. Though much has changed, today we continue our work in advocating for tax reform. Complexity and red tape in the tax system are not easy hurdles to tackle, but rest assured that our Tax Policy and Advocacy team, along with our councils and committees, remain committed to being the public voice of holistic and meaningful reform. We have also built strong bridges with various government branches, including Treasury and the ATO, which allow us to better advocate for our members’ needs.

Also in 1943, women won seats in the Parliament of Australia for the first time. Today, some of our strongest leaders in the political and business worlds are women, including many wonderful professionals who the Institute is proud to count among our members and volunteers. We are still a community built on strong ties and generosity of spirit — even stronger for the fact that our membership is now more diverse and inclusive of tax professionals from all walks of life, backgrounds and genders.

And as Irving was establishing the Institute in 1943, the world was also in the midst of the conflict of World War 2. It was a turbulent and uncertain time — a description that may also sound familiar to you from the last three years. Just as our community came together then, in what Irving described as a “professional brotherhood”, we have weathered a globally significant event and the changing world together.

Since 1943, educating the profession also grew as a priority for our organisation. In her report this month, Marg has highlighted some of our new ventures in the learning space. In particular, Tax Academy is something very new for all of us. We are building a learning experience that meets the needs of tax professionals in a changing, fast-paced professional environment, and it represents the Institute that we all want to be part of — modern, future-focused and committed to excellence in all areas.

As a result of our community’s collective knowledge and expertise, we have also become the home of tax knowledge, with a database of resources that spans decades. Our Tax Knowledge Exchange, soon to be housed in a new digital experience, is not just an invaluable tool for today’s practitioners, but also a record of our history as a community.

I believe that Harold Irving would be proud of how our organisation has grown, the community we have maintained, and the progress we have made in advocating for the profession and the tax system. I know I am. I’m also excited for our future and look forward to another year of being connected with you.

From everyone at the Institute, happy 80th birthday to all of you.
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Tax Counsel’s Report

by Julie Abdalla, FTI
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The future of the Administrative Appeals Tribunal

With the government’s announcement to abolish the Administrative Appeals Tribunal, we explore its history and the next steps in designing a replacement administrative review body.

On 16 December 2022, the government announced that it would abolish the Administrative Appeals Tribunal (AAT) and replace it with a new administrative review body (new review body). This was not unexpected, with recommendation 3 of the Senate Legal and Constitutional Affairs Committee’s (Committee’s) interim report, tabled on 31 March 2022 (2022 report), suggesting that this action be taken.

The Administrative Appeals Tribunal

The AAT plays a crucial role in reviewing the administrative decisions made under Commonwealth Acts and legislative instruments by the government and its agencies. Its importance as a review mechanism has been demonstrated by the increasing number of applications that it has received annually since 2016–17. According to the Attorney-General’s Department (AGD) submission, this number has been between 50,000 and 60,000 each year.

The 2022 report

The objective of the AAT, as defined in s 2A of the Administrative Appeals Tribunal Act 1975 (Cth) (the Act), is to provide an accessible, fair, economical and quick mechanism of review that promotes trust and confidence in the AAT’s decision-making. However, the 2022 report indicates that the AAT has not satisfied these objectives. Rather, there are concerns that the AAT has undermined the public trust in the integrity and effectiveness of the merits review system in Australia.

The Committee recognised that several of the 102 recommendations made by the Administrative Review Council’s (ARC’s) Better decisions: review of Commonwealth Merits Review Tribunals report delivered in September 1995 were still outstanding in the AAT’s current operations. A cycle of recommendations made with no significant improvement has existed over the several decades that the AAT has operated. Accordingly, the Committee saw no option but to recommend the abolition of the AAT and to design a new review body that would satisfy the objectives of the Act.

Of particular importance, and as noted in The Tax Institute’s submission, the Committee further recommended the reestablishment of the ARC as a matter of urgency. The ARC was defunded in 2015 and its function was transferred to the AGD. However, the 2022 report found that the ARC’s role was unable to be replicated by the AGD. Furthermore, a legislative obligation existed in the Act that the ARC must exist and operate, and this was not met by the defunding of the ARC.

Next steps

The government has announced that a taskforce within the AGD will consult with stakeholders on the design of the new review body. This taskforce will be advised by the Expert Advisory Group led by former Justice of the High Court of Australia, the Hon. Patrick Keane AC KC. Matters that are currently before the AAT will continue to be heard during the design process and will be transitioned to the new review body.

What do we want to see in this new review body?

Our submission in regard to the performance and integrity of Australia’s administrative review system highlighted several recommendations and can be applied to the design of a new review body. Our key recommendations include:

• more stringent member selection — the complexity of tax laws and the availability of ATO alternative dispute resolution options result in higher complexity of tax cases that are heard by the AAT. Ensuring that AAT members have relevant expertise in tax (and other relevant areas) ensures that correct decisions are made and that matters are reviewed in a timely manner;

• adequate funding — a key factor contributing to delays in the AAT is outdated funding arrangements. With the increasing complexity of cases, the funding arrangements do not incentivise the prompt finalisation of decisions. Better aligning the funding arrangements of divisions to allow for complexities and changes over time will facilitate appropriate resourcing to ensure that correct decisions are made in a timely manner;

• greater transparency — improved public transparency of the new review body’s performance, such as the average wait until a case is heard and the average length of time between the hearing and final outcome, will ensure that members are held accountable for unreasonable delays in making decisions; and

• Small Business Taxation Division — there has been an increasing number of matters heard before this division. It is important that there continues to be a dedicated division for these taxpayers in the design of the new review body and that its service is promoted and accessible.

Lastly, it is crucial that the new review body is accompanied with the reestablishment of the ARC (or a similar body) to ensure that there is independent oversight over tribunals, judicial review, privative clauses and administrative discretions.


Tax News – the details

by TaxCounsel Pty Ltd

December/January – what happened in tax?

The following points highlight important federal tax developments that occurred during December 2022 and January 2023.

Government initiatives

1. AAT to be replaced

The Attorney General, in a media release on 16 December 2022, announced that the government will abolish the Administrative Appeals Tribunal and replace it with an administrative review body that serves the interests of the Australian community.

The Attorney General said that the government is committed to restoring trust and confidence in Australia’s system of administrative review — beginning with the establishment of a new administrative review body that is user-focused, efficient, accessible, independent and fair.

Over the coming months, the government will consult with stakeholders on the design of the new body. This work will be led by a dedicated taskforce within the Attorney-General’s Department, and be informed by an Expert Advisory Group led by the Hon. Patrick Keane AC KC, a former Justice of the High Court of Australia.

A central feature of the new body will be a transparent and merit-based selection process for the appointment of non-judicial members.

Matters currently before the AAT will be unaffected — they will continue to be heard as the reform progresses and will transition to the new review body once it is established.

The Hon. Justice Susan Kenny AM has been appointed as the Acting President of the AAT.

The AAT provides an essential review function in relation to taxation matters. It can review an objection decision of the Commissioner on the merits. Importantly, in the case of a discretion conferred by a taxation law, the AAT can itself exercise the discretion, something that a court is unable to do.

The Commissioner’s perspective

2. Employee or independent contractor

The Commissioner has released a draft ruling (TR 2022/D3) and a draft practical compliance guideline (PCG 2022/D5) which consider the issue of whether an individual is an employee of an entity for the purposes of the PAYG withholding provisions of Sch 1 to the Taxation Administration Act 1953 (Cth) (TAA53) that apply in relation to salary, wages, commission, bonuses or allowances that are paid to an individual as an employee (whether or not the paying entity is the employer).

TR 2022/D3 does not deal with payments for work and services which are subject to withholding under other provisions, such as payments to directors or office holders, labour-hire payments, and alienated personal services income.

The term “employee” is not defined in the TAA53 and, so, has its ordinary meaning. Whether a person (that is, a worker) is an employee of an entity (the “engaging entity”) under the term’s ordinary meaning is a question of fact to be determined by reference to an objective assessment of the totality of the relationship between the parties, having regard only to the legal rights and obligations which constitute that relationship.

To ascertain the relevant legal rights and obligations between the worker and the engaging entity, the contract of employment must be construed in accordance with the established principles of contractual interpretation. The task is to construe and characterise the contract at the time of entry into it. For the purposes of that exercise of construction, recourse may be had to events, circumstances and things external to the contract which are objective, known to the parties at the time of contracting, and assist in identifying the purpose or object of the contract.

Where the worker and the engaging entity have comprehensively committed the terms of their relationship to a written contract, and the validity of that contract has not been challenged as a sham nor have the terms of the contract otherwise been varied, waived, discharged or the subject of an estoppel or any equitable, legal or statutory right or remedy, it is the legal rights and obligations in the contract alone that are relevant when determining whether the worker is an employee of an engaging entity. Evidence of how the contract was performed, including subsequent conduct and work practices, cannot be considered for the purposes of determining the nature of the legal relationship between the parties.

However, evidence of how a contract was actually performed may be considered for other purposes that are consistent with general contract law principles, including to:

• establish formation of the contract;

• identify the contractual terms that were agreed to, for example, where the contract is wholly or partially oral;

• demonstrate that a subsequent agreement has been made varying, waiving or discharging one or more of the terms of the original contract;

• show that the contract was a sham; or

• establish evidence of an estoppel, rectification or other legal, equitable or statutory rights or remedies.

The central question is whether the worker is working in the business of the engaging entity, based on the construction of the terms of the contract, having regard to the indicia of employment identified in case law. This evaluative exercise should not be approached on the basis that there is some checklist against which ticks and crosses may be placed to produce the answer.

The fact that a worker may be conducting their own business, including having an ABN, is not determinative. A person conducting their own business may separately be an employee in the business of another.

The “label” which parties choose to describe their relationship, whether within a written contract or otherwise, is not determinative of, or even relevant to, the characterisation issue. It is the legal rights and obligations which constitute their relationship which are relevant, and “labels” used to describe the relationship which are inconsistent with those rights and duties have no meaning.

An arrangement between parties that is structured in a way that does not give rise to a payment for services rendered but rather a payment for something entirely different, such as a lease or a bailment, does not give rise to an employment relationship for the purposes of the TAA53.

PCG 2022/D5 applies in situations where an entity that carries a business (the engaging entity) engages a worker and describes how and when the ATO will allocate compliance resources to cases investigating the worker’s classification.

PCG 2022/D5 is relevant for a variety of tax and superannuation obligations for both the engaging entity and the worker, where the worker contracts directly with the engaging entity.

Recent case decisions

3. GST: margin scheme

The Full Federal Court (Wigney, Moshinky and Hespe JJ) has unanimously rejected the Commissioner’s appeal from a decision of Thawley J at first instance and held that the sale under a single contract of several lots of land constituted a separate supply of each lot for the purposes of applying the GST margin scheme (FCT v Landcom1).

So far as is relevant, Landcom, a state-owned corporation, was a state for the purposes of GST and was registered for GST. Landcom sold freehold interests in four lots of land pursuant to one contract.

In a private ruling application, Landcom asked the Commissioner to rule on whether, for the purposes of applying the margin scheme, the sale of the freehold interests in the four lots would be a single supply or whether the sale of the freehold interest in each of the four lots would each be a single supply. The Commissioner ruled that there was one supply, not four supplies. On the Commissioner’s disallowance of its objection against the ruling, Landcom appealed to the Federal Court.

At first instance, Thawley J allowed Landcom’s appeal. His Honour held that, for the purposes of the GST margin scheme, the margin is to be calculated by reference to the particular freehold interest sold, irrespective of whether or not that particular freehold interest was sold under a contract for the sale of other freehold interests.

In a joint judgment, the Full Federal Court has now affirmed the decision of Thawley J. Their Honours said that the construction contended for by the Commissioner was inconsistent with the structure of the A New Tax System (Goods and Services Tax) Act 1999 (Cth) (GSTA99) and the statutory language. After considering aspects of that structure and language, their Honours said that the Commissioner’s contention ultimately depended on whether the reference to “a freehold interest” in s 75-10 encompasses the plural as well as the singular. In this respect, the Commissioner relied on s 23(b) of the Acts Interpretation Act 1901 (Cth) which, subject to any contrary intention, provides that words in the singular number include the plural and words in the plural number include the singular.

Their Honours said that, having regard to the structure and language of Div 75 GSTA99 and the language of s 75-10 (with its focus on “the interest, unit or lease in question”), they did not consider that the singular “interest” in s 75-10 included a reference to the plural.

Their Honours rejected the Commissioner’s complaint that this interpretation would result in undue complexity because of a need to apportion an undissected purchase price over the four freehold interests. That a construction of the GSTA99 may give rise to issues of apportionment and valuation was hardly antithetical to the operation of the Act.

4. Rental property not an active asset

The AAT has held that a capital gain made by the taxpayer from her disposal of a rental property was not eligible for the CGT small business concessions because the asset was not an active asset (Del Castillo and FCT2).

The taxpayer purchased a block of vacant land in Lawnton in 2003. In her statement, she said that she had it in mind that she would develop a “multi-dwelling” on the land which she could use as part of what she described as a “residential letting business”. Once the purchase was complete, and after she obtained finance and approvals, she constructed four residential dwellings on the property. She had rented three of the dwellings to tenants by February 2007, and she came to occupy the fourth dwelling herself in April of that year.

The taxpayer retired from her full-time occupation on medical grounds in July 2009. Thereafter, she devoted herself to managing the rental properties. Rent from the three dwellings was her principal source of income. With the exception of the 2007 year when the dwellings were first let, the taxpayer said that her business was profitable every year until the property comprising the four dwellings was sold in September 2017. The taxpayer claimed that the capital gain that she realised from the sale qualified for the CGT small business concessions that are provided for in Div 152 of the Income Tax Assessment Act 1997 (Cth) (ITAA97).

The AAT held that the main use of the asset by the taxpayer was to derive rent and that the asset was, therefore, not an active asset for the purposes of the concessions (s 152-40(4)(e) ITAA97). The word “rent” is well-understood and its most obvious meaning was a payment derived under a lease in return for exclusive possession of real estate. There was no contextual basis for concluding that the parliament intended the words “main use … to derive … rent” in s 152-40(4)(e) to comprehend anything other than a reference to real estate assets used to derive payments under a lease — a description which neatly captured what the taxpayer was doing, whether as part of a small business or not.

Having concluded that the taxpayer was precluded from accessing the concessions because she was unable to satisfy the requirement that the asset in question was an “active asset” for the purposes of Div 152, the AAT said that there was no point in considering whether she was engaged in a business.

5. GST: residential premises and passing on issues

In a recent decision, the AAT has considered two important GST issues that arose out of the disposal of residential units that had been constructed by the taxpayer company and rented out (Domestic Property Developments Pty Ltd as trustee for the Dals Property Trust and FCT3).

The taxpayer company, a property developer, constructed a development comprising seven home units, and GST issues arose in respect of two of those units (unit 1 and unit 3). The taxpayer rented these two newly constructed units to tenants for around five years before selling them. Although it paid amounts as GST to the Commissioner, calculated under the margin scheme, on both sales, the taxpayer contended that this was an error as the sales were input taxed.

The “liability issue” (unit 1)

It was common ground that the sale of unit 3 was an input taxed supply. However, the Commissioner did not accept that the sale of unit 1 was an input taxed supply.

Broadly, the sale of “new residential premises” by a developer is a taxable supply and, therefore, subject to GST. However s 40-75(2)(a) GSTA99 provides that residential premises are not “new residential premises” (and, therefore, their sale would be input taxed):


“… if, for the period of at least 5 years since … the premises first became residential premises … the premises have only been used for making supplies that are input taxed supplies because of paragraph 40-35(1)(a).”



For a supply to be input taxed because of s 40-35(1)(a), it must be a supply of residential premises that is by way of lease, hire or licence.

The AAT said that, if a developer constructs residential premises, immediately leases the premises to a tenant, and the premises are used only for the making of supplies by way of lease, hire or licence for at least five years from completion of construction, a subsequent sale will be input taxed.

The liability issue raised constructional issues concerning s 40-75(2)(a) that have not previously been the subject of judicial or tribunal consideration. These issues concerned the requirement that, “for the period of at least 5 years”, the premises “have only been used” for the making of supplies by way of lease, hire or licence. In particular, the issues were whether premises that are marketed for sale during the five-year period can be said to have only been used for the making of supplies by way of lease, hire or licence and whether the five-year period must be a continuous period.

The AAT said that, putting aside use for rental or occupation for display or other purposes, in ordinary parlance, a newly constructed unit that had merely been marketed for sale might not be regarded as “used”. However, in the context of carrying on an enterprise (which is relevant for the purposes of s 40-75(2)(a)), “used” embraces being applied by a developer, through active marketing, as premises for sale in the course of the developer’s enterprise.

Accordingly, unit 1 ceased to be used only for making rental supplies when it was first marketed for sale.

The “passing on issue” (unit 1 and unit 3)

The Commissioner contended that, even if he was wrong and the sale of unit 1 was an input taxed supply, the taxpayer would be denied a refund by the provisions of Subdiv 142-A GSTA99 because any overpaid amount was passed on to the purchaser. In respect of the sale of unit 3, which the Commissioner accepted was an input taxed supply, the Commissioner also submitted that that Subdivision operated to deny the taxpayer a refund of the excess GST.

After considering the relevant facts, the AAT concluded that the taxpayer had not proved that the excess GST was not recovered in the selling prices of the units.

TaxCounsel Pty Ltd

ACN 117 651 420
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Tax Tips

by TaxCounsel Pty Ltd

Is there a contract?

Whether a contract has been made will be a crucial issue in many tax situations.

Background

The time when a contract is entered into to acquire or dispose of property can be of fundamental importance for the purposes of the operation of the income tax laws.

Perhaps the most well-known circumstance where this will be so is when determining whether and, if so, when CGT event A1 (disposal of a CGT asset) happens (s 104-10(3)(a) of the Income Tax Assessment Act 1997 (Cth) (ITAA97)). Thus, if the disposal of a CGT asset is effected by a contract, while CGT event A1 can only happen if the relevant contract is completed, the time of the disposal (and hence the time of the happening of CGT event A1) is effectively back-dated to the time the disposal contract was entered into.

Conversely, where there is a contract for the acquisition of a CGT asset, the time of the acquisition of the asset will be taken to be the time when the contract was entered into (s 109-5 ITAA97).

And these two times, that is, of the acquisition and the disposal of a CGT asset, will in most cases be relevant for the purposes of determining whether the 12-month ownership period that is a precondition for the CGT discount capital gains tax concession to apply has been satisfied (s 115-25 ITAA97).

Also, if the time of acquisition is before 20 September 1985, a capital gain or loss that would otherwise be made from the happening of CGT event A1 will be disregarded.

Further examples of where the date of a contract will be relevant are provided by CGT event C2 and CGT event D1. CGT event C2 happens if the taxpayer’s ownership of an intangible CGT asset ends by the asset being redeemed, cancelled etc. Where there is a contract that results in the asset ending, CGT event C2 happens when the taxpayer enters into the contract (s 104-25 ITAA97).

CGT event D1 happens if a taxpayer creates a contractual right or other legal or equitable right in another entity. The time of the event is when the taxpayer enters into the contract or creates the other right (s 104-35 ITAA97).

While in most situations it will be apparent whether the parties to a document have in fact created a contract that will be relevant, this will not be so in some cases. For instance, there may be an issue of whether a document in fact creates a contract or whether the correct construction of the document is that the parties envisage that a further document will be brought into existence that will be the contract between them.

There may also be cases where an issue arises whether, where the parties to a concluded contract make some change to the contract, there is not merely an amendment of the contract, but rather a rescission of the contract and its replacement with another contract.

The case law on the issues that arise is substantial but this article seeks to refer to some of the relevant issues and decisions.

The broad approach

Before referring to the issues that arise, it is necessary to refer to the fundamental way that the courts approach the existence or otherwise of a contract.

That approach was explained by Mason J in Perri v Coolangatta Investments Pty Ltd1 as follows:


“Generally speaking the court will tend to favour that construction which leads to the conclusion that a particular stipulation is a condition precedent to performance as against that which leads to the conclusion that the stipulation is a condition precedent to the formation or existence of a contract. In most cases it is artificial to say, in the face of the details settled upon by the parties, that there is no binding contract unless the event in question happens. Instead, it is appropriate in conformity with the mutual intention of the parties to say that there is a binding contract which makes the stipulated event a condition precedent to the duty of one party, or perhaps of both parties, to perform. Furthermore, it gives the courts greater scope in determining and adjusting the rights of the parties. For these reasons the condition will not be construed as a condition precedent to the formation of a contract unless the contract read as a whole plainly compels this conclusion.”



Masters v Cameron

The leading decision in Australia that sets out the circumstances in which there will be a binding contract is the decision of the High Court in Masters v Cameron.2 In that case, the High Court described three kinds of case:


“Where parties who have been in negotiation reach agreement upon terms of a contractual nature and also agree that the matter of their negotiation shall be dealt with by a formal contract, the case may belong to any of three cases. It may be one in which the parties have reached finality in arranging all the terms of their bargain and intend to be immediately bound to the performance of those terms, but at the same time propose to have the terms restated in a form which will be fuller or more precise but not different in effect. Or, secondly, it may be a case in which the parties have completely agreed upon all the terms of their bargain and intend no departure from or addition to that which their agreed terms express or imply, but nevertheless have made performance of one or more of the terms conditional upon the execution of a formal document. Or, thirdly, the case may be one in which the intention of the parties is not to make a concluded bargain at all, unless and until they execute a formal contract.”



The court went on to explain that, in each of the first two cases but not in the third, there was a binding contract:3


“[I]n the first case a contract binding the parties at once to perform the agreed terms whether the contemplated formal document comes into existence or not, and to join (if they have so agreed) in settling and executing the formal document; and in the second case a contract binding the parties to join in bringing the formal contract into existence and then to carry it into execution. Of these two cases the first is the more common.”



The High Court explained that the third class was “fundamentally different”:4


“They are cases in which the terms of agreement are not intended to have, and therefore do not have, any binding effect of their own … The parties may have so provided either because they have dealt only with major matters and contemplate that others will or may be regulated by provisions to be introduced into the formal document … or simply because they wish to reserve to themselves a right to withdraw at any time until the formal document is signed.”



The High Court went on to consider the question of how the contract was to be construed and, in particular, the effect of expressions such as “subject to contract” and said:5


“The question depends upon the intention disclosed by the language the parties have employed, and no special form of words is essential to be used in order that there shall be no contract binding upon the parties before the execution of their agreement in its ultimate shape.”



After considering the natural meaning of “subject to contract”, “subject to the preparation of a formal contract”, and expressions of similar import, the High Court said that it had been recognised throughout the cases on the topic that such words prima facie create an overriding condition, so that what has been agreed on must be regarded as the intended basis for a future contract and not as constituting a contract.

In The Edge Development Group Pty Ltd v Jack Road Investments Pty Ltd,6 the Victorian Court of Appeal pointed out that there is a fourth category. The court said that this class of case was where the parties are content to be bound immediately and exclusively by the terms which they had agreed on, while expecting to make a further contract in substitution for the first contract, containing, by consent, additional terms. This kind of case amounts to a variation on the first of the categories set out in Masters v Cameron, the difference being that the parties contemplate agreeing on future terms which will be added to the existing, binding, arrangement, rather than envisaging only the creation of a document to the same effect as the terms already agreed on. A document falling within this fourth category would be an immediately binding contract.

A recent decision

More recently, in Wong v Wong,7 Halley J considered the issues that arise where there is a question of whether a contract has been concluded. His Honour said that the Masters v Cameron classifications were no longer, if they ever were, applied as strict categories into which such cases must fall. Rather, as McHugh JA stated in GR Securities Pty Ltd v Baulkham Hills Private Hospital Pty Ltd:8


“… the decisive issue is always the intention of the parties which must be objectively ascertained from the terms of the document when read in the light of the surrounding circumstances …”



Halley J said that the relevant principles were summarised by Sackville AJA (with whom Macfarlan and Gleeson JJA agreed) in Mushroom Composters Pty Ltd v IS & DE Robertson Pty Ltd.9 These principles (case references omitted) were:

1. in Australia, the “objective” theory of contract has been accepted. Consequently, when determining whether a binding contract has been concluded, the law is concerned not with the parties’ subjective intentions, but with “the outward manifestations of these intentions”. Thus, what matters is what each party by words and conduct would have led a reasonable person in the position of the other party to believe. In a case where the ordinary process of offer and acceptance has taken place, the court inquires as to what a reasonable person would infer or deduce from observing the exchanges between the parties;

2. it is not necessary, when determining whether a contract has been formed, to identify a precise offer or acceptance; nor is it necessary to identify a precise time at which an offer or acceptance can be identified. The questions to be asked are: “in all the circumstances can an agreement be inferred? Has mutual assent been manifested? What would a reasonable person in the position of, say, the plaintiff and a reasonable person in the position of the defendant think as to whether there was a concluded bargain?”;

3. an agreement that is incomplete will not give rise to an enforceable contract; and

4. an alleged contract will fail for incompleteness if, even though the parties have used clear language, a term which is regarded as essential as a matter of law has not been agreed.

Halley J went on to say that, if the parties have not agreed on all essential terms, for example, because they have left one such term to be settled by future agreement, the contract is incomplete no matter what the parties themselves may think.

Further, the acceptance must correspond with the offer and must be clear and unqualified, and will fail to take effect if it attempts to vary the offer or add new terms. Whether a communication accepts the terms of an offer without modification, or instead varies its terms, is a question of construction.

His Honour said that amendment of an offeror’s offer by the offeree in a material respect is a counter-offer, not acceptance. However, a variation in the alleged acceptance which favours the offeror is not treated as a material variation.

Normally, an apparent variation in the acceptance of the terms in the offer, or the introduction of some additional term, will prevent the purported acceptance from being an acceptance. Instead, if it relates to the subject-matter of the offer, it may be a counter-offer, operating as a rejection of the original offer, revocable at any time before its acceptance but capable of creating a contract if the original offeror accepts it.

Also, a reply which propounds a new term is not an acceptance.

Implied rescission

The question can arise as to whether the entry into of a contract may in fact mean that an earlier contract is rescinded.

This kind of case is illustrated by the decision of Mason J in Annalong Pty Ltd v FCT.10 In that case, a question arose under the first limb of the former s 26(a) of the Income Tax Assessment Act 1936 (Cth) (profit arising from the sale of property acquired for the purpose of sale) as to whether the relevant time for determining the taxpayer company’s purpose was the time when the contract for the purchase of certain land was entered into on 24 December 1963, or whether the relevant time was the date of a second contract to purchase the land that was entered into on 2 March 1965.

Mason J held that it was the taxpayer company’s purpose at the time the second contract was entered into that was relevant. Mason J said:11


“In my opinion the first contract was on foot immediately before the making of the second contract. But the taxpayer cannot in any sense be described as a willing purchaser under it; in fact, although anxious to buy the land at a reduced price, it did not desire to complete the contract according to its terms. It wished to renegotiate the contract on terms more favourable to it and with that end in view the directors indicated to the vendor that it was repudiating the contract. By reason of its conduct the taxpayer would not have been able to enforce specific performance and it would not have been able to resist rescission had the vendor chosen to exercise its rights in that respect following repudiation by the taxpayer …

The changed circumstances affecting the use to which the taxpayer could profitably put the land, the emergence of Lend Lease Development Ltd. and the Shell Company as willing purchasers of the major part of the land at a lower price than the contract price and the intention expressed by the taxpayer’s directors to repudiate the first contract are all consistent with a desire on the part of the taxpayer to bring the first contract to an end and arrive at a new agreement in its place.

In my opinion the second contract impliedly rescinded the first contract. The second contract … contained the whole of the bargain between the parties; it set forth comprehensively and exclusively the rights and obligations of the parties … There was no need to supplement it by reference to the earlier contract because, in so far as the content of its provisions were not altered by the new agreement, they were repeated in that agreement.

Moreover, there were substantial alterations in the contractual provisions.”



Relevance of conveyancing practice

The relevance of conveyancing practice when considering when a contract for the sale and purchase of land is entered into was considered by the Full Federal Court in McDonald v FCT.12 The issue in that case was whether the taxpayer had acquired certain land in New South Wales before 20 September 1985.

Stone J (Beaumont ACJ agreeing) said:13


“In Allen v Carbone [1975] HCA 14 …, the High Court commented that the ‘usual method of selling real estate in New South Wales is by means of the signing and exchange of contracts in the form approved by the Real Estate Institute of New South Wales’. It relied on this practice to support an inference that the parties did not intend an informal agreement for the sale of the property to be binding. In GR Securities Pty Ltd v Baulkham Hills Private Hospital Pty Ltd (1986) 40 NSWLR 631, McHugh JA in the NSW Court of Appeal referred to the method of exchange at 634 and stated that ‘even though the parties agree in writing that real estate is sold for a specified price, the presumption is that no binding contract exists until “contracts” are exchanged’. This presumption or expectation has been accepted in many other cases …

In this case … the agreed facts show that the parties were aware of this method of selling land and contemplated that contracts of the usual kind would be exchanged in due course … All of these factors tend to confirm that the parties here adopted the usual method of sale and purchase of land in New South Wales and that they did not intend to be bound by the oral agreement between them.”



Stone J went on to say that neither her comments nor the authorities she had cited should be taken as denying that it is possible for a contract for the sale of land in NSW to be effected other than by exchange of contracts. Ultimately, the intention of the parties as to whether they enter into binding obligations is decisive.

Stone J also said that no special form of words was necessary to ensure that an agreement is binding or not binding, but the practice in NSW of proceeding by exchange of contracts was so entrenched that a party contending for an intention to proceed other than in accordance with the established procedure would need clear evidence to support the contention.

Observations

It will be appreciated that considerable difficulty may arise in some cases when seeking to determine whether a contract has been concluded.

When negotiating the terms of a document, the advisers acting for each of the parties should seek to ensure that the position of their respective client is clearly stated.

TaxCounsel Pty Ltd
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Mid Market Focus

by Peter Bardos, CTA, HLB Mann Judd

Assessable non-assessable income

A review of the tax treatment for the ultimate beneficiary of non-assessable income received by companies and fixed trusts.

Introduction

During its lifetime, an entity may receive income and other receipts that are excluded from its assessable income. This article explores the tax consequences of distributing some common examples of non-assessable receipts to the ultimate beneficiary. This may be done throughout the life of the entity, on vesting, deregistration, or liquidation, resulting in varying tax outcomes.

Examples of non-assessable income covered in this article include:

• small business entity (SBE) CGT concessions;

• distributions subject to family trust distributions tax;

• cash flow boost payments;

• pre-CGT capital gains; and

• non-portfolio dividends and capital gains from foreign shares.

Key terms and principles

Before addressing examples of non-assessable income distributions, set out below are some key principles and helpful knowledge to assist in interpreting the analysis.

Company distribution outside liquidation

Although there are various mechanisms for a company to distribute amounts to shareholders, outside liquidation and some other specific exclusions, the tax outcomes for the shareholder will generally either be an assessable dividend or a return of capital.

Liquidator’s distributions

A distribution to shareholders from a liquidator is a capital return unless it is deemed to be a dividend. A liquidator’s distribution is deemed to be a dividend where the distribution is sourced from income derived by the company.1 Income is expanded to include ordinary income, assessable income and net capital gains.

Ordinary income

Income under ordinary concepts is not defined and has been interpreted to be income sufficiently connected with an income-earning activity with a periodic and regular nature.

This is important to consider in the context of liquidation. Even where the source of income was non-assessable, it may still be income according to ordinary concepts and deemed to be a dividend.

CGT event on liquidation

Where the liquidator’s distribution is not deemed to be a dividend, it will be capital proceeds under either CGT event C2 or CGT event G1. Where the company ceases to exist within 18 months of the distribution, CGT event G1 is disregarded and CGT event C2 applies.2 CGT event C2 and CGT event G1 have similar outcomes, being a reduction in cost base before a capital gain applies. Note that the time of the CGT event differs: for CGT event C2, the time is when the asset ends, for CGT event G1, it is the time of the payment.

CGT concessions on liquidation

Further CGT concessions can be applied to a capital gain resulting from liquidation, including the general CGT discount and SBE CGT concessions, which are often overlooked at the shareholder level of a liquidation.

Liquidate or deregister

There are various considerations when deciding on a deregistration or liquidation. Commercially, a liquidation is generally more expensive and a lengthier process, but it provides more certainty than deregistration. From a tax perspective, a liquidation can be much more attractive due to the ability of the liquidator to make capital distributions.

However, a capital distribution may not always be preferential to a dividend, ie liquidation does not always result in a better tax outcome than deregistration. A number of factors can contribute to the ultimate tax outcome, including the tax profile of the retained profits and reserves, the amount of franking credits within the company, and the tax profile of the shareholder(s).

Distributions from a trust

Unlike a company, a trust generally distributes its income each year in accordance with its deed and trustee decisions. From a tax perspective, a unit trust has a flow-through effect. Accordingly, there are less provisions about distributions deemed to be assessable. There is also less complexity on winding up a trust. Taxation on the vesting process of a trust does not depart from the provisions that apply throughout the life of the trust.

Non-assessable payments: CGT event E4

CGT event E4 happens where a beneficiary of a fixed trust receives a distribution and some or all of the distribution is not included in the unitholder’s assessable income (“the non-assessable amount”).3 The non-assessable amount reduces the cost base of the units and results in a capital gain where the cost base is exceeded.

There are a number of exemptions and reductions applicable to CGT event E4. For example, pre-CGT units, the non-assessable amount is reduced by non-assessable, non-exempt (NANE) income and a number of other reductions, including adjustments for capital losses and CGT discounts.4

SBE CGT concessions

Small business entity CGT concessions are a minefield on their own. The distribution of the concessional amounts is another layer for practitioners to digest and, perhaps even harder, explain to taxpayers. Within the SBE CGT concessions, there are differing tax outcomes from the payment of the concessions depending on the concession and entity type. This is summarised in Table 1 and illustrated with an example.

15-year exemption

Under the 15-year exemption, a capital gain may be disregarded by an entity, whether a company or trust, in its entirety.5 Relevantly, the entity may make a payment to a CGT concession stakeholder of their share of the exempt gain if paid within two years.6

Small business 50% reduction

The small business 50% reduction is a common example of non-assessable income causing unusual tax outcomes. Accordingly, the legislation allows taxpayers to “opt out” of this concession. There are no exclusions that reduce the amount of a dividend, a capital gain from a liquidation distribution or CGT event E4. The reduction may only provide a deferral of tax and can reduce the benefit of the retirement exemption that would otherwise allow a tax-free amount to be distributed.

Retirement exemption

The retirement exemption allows all or part of a capital gain to be disregarded, subject to an individual’s lifetime limit of $500,000.7 Where the gain is derived by a company or trust, the entity must make a payment to a CGT concessional stakeholder, either directly or to their superannuation fund.8 Unlike the 15-year exemption, this payment is not optional and there is no discretion to extend the time frame for the payment to be made.

Other non-assessable income

Income subject to family trust distribution tax

Family trust distribution tax arises where a trustee makes a distribution to a beneficiary outside the family group.9 An amount subject to family trust distribution tax is NANE income in the hands of the beneficiary.10


Table 1.



	Type of entity/payment

	Company (ongoing/deregistration)

	Company (in liquidation)

	Trust




	SBE CGT – 15-year CGT exemption




	Paid to significant individual?

	Yes

	No

	Yes

	No

	Yes

	No




	Timing requirement

	< 2 years

	N/A

	< 2 years

	N/A

	< 2 years

	N/A




	Tax treatment on payment

	Tax-free

	Dividend

	Tax-free

	CGT event C2/G1

	Tax-free

	CGT event E4




	Other comments

	If outside timing, then same as non-significant individual

	An act done by the liquidator is an act done by the company

	Carve out of CGT event E4 requires payment to meet s 152-125 ITAA97 conditions




	SBE CGT – 50% reduction




	Tax treatment on payment

	Dividend

	CGT event C2

	CGT event E4




	Other comments

	Likely insufficient franking credits

	Eligible for general CGT discount

	Gain is deferred rather than disregarded




	SBE CGT – retirement exemption




	Tax treatment on payment

	Tax-free

	Tax-free

	Tax-free




	Other comments

	Caution in accounting – this should not be a loan and Div 7A ITAA36 does not apply

	An act done by the liquidator is an act done by the company

	Retirement exemption payment is NANE income




	Cash flow boost




	Tax treatment on payment

	Dividend

	Deemed dividend

	Tax-free




	Other comments

	Likely insufficient franking credits

	Ordinary income per PBR 1051973166830

	Cash flow boost is NANE income




	Pre-CGT capital gain




	Tax treatment on payment

	Dividend

	CGT event C2/G1

	CGT event E4




	Other comments

	Likely insufficient franking credits

	Consider whether shares are pre-CGT

	Consider whether units are pre-CGT








Example

A company or trust disposes of a property for $10m, with a cost base of $100,000. The entity passes the SBE CGT basic criteria and applies the 50% reduction. There is one individual shareholder/unitholder with a cost base of the shares units, which have been held for more than 12 months, of $100,000. The individual tax rate is assumed to be 47%.

For the company under liquidation, it is assumed that the company did not cease to exist within 18 months after payment of the interim distribution by the liquidator.




	 

	Company (ongoing)
$

	Company (in liquidation)
$

	Unit trust
$




	Entity

	 

	 

	 




	Capital proceeds

	10,000,000

	10,000,000

	10,000,000




	Less: cost base

	(100,000)

	(100,000)

	(100,000)




	Capital gain

	9,900,000

	9,900,000

	9,900,000




	Less:




	50% CGT discount

	–

	–

	(4,950,000)




	50% active asset reduction

	(4,950,000)

	(4,950,000)

	(2,475,000)




	Assessable capital gain

	4,950,000

	4,950,000

	2,475,000




	Entity tax (30%)

	1,485,000

	1,485,000

	                 –




	Cash to distribute (gain only)

	8,415,000

	8,415,000

	9,900,000




	Shareholder/unitholder




	Net capital gain from trusts

	N/A

	N/A

	2,475,000




	Capital gain (CGT event G1/E4):




	Capital proceeds

	N/A

	4,950,000

	2,475,000




	Less: cost base

	N/A

	(100,000)

	(100,000)




	Gross capital gain (CGT event G1/E4)

	N/A

	4,850,000

	2,375,000




	Net capital gain (CGT event G1/E4)

	N/A

	2,425,000

	1,187,500




	Assessable capital gain

	–

	2,425,000

	3,662,500




	Dividend to shareholder

	8,415,000

	3,465,000

	N/A




	Franking credits

	1,485,000

	1,485,000

	N/A




	Assessable dividend (franked and unfranked)

	9,900,000

	4,950,000

	–




	Assessable income

	9,900,000

	7,375,000

	3,662,500




	Holder tax (47% less franking credit)

	3,168,000

	1,981,250

	1,721,375




	Total cash gain

	9,900,000

	9,900,000

	9,900,000




	Total tax

	(4,653,000)

	(3,466,250)

	(1,721,375)




	After-tax cash

	5,247,000

	6,433,750

	8,178,625




	Effective tax rate

	47%

	35%

	17%




	Remaining cost base

	100,000

	–

	–









A distribution of trust income is ordinarily not considered to be income under ordinary concepts. Accordingly, the distribution by a liquidator should not be deemed to be a dividend. Care should therefore be taken when accounting for such amounts received by a company.

Cash flow boost

During COVID-19, there were various government stimulus payments. To assist with spending, cash flow boost payments, among others, were deemed to be NANE income.

The ATO has privately ruled that the cash flow boost is ordinary income.11 Its reasoning was the nexus between receipt of the payment and the carrying on of a business.

Pre-CGT gains

A common example of non-assessable amounts distributed is pre-CGT gains. There are a number of integrity provisions with respect to pre-CGT gains which are outside the scope of this article. It is common knowledge that pre-CGT profits can only retain their tax profile when distributed by a liquidator. This is due to the payment by a company resulting in a dividend, compared to a liquidator’s distribution which, if the shares are pre-CGT, may be a disregarded CGT event G1 or CGT event C2.

Similarly, the payment of a pre-CGT gain by a unit trust will result in CGT event E4. This is disregarded where the units held by the unitholder are pre-CGT.

Non-portfolio foreign shares owned by a company

An interesting comparison arises when comparing the payment by a liquidator of a dividend and capital gain in respect of a non-portfolio interest in a foreign resident company. Both the dividend and capital gain are NANE income when derived by the company.12 However, as a dividend is ordinary income, their treatment differs when paid by a liquidator. The exempt dividend is deemed to be a dividend and the exempt capital gain remains a capital distribution to the shareholder(s).

Conclusion

The tax treatment of non-assessable income paid to the ultimate beneficiaries varies greatly depending on the type of income, the type of entity and the mechanism of payment. Care should be taken when accounting for non-assessable income, as well as considering the tax effect on a payment.

Where possible, consideration should also be given to the appropriate vehicle to engage in activities that will result in non-assessable income.

Peter Bardos, CTA

Director

HLB Mann Judd
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Higher Education

Gaining confidence in legal research and law interpretation

The dux of CTA2A Advanced for Study Period 1 2022 discusses the value of studying tax for an accounting graduate working in law.
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	Hayley Hyytinen

Law Interpretation Officer, ATO, Queensland





Provide a brief background of your tax career.

I worked in various small accounting firms before leaving full-time work to start a family in 2002. While my children were small, I worked part-time doing book-keeping and admin work for our local kindy. I graduated from the University of Southern Queensland in 2018 with a Bachelor of Commerce majoring in accounting and completed the degree remotely while operating my own book-keeping business. Since then, I have had contract accounting positions in the mining industry, management accounting and financial accounting before joining the ATO as part of their graduate program in 2021.

Why did you choose to study with The Tax Institute Higher Education?

The subject was part of the Law Design and Practice (LDP) Associate Training Program at the ATO which I was lucky enough to participate in. Both The Tax Institute’s CTA2A Advanced and CTA2B Advanced subjects were offered by the ATO to all graduate program members working in the LDP area to develop core technical capabilities.

What skills and knowledge have you taken away from the CTA2A Advanced subject?

There is so much content packed into this subject. I found the superannuation module very interesting as it wasn’t something I’d had a lot of experience in before the program. I also really enjoyed learning about capital gains and small business concessions.

How have you applied the skill or knowledge learned to your current role?

As an accounting graduate working in law, the subject gave me confidence in general areas of legal research and law interpretation. While I don’t deal with the topics specifically covered by the subject in my current day-to-day work, studying tax has helped me to understand the challenges and issues relevant to the ATO, so I am sure it will help me throughout my career.

Do you have any tips for others on studying and managing the workload?

Life is busy for everyone. However, I was lucky that my employer offered leave which allowed me to balance work, family and study commitments. What helped me when studying was going over the content multiple times. Often things that don’t make sense initially become clearer when revisited. Also, working through the examples, activities and mock exams helped me to put the theory into practice.

What advice do you have for other tax professionals considering undertaking further education?

Do it! There is so much to learn in tax, and I am someone who believes in lifelong learning.


If you want to develop your core tax capabilities, enrol in one of our accredited tax education programs. Our online and interactive programs not only provide you with the flexibility to study remotely, but also give you the skills, knowledge and expertise you need to succeed. Ready to continue your education in tax?
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Partnership tips and traps

by John Ioannou, CTA, Principal Lawyer, Macpherson Kelley


As the introduction suggests, most will have encountered partnerships in their professional life. For many though, that encounter is often limited to advising on a discrete issue and often only for the benefit of a partner as opposed to the partnership. These discrete issues are often identified and dealt with in contexts that are relevant for that issue only. This article attempts to identify a framework that advisers can use to better contextualise issues and appreciate how they can impact other aspects of the partnership and the partners. This is important as there is a lack of harmony in respect of partnerships, partnership interests, and how they are dealt with from a tax, duty and commercial perspective. This can be exacerbated by the fact that each state and territory has its own treatment of partnerships from a duty and commercial perspective. In that regard, this article only focuses on Queensland.



Introduction

Partnerships are curious things. Most will have heard of them, some will understand them, and fewer will be able to explain them.

Aside from the familiar concept of joint and several liability of partners, confusion can quickly set in when analogous concepts such as shares or units are used to describe a partner’s interest in a partnership. When those concepts influence drafting or analysis of partnership issues, problems quickly arise. Similarly, that the Income Tax Assessment Act 1997 (Cth) (ITAA97) treats partnerships as an entity1 often provides a false sense of security.

Despite these issues, partnerships remain relatively commonplace. The reason is set out quite well by Keith Fletcher who lectured the author on partnerships and corporations as an undergraduate. At para 1.15 in his ninth edition of The Law of Partnership in Australia, he outlines:


“The participatory model of partnership organisation is often better suited to the needs of small business than the division between investors and managers provided by a company structure but the choice between the formal and regulated organisation or a registered company and the freedom of the partnership structure has been regarded as secondary to the benefit of limited liability for all shareholders which most business persons recognise as justification for the expenses involved in registering and remaining registered under the companies legislation. In consequence, partnership has come to be regarded as a form of association for persons in professional callings, especially those which forbade their members the right to practice in professional corporations, and those unwilling to pay for the opportunity to enjoy an overtly statute-regulated existence.” (emphasis added)



It is fair to say that “unwillingness” is a shared theme between legal representatives and accountants, although, when reflecting on some of the issues canvassed by this article, you can appreciate the legitimacy of preferencing a corporate by business folk.

That Fletcher’s text is some 400 pages long with almost nothing devoted to taxation ought to suggest from the outset that there is a well-established body of law to help guide us and determine whether we are in fact dealing with a partnership or something else.

Overview

While the purpose of this article is not to recite all the nuances of partnership law, for the sake of interest, some fundamental principles of partnership law and their impact on tax incomes are covered.

Accepting for many that dealing with partnerships is commonplace, often the hardest part of an engagement is having clients understand what exactly it is that they have and the consequences that they need to deal with, given they very likely took steps without taking advice or, having taken advice, proceeded based on assumptions.

Some of the more interesting aspects (at least from the author’s perspective) to be covered are:

• partnership basics;

• the concept of a partnership of trusts;

• limited partnerships;

• the use of service trusts by partnerships;

• no goodwill partnerships; and

• professional standards and regulations.

There are many others, noting that, in many post-graduate courses, the taxation of partnerships is a standalone subject. This ought to flag that, while partnerships are seen as the structure of the “common folk”, there are several taxation specific issues to address (almost always on formation, dissolution, and entry and exit — not unlike tax consolidation, having put it that way).

Basics

By stating the obvious, the first step to undertake before advising on the tax consequences of an arrangement that a client may describe as a partnership is to work out whether you do in fact have a partnership by reference to basic principles.

When is there a partnership?

For a general law partnership to exist:

• at least two persons,

• are required to associate themselves in an activity,

• where they are seen to be carrying on a business in common, with a view to profit.

That is a straightforward definition but it is worth pausing to draw out some basic requirements, including:

• there must be more than one person;

• they must be carrying on a business; and

• it must be carried on by those persons in common.

You would think the first element is a straightforward one, but you need to appreciate that not everyone starts with partnership law. If your starting position was s 960-100 ITAA97 and you are told (mind you, for tax purposes) that all manner of legal structures and relationships are entities, you quickly appreciate how confusion might arise.

Take a common example of, say, the establishment of several discretionary trusts, intended to benefit different groups of individuals who have agreed to use that structure described as “a partnership of trusts” for a business venture. The appeal is clear:

• if there are losses, they can access their proportionate share;

• if they have small business CGT concessions in mind, they do not need to worry about complexities associated dealing with shares or units; and

• if the discretionary trusts do nothing else or own nothing else other than the venture, their asset protection position is pretty good.

But, in having all of these advantages, the clients flag that having multiple trustees who are required to sign documents will be impractical. The solution may appear straightforward: establish each of the trusts with a common trustee. Alternatively, each trust could have its own trustee, but the “partnership” agrees to appoint a company as nominee.

Either circumstance ought to identify an immediate issue and put an adviser on notice that they may not be dealing with a general law partnership.

In the first instance, despite there being multiple entities for tax purposes, there is only one “person” for general law purposes, that is, the common trustee. In the second, and subject to documentation, it may be that each of the trustees cannot be said to be carrying on the business in common.

This issue will be canvassed in more detail below.

Written agreement

Because a partnership requires consensus between at least two persons, agreement between the two of them is necessary. Therefore, the basics of partnership law are founded in contract law and most would appreciate that a contract can be formed without reducing it to writing, provided the basic requirements can be identified. So it is for partnerships. Where there is agreement, consideration and the intention of parties to create a legal relationship, a partnership can be formed.

Clients would still be well-advised, however, to reduce the agreement to writing to ensure that partner expectations and matters required to be dealt with in the course of the partnership are dealt with by agreement between the original partners from the outset. This ensures that, if any of them have cause to deal with a legal representative of another, those matters are dealt with on an expected, as opposed to unexpected, basis.

You will find that, in the absence of a written partnership agreement, the partnership Acts of the various states and territories comprehensively deal with partnership matters. In Queensland, for example, and leaving aside the carve-outs for limited liability and incorporated limited partnerships, there are provisions that deal with:

• the nature of a partnership;

• the relations of partners to persons dealing with them;

• the relations of partners to one another; and

• the dissolution of partnerships and its consequences.

It is fair to say that the opportunity to have a tailored partnership agreement when dealing with partnerships should be a welcome one. In the author’s experience, there is yet to be a client who has had an outcome align with their expectations when there has been no written agreement.

A more detailed consideration of what such an agreement might include is provided later in this article.

What is a “partnership interest”?

Common law

While analogies of shares and units are useful in conveying a concept to a client, they are just that, analogies.

For example, the rights of an ordinary shareholder would generally include the right to notice of meetings, the right to vote, the right to a dividend, and the right to surplus capital on winding up. These are a collection of discrete legal rights that reside within a separate asset described as a “share”. That a body corporate is a separate legal entity from its shareholders makes the distinction clearer; the rights of the shareholder are limited to those described. They do not provide a right to claim that, by virtue of holding a share, there is therefore a right to a particular asset of a body corporate.

A partnership is not a separate legal entity from the partners. Like a trust, it is the description of a legal relationship that exists between persons who have agreed to associate themselves to carry out a business in common with a view to profit.

From that legal definition of a partnership, a partner’s interest in the partnership is correctly described as their proportionate share of partnership net income or loss as determined at the end of the financial year or on the earlier dissolution of the partnership. What follows is that each partner has an interest in each asset of the partnership and bears a proportionate share of associated liabilities but cannot assert a right to control or claim any particular asset.

Duty purposes

To be clear though, it is well established that a partner’s interest in a partnership includes a separate bundle of rights, distinct from the assets that comprise the partnership itself. Various duties Acts attempt to capture this by using language clarifying that:

• a partner means a person;2

• a partnership interest is:

• the proportion that the value of the partner’s entitlement as a partner bears to the value of the entitlements of all partners in the partnership expressed as a percentage, where the partner has a variable partnership interest;3

• if the partner has provided consideration or has been required to contribute to the capital of the partnership so as to be entitled to a share in the profits of the partnership, that partner’s profit-sharing percentage; or4

• the greater of:

• the percentage of the capital of the partnership that the partner has contributed or is obliged to contribute; or

• the percentage of the losses of the partnership that the partner is required to bear.5

This language is used against the backdrop of it being clear that references to partnerships holding property for duty purposes is a reference to the holding of the property by the partners for the partnership.6

For duty purposes, legal title in respect of partnership interests becomes of paramount importance, noting that, at least in Queensland, partnership interests are excluded from being dutiable property.7

Income tax purposes

The focus on the persons who are partners in the partnership for duty purposes is in stark contrast to income tax. For that purpose, a partnership calculates its net income or loss for an income year as if it were a resident taxpayer.8 This makes sense, given the deeming of a partnership to be an entity in s 960-100 ITAA97. It may be for this reason that there is case law around the inability of a partner to take a salary.9 Instead, an amount that is treated as salary for commercial purposes is disregarded when working out a partnership’s net income or loss, and rather is accounted for when determining a partner’s allocation of net income or loss. Where a partnership agreement is entered into to authorise a partner to take a “partnership salary”, the better view is that it amounts to an agreement between the partners to vary the interests of the partnership and, to be effective for a particular year, must be done within that year.10

CGT purposes

From a CGT perspective, the ITAA97 makes clear what was implicit in the ITAA36: a partnership is not an entity which is distinct from the partners. The coming and going of partners must be dealt with in a manner that shows that they have an interest in each asset of the partnership.11

Section 106-5 ITAA97 confirms that:

• the partners individually make a capital gain or loss;

• each partner has a separate cost base and reduced cost base for the partner’s interest in each CGT asset of the partnership;

• if a partner leaves a partnership, the remaining partners acquire separate CGT assets to the extent that the remaining partners acquire a share of the departing partner’s interest in a partnership asset; and

• if a new partner is admitted to a partnership, the new partner acquires a share of each partnership asset and the existing partners are treated as having disposed of part of their interest in each partnership asset to the extent that the new partner has acquired it.

Commercially

In summary:

• from a general law perspective, the partners’ rights refer to “what’s left over”;

• from a duty perspective, the focus is on legal title;

• from an income tax perspective, the partnership is treated as an entity; and

• from a CGT perspective, each partner has an interest in each CGT asset.

It should come as no surprise, then, that the formation, dissolution, entry and exits of partners in a partnership is by no means straightforward and requires a mastery of all these concepts.

Partnership agreements

Partnership agreements fall into the broader category of governance agreements. This category could also be said to include shareholder and unitholder agreements. As touched on earlier, they are intended to operate as “expectation setters” for the orderly conduct of an enterprise.

As Fletcher notes, the partnership Acts deal in some considerable detail with the implications and consequences of the partnership contract, but they do not regulate the entry into a partnership agreement except where it has been induced by fraud or misrepresentation. As the various partnership Acts contemplate that rules of equity and common law are to apply, except where they are inconsistent with express provision of the various Acts, the essentials of a contract to enter into a partnership must be viewed in light of those rules.

Provided the basic rules of contract are adhered to, partners have considerable freedom to document the terms of their partnership. For the most part, starting positions outlined in the partnership Acts can be overridden by agreement between partners.

The following discussion highlights what you would expect to find in these agreements, although, at a minimum, you may still find basic “buy/sell” provisions that outline details on how to manage trigger events, valuation methodology and funding the exit of a partner.

Run-of-the-mill provisions

In any partnership agreement, you would expect to find:

• a description of the business to be carried on by the partnership;

• the proportion in which profits and losses are to be shared by each partner;

• capital contribution requirements, which may include interest on capital and advances (although budgets and cashflow are often dealt with separately);

• indemnities by the partnership in respect of liabilities incurred by a partner in the ordinary and proper conduct of the business or necessarily done for the preservation of the business, property or partnership;

• a right of management, noting that, even if a “junior partner” has some restrictions imposed on them by virtue of a partnership agreement, those restrictions are of no effect on persons dealing with a partnership without notice of such;

• no partner being entitled to remuneration for acting in the partnership business, noting that, as a partner, if you are entitled to act, you have a duty to fellow partners to do so, to the best of your ability, without a claim for remuneration;

• consent to the inclusion of additional partners;

• dispute resolution provisions;

• access to books of the partnership;

• the mechanics of expelling a partner; and

• an ability to vary the terms of the partnership.

Continuation clauses

Without an express continuation clause in a partnership agreement, partnerships are dissolved and reconstituted on the death or retirement of a partner or where a new partner is admitted into the partnership.

Leaving aside the issue of judicial support for the view that such clauses are ineffective, the ATO will treat a partnership as a continuing entity (allowing it to maintain its TFN and ABN) where a continuation clause exists in the partnership agreement.12

For larger partnerships with at least 20 partners and where a change of partners represents less than 10%, the ATO will treat the partnership as a continuing entity (allowing it to maintain its TFN and ABN) irrespective of what the partnership agreement provides.

Common trustee/nominee

There needs to be a clear distinction between the use of a common trustee and a nominee. As already stated, in circumstances where several trusts share a common trustee, it cannot be said that there exists a partnership of trusts for general law purposes.

However, few consequences may flow from this from an income tax perspective if such an arrangement is characterised as a trust. That broad statement would nevertheless need to be qualified as:

• GST is likely not to have been accounted for correctly;

• carry forward losses are likely trapped at the “trustee level” and not available to “partners”;

• there will be difficulties in passing through franked distributions; and

• the structure may breach professional regulation requirements.

On the other hand, it makes commercial sense for a single entity to act on behalf of multiple parties to ease the day-to-day practice and administration. The use of a nominee entity would resolve these practical issues, provided the relationship is properly documented and implemented. Without either, there is a significant risk that the use of a nominee can give rise to a separate trust estate.

“While analogies of shares and units are useful in conveying a concept to a client, they are just that, analogies.”

Consequently, either as part of the partnership agreement or in a separate suite of documents, it should be clear that:

• the partners are entitled to the assets held by the nominee and can call for them, noting that the use of a nominee is for convenience only;

• the nominee can only act in accordance with the directions and instructions of partners and all decisions are made at the partner level and not by the nominee or its directors;

• the nominee can issue tax invoices as agent for the partnership and reflect the requirements set out in Subdiv 152-B of the A New Tax System (Goods and Services Tax) Act 1999 (Cth); and

• income and expenses should flow through the partnership account.

Limited liability partnerships

What are they?

In short, limited liability partnerships are general law partnerships that choose to register13 as partnerships with limited liability under the partnership Acts.14 As the name suggests, there is a fundamental difference of liability in respect of limited liability partnerships, as there is a general partner who is responsible for all debts and obligations of the partnership. It is usual for the interest of the general partner in the partnership to be nominal.

A limited partner is only liable to contribute towards the liabilities of the firm for an amount that does not exceed the amount shown on the register.15 This is not dissimilar to the liability of a shareholder to pay the subscription amount for shares that are issued to them.

While a limited liability partnership is formed under state law, once registered in a state or territory, there are mechanisms to recognise them in other states and territories that have similar frameworks.16 Given the fundamental differences between a limited liability partnership and a general law partnership, it is a statutory requirement that a limited liability partnership always make it known to third parties that the partnership is a limited liability partnership by using the words “a limited partnership” after the business name17 in every business document.18

Duty issues

On the assumption that a general law partnership exists, there are no duty implications in forming a limited liability partnership on the basis that existing partnership proportions can remain “as is”. Once registered as a limited liability partnership, noting the change of treatment for income tax purposes, a limited liability partnership continues to be treated as a partnership for duty purposes and not a proprietary limited company.

Tax issues

Again, on the assumption that a general law partnership exists, there are no tax implications in forming a limited liability partnership on the basis that the existing partnership proportions remain “as is”. Once registered, the relevant taxing provisions cease to be Div 5 ITAA36 and instead become Div 5A ITAA36.

The upshot of this change means that the limited liability partnership is treated as a company for tax purposes,19 and for “closely held limited liability partnerships”, that treatment equates them to being taxed as private companies20 (noting that Div 7A ITAA36 would have application).

While it appears odd, it needs to be considered as achieving a similar result as a general law partnership undertaking a roll-over under Subdiv 122-B ITAA97. Each partnership interest is treated in a manner akin to shares in a company21 on which franking credits can be paid where those partners receive distributions on those interests.22 Once registered, a limited liability partnership is deemed to be a company for all purposes of the income tax law.23 This means a loss of access to the discount capital gain. Had the general law partnership been eligible for small business concessions, the limited liability partnership would continue to be eligible, but the same hurdles would be required to be addressed had the assets been owned in a proprietary limited company.

Why bother?

Prior to Queensland’s introduction of the small business restructure duty concession,24 “roll-ups” of sole traders, trusts and partnerships were dutiable in any circumstance. A restructure using a limited liability partnership essentially allowed a duty efficient restructure where a business could mimic a Subdiv 122-A or Subdiv 122-B ITAA97 roll-over without the associated duty costs.

Limited liability partnerships are, however, unusual entities from a commercial perspective and are very unlikely to be the structure of choice if a proprietary limited company is available.

Partnership agreement

It is worth noting that the drafting of an agreement for a limited liability partnership must be done in a manner that contemplates profit retention and accumulation, as well as the maintenance of a franking account.

Service entities

The use of service entities continues to be commonplace and provides an arrangement where assets and services used to carry on a business are held in a structure that is separate from the structure (historically, a partnership of persons) that carries on the business. That “service entity” commonly is owned by related trusts or individuals to those carrying on the business. As well as preserving those assets and services from any liabilities that befall the trading structure, a service entity provides a means to flow income from the business away from the partners generating it and to related trusts or persons.

The seminal case of Phillips25 saw the court consider whether the fees for services offered by a service trust established by a firm were properly deductible from the income of the partnership. In that case, following a professional negligence judgment handed down against a similarly sized firm of chartered accountants, Fell & Starkey (the firm) established a unit trust, with the units in that trust held by the partner’s wives, family trusts and companies. The firm sold all of its furniture and equipment to the service trust, and it provided typing, secretarial, photocopying and other services to the firm. The service trust also leased all necessary furniture and equipment to the firm.

Although the service trust was not specifically restricted to only offering services to the firm, with the exception of a few other clients, that is predominantly what it did. The motivation behind moving all these services to the trust was to provide asset protection to the partners in the event of any litigation and to reduce taxes paid to the partnership.

Central to the court’s decision (that the service fee expenses incurred by the partnership were deductible) was the finding that the rates charged by the service trust were commercially realistic and were not in excess of commercial rates. In essence, because the firm could have found the services elsewhere on the market and paid similar fees for obtaining them, the fact alone that the firm had set up the structure was not fatal to the deductibility of the expenses.

The court considered that the central question for determining whether the fees paid to the service entity were deductible is whether the fees could be seen as money paid in the furtherance of gaining income.26 Once answered in the affirmative, the Commissioner cannot step in to disallow a deduction merely on the basis that the Commissioner disapproves of the amount of the expenditure.27 The court therefore remarked that, provided the outgoing is reasonably and genuinely incurred by the partnership in generating its assessable income, service fees are properly deductible.

This outcome was accepted by the Commissioner (as outlined in IT 276) but, in doing so, the Commissioner noted that the fact the rates charged were realistic and not in excess of commercial rates was crucial,28 as well as the rearrangement being for commercial reasons.29

Unfortunately, less than 20 years later, the ATO commenced audit activity of professional partnerships following the introduction of the personal services income regime and quickly uncovered inappropriate service trust use that either had no commercial rationale or involved charging unrealistic rates.

The period of audit culminated in the issue of TR 2006/2 which reaffirmed the position set out in IT 276: if the benefits conferred by a service entity provide an objective commercial explanation for the expenditure, the fees will be deductible without any further examination. If not, closer examination will be warranted, noting that TR 2006/2 flags the potential application of Pt IVA ITAA36 to arrangements that have the dominant purpose of obtaining a tax benefit.30

The ATO further supplemented this position by issuing NAT 1308631 which sets out how service arrangements can be appropriately used and what considerations the ATO will consider when looking at service entities.

No goodwill partnerships

In 2016, the ATO released guidelines32 relevant to its position on the administrative treatment of acquisitions and disposals of interest in “no goodwill” professional partnerships, trusts and companies. Put simply, these are arrangements where the relevant entity agrees that, when a new practitioner enters the practice, they will not be required to pay an amount that reflects a value for any goodwill of the practice. Similarly, when the practitioner exits, they will not be entitled to receive an amount which reflects a value for the goodwill of the practice.

Broadly, these guidelines are concerned with the application of relevant provisions in the tax law which apply to entities carrying on “no goodwill” professional practices. The ATO will apply different administrative treatment depending on the tax issues, noting that:

• for the calculation of the cost bases and reduced cost bases of the partnership interests, the market value of the interest at the time of acquisition is treated as being equal to the amount that the incoming partner pays (including nil) in respect of the acquisition; and

• for the calculation of the capital proceeds in respect of a CGT event happening to a partnership interest, the market value for the interest at the time of disposal is treated as being equal to the amount that the partner receives (including nil) in respect of the disposal.

For the administrative treatment to apply, the taxpayer (so called practitioner entity) must satisfy all of the following requirements:

• the practitioner entity must be:

• a partner in a partnership carrying on the practice;

• a shareholder in a company carrying on the practice; or

• a beneficiary of a trust carrying on the practice; and

• the governing documents of the partnership provide that:

• consideration payable and receivable will be nil or a nominal amount in respect of goodwill;

• there are no further provisions relating to consideration for practice interests; and

• there is an arm’s length relationship immediately before the acquisition or disposal.

Professional requirements

It should go without saying that professional practice requirements ought to be front of mind when considering an appropriate structure. Partnerships are, of course, synonymous with professional practice.

At the time of writing this article, the requirements for Queensland legal and accounting practice structures are as outlined below.

Legal Profession Act 2007 (Qld)

In Queensland, the statutory requirements are contained in the Legal Profession Act 2007 (Qld).

Partnerships

The definition of “law firm” refers to a partnership consisting only of Australian legal practitioners, or one or more Australian legal practitioners and one or more Australian-registered foreign lawyers. Therefore, for a partnership, the only requirement is that all partners must hold a principal practising certificate.

Partnerships of trustees

The starting point in Queensland is that the definition of a law practice or law firm refers to individual Australian legal practitioners/foreign lawyers. Therefore, a partnership of corporate trustees would not be within the definition and would not be compliant.

In noting this, the Queensland Law Society’s position is that, provided the structure falls within the definition of a law practice under the relevant Act, there are no specific restrictions imposed on structures featuring trusts or trustees. Accordingly, a partnership between trusts with individual trustees is possible, provided the individual trustees each have principal practising certificates.

Incorporated legal practices

A legal practice in Queensland can be operated via a corporate entity, provided it meets the following requirements:

• the legal practice must have at least one legal practitioner director (holding a principal practising certificate);33

• the legal practice must notify the Queensland Law Society of the intention to practice as a corporation (by lodging QLS Form 23);34 and

• the legal practice must also comply with the requirements imposed on corporate entities, that is to say:
 
• it must be registered with ASIC; and

• it must comply with the Corporations Act 2001 (Cth).

Chartered practising accountants

Chartered practising accountants (CPAs) have the choice of operating as a sole trader, partner, corporate, trust or any other structure that the CPA Australia Board has approved.

Partnerships

Under CPA Australia by-law 9.3(a)(i), the partners of a partnership comprise:

• only members who hold a public practice certificate; or

• at least one member who holds a public practice certificate together with only the following persons:

• members who do not hold a public practice certificate but are members of another specified body whose constitution permits the provision of public accounting services; and/or

• other persons as permitted by the CPA Australia Board, taking into account:

• tertiary or other professional qualifications possessed by the person;

• competence, experience or skill demonstrated by the person in their profession or calling;

• the commercial, community or education status of the person.

Unlike the legal profession, an accounting practice may operate as a partnership between corporate entities or trusts. However, this would be subject to the approval or discretion of the CPA Australia Board and would also need to comply with the specific requirements set out for those entities under the by-laws.

Incorporated practices

Under by-law 9.3(b), a corporate entity would be required to have the directors as both members and holding public practising certificates, or at least one director who satisfied this requirement and one who satisfied the requirements set out above under “Partnerships”.

Any change of control mut be notified to CPA Australia within 10 business days prior to the change occurring.

Trusts

Under by-law 9.3(c), an accounting practice operating via a trust would be required to have trustees which comprise:

• a member or members who holds a public practising certificate;

• a corporate entity that complies with the requirements set out above under “Incorporated practices”; or

• a combination of the two.

Again, any change of control must be notified to CPA Australia within 10 business days prior to the change occurring.

Conclusion

Dealing with partnerships (whether general law or otherwise) is not straightforward. Depending on the issue for which your advice is sought, it is likely that you will only have one of the many facets of partnerships and partnership interests in your line of sight.

Hopefully, this article provides a useful framework to assist those advising partners and partnerships.

John Ioannou, CTA

Principal Lawyer

Macpherson Kelley

This article is an edited and updated version of “Partnership tips and traps” presented at The Tax Summit held in Sydney on 19 to 21 October 2022.
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Commercial and agricultural FIRB applications

by Charlotte Brierley, Director, Tax Controversy, PwC


Australia’s management of inbound investment is arguably one of the more robust inbound investment frameworks currently in place. However, in accepting this, we must appreciate the critical difference between “robustness” and “restriction”. Understanding the difference will allow an applicant to properly engage with the framework in a manner that optimises outcomes for taxpayers and administrators alike. While this article will focus on the consideration of taxation through the process and the interplay between the ATO and Treasury, many of the insights are applicable to multiple stakeholders and will also assist in understanding the Treasury process more broadly.



Australia’s management of foreign investment through the Foreign Investment Review Board (FIRB) relies on the following legislation: the Foreign Acquisitions and Takeovers Act 1975 (Cth) (FATA); the Foreign Acquisitions and Takeovers Regulation 2015 (Cth); the Foreign Acquisitions and Takeovers Fees Imposition Act 2015 (Cth); and the Foreign Acquisitions and Takeovers Fees Imposition Regulations 2020 (Cth).

The starting point of the framework is that foreign investment should be welcomed for the significant benefits that it provides.1 It is that fundamental proposition that has pushed the regime into one that does not aim to restrict/prevent foreign investment in Australia in any way, but rather seeks to welcome and “manage” investment. At times, the manner in which it is managed may be considered overly robust.

The ATO as a key stakeholder

Professionals working in this space will be familiar with the significant changes that occurred in 2015 and the ensuing rate of change which has continued to this day. While some changes were temporary, such as the zero-dollar threshold measures that were introduced during the COVID-19 pandemic and removed in early 2021, the changes in 2015 fundamentally altered the way FIRB engaged with the ATO and the functions that the ATO assumed from that point onwards.

First, the ATO became a co-administrator of the FATA, taking over the primary responsibility for vetting foreign purchases of residential property, along with various ownership registers and the administration of the FIRB fee system. These functions were new to the ATO and came with a significant increase in resources, as well as a refreshed focus on the FIRB process and the ATO’s role in it, not just on the newly assigned functions but also on the existing functions.

The ATO had provided advice on foreign investment applications for decades, long before the 2015 changes. However, the ATO did not have a coordinated and centralised management of this work until additional resourcing was provided in 2015 to facilitate increased ATO responsibility for FIRB. At times, this led to differences in the form and/or approach to the advice provided which made it challenging to routinely collate and share insights.

Current ATO framework

With the 2015 changes came the centralisation of the FIRB tax consult advisory function (the function of advising Treasury and FIRB) into a single team (the Foreign Investment Portfolio (FIP) Tax Consult team). This team is located within the FIP in the international section of Public Groups and International (PG&I), with Hector Thompson as the current Deputy Commissioner.

The FIP Tax Consult team is responsible for coordinating the provision of advice on commercial and agricultural applications. The team’s primary responsibility is to provide the technical analysis, which includes the involvement of appropriate ATO stakeholders as required. Some applications, for example, those from taxpayers in the ATO’s top 100 program, may have increased stakeholder engagement. However, the FIP Tax Consult team will ensure that the advice provided is consistent with advice provided to other taxpayers on comparable issues or facts.

The function that the FIP Tax Consult team provides in ensuring the equality of advice across applications is important given the different scope of a tax consult review compared to other ATO products, that is:

1. a tax consult review is prospective in nature which fundamentally sets it apart from audits and reviews;

2. the application is made as part of a broader commercial process which the taxpayer is obliged to follow and is therefore quite different to a ruling that a taxpayer might pro-actively seek from the ATO. This process also requires that Treasury is an intermediary between the taxpayer and the ATO which is quite different from the normal process of the ATO providing advice to taxpayers;

3. quite importantly, the advice provided by the ATO is subject to the national interest protections and cannot be obtained by the taxpayer or any other enquiring minds; and

4. the ATO is not being asked to provide technical advice on the interpretation of a narrow issue based on defined facts, but rather advice on whether or not a proposed transaction is “in the national interest” in light of any tax concerns.

Prospective in nature

While ATO products will normally rely on lodged positions and contemporaneous evidence to form a view, the prospective nature of a FIRB application does not permit this. This means that more mechanical provisions such as ACA calculations are out and strategic structural risks are in, ie financing, the selection of vehicles in Australia and overseas, broader transfer pricing concerns, and considering what the tax consequences may be in the event of a disposal. Further commentary on the scope of the ATO’s review is contained in Guidance Note 12 published on the Treasury website.2

Broader commercial process

Applications are referred to the FIP Tax Consult team by Treasury, with an initial 10-day time frame for completion (that is, 10 calendar days not workdays, which, if a referral is made on a Friday afternoon, will leave a case officer with six working days to complete an application). Given that a team of approximately eight people are required to review around 1,200 applications a year, the significance of the tight time frame becomes apparent.

The applications do not necessarily provide pertinent tax information, despite a tax checklist being available on the Treasury website. This leaves ATO officers having to piece together commercial information that has been drafted for other consult partners (eg the ACCC or state governments) to determine the tax risks, and significantly increases the number of requests for information issued by the ATO during the process.

National interest protections

Given the content of the advice is the ATO providing a view on a hypothetical future and an assessment of how risks may manifest themselves based on hypothetical facts, it is very important that the content of the advice is not widely available. In addition, it is not uncommon for the ATO advice on a FIRB application to reference multiple taxpayers. As such, it would not be appropriate for individual taxpayers to view the ATO advice as they would be viewing information directed at another, often entirely unrelated, taxpayer. Finally, the nature of the advice that the ATO provides is akin to a high-level risk assessment. This is a reflection of the uncertainty that typically exists at the time of the FIRB application which would render it difficult, if not impossible, to provide definitive advice. Making such information available to the public, including other taxpayers, would risk them unreasonably relying on it as providing some type of transactional “sign off”.

Is the transaction in the national interest?

The question being posed to the ATO “is this transaction in the national interest” is an entirely different request to what the ATO would commonly be charged with answering. While the national interest test itself is very broad the ATO is tasked with purely looking at it through the lens of tax compliance and administration. The broader commercial concerns or concerns with the applicant’s character are left for other more appropriate consult partners to comment on. The ATO’s position is that, prima facie, any tax issues/risks should be able to be managed by the ATO as part of a transaction’s normal commercial life. The ATO may form the view that these normal, business as usual, risk and compliance processes are not sufficient to manage the potential transactional risks. However, traditionally, this has been in limited circumstances.

With improvements in data-matching, the ability for the ATO to understand a taxpayer’s previous compliance history (which for FIRB applicants may pertain to previous Australian investments) has led to the development of “tax character” as a risk. Broadly, this relates to the taxpayer’s overall behaviour when engaging with the ATO, as distinct from their tax technical positions adopted, ie deductions claimed or income declared. An example of this is the timely lodgment of tax returns or other filings, or the payment of tax liabilities when due. There is an expectation that FIRB applicants will ensure that their Australian investments reliably meet their administrative requirements. Failure to do so is likely to increase the ATO’s appetite to advise that the application is not in the national interest.

What happens when the ATO considers a transaction poses a tax risk?

When the ATO has concerns about a FIRB application, the case will be allocated for subsequent review by the Foreign Acquisitions Engagement and Assurance (FAEA) team. This is a dedicated review team which sits in the Operations division of PG&I. The team’s mandate is to review the cases of concern coming from the FIP Tax Consult team. This includes considering, where relevant, any additional risks that may not have been identified at the time of the application or may not have arisen due to a change of circumstances.

Should any responses to conditions be provided in relation to these cases, the FAEA team will review them as a matter of priority. While the FAEA team will review all cases within its ambit, this is not necessarily a public-facing review. Internal reviews will be undertaken, as they are with many ATO programs, to determine the cases that merit engagement with the taxpayer. At times, these taxpayers are already part of an existing ATO program, ie the top 100 or top 1,000 taxpayers, and the risks identified during the FIRB process are better addressed through those planned engagement strategies.

The FAEA team has a lot of discretion as to what cases it selects for an external review which involves further engagement with the taxpayer, instead of seeking to resolve the relevant issue through an internal review. While financing is a key risk that the ATO has been examining through multiple channels, the FAEA team will ensure that more bespoke risks are also considered.

The primary goal of the FAEA team is to better understand the transaction and engage with the taxpayer to reach agreement on an appropriate way to mitigate risks that are present. Ideally, these engagements occur without the case having to progress to a formal audit.

Conditions

The conditions are one of the most relevant and significant areas of concern for most taxpayers involved in the FIRB process. They are genuinely imposed at the Treasurer’s discretion, reflected in the unilateral imposition of standard tax conditions by the Treasurer where he considers it appropriate and warranted. The ATO plays a significant role in recommending what tax conditions may be appropriate for the Treasurer and FIRB to impose. However, there are a number of circumstances where the ATO’s desired condition may not be able to be imposed due to the nature of the FIRB framework and which entity can be legally bound by the conditions.

“There have been very few test cases to help us understand what non-compliance looks like.”

The standard tax conditions were developed in conjunction with the 2015 changes to impress on foreign investors their obligation to comply with Australian tax laws and to leave them in no doubt that they are expected to engage and cooperate with the ATO. Of course, by and large, the conditions only require things that would otherwise be required under the income tax Acts which often raises questions around their value. However, the FIRB conditions (which include standard tax conditions) are often being elevated within an organisation beyond tax managers to the C-suite, and the ATO is of the view that there is value in making senior management and business owners aware of these obligations. Additionally, the FIRB conditions introduce additional consequences for non-compliance.

One condition which is not otherwise required under taxation law is the reporting condition (the disposal notification has now moved from being a standard tax condition to a general condition imposed by Treasury). The reporting condition causes quite a degree of confusion among taxpayers who are unsure about the depth of information and the scope of the questions. They tend to be interpreted narrowly, with questions only being answered by reference to the specific transaction that is subject to the FIRB notification. This is not the view adopted by the ATO and could inadvertently result in misleading disclosures which do not comply.

The desired scope of the responses is very broad. It is intended to cover all tax affairs of the taxpayer and any additional taxpayers within its control group. For example, condition 2 is that a taxpayer and the entities within its control group must be compliant with Australian tax laws. This does not relate solely to the transaction approved by FIRB but is taken by the ATO to apply to any tax affairs of the applicant entity. In simple structures, this interpretation is often obvious. However, where the condition is imposed on a head company of a larger, more complex group with multiple investment advisers or taxpayers, the applicant may be inclined to inappropriately narrow down their interpretation. The appropriate scope is all tax affairs of the entity and its subsidiaries (depending on the entities that are captured by the conditions). There have been very few test cases to help us understand what non-compliance looks like. However, there have been instances where the ATO has advised that a proposed transaction is not in the national interest due to an applicant’s non-compliance with prior applications’ conditions and therefore the issue should be taken very seriously.

What happens after condition responses are submitted?

Responses to the conditions are submitted to Treasury but the responsibility for reviewing and considering the responses rests with the ATO. There can be a significant delay between responses being submitted to Treasury and being received by the ATO Tax Consult team. Once the conditions are received by the ATO, they go through a similar triage/consideration process to the initial assessment.

The overall ATO approach is to determine what the risk rating would have been for the transaction had that information been received at the time of the transaction. Accordingly, the transaction is then reassessed into either high, medium or low-risk categories. This risk assessment is not shared with Treasury or FIRB. Short of answers being too brief they are effectively non-compliant, or information being supplied which is contradictory to other intelligence that the ATO already holds (which would also suggest non-compliance), the ATO does not communicate the responses with Treasury. The reassessment process is used for determining subsequent ATO compliance resources through the FAEA team or otherwise.

Can conditions be avoided?

Some conditions can be avoided by providing the information as part of the original application. The natural justice process is also an opportunity to revise the conditions. The natural justice process occurs once the Treasury has formed a view and advised taxpayers of what conditions they are minded to impose. The taxpayer/applicant then has an opportunity to engage with the Treasury to modify or, if appropriate, remove those conditions. If the conditions come through and information could be provided that would address any concerns, the ATO will be open to receiving that information during the natural justice phase. However, this part of the process often happens at a time-critical moment for the transaction, so information as part of the initial application is the best approach.

Special conditions

The special conditions are of greater value to the ATO as they provide more specific taxpayer information on key risks. The primary risk that is commonly considered through special tax conditions is the financing of the entities and the transaction. Generally, the special conditions will only ask for information and/or documentation. However, occasionally the action required is more involved, such as applying for a private binding ruling or engaging with a particular team like the Private Equity team.

A positive aspect of the special conditions is that they tend to be for a limited time, and once taxpayers have responded to them, they do not generally present an ongoing compliance burden. Having said that, sometimes the response time is quite remote from the initial transaction, for example, special conditions around private equity transactions where notification prior to disposal is required which may easily be five years from the original transaction. It is important to diarise condition requirements like this to ensure that they are not missed. It is not just a question of penalties under the FIRB framework in relation to that specific transaction that need to be considered, but also the overall impact that a significant failure will have on a foreign investor’s future ability to invest in Australia. A failure to comply with a condition may cause more concern than any substantive tax issue with the information provided, and it may be interpreted as an unacceptable level of carelessness regarding tax governance.

Compliance burden and areas for improvement

The compliance burden created by the initial application process is proportional to the importance of the assessment, at least in regard to tax, and could be minimised further if taxpayers provided the information requested in Treasury checklists at the time of the initial application. However, the conditions present a higher compliance burden and, in many ways, ensuring appropriate compliance with the standard conditions is probably the most burdensome tax requirement of the process.

For the reporting requirement to be appropriately complied with, a taxpayer is arguably required to annually review its tax position (including whether there are any concerns around taxpayer alerts etc) and to disclose this position to the ATO, along with any missed payments, audit or review activity etc. It also requires a taxpayer to have a reasonably arguable position on issues or otherwise be at risk of non-compliance.

However, having to complete this report annually almost ad finitum is quite burdensome. At times, the condition can remain in place even after the foreign investor has disposed of the interests to a new acquirer. Flaws like this raise two areas of potential improvement which would not only ease the compliance burden on taxpayers, but also ease the regulatory burden on the ATO which has to allocate resources to reviewing reports which are often lacking in useful information.

One suggestion for improvement would be to introduce a sunset clause into the standard tax condition reporting of somewhere between three and five years. This would enable the ATO to focus more on the reports provided being done correctly and would ensure that taxpayers in the first few years of an investment start off with the correct focus on administration.

Another suggestion, which would offer significant benefits all round, would be to reduce the fees for changes to tax conditions. Recently, the fee for making a change to a tax condition increased to around $20,000. There are numerous situations where there are administrative benefits for both taxpayers and the ATO if conditions can be amended to better accommodate the current circumstances.

Summary

In summary, there is a lot that can be done to speed up the FIRB process and to eliminate unnecessary questions from the ATO if information is shared from the outset. It is worthwhile paying particular attention to compliance with the conditions, including compliance with the standard conditions, as a failure to comply can have a significant impact on a taxpayer’s ability to undertake further investment activity in Australia (even if it does not have a significant impact on the transaction they have been imposed on). Always remember that the ATO’s management of data and intelligence is improving exponentially each year, and where an investment was previously subject to FIRB approval, the original application may be relevant to future plans around restructures or changes in business direction.

Charlotte Brierley

Director, Tax Controversy

PwC
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Recent trends: capital versus revenue

by Melanie Baker SC, CTA, Barrister, Victorian Bar


The recent cases dealing with the characterisation of outgoings as being either on revenue or capital account serve as a reminder that the borderline cases remain as difficult to resolve as ever. Although these cases have revealed some themes in terms of how parties have sought to argue their cases, and the High Court introduced the concept of the counterfactual in Sharpcan, arguably the main “trend” in the recent cases is that the result often comes down to answering a prior question: what was the amount really paid for?



Introduction

The distinction between income and capital has always been a fertile area for disputes between the Commissioner of Taxation and taxpayers. On the income side, a receipt of capital is only taxable if specifically brought to account by the income tax law. However, on the deductibility side, Australia’s income tax legislation has long denied the deductibility of a loss or of an outgoing of capital (or that is capital in nature),1 leaving such expenditure to be dealt with under the depreciation provisions, the capital gains tax rules or, more recently, s 40-880 of the Income Tax Assessment Act 1997 (Cth) (ITAA97), if applicable.

Nonetheless, the income tax legislation has never contained any definition of “income” or “capital”. Therefore, it has been left to the courts to determine their own indicia with respect to the characterisation of both receipts and expenditure.

The session that this article has been written to accompany is too short to do justice to exploring the hallmarks that the courts have identified for distinguishing between income and capital in respect of both receipts and expenditure or losses. On the basis that it is “wrong to assume exact congruence between the capital or revenue character of a sum as a receipt and its character as expenditure”, and that the “assertion of such congruence or symmetry diverts attention from the fundamental inquiry”,2 I have decided to focus on recent developments in the jurisprudence dealing with the distinction between capital and revenue with respect to expenditure only.3 I will therefore leave the principles that govern the identification of income on the receipts side, which includes the High Court’s embrace of the “metaphor of severance” of the fruit from the tree in FCT v Montgomery4 and FCT v McNeil,5 to another presenter at another time.

That is not to say that, by focusing on the distinction in the context of expenditure, my task is any easier; rather, it is simply somewhat smaller in scope. After all, the basis for distinguishing between expenditure on revenue and capital account has long been criticised as being indefinite and uncertain, with Lord Greene MR famously saying in Inland Revenue Commissioners v British Salmson Aero Engines Ltd6 that “a spin of a coin would decide the matter almost as satisfactorily as an attempt to find reasons” in many cases. Others are not so pessimistic. The plurality (French CJ, Kiefel and Bell JJ) in AusNet Transmission Group Pty Ltd v FCT7 (AusNet) began their judgment with the following observations:


“14. The evaluative judgment required to distinguish between expenditure on capital or revenue account is made under the guidance of approaches developed in decisions of this Court over many years. Those approaches have necessarily been expressed with a degree of generality sometimes criticised for unpredictability in the outcomes they yield. However, as Dixon J observed in Hallstroms Pty Ltd v Federal Commissioner of Taxation, the courts, having been given by the income tax law ‘a very general conception of accountancy, perhaps of economics’, have proceeded with the task ‘in the traditional way of stating what positive factor or factors in each given case led to a decision assigning the expenditure to capital or to income as the case might be’.

15. The distinction between capital and revenue expenditure is readily discerned in cases close to the core of each of those concepts. A once and for all payment for the acquisition of business premises would be treated as an outlay of capital. A rental payment under a lease of the same premises would be treated as an outgoing on revenue account. The distinction is not so readily apparent in penumbral cases. They may require a weighing of factors including the form, purpose and effect of the expenditure, the benefit derived from it and its relationship to the structure, as distinct from the conduct, of a business. Some of those factors may point in one direction and some in another. Definitive and specific criteria are not, and never have been, in abundance in Australia …” (footnotes omitted)



This passage serves as a reminder that there are no absolute rules that govern characterisation of expenditure as being either on revenue or capital account. Rather, there are guiding principles which must be considered based on the facts of each particular case.

Guiding principles

The relevant guiding principles may be traced back to the criteria defined by Dixon J in Sun Newspapers Ltd v FCT8 (Sun Newspapers), where his Honour stated:


“There are, I think, three matters to be considered, (a) the character of the advantage sought, and in this its lasting qualities may play a part, (b) the manner in which it is to be used, relied upon or enjoyed, and in this and under the former head recurrency may play its part, and (c) the means adopted to obtain it; that is, by providing a periodical reward or outlay to cover its use or enjoyment for periods commensurate with the payment or by making a final provision or payment so as to secure future use or enjoyment.”



However, in identifying these three criteria, Dixon J made it clear that the focus of the distinction between expenditure on revenue and capital is the role that expenditure plays with respect to the taxpayer’s “profit-yielding structure”. His Honour said (at 359–360):


“The distinction between expenditure and outgoings on revenue account and on capital account corresponds with the distinction between the business entity, structure or organisation set up or established for the earning of profit and the process by which such an organisation operates to obtain regular returns by means of regular outlay … In the same way expenditure and outlay upon establishing, replacing and enlarging the profit-yielding subject may in a general way appear to be of a nature entirely different from the continual flow of working expenses which are or ought to be supplied continually out of the returns or revenue.”



Subsequently, in Hallstroms Pty Ltd v FCT9 (Hallstroms), Dixon J (in dissent) added the following comments to his criteria for distinguishing between expenditure on revenue account and on capital account:


“[T]he contrast between the two forms of expenditure corresponds to the distinction between the acquisition of the means of production and the use of them; between establishing or extending a business organisation and carrying on the business; between the implements employed in work and the regular performance of the work in which they are employed; between an enterprise itself and the sustained effort of those engaged in it …

What is an outgoing of capital and what is an outgoing on account of revenue depends on what the expenditure is calculated to effect from a practical and business point of view, rather than upon the juristic classification of the legal rights, if any, secured, employed or exhausted in the process.”



Subsequent cases have therefore made it clear that, of the three criteria identified by Dixon J in Sun Newspapers, the nature of the advantage sought by the making of the expenditure is the principal consideration.10 Thus, the enquiry must always begin by identifying the advantage sought in incurring the expenditure.11 To that end, the enquiry often begins with the question of what the money was really paid for, before then asking whether the asset is, in truth and substance, a capital asset.12 Both questions may be answered by reference to the transaction documents, but the court is not limited to the transaction documents and may, in appropriate circumstances, examine the wider context and surrounding circumstances to determine what the expenditure is calculated to effect from a practical and business point of view.13

Of course, the statements of principle set out above do not necessarily assist in illuminating how the law should be applied in the borderline cases. As Edmonds J14 stated in FCT v Ashwick (Qld) No. 127 Pty Ltd15 in respect of a similar summary of principle:


“So much may be accepted, although there are nuances which come out of the labyrinth of cases that have been decided by the courts of this country over nearly 100 years of federal income tax legislation on the capital/income distinction in the context of the construction and application of s 51(1) (s 8-1) that, arguably, give lie to its accuracy or, at best, entitle one to criticise it as an over-simplification. More importantly, as a statement of principle it takes us nowhere. As has often been said of the distinction, it is not so much the principles that are in doubt, but the application of those principles to a given set of facts.”



“Recent trends”

An analysis of the basic principles invites the question: if the guiding principles are established, what then is a “recent trend” in the case law dealing with the distinction between capital and revenue in the context of expenditure? It is an interesting question because it strikes me that, with the possible exception of the High Court’s use of a “counterfactual” analysis in FCT v Sharpcan Pty Ltd16 (Sharpcan) (Kiefel CJ, Bell, Gageler, Nettle and Gordon JJ), not much has changed from the expression of the guiding principles in Sun Newspapers. The real trends may be found in how the guiding principles are applied and, in particular, how parties have sought to argue their cases by reference to them.

In that regard, if one begins with the High Court’s decision in AusNet in 2015 and examines the subsequent cases dealing with the distinction between revenue and capital, arguably, three principal themes emerge in terms of how parties have sought to argue their cases:

1. many parties have sought to reason by analogy, by seeking to assimilate their fact pattern with previous cases in which expenditure was found to have been incurred on revenue account;

2. there appears to be a number in cases in which arguments based on substituted expenditure, or whether they can be expressed in terms of an economically equivalent income stream, have been invoked in an attempt to influence characterisation; and

3. there is an open question as to whether the way in which an outgoing was calculated might be relevant to answering the question as to what the expenditure is incurred for, and what it is calculated to effect from a practical and business point of view.

It might be that, although these themes are present in recent cases, none of them are, in truth, particularly “recent”. The first — reasoning by analogy — was actively endorsed by Lord Denning MR in Heather (HM Inspector of Taxes) v P-E Consulting Group Ltd17 as a potential way of overcoming the difficulty of characterisation:


“The question — revenue expenditure or capital expenditure — is a question which is being repeatedly asked by men of business, by accountants and by lawyers. In many cases the answer is easy; but in others it is difficult. The difficulty arises because of the nature of the question. It assumes that all expenditure can be put correctly into one category or the other; but this is simply not possible. Some cases lie on the border between the two; and this border is not a line clearly marked out; it is a blurred and undefined area in which anyone can get lost. Different minds may come to different conclusions with equal propriety. It is like the border between day and night, or between red and orange. Everyone can tell the difference except in the marginal cases; and then everyone is in doubt. Each can come down either way. When these marginal cases arise, 8 then the practitioners — be they accountants or lawyers — must of necessity put them into one category or the other; and then, by custom or by law, by practice or by precept, the border is staked out with more certainty. In this area, at least, where no decision can be said to be right or wrong, the only safe rule is to go by precedent. So the thing to do is search through the cases and see whether the instant problem has come up before. If so, go by it. If not, go by the nearest you can find.”



Similarly, in FCT v Montgomery,18 a case which was concerned with the question of whether a lease inducement paid by the lessor of a property was received by the lessee as a revenue or capital receipt, the majority of the High Court (Gaudron, Gummow, Kirby and Hayne JJ) observed at [64] that, because the distinction between income and capital has been considered so often by the courts, attempts to classify a particular receipt often proceed by seeking to draw analogies with decided cases. That approach was said to be “helpful”, but the majority also cautioned that “resort to analogy should not be permitted to obscure the essential nature of the inquiry”, which in the case of determining whether a receipt should be treated as income was to determine whether the receipt was income according to ordinary concepts.

The arguments about substituted expenditure bring to mind the observation of Gageler J in AusNet at [74] that, in characterising expenditure from a practical and business perspective, it is not relevant to “inquire into whether the expenditure is similar or economically equivalent to expenditure that might have been incurred in some other transaction”.

There is also some echo in the new arguments about substituted expenditure of the old argument that expenditure that is incurred with the purpose of increasing trading profits should be treated as being on revenue account. The High Court has previously cautioned against attempting to use some kind of “purpose of the expenditure” test in Mount Isa Mines Ltd v FCT19 (Mount Isa) as an alternative to characterising expenditure by reference to established principles.20 Specifically, in footnote 45 in Mount Isa, a case that concerned expenditure incurred in demolishing obsolete equipment, the High Court referred to a passage in the speech of Lord Edmund-Davies in Tucker v Granada Motorway Services Ltd21 in which his Lordship made the observation that the “purpose of the expenditure” test too readily invites the answer that the purpose is to increase trading profits. In the relevant passage of Tucker referred to by the High Court in Mount Isa, Lord Edmund-Davies said (at 693):


“To apply that as the sole or principal test is unsatisfactory, for, as the respondents have rightly submitted, the purpose of any payment will generally be to improve a company’s trading profits, even if the purchase is of an obvious capital asset. This could lead to the conclusion (contrary to many longstanding decisions in the field) that the purchase of any asset must be regarded as involving revenue expenditure if it be made in order to reduce recurrent expenditure charged against profits …”



It is clear from that quote that Lord Edmund-Davies left open the possibility that, although the “purpose of the expenditure” should not be treated as the sole or principal test, there might nonetheless be a role for that type of analysis as part of the task of characterising expenditure. However, it appears that it is simply a matter to be evaluated as part of applying the guiding principles set out in Sun Newspapers and it should not be elevated beyond that point. Therefore, it falls within the broader category of matters that may have some relevance, but which are not determinative — like how the parties describe a payment,22 the accounting treatment of expenditure,23 non-refundability24 and, in some instances, how the amount was calculated.25

The skill therefore is to be able to identify when arguments based on analogies with previously decided cases, or by reference to substituted expenditure, methods of calculation and other matters, are likely to be useful analytical tools, as opposed to being likely to distort the inquiry with respect to characterising expenditure.

The recent High Court cases

AusNet

One might have thought that the flow of cases dealing with the characterisation of expenditure as being either on capital or revenue account might have been stemmed somewhat after the High Court considered the issue in 2015 in Ausnet. Broadly speaking, AusNet concerned the deductibility of certain payments made by the taxpayer on its acquisition of the assets of a state-owned electricity transmission company (called Power Net Victoria or “PNV”), which included a transmission licence. In addition to paying the purchase price for the assets, AusNet also agreed to pay certain statutory charges imposed on PNV under the Electricity Industry Act 1993 (Vic) in respect of the transmission licence transferred to AusNet. The charges were to be paid directly to the state Treasurer in quarterly instalments over three years.

In AusNet, the payments were held to be on capital account, and therefore not deductible. However, in reaching that conclusion, the plurality began with the observations set out above, recognising the difficulty in characterising expenditure as either on capital or on revenue account that exists in borderline (or “penumbral”) cases.

There was no question in AusNet that it was necessary to consider the three matters set out by Dixon J in Sun Newspapers (AusNet at [22]). However, although the High Court restated the principles set out in Sun Newspapers, the decision in AusNet ultimately turned on the prior question of what the payments were made for — citing the “real question” identified by Gibbs ACJ in SA Battery Makers at 655 (AusNet at [23]).

On the one hand, if the payments could be viewed as consideration for the acquisition of a business, that would have weighed heavily in favour of its character as a capital outlay. But on the other hand, if the payments were instead licence fees, that might reasonably have been seen to favour a revenue character, based on, among other things:

• Citylink — a case in which concession fees paid under a licence agreement for a right to operate the road system and to collect tolls (ie a right to use capital assets) were held to be on revenue account; and

• Cliffs International Inc v FCT26 — a case which involved royalty payments on iron ore mined by the taxpayer that were paid to the vendors of the shares acquired by the taxpayer in a mining company that held certain tenements, in which the payments were held to be on revenue account notwithstanding that they formed part of the consideration for the purchase of shares.

Ultimately, the majority (Nettle J in dissent) rejected the taxpayer’s arguments and distinguished Cliffs International and Citylink. Gageler J rejected the taxpayer’s arguments at [76]–[77] in the following terms:


“76. The question cannot be answered, as AusNet seeks to have it answered, either by attempting to liken the expenditure to a simple case of a payment of land tax or an adjustment for rates made on the settlement of a contract for the sale of land, or by attempting to liken the expenditure to the contractual payments which gave rise to the division of opinion in the peculiar circumstances considered in Cliffs International Inc v Federal Commissioner of Taxation or in Federal Commissioner of Taxation v Citylink Melbourne Ltd.

77. Those cases can be taken to illustrate the negative proposition that the fact that a promise to make the expenditure formed part of the consideration for the acquisition of an asset does not foreclose the question of whether the expenditure when made is calculated to effect the acquisition of the asset. Other considerations - including the frequency of the expenditure, the circumstances in which it is to be paid and the method by which it is to be calculated — might yet lead to the conclusion that the expenditure when made is more appropriately to be characterised from a practical and business perspective as referable to the subsequent use of the asset or to some other circumstance.” (footnotes omitted)



The plurality similarly rejected the taxpayer’s attempt to characterise the payments having regard to the reason why they were imposed. The plurality rejected that approach on the basis that the question is to be asked from AusNet’s perspective (at [66]):27


“Undue emphasis on the purpose of the charges, however, is apt to direct the inquiry away from the critical question — from AusNet’s perspective what was the character of the advantage sought? — or, as Fullagar J put it in Colonial Mutual Life, what was the money really paid for? The answer to that question has already been reached. AusNet did not pay the charges in order to reimburse the State for excess revenue it might generate as licence holder. From a practical and business point of view, the assumption of the liability to make the expenditure was calculated to effect the acquisition of the Transmission Licence and the other assets the subject of the Asset Sale Agreement …”



Sharpcan

Given AusNet was decided by the High Court in 2015, it was unusual to see the issue of capital versus revenue return to the High Court as soon as it did in Sharpcan in 2019, and yet the High Court took the opportunity to consider the issue again by granting special leave to appeal in respect of the decision of a majority of the Full Federal Court in FCT v Sharpcan Pty Ltd28 (Greenwood ACJ and McKerracher J, Thawley J in dissent). However, in Sharpcan, the issue was not just what were the payments made for, but also one of characterisation once the advantage sought was identified.

By way of background, the trustee of the Daylesford Royal Hotel Trust had purchased the business of the Royal Hotel in Daylesford from Tattersalls in 2005. The taxpayer was the sole beneficiary of the Daylesford Royal Hotel Trust.

After the purchase, the trustee ran the business of the hotel (accommodation, pub and gaming business), but Tattersalls continued to own and operate the 18 gaming machines.

Subsequently, in 2008, the Victorian government announced a new regulatory regime which meant that Tattersall’s gaming operator licences would not be renewed when they expired in 2012. When the government put the gaming machine entitlements (GMEs) up for auction, the trustee bid $600,300 for 18 new entitlements. Each entitlement allowed the trustee to operate one gaming machine for 10 years at the hotel.

The trustee was to pay the cost in instalments over the life of the gaming machine entitlements. There was evidence in the case that the trustee had determined the amount it bid on the basis of the likely revenue to be derived from operating the gaming machines over the 10-year life of the entitlements.

The taxpayer had argued that the outgoings were incurred on revenue account and were therefore deductible under s 8-1 ITAA97 because they were incurred to enable the trustee to continue carrying on substantially the same business in substantially the same way. In the alternative, the taxpayer relied on s 40-880 ITAA97 to claim a deduction for 1/5th of the price.

The taxpayer succeeded before the tribunal and then before a majority of the Full Court of the Federal Court. The majority of the Full Federal Court equated the purchase price of the GMEs to the payments made by BP Australia to service station proprietors to ensure that they would stock only BP Australia products under what was described as a “tying” arrangement, which were held to be deductible in BP Australia Ltd v FCT29 (BP Australia).

The High Court allowed the appeal, concluding that the GMEs were a “capital asset of enduring value acquired by the Trustee as the means of production necessary for the Trustee to conduct gaming activities following expiration of the Trustee’s arrangements with Tattersall’s” (Sharpcan at [17]). Relevantly, in characterising the expenditure, the High Court again focused on the trustee’s purpose in paying the purchase price of the GMEs at [17]:


“… It was not to the point that the Trustee intended to recoup the purchase price of the GMEs over time out of every day’s trading. It was not to the point that the purchase price of the GMEs may have reflected the economic value of the income stream expected to be derived from gaming. It was not to the point that the Trustee’s hotel business was an integrated business which would have been significantly prejudiced and possibly failed if the Trustee had not purchased the GMEs. And it was not to the point that the reason the Trustee determined to acquire the GMEs was the change in the law that made it necessary for a venue operator to own GMEs rather than dealing through Tattersall’s. The Trustee’s purpose in paying the purchase price of the GMEs was to acquire, hold and deploy the GMEs as enduring assets of the hotel business for the purpose of generating income from gaming. There can be no question that the purchase price was incurred on capital account.” (emphasis added)



After deciding what the expenditure had been incurred for, the High Court once again restated the relevant principles for determining whether expenditure should be characterised as being on revenue or capital account at [18]:


“Authority is clear that the test of whether an outgoing is incurred on revenue account or capital account primarily depends on what the outgoing is calculated to effect from a practical and business point of view. Identification of the advantage sought to be obtained ordinarily involves consideration of the manner in which it is to be used and whether the means of acquisition is a once-and-for-all outgoing for the acquisition of something of enduring advantage or a periodical outlay to cover the use and enjoyment of something for periods commensurate with those payments. Once identified, the advantage is to be characterised by reference to the distinction between the acquisition of the means of production and the use of them; between establishing or extending a business organisation and carrying on the business; between the implements employed in work and the regular performance of the work in which they are employed; and between an enterprise itself and the sustained effort of those engaged in it. Thus, an indicator that an outgoing is incurred on capital account is that what it secures is necessary for the structure of the business.” (footnotes omitted and emphasis added)



In Sharpcan at [19], the High Court found that the GMEs were a capital asset of enduring value as it was the very means of production necessary for the trustee to conduct gaming activities. It was a legal requirement for the trustee to hold the GME, and without the GME, it was unlawful for the trustee to continue operating the business. The High Court was clear that it did not consider the circumstances surrounding the purchase of the GMEs and that it only considered the purpose of the acquisition of the GMEs, which was ultimately for the generation of income.

In finding that the rights to use the GMEs were an enduring advantage, the High Court distinguished Citylink on the basis that the concession agreement in issue in that case had been a licence agreement to use capital assets for the limited period of the concession (Sharpcan at [21]). This was in contradistinction to the purchase price payable in instalments for the GMEs (Sharpcan at [22]). The fact that there might have been some risk of early termination of the GMEs did not change that analysis (Sharpcan at [25]).

As to the taxpayer’s argument that it was necessary to purchase the GMEs to deal with an obstacle to the continued trade of their integrated hotel business as a result of the change in the regulatory environment, the High Court posited a counterfactual test rather than a historical analysis in Sharpcan at [33]:


“As has been observed, the determination of whether an outgoing is incurred on capital account or revenue account depends on the nature and purpose of the outgoing: specifically, whether the outgoing is calculated to effect the acquisition of an enduring advantage to the business. And the identification of what (if anything) is to be acquired by an outgoing ultimately requires a counterfactual, not an historical, analysis: specifically, a comparison of the expected structure of the business after the outgoing with the expected structure but for the outgoing, not with the structure before the outgoing. Other things being equal, it makes no difference whether the outlay has the effect of expanding the business or simply maintaining it at its present level. If a once-and-for-all payment is made for the acquisition of an asset of enduring advantage which, once acquired, forms part of the profit-earning structure of the business, the payment is incurred on capital account. (footnotes omitted and emphasis added)



Interestingly, the High Court rejected several arguments based on the economic value of the income stream, that is, it was not held to be relevant that the trustee had calculated what it was prepared to bid for the GMEs on the basis of a projection of the likely return from the GMEs: “… the purchase price for the GMEs was a lump sum paid for the acquisition of the GMEs which was payable regardless of the amount of income that might be earned from them” (Sharpcan at [27]). Instead, the “proper analysis” of what the acquisitions of the GMEs was calculated to effect from a practical and business point of view “required taking account of the legal rights and obligations thereby created and their expected consequences for the trustee’s business” (Sharpcan at [27]).

Similarly, an argument that suggested that the price of the GMEs was “in effect equivalent to a stream of regular and recurrent payments over the lifetime of the GMEs for the use of them throughout that period” did not assist because there is nothing in principle or authority that supports the idea that it is relevant that the present discounted value of the income stream that an asset was expected to generate is relevant, subject to one statement made by Lord Pearce in BP Australia which was said to be “problematic” (Sharpcan at [29]). After explaining how Lord Pearce’s dictum should be understood, the High Court clarified that: “A taxpayer’s acknowledgment that a capital outlay can be expressed in terms of an economically equivalent projected stream of income payments does not convert the capital outlay into a revenue outgoing” (Sharpcan at [31]).

Sharpcan distinguished the decision in BP Australia. At [38], the High Court identified the “main thrust” of their Lordship’s analysis in BP Australia as being based on the following five considerations:

1. that the tying arrangements were not of such duration as to indicate that the ties were a structural solution;

2. that the payments were made to particular customers to secure their particular custom;

3. that the benefit of each payment to BP Australia was to be used in the continuous and recurrent struggle to get orders and sell petrol;

4. that, although not strictly “bundles of orders”, the agreements were the basis of orders and made orders inevitable; and

5. that, for a durable company operating in the wholesale petroleum market after the rapid change from multi-brand franchises to solo-brand sites, the payments were essentially recurrent.

The High Court therefore stated in Sharpcan at [39]:


“In the result, BP Australia is perhaps best understood as a decision that, where an oil company paid particular customers on a recurrent basis to induce those customers to buy quantities of a product which the oil company sought to sell to those customers on a recurrent basis, the payments were an expense incurred on revenue account in gaining or producing sales and, therefore, deductible.”



In contradistinction, the High Court characterised the acquisition of the GMEs as a significant, one-off, structural change to the way the business operated, and would secure for the trustee the ability to conduct gaming for a period of 10 years (Sharpcan at [40]). This was not expenditure which would need to be repeated over and again as a necessity of trade, as distinct from the situation in BP Australia. The benefit of the trustee of purchasing the GMEs was also not analogous to “bundles of orders” from customers seeking to play the gaming machines. Thus, the benefit from the purchase of GMEs was the acquisition of an enduring asset as part of the profit-earning structure of the trustee’s business from which to derive gaming income.

Finally, the High Court rejected an argument, which was also apparently based on BP Australia, that the fact that the need to purchase the GMEs was “foisted” on the trustee was somehow relevant to the payments being on revenue account (Sharpcan at [41]). This argument was said to be “misplaced” because the real question was whether the asset in respect of which the expenditure was incurred was acquired as part of the profit-earning structure of the business.

The recent Full Federal Court cases

Watson

Watson as trustee for the Murrindindi Bushfire Class Action Settlement Fund v FCT30 (Watson) was concerned with whether the costs incurred by the scheme administrator of the Murrindindi Bushfire Class Action Settlement Distribution Scheme in administering the scheme were deductible. The case is principally concerned with the positive limbs of s 8-1 ITAA97. However, the question of whether the administration costs were on revenue or capital account also arose. Two points emerge in support of the Full Court’s conclusion that the costs were on capital account because they were incurred in the course of effecting the distribution of the settlement sum to claimants entitled to share in the settlement sum (Watson at [48]):

1. the legal rights and obligations cannot be ignored when answering the question of what outgoings are calculated to effect from a practical or business point of view, meaning that the purpose and terms of the distribution scheme itself were relevant (Watson at [45]); and

2. the character of the administration costs was not to be determined by the source of the funds out of which the costs were paid. As such, it was irrelevant that they were paid out of interest (Watson at [46]).

Healius

FCT v Healius Ltd31 (Healius) was concerned with the deductibility of lump sum payments made by Idameneo (one of the subsidiaries of Primary Health Care Ltd which subsequently changed its name to Healius Ltd) to medical practitioners (principally general practitioners) during the 2003 to 2007 income years.

Idameneo had paid 505 lump sum amounts to medical practitioners during the 2003 to 2007 income years, during a period of significant growth of Idameneo’s business which involved establishing new medical centres in New South Wales and other states, and effectively changing its business model (Healius at [9]–[10]). The number of medical centres operated by Idameneo increased from 17 to 35 over the five-year period (Healius at [3] and [38]).

The payments by Idameneo were made on each practitioner contracting with Idameneo to move their existing practice to a new medical centre established and operated by Idameneo, to practice from the centre for five years, and to pay Idameneo a service fee for providing them with premises and administrative and support services. The agreement between Idameneo and each practitioner described the payments as being for the sale of the practitioner’s “goodwill” to Idameneo, although, as the learned primary judge found, there was in fact no transfer of the practitioner’s goodwill to Idameneo.32 The 505 payments were individually negotiated with practitioners and made regularly throughout the assessment period.

Idameneo was successful at first instance in arguing that it made the payments principally to secure medical practitioners as customers for its business of providing facilities and services to medical practitioners based on an analogy with BP Australia, the case that involved the deductibility of payments made to service station operators under “tying” arrangements. The primary judge’s decision in Healius at first instance was overturned on appeal, principally having regard to the nature of Idameneo’s business, the role the agreements played in that business, and the commitments made by the medical practitioners under the agreements, which relevantly included agreeing to a restraint of trade.

A summary of the Healius decision is set out at [12]–[15] of the Full Court’s judgment:


“12 For the following reasons, and with due respect to the careful analysis of the primary judge, the Commissioner has demonstrated that the Lump Sum payments were capital outgoings. That is principally because they were not simply payments to secure medical practitioners as customers who would then pay to use the facilities and support services provided by the Centre. Rather, they were payments made for the practitioner (a) to cease operating an existing practice (or otherwise practising independently of the Centre); (b) to commence trading as part of the Centre by adopting Idameneo’s required mode of practice; and (c) during the arrangements as well as thereafter to accept a restraint on establishing a medical practice that would compete with the Centre.

13 Therefore, the arrangements with practitioners for which they were paid Lump Sums were not directed to simply securing each practitioner as a customer of Idameneo. The arrangements were essential to the operation of the Centres because they enabled Idameneo to control the way those medical practitioners conducted their practices from the Centres in all significant respects save for the professional judgments to be made in providing medical services. They enabled the Centres to be operated in a particular manner that was planned and implemented by Idameneo in order to attract patients to the Centres. The arrangements also afforded substantial protection from competition for the business conducted by Idameneo from the Centres by preventing medical practitioners from conducting their practices in close proximity to the Centre for a number of years after they ceased to practice from a Centre. Significantly, the restraint was not concerned with whether those practitioners purchased services from a supplier other than Idameneo, but rather whether they offered medical services to patients in proximity to the Centre.

14 The arrangements enabled Idameneo to earn ongoing revenues that were determined on the basis of a percentage (usually 50%) of the fees rendered by medical practitioners conducting practices at its Centres. As such they were the means by which Idameneo profited from the adoption of a mode of practice by medical practitioners at its Centres that formed an essential part of Idameneo’s business structure, a mode of practice that was instigated and directed by Idameneo. Further, commitments from the medical practitioners of the requisite character needed to be in place from the outset in order for each Centre to be opened and operated. The connections then developed by the business conducted from the Centre with patients who sought medical services at the Centre were protected by the restraint. The Lump Sum amounts were paid to put in place that structure and they thereby created and protected the goodwill in the Centres that was associated with the operation of the Centres in the manner required by Idameneo.

15 Fundamentally, the business of operating the Centres depended upon arrangements whereby practitioners were committed to adopting Idameneo’s required mode of practice and, for a number of years (up to eight), were unable to establish a practice that would compete with the provision of medical services from the Centre. Securing the commitment of medical practitioners to conduct their practice in the manner required by Idameneo was an essential part of Idameneo’s business. Together with the physical assets comprising each Centre, those commitments formed the commercial infrastructure that was then deployed by Idameneo to earn its revenue by attracting patients to its Centres. This was facilitated by the arrangement with each practitioner by which the ongoing payment to be made to Idameneo was a function of the fees rendered to patients. Idameneo’s revenue was not confined to the payment of a licence fee for the provision of a place to practise and service fees for reception and other services at agreed rates. Rather, the arrangements made required each medical practitioner to pay an amount determined by reference to the revenue earned by the medical practitioner. Consequently, Idameneo’s revenue was a function of the success of each Centre in attracting patients. Its commercial success was linked to whether the mode of practice that it required the medical practitioners at its Centres to adopt was successful in attracting patients. It then protected that commercial interest by the restraint that it required practitioners at the Centre to accept that would restrict where those practitioners could provide medical services but left them entirely free as to the arrangements they might make for the provision of practice services.” (footnotes omitted and emphasis added)



The distinction with BP Australia was considered in Healius at [118]–[126]. The Full Court observed at [124] that it was important in the Privy Council’s analysis in BP Australia that the tying payments had been found to be part of the cost of performing income-earning operations, rather than amounts paid to “create, enlarge or acquire the business structure of BP” because of its finding about the nature of the market. Making payments of that type were “the form in which oil companies competed for the custom of service station owners”. The Full Court found that the same could not be said of the payments made in Healius because sales of services to practitioners could be achieved without the practitioners assuming all of the commitments set out in the sale deed and practitioner contract.

Other attempts to draw analogies with cases in which outgoings were found to be on revenue account and therefore deductible were also dismissed. For instance:

• National Australia Bank Ltd v FCT,33 which dealt with a payment made by National Australia Bank (NAB) to the Commonwealth to secure the exclusive right for 15 years to be the lender under a housing scheme for the Australian Defence Force, was distinguished on the basis that the payments made in that case did not secure anything that might be added to the framework of NAB’s business to allow it to lend money (Healius at [131]). In contradistinction, Idameneo needed to secure the arrangements with medical practitioners by which the medical practitioners would commit to its business model; and

• Tyco Australia Pty Ltd v FCT,34 which concerned payments made to secure assignments of three-year customer service agreements procured by Tyco’s authorised dealers that were found to be directly referable to securing the customer and therefore on revenue account, was similarly distinguished in Healius at [136], where the court stated:

“Here, for reasons already given, the payments made did not simply secure the opportunity for Idameneo to be able to supply services to the medical practitioners for the term of the agreements. Under the arrangements made, Idameneo secured much more than the custom of the practitioners. Any resolution of the question whether the Lump Sums were paid for the opportunity to secure their custom must take account of the significance of the other commitments secured by the arrangements.”

Mussalli

The issue for determination in Mussalli v FCT35 was whether the trustee for the Mussalli Family Trust (MFT) was entitled to deduct under s 8-1 ITAA97 certain upfront payments that it made to McDonald’s Australia Ltd (MAL) pursuant to what was described as an “option to prepay rent” under:

• the letters that offered an opportunity to enter into a lease and licence to operate a McDonald’s Family Restaurant in respect of four restaurants referred to as the “Group One restaurants”; or

• cl 2.02 of the lease comprising part of the “full lease and licence” executed by the parties in respect of three further restaurants, which were referred to as the “Group Two restaurants”.

Each franchisee entered into a full lease and licence to operate a McDonald’s restaurant, with licence, service and system fees, as well as contributions to marketing. In addition, the premises were leased to the franchisee, with the offer stating that that there would be a base rent amount plus a percentage rent amount, calculated by reference to gross monthly sales — and the percentage rent would be either a higher or lower figure depending on whether the franchisee exercised an option that was variously described as a “prepayment” or an “option to reduce the percentage rent”.

The Group One restaurants were never leased to the franchisee at the higher percentage rent if the franchisee opted to pay the upfront lump sum amount to reduce the percentage rent. In contrast, the Group Two restaurant leases were executed as part of the full lease and licence, and then the upfront payment was made pursuant to an option in the lease.

Broadly speaking, at first instance in Mussalli v FCT36 (Mussalli PJ), the applicants’ emphasis had been on characterising the up-front payments as prepaid rent, meaning that a significant part of the case at first instance had been argued by reference to the question of whether the upfront payments truly answered that description.

Ordinarily, rent is on revenue account because it is recurrent expenditure paid in respect of an obligation that accrues periodically in the process of operating a business to secure the ongoing use of the business premises. That is not to deny that an amount that is properly understood to be “rent” can be prepaid. However, the learned primary judge concluded that the upfront payments under consideration in Mussalli PJ were not prepayments of rent, properly understood, because it could not be said that the upfront payments related in any way to an obligation to pay rent that accrued periodically under the transaction documents. No obligation to pay the higher amount of percentage rent periodically ever existed in respect of the Group One restaurants, and the obligation was extinguished by the exercise of the option in respect of the Group Two restaurants.

Her Honour concluded that the payments were made for an enduring advantage in the form of a right to pay the lesser rent for the term of the lease and licence, and most likely longer (Mussalli PJ at [115]). This gave the MFT a preferable profit-making structure (Mussalli PJ at [118]) because MFT made the upfront payments to secure a right to operate each restaurant on better terms as to rent than would otherwise have been the case (Mussalli PJ at [115], [117] and [123]). That is, the MFT secured a “preferable business structure” by making the upfront payments. Relevantly, the primary judge reached that conclusion irrespective of whether the transaction documents were considered in isolation or in the context of the supporting circumstances, either in isolation from or together with the accounting evidence (Mussalli PJ at [115] and [124]). The preferable business structure was the right to operate the relevant McDonald’s restaurant under the single integrated arrangement implemented by the relevant full lease and licence on better terms as to rent (Mussalli PJ at [92], [93], [115] and [117]).

On appeal, the appellants largely embraced the primary judge’s finding in Mussalli PJ at [115] that the making of the upfront payments had the effect of negating or extinguishing any obligation to pay the higher percentage rent, but then argued (among other things) in favour of a principle that a payment made in substitution for a revenue outgoing was itself a revenue outgoing.

However, the upfront payments were found not to have been made in substitution for future revenue outgoings.37 That was because they were found not to have been made to secure the right to occupy the premises and they had no relationship with the period over which any benefit associated with them was to be enjoyed. Rather, the Full Court held that the upfront payments were made to extinguish any obligation to pay the higher percentage rent that would have been payable if the turnover rent exceeded the base rent,38 meaning that it was more accurate to describe the upfront payments as possibly obviating or removing the need for the future revenue outgoings.39 Therefore, the argument about substituted expenditure did not arise on the facts.

In any event, the Full Court held that there is no general principle that a payment that substitutes future revenue outgoings will always be a revenue outgoing.40 Thawley J stated the position at [111]–[112] as follows:


“111. It may be accepted that a payment which is made to put an end to an ongoing revenue expense would, absent other purposes associated with the expenditure often itself be a revenue expense: Anglo-Persian Oil Company Ltd v Dale [1932] 1 KB 124 at 139; W Nevill & Company Ltd v Federal Commissioner of Taxation (1937) 56 CLR 290. That principle has no application to the present facts.

112. It may also be accepted that a lump sum payment made in substitution for future revenue expenses would, absent other purposes for incurring the lump sum payment, often constitute a revenue expense: Federal Commissioner of Taxation v Myer Emporium Ltd (1987) 163 CLR 199 at 218-219; Hancock v General Reversionary & Investment Company Ltd [1919] 1 KB 25. Again, that principle has no application to the present facts.”



There was something of a tension in the appellants’ case with respect to the substituted expenditure point in Mussalli. Although the appellants sought to argue that the upfront payments were effectively commutations of the higher amount of rent paid in substitution for the recurrent outgoings, they also sought to argue that the expert accounting evidence with respect to how MAL had calculated the amounts was irrelevant — despite the fact that they had got their own expert to answer that evidence.

The controversy was this: the character of the advantage sought to be obtained by a taxpayer in incurring expenditure is to be determined objectively from the perspective of the entity that incurred the expenditure. However, based on the facts found by the primary judge, the amount of each upfront payment was unilaterally determined by MAL.

Although not a matter of central importance in the Full Court’s judgments, the primary judge’s conclusion about the way in which the payment had been calculated (based on the expert evidence) was taken into account as an objective fact that formed part of the wider commercial context, which reinforced the conclusion that the upfront payments were not substituted expenditure and that the advantage sought to be obtained by making the upfront payments was a preferable business structure. However, it was apparent that the method of calculation was not determinative of the conclusion that the upfront payments were on capital account; both the primary judge in Mussalli PJ and the Full Court in Mussalli were able to conclude that the payments were on capital account based on an analysis of the role that the payments played in the MFT’s profit-making structure.41

Advanced Holdings

There were a number of issues in dispute in Advanced Holdings Pty Ltd as Trustee for The Demian Trust v FCT (Advanced Holdings),42 including issues relating to the failure to follow relevant procedures for the removal and replacement of the trustee in a unit trust set out in the unit trust’s deed. However, the relevant issue for present purposes concerned the deductibility of amounts paid to discharge refinanced loans — noting that, as a threshold issue, the relevant appellant in Advanced Holdings was trying to bring themselves within the trading stock exception to the general principle that borrowings and repayments of loans are ordinarily on capital account, unless made by a finance company in the ordinary course of their business or by a trading company to purchase trading stock.43

In Advanced Holdings, Lewisham Estates Pty Ltd (LEPL), in its capacity as trustee of the Lewisham Estates Trust, was a property developer. It was also an entity that was part of a group of companies and trusts associated with Mr Charbel Demian, which was known as the “Demian Group”.

LEPL, in its capacity as the trustee of the Lewisham Estates Trust, was the registered proprietor of land known as “the Lewisham Properties”. Before the global financial crisis (GFC), the development of the Lewisham Properties was originally undertaken solely by LEPL as trustee of the Lewisham Estates Trust. However, following the GFC, LEPL sought financial support from Abacus Funds Management Ltd (Abacus). Consequently, LEPL, personally and as trustee, and two other entities, entered into a facility agreement with Abacus for finance up to a $20m limit. Under the facility agreement, the purpose to which the funds could be applied was limited to repaying “amounts owing by the Borrower or secured against property of the Borrower”.

The evidence was that some portion of the finance made available by Abacus under the facility agreement was used to repay LEPL’s borrowings from NAB and Capital Finance Ltd (Capital Finance).

At the same time as the parties entered into the facility agreement, LEPL, another entity and Abacus entered into a call option agreement that effectively granted Abacus an option to acquire a 50% joint venture interest in the development of all but one of the Lewisham Properties. Abacus subsequently exercised that option, and as a result the Lewisham Properties were developed and sold by a joint venture between Abacus as trustee of the Abacus Mortgage Fund and LEPL as trustee of the Lewisham Estates Trust.

In addition, the parties entered into a payment deed, which bound LEPL to apply the proceeds of sale from the Lewisham Properties to the repayment of its debt under the Abacus facility, as well as the debts of the other entities in the Demian Group owed to Abacus.

Subsequently, in September 2012, following the first sale of the Lewisham Properties, LEPL as trustee of the Lewisham Estates Trust paid the net proceeds of sale, of approximately $48m, to Abacus. The proceeds were allocated in such a way that the first $24m repaid the debt owed by LEPL under the facility with Abacus, the second amount of $2m was paid to Abacus to effectively cancel Abacus’ call option over the Lewisham Properties, and the remaining amount of approximately $21m was applied by Abacus to discharge the debts owed to it by other entities in the Demian Group. The second and third amounts were referred to as the “excess amounts” as they exceeded the amounts in fact owed to Abacus under the facility agreement.

In so far as is relevant, the issue in dispute was whether LEPL was entitled to a deduction for that part of the excess amount that was equal to the principal drawn down by LEPL under the facility with Abacus to discharge the original loans with NAB and Capital Finance. LEPL contended that, to that extent, the excess amount was used to acquire trading stock (ie the Lewisham Properties) and therefore was on revenue account. However, the Full Court upheld the learned primary judge in rejecting that contention for four reasons:

1. the evidence did not establish that the original borrowings by LEPL to acquire the Lewisham Properties were on revenue account. It was not enough that the funds were used to purchase trading stock; rather, the borrowings had to be shown to be an incident of the commercial operations by which the taxpayer acquired trading stock, and it had not demonstrated that to be the case (Advanced Holdings at [101]);

2. in any event, the funds drawn down under the Abacus facility were not a mere substitution of the loans to purchase the Lewisham Properties, but rather were borrowings made to consolidate and restructure the capital and profit-earning structure of the Demian Group as a whole. The Full Court therefore concluded at [102]: “Whatever the character of the original borrowings may have been to purchase the Lewisham Properties, borrowings made under the Abacus facility were not on revenue account”;

3. the repayment of the excess amount which related to borrowings of other entities of the Demian Group was wholly separate from LEPL’s acquisition of trading stock, and it did not have a demonstrated nexus with income-earning activities (Advanced Holdings at [103]); and

4. in any event, the taxpayer had not proven its basis for apportionment for quantifying its claim to a deduction (Advanced Holdings at [104]).

Clough

Two employee incentive schemes were operated in Clough Ltd v FCT (Clough):44 a share option scheme and an incentive scheme which entitled employees to choose either cash or shares. At the relevant time, the employees had rights under these schemes which had not yet vested.

The majority owner of Clough wanted to buy out the minority shareholding, making Clough a wholly owned subsidiary. After some negotiations, a scheme of arrangement was proposed which involved terminating the unvested rights of the employees under the scheme. The scheme was approved by members and implemented, and a subsidiary of Clough made payments totalling $15m to various employees who had agreed to cancel their rights.

In short, the taxpayer argued that the employee share option scheme and employee incentive scheme were intended to incentivise and reward senior employees for their performance and tenure. It followed that the payments to cancel the related share options and rights were incurred, or necessarily incurred, in the course of producing assessable income because they discharged the taxpayer’s obligation to remunerate eligible employees under these schemes.

The judgment of Thawley J, with whom Kenny and Davies JJ agreed, deals with both the positive and negative limbs of s 8-1 ITAA97, with Thawley J capturing both the nub of the issue and his Honour’s conclusion in Clough at [18]–[19]:


“18. Questions of characterisation are ones about which minds often differ. The difficulty this case presents is that the payments were made both to facilitate a change in control of Clough and also to honour legal or commercial obligations to employees arising out of the fact that Clough had granted options and rights to its employees in the course of running its business and for the purpose of rewarding and incentivising those employees. For the reasons which follow, in a practical business sense, the payments are better characterised as payments made pursuant to an agreement to secure a change in control rather than as meeting employee entitlements on a change of control. The payments were made to effect a reorganisation of the capital structure of Clough, through a takeover by Murray & Roberts and the delisting of Clough from the ASX. The bringing to an end of the various rights of the employees under the employee schemes was necessary to secure the reorganisation of the company’s capital structure for the enduring advantage of the business. There is no doubt that the payments would not have been made unless the employees had entitlements under the employee schemes and that those schemes had been designed to incentivise and reward those employees. The rights were granted to the employees in gaining or producing assessable income. However, the occasion of the outgoings lay in the takeover and the object behind making the payments was the bringing to an end of the employees’ rights, at the one time, to facilitate the takeover by Murray & Roberts and the delisting of Clough.

19. Accordingly, the payments were not deductible. The payments did not fall within the positive limbs of s 8-1 and were payments on capital account. It follows that the primary judge did not err on the issue which remained in dispute between the parties at trial.” (emphasis added)



In so far as the case dealt with the characterisation of the payments as being on revenue or capital, Thawley J concluded that the “immediate advantage which Clough sought by making the payments was to bring the various options and rights to an end permanently” and to complete the takeover (Clough at [87]). Those advantages were matters that went to the capital structure of Clough, as well as securing an enduring change in that Clough would become wholly owned (Clough at [88]–[89]). In addition, the amount of the payments was calculated by reference to the share price and not the term of service or satisfaction of performance criteria (Clough at [91]).

These features were sufficient for Thawley J to conclude that the payments were on capital account, notwithstanding the number of payments made (ie to each relevant employee).

The conclusion that the amounts were on capital account was not denied by the fact that, if the takeover had not occurred, the performance rights, if paid in cash rather than the issue of shares, might have been characterised as being on revenue account (Clough at [94]). In reaching this conclusion, Thawley J both referred to the case of Royal Insurance Co v Watson45 in which the payment of a fixed salary to a continuing employee by the purchaser of a business was held to be on capital account because of its role as part of the consideration for the acquisition of a business (Clough at [94]-[95]), and again rejected the principle that an amount paid in substitution for outgoings that would be deductible will always be deductible (Clough at [96]).46 Instead, his Honour made the point in Clough at [98] that it is an error to assume that, merely because an outgoing relates to employees, it will be deductible:


“The important point is that the occasion of the outgoing, and identification of what the outgoing is for (Colonial Mutual Life Assurance Society Ltd v Federal Commissioner of Taxation (1953) 89 CLR 428 at 454 (Fullagar J); GP International Pipecoaters Pty Ltd v Federal Commissioner of Taxation (1990) 170 CLR 124 at 136–137), is not as simple as merely observing that the outgoing relates to employees or that one of the reasons the payments were made was the existence of rights or expectations arising from dealings between employer and employee.”



Thawley J at [115]–[126] also addressed the taxpayer’s reliance on an analogy with W Nevill & Co Ltd v FCT47 (Nevill), which was a case that concerned the character of a payment made to remove the managing director of a business in circumstances where it was not in the interests of the efficient conduct of the business to keep him. Nevill could be distinguished on the basis that the purpose of the payments made by Clough was to cancel the employees’ options and rights to facilitate the takeover, and could not therefore be regarded as simply a payment “connected with the ever recurring question of personnel” (Clough at [122]–[123]). In addition, as his Honour observed at [124]–[126]:


“124. Second, the payment in Nevill was one which was seen to have the effect of reducing ongoing expenditure on salary. Such a payment is not necessarily deductible simply because of the fact that it replaces a future expense which would be deductible. There is no freestanding principle or rule to that effect. The question always remains one of characterisation of the expenditure taking into account all of the circumstances, including in Nevill the fact that the expenditure was incurred to replace future expenditure which would have been deductible. The fact that the payment in Nevill was made in part to reduce ongoing revenue expenditure on salaries is relevant in the process of characterisation. The purpose of employing Mr King and agreeing to pay him an annual salary of £1,500 was ‘for the production of assessable income’. The purpose was ultimately considered better fulfilled by commuting the expenditure on salary to an immediate lump sum payment and a residual to be met by promissory notes. That is easily seen as a revenue expense in the absence of other predominating purposes.

125. In the present case, the payments as a whole were not ones which can properly be regarded as reducing future revenue expenses. Absent the change in control, those employees who held options or rights ultimately may have received shares in Clough pursuant to the Option Plan and Incentive Scheme, but that would not involve any expenditure on Clough’s part; it would result in a dilution of capital. Some employees who held performance rights may have received cash payments, if Clough had so elected.

126. The payments the subject of this appeal were not ones made on the basis of considerations about where to deploy revenue expenditure on salary. Rather, the payments were made as part of an agreement for Murray & Roberts to acquire the minority shareholding in Clough.”



Sharpcan’s “counterfactual” analysis: some concluding thoughts

Pausing here, it is a little more difficult to apply the counterfactual approach endorsed in Sharpcan to the cases in which the taxpayer unsuccessfully ran the “substituted expenditure” analysis, such as Mussalli and Clough. The counterfactual analysis arguably works most clearly to reveal expenditure on the profit-yielding structure where something like an asset is acquired, or the taxpayer expands their profit-making structure, as was the case in Sharpcan and Healius. It is perhaps a little less clear where the enduring advantage is something more ephemeral, such as the removal of a disadvantageous asset or contract as was the case in Mussalli, or to achieve the ultimate objective of taking over a business as was the case in Clough. However, the counterfactual is plainly not answered by saying “absent the expenditure the taxpayer would have been making recurrent, deductible payments”.

Instead, in Mussalli PJ at [117], the primary judge explained that the relevant comparison was to be made between the “expected structure of the business after the outgoing with the expected structure but for the outgoing”, which led to the conclusion that the trustee of the MFT gained the advantage of “a business with a different profit-making structure for the duration of the leases and thereafter on any renewal”.

There is no reference to the counterfactual in Clough, but it seems reasonable to assume that, absent the payments, the option and incentive schemes would have continued (with payments under the incentive scheme being deductible), but the takeover also would not have succeeded. Therefore, in each case, the counterfactual does reveal that the expenditure was capital in nature.

The same would hold true if the counterfactual analysis was applied retrospectively to the fact pattern under consideration in Mount Isa, in which expenditure was incurred to remove dangerous and obsolete plant. The character of the expenditure was not found in the purpose served by the demolished structures, but rather the fact that the expenditure incurred in the demolitions was to remove a disadvantageous asset. It did not matter that expenditure that would otherwise have been incurred in repairing and maintaining the asset, had it not been removed, would have been deductible because that would be to obscure the real test for identifying expenditure on capital account by applying a “purpose of expenditure” test (see above). It also did not matter that the expenditure in Mount Isa did not give rise to any tangible asset capable of being described as an enduring benefit.

Arguably, some greater difficulty might be found in applying the counterfactual to cases where expenditure was found to be on revenue account and therefore deductible. In fact, it appears that a “but for” argument was expressly rejected by Spender J in Cape Flattery Silica Mines Pty Ltd v FCT48 (Cape Flattery).

Cape Flattery was concerned with the deductibility of certain payments made by a sand mining company to the Hope Vale Aboriginal Council (HVAC), as trustee of land for the benefit of the aboriginal inhabitants, on the basis that the company’s mining leases were located within the Hope Vale Aboriginal Reserve. The making of payments to the Department of Community Services for the benefit of the Hope Vale Aboriginal community was a condition of the original mining leases being granted to the company and, after a protracted dispute in which HVAC initially opposed the mining leases being renewed, the taxpayer company and HVAC eventually reached a settlement by which the taxpayer would pay, in addition to its ongoing payments to the Department of Community Services, 3% of its gross sales to the HVAC and pay a training bursary to a local indigenous person.

In deciding that the payments to the HVAC were on revenue account, Spender J took into account the terms of the compensation scheme established by the Mineral Resources Act 1989 (Qld), as well as the terms of the deeds of compensation entered into by the taxpayer and HVAC to resolve the dispute. Although his Honour concluded that the payments could not strictly be described as “royalties” because HVAC did not own the minerals (at 368), Spender J was prepared to find that the payments were in the nature of a rental, which could not “sensibly be distinguished from the judgment of the High Court in the Cliffs International case”.49 His Honour also considered the position “but for” the expenditure at 372:


“The factual position in this case is that HVAC was aware that before the taxpayer could be granted a mining lease by the Crown, the taxpayer had to satisfy the requirements of s 7.38 of the Mineral Resources Act. In my opinion, the history of the litigation earlier outlined indicates that HVAC was attempting to make life as difficult as possible for the taxpayer, with the intention of extracting the best deal possible in respect of the obligation imposed by s 7.38 on the taxpayer, as a condition precedent to the grant of a mining lease to the taxpayer by the Crown under the Mineral Resources Act.

This is not a case, such as Broken Hill Theatres Pty Ltd v Federal Commissioner of Taxation [1952] HCA 75; (1951-52) 85 CLR 423, where an amount is paid in order to protect or preserve the profit yielding structure. Of course there would be no lease (and hence no mining and therefore no profit) granted to the taxpayer without it satisfying the requirements of s 7.38 of the Mining Resources Act. However, that factor does not necessarily make the payments on capital account.

Unless rent for a factory is agreed to be paid to the landlord, there can be no occupation of the factory (and hence no production, and therefore no profit), yet it is clear that payments pursuant to the agreement to pay rent are not on capital account.

In each case it is necessary to determine the character of the payment. To determine what it is that the moneys were paid for in this case requires one to focus on what the deed says, but as Jacobs J pointed out in Cliffs Case (supra) at 172, the problem is to be solved by reference to the ‘many aspects of the whole set of circumstances, some of which may point in one direction, some in the other’, adopting the phrase of Pearce LJ in BP v Federal Commissioner of Taxation [1965] UKPCHCA 2; (1965) 112 CLR 386 at 397.”



At first blush, his Honour’s rejection of the “but for” test in Cape Flattery might be seen to be inconsistent with applying the counterfactual analysis endorsed by the High Court in Sharpcan at [33], in the sense that agreement to make the payments was a condition precedent for the grant of the mining lease. However, on reflection, it appears from the passage above that the critical point was that the payments in Cape Flattery were not genuinely “for” the mining lease. Similarly, taking the example given by Spender J of the lease referred to above, the rent paid under a lease is not genuinely “for” the grant of the lease, but rather for the use and occupation of the premises secured only for the period that the recurrent payments of rent are actually made, with the obligation to make the payments accruing periodically. Thus, rent is deductible to a taxpayer that carries on a business because it is a recurrent payment made in the process of operating a business to secure the ongoing use of the business premises. In contradistinction, a premium paid for the grant of a lease would be of capital or capital in nature.50

In the circumstances, it seems to me that the counterfactual analysis endorsed in Sharpcan is simply another way of bringing the analysis back to the guiding principles established in Sun Newspapers. Viewed in that way, the counterfactual analysis seems to be a reminder not to become distracted by other considerations that might be thought to be relevant if one were to take reasoning by analogy too far, or if one erroneously elevates matters that have been held to be “relevant but not determinative” in characterising expenditure to absolute rules. However, in each case, the application of the “counterfactual” will require some close examination.

Melanie Baker SC, CTA

Barrister

Victorian Bar

This article is an edited and updated version of “Recent trends: capital versus revenue” presented at The Tax Summit held in Sydney on 19 to 21 October 2022.
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Superannuation

by Daniel Butler, CTA, DBA Lawyers

Greater certainty with SMSF BDBNs

This article examines BDBNs after the landmark High Court decision on indefinite or non-lapsing BDBNs in Hill v Zuda Pty Ltd.

Indefinite or non-lapsing BDBNs

A binding death benefit nomination (BDBN) is a direction made by a fund member to a superannuation fund trustee compelling the trustee to pay the member’s death benefits in a certain way to:

• the member’s dependant(s); and/or

• the member’s legal personal representative (LPR).

The LPR in this context is typically the executor/executrix of the deceased member’s will or otherwise an administrator appointed under letters of administration where a fund member has died without a will (ie intestate).

In Hill v Zuda Pty Ltd,1 the High Court confirmed that BDBNs made in respect of self-managed superannuation funds (SMSFs) can last beyond three years.

Impact of superannuation legislation on BDBNs

The option of making an indefinite or non-lapsing BDBN is generally not available for large APRA-regulated superannuation funds. This is because BDBNs for non-SMSF funds are generally subject to the onerous restrictions in reg 6.17A of the Superannuation Industry (Supervision) Regulations 1994 (Cth) (SISR). Such BDBNs must typically be renewed every three years to remain valid and binding on the trustee.

The finding in Hill v Zuda Pty Ltd that reg 6.17A does not apply to BDBNs in an SMSF is consistent with the Commissioner of Taxation’s view in SMSFD 2008/3, and a number of prior state Supreme Court decisions, subject to the SMSF deed not expressly or impliedly importing a lapsing provision based on the SISR rules. Thus, Hill v Zuda Pty Ltd confirms the legal position that a BDBN by an SMSF member can last indefinitely. Moreover, this confirmation is by the High Court which applies on an Australia-wide basis, meaning that other lower courts, including each state Supreme Court, must follow the High Court’s decision.

This means that each BDBN made by each SMSF member should be reviewed, as many SMSF deeds have been incorrectly drafted on the basis that BDBNs for SMSFs were limited to three years.

Note that there is a reasonably high level of risk relating to legal disputes involving BDBNs and therefore it is worthwhile having BDBNs and related SMSF deeds checked by an experienced SMSF lawyer.

It is also strongly recommended that each “SMSF will”, and similar documents such as a “death benefit rule”, be reviewed in this regard by an experienced SMSF lawyer as many have significant weaknesses. While these documents may have a different name or label (compared to a BDBN), they may also be covered by reg 6.17A SISR and be subject to a three-year limitation period (assuming they are valid and effective).

There is no defined or fixed meaning of what a BDBN is, and SMSF wills and death benefit rules may be treated under the same legislation despite the different label. The High Court in CPT Custodian Pty Ltd v Commissioner of State Revenue2 states that:


“… ‘unit trust’, like ‘discretionary trust’, in the absence of an applicable statutory definition, does not have a constant, fixed normative meaning …”



Moreover, the High Court in Hill v Zuda Pty Ltd did not entertain arguments that BDBN provisions included in the SMSF deed should be treated in a different manner to a BDBN in relation to the three-year rule.

BDBN strategies depend on the fund’s document trail

Importantly, the decision of Hill v Zuda Pty Ltd highlights the fact that SMSF BDBNs are, in both form and substance, a creature of the relevant SMSF deed. In particular, the option of making an effective BDBN depends on the SMSF deed including appropriate and robust BDBN provisions.

This is why obtaining a well-drafted SMSF deed is so important. Furthermore, it is also important to obtain deed updates and variations from “quality” and qualified suppliers. Relevantly, all deeds of variation in an SMSF’s document trail must comply with the variation power in the prior deed, with any relevant consents and notifications obtained, and any other appropriate legal formalities complied with.

If the applicable formalities are not complied with in relation to each document comprising the fund’s document trail, the fund’s latest deed may not be valid and effective. The implication of this is that BDBNs and other strategies undertaken on the basis of flawed documents may be rendered unreliable and possibly invalid.

Even a well-drafted BDBN instrument that has been diligently prepared on the basis of a fund’s latest deed may not be effective if the fund’s document trail has deficiencies that give rise to legal uncertainties, including questions regarding which deed contains the operative governing rules.

Accordingly, SMSF trustees and members who wish to implement succession planning strategies that rely on BDBNs should ensure that any older or outdated deeds that they may have in place are reviewed and updated with an appropriate deed that supports indefinite or non-lapsing BDBNs.

The fund’s full document trail should be reviewed by an experienced SMSF lawyer to ensure that there are no deficiencies or problems that need to be addressed. Identifying potential issues and taking remedial steps in a timely manner is generally more cost and time-effective than defending a legal challenge from an aggrieved beneficiary where the fund’s document trail gives rise to any uncertainty.

SMSF BDBNs should be regularly reviewed

Despite the High Court confirming that a member of an SMSF can make a BDBN that can last indefinitely on an appropriately drafted SMSF deed, it is important to emphasise that BDBN strategies should not be implemented on a “set and forget” basis.

It is recommended that SMSF members review their BDBNs at least every three years, or sooner if the member’s circumstances change, eg in the event of:

• a death in the family;

• separation or divorce; or

• there being a new partner/spouse for the member.

The ongoing appropriateness of a BDBN should also be considered with regard to any changes in the member’s estate and succession plans.

In summary, expert advice should be sought to ensure that the BDBN reflects the member’s current circumstances in conjunction with the member’s estate and succession planning documents.

Conclusion

Hill v Zuda Pty Ltd indicates that the SMSF deed — not reg 6.17A SISR — is the supreme governing document for SMSFs. Accordingly, this allows SMSF deeds to have BDBNs that can last indefinitely.

Given the fact that most SMSF deeds are of questionable quality, SMSF members who wish to implement a BDBN should have their SMSF deed document trail reviewed, updated and, where relevant, rectified. As noted above, a full document trail review should be undertaken to ensure that the BDBN and the fund’s latest SMSF deed is not based on “shaky” foundations.

Instead of seeking to rely on SMSF wills or death benefit rules, it is recommended that, given the clarity provided by the High Court in Hill v Zuda Pty Ltd, BDBNs be used based on a quality deed. In particular, advisers preparing SMSF wills or death benefit rules face significant risks following the High Court decision and are best advised to rely on an indefinite BDBN as approved by the High Court.

Daniel Butler, CTA

Director

DBA Lawyers
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Successful Succession

by Tim Donlan, ATI, Donlan Lawyers, and Archana Manapakkam, ATI, Velocity Legal

Tax on dying of a broken heart . . . two years on

A new private ruling gives a glimmer of hope to beneficiaries of an estate in a “double death” scenario.

Generally, a capital gain or loss arising from the death of an Australian resident owner of a capital gains tax asset is disregarded under Div 128 of the Income Tax Assessment Act 1997 (Cth) (ITAA97).1 In particular:

• any capital gain or loss made by the deceased on the devolution of the asset to their legal personal representative (LPR) or the passing of an asset to a beneficiary of the estate is disregarded;2 and

• any capital gain or loss made by the LPR on the passing of the asset to a beneficiary is disregarded.3

Instead, the capital gain or loss is deferred (or rolled over) until a subsequent disposal of the property by the LPR or beneficiary, with the LPR or beneficiary being deemed to have acquired the asset as at the deceased’s date of death at a cost base determined in accordance with the legislation.4

The Commissioner of Taxation treats the trustee of a testamentary trust in the same way as an LPR for the purposes of Div 128.5

Significantly, Div 128 only applies in respect of assets owned by the deceased “just before” they died.6 This gives rise to difficulties in the context of a “double death” scenario, where the beneficiary of a deceased estate dies before the CGT asset passes to them.

The double death conundrum

As discussed in the article “Tax on dying of a broken heart” (published in the April 2021 issue of this journal),7 the roll-over may not apply where CGT assets pass from a deceased estate to the estate of a beneficiary and then to the beneficiaries of this second deceased estate. In this regard, the article demonstrates, through a case study involving the passing of assets from one elderly spouse to the other (who died before probate was obtained for the first deceased estate) and then to their adult child, the following:

• if the second deceased owned the asset jointly with the first deceased before the first deceased’s death: the roll-over applies to disregard a capital gain or loss on the passing of the asset to a beneficiary of the second deceased estate; and

• in all other cases: the roll-over does not apply on the passing of the asset to a beneficiary of the second deceased estate.

(For the purposes of the case study, it is assumed that all individuals are residents of Australia for tax purposes.)

The reason that the roll-over applies in respect of jointly owned assets is that, for property law purposes, the second deceased would have become the sole owner of the asset on the first deceased’s death by operation of the principle of survivorship. For CGT purposes, this means that the second deceased would have become the owner of the first deceased’s CGT asset (being a notional 50% share in the asset)8 immediately on the first deceased’s death and therefore owned that share (in addition to their original notional 50% share) “just before” they died, thereby satisfying the requirement in s 128-15(1)(b) ITAA97. This means that the roll-over would apply on the second deceased’s death when this asset passes to the second deceased’s beneficiaries.

In contrast, where the asset is not an asset that was jointly owned by the first and second deceased, the second deceased did not own the relevant CGT asset “just before” their death. Rather, all the second deceased had was a right to due administration of the first deceased’s estate which does not amount to a CGT asset equivalent to the asset to be inherited.

Treasury and Commissioner’s interpretation

Until recently, both the Treasury and the Commissioner interpreted the legislation in the above manner. In this regard:

• Treasury identified this as a technical deficiency in the law and proposed an amendment to the legislation to permit the roll-over to apply in the case of double death by deeming the second deceased to have owned the asset just before their death (this proposal was subsequently abandoned);9 and

• the Commissioner considered whether they could exercise their remedial power to address the issue, but ultimately decided that it was not appropriate to do so as it would be inconsistent with the intended purpose or object of the relevant provision.10

Private ruling on double death

Early last year, a private ruling was issued by the Commissioner on the CGT implications arising from a double death situation.11 The ruling potentially signals a shift in the Commissioner’s approach to the matter.

The facts in the ruling are broadly as follows:

• the first deceased (who was the second deceased’s parent) owned land that had been acquired prior to 20 September 1985 (ie the land was a pre-CGT asset);

• the first deceased died prior to 20 September 1985 without a will (ie on a pre-CGT date);

• the second deceased died after 19 September 1985 with a will (ie on a post-CGT date);

• by operation of the intestacy rules at the time of the first deceased’s death, the second deceased was to inherit a certain percentage share of the land;

• the second deceased’s will gave the residue of the estate to the second deceased’s sons in equal shares;

• letters of administration for the first deceased estate were issued after 19 September 1985 (ie on a post-CGT date);

• the land was sold some time after the deaths of both the first deceased and the second deceased (ie on a post-CGT date); and

• while not explicitly stated in the ruling, it would appear that:

• the LPR of the first deceased estate was the registered proprietor of the entirety of the land immediately before it was sold;12 and

• had the second deceased’s share in the land been registered in their name prior to their death, that share would have fallen into the residue of their estate and passed to their sons as tenants in common in equal shares in accordance with their will.

In the ruling, the Commissioner was asked to rule on when the estate of the second deceased estate acquired the share in the land and whether that share was a pre-CGT asset.

The Commissioner ruled that the LPR of the second deceased estate acquired the share in the land as at the second deceased’s date of death (ie a post-CGT date) by operation of s 128-15(2) and that the share was a post-CGT asset in the LPR’s hands. The Commissioner’s reasoning was as follows:

• the LPR of the first deceased estate was deemed to have acquired the land when the first deceased died (ie on a pre-CGT date) such that the asset was a pre-CGT asset in their hands;13

• the share in the land to which the second deceased had been entitled had “passed” to the second deceased within the meaning of s 128-20(1)(b) (ie by operation of intestacy law) as at the date of death of the first deceased, such that the second deceased had owned the share just before their death;14 and

• as the second deceased had owned the share in the land just before their death, s 128-15(2) applied to the devolution of the asset to the LPR of the second deceased estate.

Implications of the private ruling

As all tax practitioners are aware, private rulings should be approached with caution as they are only binding on the Commissioner in respect of the relevant taxpayer (should the taxpayer rely on it) and not the public at large. However, they can give insight into how the Commissioner is likely to apply the law to a particular set of circumstances, which can be particularly valuable where the relevant circumstance does not appear to have been contemplated by the drafters of the legislation and there are no cases or public rulings on the matter (as in the case of double death).

In the circumstances, the private ruling discussed above is significant because the Commissioner found that the second deceased had owned the relevant CGT asset just before their death, notwithstanding that the asset had not been transferred to them before their death. While this may have been driven by the desire to achieve a practical outcome in the revenue’s favour,15 by making the finding, the Commissioner has opened up the possibility that, in a double death scenario, s 128-15 also applies on the passing of an asset to a beneficiary of the second deceased estate (as this also only applies where the asset was owned by the deceased just before their death).

This gives rise to an intriguing possibility: that the Commissioner may now provide an administrative “patch” to the gap in the legislation in the context of double death through the private ruling process, by ruling that the second deceased owned the CGT asset just before their death.

Certainly, such a patch would solve many complex issues if the second deceased would otherwise be regarded as not having owned the CGT asset just before their death, for example:

• Does Div 128 apply on the passing of the asset from the LPR of the first deceased estate to the LPR of the second deceased estate? While the Commissioner ruled that it does in the private ruling, there is a strong argument to the contrary.16

• If the answer is “no”:

• Does the market value substitution rule apply?

• Who bears any CGT liability arising from the transaction? Who bears the economic burden?

• If the asset is transferred shortly afterwards to the beneficiary of the second deceased estate (and the market value substitution rule applies on the transfer between the two estates), does it matter whether Div 128 applies on the transfer to the beneficiary?

• If the asset was a pre-CGT asset in the hands of the first deceased and they died on a pre-CGT date:

• Was the asset a pre-CGT asset in the hands of the LPR of the first deceased estate? While this was found this to be the case in the private ruling, it would appear that the answer would turn on the probate and administration act in the relevant jurisdiction.

• If the answer is “yes”, would there be an incentive to delay the administration of both estates and retain the asset in the first deceased estate until such time as the asset is to be sold? Is this against the public interest, both in terms of tax base erosion and in terms of finalising the affairs of a deceased in as prompt a fashion as possible?

• Does this undermine the operation of CGT event K3 (which applies where a CGT passes to a beneficiary that is an exempt entity, foreign resident or trustee of a superannuation fund)?

The private ruling reveals that the Commissioner may now be inclined towards overcoming the inadvertent tax consequences arising from a double death scenario through the private ruling process. In the vast majority of cases, overcoming these consequences will be in the taxpayer’s favour; however, in some cases, it may not be. Given this, and in the absence of binding authority on the matter, the appropriate strategy will turn on the particular facts and circumstances and the risk profile of the parties involved.

In view of the private ruling and the Commissioner’s objective of promoting consistency of treatment for all taxpayers, it is the authors’ view that taxpayers in a double death situation should consider applying for a private ruling to obtain clarity on the operation of Div 128 to their circumstances. Where appropriate to the taxpayer’s circumstances, it may be that, through the process, the double death conundrum may be successfully navigated.

Tim Donlan, ATI
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Donlan Lawyers

Archana Manapakkam, ATI

Special Counsel
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economic downturns ...... 145

eligible emissions units ...... 217

exemptions ...... 146

financial services industry ...... 149, 150

fuel tax credits ...... 197–199

luxury items ...... 153

margin scheme ...... 10–14, 117–119, 378

partnerships, input tax credits ...... 253

rates ...... 150

residential premises, passing on issues ...... 379

revenue issues ...... 144–152

small-scale property developments ...... 96–100

tax reform ...... 145, 148–153

Goodwill

fame of an individual ...... 250, 251

“no goodwill” partnerships ...... 395

Government debt ...... 247

Grant of options

stamp duty (NSW) ...... 49

Greenfield liquefied natural gas ...... 84

Greenhouse gas emissions

carbon farming ...... 211

target ...... 187

Groups

payroll tax ...... 77

H

Harmonisation

meaning and use of “employee” ...... 75

payroll tax ...... 73–75, 281, 282

Henry review ...... 81, 144

High-income households

GST tax mix ...... 145

Higher education — see Tax education

Home office expenses

deductions ...... 130

Housing affordability

stamp duty liability ...... 79

Hybrid mismatch targeted integrity rule ...... 174

I

Imminent wholesale unit trust schemes (Vic) ...... 342

Income

assessable and non-assessable ...... 385–388

fame of an individual ...... 250, 251

primary production ...... 215

Income of the trust estate

calculation ...... 35

Income tax

small-scale property developments ...... 92–96

Income tax returns

lodgment ...... 203, 204

unexplained bank deposits ...... 133–135

Independent contractor/employee distinction

ATO guidelines and rulings ...... 377, 378

multi-factorial test ...... 113–115

superannuation guarantee ...... 47

India

Australia–India DTA ...... 132

Individuals

fame, use of for a fee ...... 250, 251

residency tests ...... 252, 310

Information disclosure

electronic platform operators ...... 131

notice to produce documents ...... 7

Information-gathering

data sharing ...... 204

legal professional privilege ...... 62

private rulings ...... 39, 40

Innovation

R&D activities ...... 105, 106

Input tax credits

partnerships ...... 253

Inspector-General of Taxation ...... 209

Inspector-General of Taxation and Taxation Ombudsman ...... 202, 207, 208, 306

Instant asset write-off ...... 5

Insurance levies ...... 89

Intangible assets

depreciation ...... 308

Intangibles

low- or no-tax jurisdictions ...... 309

multinational enterprise tax deductions ...... 132, 174, 309

Integrity measures

franked distributions and capital raising ...... 248

multinational enterprises ...... 131, 132, 308

Inter vivos transactions

family provision claims ...... 231–233

Interdependency relationships

superannuation beneficiaries ...... 156

Interest

borrowing to preserve trust corpus ...... 195

definition ...... 194, 195

Intergenerational wealth transfer ...... 270

Intergovernmental Agreement on Federal Financial Relations ...... 147, 148

International payments

pension transfers (UK) ...... 219–223

unexplained bank deposits ...... 133–135

International tax

corporate tax reforms ...... 248, 249

International transfers

UK pensions ...... 219–223, 330–335

Intestacy

CGT assets, “double death” scenario ...... 419–421

Invalidity pension payments

veterans ...... 132

Investment — see also Foreign investment

technology boost, small business ...... 5, 188

Ireland

UK–Ireland tax treaty ...... 291

J

JobKeeper ...... 27

K

Knockdown rebuild

main residence exemption ...... 136–139

L

Labor Government ...... 5, 173, 247

Land

adjacent to dwelling, CGT exemption ...... 138

foreign purchaser additional duty (Vic) ...... 100

GST margin scheme ...... 10–14, 117–119, 378

subdivision and construction of dwelling ...... 139

vacant

– disposal after subdivision ...... 139

– sale after demolition of buildings ...... 137

Land tax absentee owner surcharge ...... 337, 338, 341

Land taxes

exemptions ...... 79

foreign purchaser surcharges

– general land tax rates ...... 78

– maximum duty rates ...... 78

– New South Wales ...... 50

– Victoria ...... 100

real property transfers ...... 77–81

unit trusts ...... 229

Landholder duty

SMSF roll-overs (Vic) ...... 166–168

unit trusts

– all jurisdictions ...... 337, 338

– common issues ...... 346

– declared public unit trust schemes (Vic) ...... 339

– declared wholesale unit trust schemes (Vic) ...... 342

– imminent wholesale unit trust schemes (Vic) ...... 342

– qualified investors (Vic) ...... 341, 342

– trust acquisitions (Qld) ...... 338

– wholesale trusts ...... 341–346

– widely held trusts ...... 338–340

Legal personal representatives

CGT assets, “double death” scenario ...... 419–421

death benefit nominations ...... 155–157

duties ...... 316, 317

superannuation beneficiaries ...... 156

Legal practices

partnerships (Qld) ...... 395, 396

Legal professional privilege ...... 62

Life insurance

SMSFs ...... 159

Lifetime allowance charge ...... 331, 332

Lifetime caps ...... 22, 23

Limited liability partnerships ...... 393, 394

Limited recourse borrowing arrangements ...... 166, 168

Liquefied natural gas ...... 84

Liquidation

company distributions ...... 385–388

Listed trusts

land-owning, concessions ...... 337

Litigation

discretionary trusts ...... 66–69

transfer pricing disputes ...... 324–329

Loans

Div 7A, benchmark interest rate ...... 63

for producing assessable income ...... 191, 194, 195

gift and loan back arrangements ...... 274, 275

“interest”, definition ...... 194, 195

repayment, income or capital expenditure ...... 411, 412

to preserve trust corpus ...... 195

Local government charges ...... 79

Lodgment

tax returns ...... 203, 204

Losses

non-commercial ...... 6, 251, 252

– carbon farming ...... 216, 217

partnerships, cash flow boost ...... 64

Lost trust deeds ...... 68, 69, 283–285

Low-emission vehicles ...... 87, 187

Low-income earners

superannuation ...... 23

Low-income households

GST tax mix ...... 145

Low-rate lender rule ...... 174

Lump sum superannuation benefits

historical rules ...... 19

reasonable benefit limits ...... 20

taxation ...... 20, 219–223

UK pension transfers

– residency ...... 219, 220

– uncrystallised funds pension lump sum ...... 330, 334, 335

Luxury cars

GST ...... 153

luxury car tax

– depreciation limit ...... 7

– fuel-efficient vehicles ...... 131

– reform ...... 86, 87

Luxury items

GST ...... 152, 153

M

Main residence

building concession ...... 137–139

sale, downsizer contributions ...... 131

Main residence exemption

adjacent land issues ...... 138

building dwellings on pre/post-CGT land ...... 138

knockdown rebuild ...... 136–139

small-scale property developments ...... 95

Majority trust acquisition rules (Qld) ...... 338

“Managed investment scheme” ...... 340

Management fees

deductions for expenditure ...... 192–194

Margin scheme

GST ...... 10–14, 117–119, 378

Market valuations

ATO guidance ...... 355–357

market value concept ...... 355

Master–servant control test ...... 46, 48, 114

Material tax risks ...... 132, 173, 175

Matrimonial property

held in one spouse’s name ...... 310, 311

Medical practices

income or capital expenditure ...... 408–410

Medicare levy ...... 157, 158, 160

Member Profile

Aldrin De Zilva ...... 18

Mergers and acquisitions

earnout payments ...... 267

private/public companies ...... 263–268

– demerger roll-over relief ...... 265–267

Mid-Year Economic and Fiscal Outlook ...... 247

Military superannuation benefits ...... 132

Mineral resource rent tax ...... 81

Minimum corporate tax rate ...... 248, 249

Mining industry

resource rent taxes ...... 81–85

Motivation

work recognition ...... 129

Motor vehicles

car limits ...... 7

cents per kilometre deduction ...... 187

congestion charges ...... 81, 87, 88

electric car discount ...... 309

electric cars ...... 5, 86, 87, 131, 187

fuel tax credits ...... 197–199

GST ...... 7

low-emission vehicles ...... 87, 187

luxury car tax ...... 7, 86, 87

pollution charges ...... 88

taxes ...... 87, 88

travelling on public roads ...... 197, 198

“vehicle”, definition ...... 197

zero or low-emission vehicles ...... 87, 187

Multi-factorial test

employee/contractor distinction ...... 46–48, 113–115

Multinational enterprises

fair share of tax ...... 244, 270

government election priorities ...... 306

integrity measures ...... 308

international corporate tax ...... 248, 249

reporting obligations ...... 309

tax integrity proposals ...... 131, 132, 173–175

thin capitalisation rules ...... 132, 173, 174, 247, 308, 309

N

National Fraud or Evasion Advisory Panel ...... 164

National interest

foreign investment ...... 399

Natural disasters ...... 61, 75

Natural gas ...... 84

Networking ...... 128

New knowledge ...... 108–110

New South Wales

foreign purchaser surcharge duty ...... 78

land tax rates ...... 78

notional estate rules ...... 275, 276

payroll tax, security industry ...... 279–282

stamp duty changes ...... 49–51

widely held trusts ...... 338, 339, 347

New Zealand

GST ...... 149, 151, 152

tax registration ...... 204

Non-arm’s length income provisions

effect on superannuation balances ...... 247, 306

safe harbour ...... 5

Non-assessable income

tax treatment ...... 385–388

Non-commercial losses

carbon farming ...... 216, 217

safe harbour ...... 6, 251, 252

Non-concessional contributions

UK pension transfers ...... 332–334

Non-fixed trusts

extra capital gains, foreign-resident beneficiaries ...... 189

Non-resident companies

non-portfolio shares, capital gains ...... 388

Non-residents

amounts “attributable to sources in Australia” ...... 189

beneficiaries of discretionary trusts ...... 259–261

non-fixed trusts, capital gains ...... 189

pension transfers (UK) ...... 219–223

Non-reversionary pensions

superannuation death benefits ...... 158–160

Northern Territory

foreign purchaser surcharge duty ...... 78

land tax rates ...... 78

widely held trust rules ...... 347

Not-for-profit clubs

games and sports exemption ...... 249, 250

Notional estate rules

superannuation ...... 275, 276

O

Objections

ATO management of cases ...... 207, 306

OECD

BEPS action plan ...... 173

global minimum corporate tax rate ...... 248, 249

multinational enterprise profits, digitalisation ...... 132

tax compliance, four pillars of ...... 203

VAT/GST rates ...... 151

Off-market share buy-back rules ...... 244, 308

Offshore corporations

significant economic connection to Australia ...... 247

Offshore petroleum resources ...... 81, 82

On-time payments ...... 206

Onus of proof

fraud or evasion ...... 163, 164

reform, tax disputes ...... 162–165

trust expenditure ...... 195

unexplained bank deposits ...... 133–135

Oral rulings ...... 43

Ordinary family and commercial dealings ...... 306

Ordinary income

fame of an individual ...... 250, 251

Ordinary time earnings

SG contributions ...... 25, 26

Overtime meal allowances ...... 63

P

Paid Parental Leave scheme ...... 247

Part-time employees

superannuation ...... 25

Partnership agreements

Queensland ...... 392, 393

Partnership interests

common law ...... 391, 392

Partnerships

GST input tax credits ...... 253

losses, cash flow boost ...... 64

Queensland ...... 390–396

– a partnership of trusts ...... 391

– agreements ...... 391–393

– basic principles ...... 390, 391

– common trustees/nominees ...... 393

– limited liability ...... 393, 394

– no goodwill ...... 395

– partnership interests ...... 391, 392

– professional practice requirements ...... 395, 396

– service entities ...... 394, 395

Passing on

residential premises, GST ...... 379

PAYG withholding rules

employee/contractor distinction ...... 46, 47

“SG employee”, definition ...... 29

Payroll tax

alternatives ...... 76

– business turnover tax ...... 76, 77

– state income tax ...... 76

compliance costs ...... 73–77

consolidated groups ...... 77

economic growth disincentives ...... 75, 76

employment agency contracts ...... 279–282

exemptions, SMEs ...... 76

harmonisation ...... 73–75, 281, 282

rates and thresholds ...... 74–76

record-keeping ...... 76

security industry ...... 279–282

Single Touch Payroll ...... 76

tax revenue ...... 73, 74

Penalties

assessment of shortfalls ...... 191

bank deposits, assessable income ...... 190

deductions for expenditure ...... 195

foreign investment, residential land ...... 309, 371

penalty units ...... 309

significant global entities, default ...... 50

superannuation guarantee non-compliance ...... 5, 26

transfer balance account ...... 25

unexplained bank deposits ...... 133–135

Pension payments

death benefit instructions ...... 157

minimum pension payments ...... 352–354

veterans ...... 132

women ...... 29

Pension transfers (UK)

applicable fund earnings ...... 220–222

Australian contribution provisions ...... 332

Australian taxation ...... 219–223, 330–335

benefits, options to access ...... 330

defined benefit pensions ...... 332, 333

double taxation ...... 331

foreign currency conversions ...... 222, 223

foreign income tax offset ...... 331, 332

strategies ...... 333–335

Personal services income

fame of an individual ...... 250, 251

Persuasive value ...... 258

Petroleum market

income or capital expenditure ...... 408, 410

Petroleum resource rent tax

distribution of profits ...... 82, 83

filing of returns ...... 83

functional currency ...... 83

issues and options ...... 82

production licence, reversion ...... 85

rate of tax ...... 82

substituted accounting periods ...... 83

tolling arrangements ...... 84

Pollution charges ...... 88

Pooled investment vehicles ...... 337, 338, 346

Pooled public investment unit trust (Qld) ...... 345, 346

Pre-CGT gains

assessable or non-assessable income ...... 388

Premium transfer duty (NSW) ...... 49

Present entitlement

deceased estates ...... 314–318

distributable income ...... 33, 34

Presumption of advancement ...... 311

Primary production business ...... 215

Primary production income ...... 215

Primary production land

carbon farming ...... 211–217

foreign purchaser surcharge (Tas) ...... 78

Primary production write-offs ...... 215, 216

Principle purpose test ...... 291

Private companies

arm’s length transactions ...... 264

CGT roll-over relief ...... 263–265

demerger roll-over relief ...... 265–267

Div 7A

– benchmark interest rate ...... 63

– trust entitlements ...... 63, 132, 133

earnout payments ...... 267

mergers and acquisitions ...... 263–268

public companies compared ...... 263–268

record-keeping ...... 264

scrip-for-scrip roll-overs ...... 263–265

Private rulings

deceased estates, “double death” ...... 419–421

favourable/unfavourable ...... 40

information-gathering ...... 39, 40

refusal/failure to rule ...... 40, 41

relevant provision ...... 39

self-assessment and ...... 205

whether to apply ...... 38–44

withdrawn or superseded ...... 40

Probate — see Succession and estate planning; Wills

Production licences

petroleum resource rent tax ...... 85

Property

sale or disposal, whether contracts are completed ...... 381–384

Property development

small-scale, tax issues ...... 92–102

Property settlements

unpaid present entitlements ...... 36

Property tax

administration ...... 80, 81

choice of payment ...... 79

concessions and exemptions ...... 80

housing affordability ...... 79

local governments ...... 80

reform ...... 79–81

revenue neutrality ...... 80

thresholds ...... 80

Protected information

notice to disclose ...... 7

Public companies

compared with private companies ...... 263–268

Public policy

family provision claims ...... 231–233

Public register

beneficial ownership ...... 308

Public roads

vehicles travelling on ...... 197, 198

Public rulings ...... 42, 43

“Public unit trust scheme” ...... 339, 340

Public unit trusts

ceasing to qualify as ...... 346

declared schemes (Vic) ...... 339

land-owning, concessions ...... 337

Purpose of expenditure test ...... 405, 414

Q

Qualified investors

Victoria ...... 341, 342

Queensland

foreign purchaser surcharge duty ...... 78

land tax rates ...... 78

majority trust acquisition rules ...... 338

partnership issues ...... 390–396

pooled public investment unit trusts ...... 345, 346, 348

trust acquisition duty ...... 337, 338, 341, 345

wholesale trusts ...... 341

wholesale unit trusts ...... 343–345, 348

widely held trusts ...... 339, 340, 347

R

Ralph review ...... 263

Rates of tax

global minimum corporate tax ...... 248, 249

GST ...... 150

petroleum resource rent tax ...... 82

R&D

core activities ...... 105–108

dispute resolution ...... 105–111

eligibility disputes ...... 105–111

expert evidence ...... 109, 111

new knowledge ...... 108–110

supporting activities ...... 108, 109

tax incentive ...... 105, 106, 111

Real and genuine consideration

discretionary trust beneficiaries ...... 225–227, 349, 350

Real estate industry

rental property investments, reporting ...... 204

small-scale developments ...... 92–102

Real property transfers

land taxes ...... 77–81

stamp duties ...... 77, 78

Reasonable benefit limits ...... 20

Recognised overseas pension scheme ...... 330, 333

Reconstruction rules

unit trusts ...... 346

Record-keeping

ATO tax education ...... 131

FBT draft amendments ...... 248

lost trust deeds ...... 68, 69, 283–285

payroll tax ...... 76

private companies ...... 264

unexplained bank deposits ...... 133–135

work-related expenses ...... 130

Reforms — see also Tax reform

ABN system ...... 309, 310

superannuation ...... 27–30

– superannuation guarantee system ...... 25

– taxation of contributions ...... 27

– transfer balance cap ...... 28

Registered emissions units ...... 213

Registration

tax administration ...... 203

Reimbursement agreements

administration ...... 62

definition ...... 255, 256

disclaimers by beneficiaries ...... 36

ordinary family and commercial dealings ...... 306

share buy-back ...... 252, 253, 255–258

trust provisions ...... 62, 63

Relationship breakdowns

BDBNs ...... 170

SMSF roll-overs ...... 166

unpaid present entitlements ...... 36

Relevant provision ...... 39

Remote technical services

Australia–India DTA ...... 132

Rent prepayment

income or capital expenditure ...... 410, 411

Rent taxes

resources ...... 81–85

Rental income

deductions for expenditure ...... 253

Rental property investments

correct reporting ...... 204

whether active assets ...... 378, 379

Reporting obligations

multinational enterprises ...... 175, 244

superannuation guarantee ...... 29

tax administration ...... 204–206

transfer balance account ...... 24, 25

transparency ...... 309

Research and development — see R&D

Residency

Australian Government contract tendering ...... 132, 309

lump sum foreign superannuation benefits ...... 219, 220

offshore corporations ...... 247

Residency tests

individuals ...... 252, 310

Resident of Australia ...... 252, 310

Residential land penalties

foreign investment ...... 309, 371

Residential property

foreign purchaser surcharge ...... 77, 78

GST, “passing on” issues ...... 379

held in one spouse’s name ...... 310, 311

Residuary beneficiaries

deceased estates ...... 314–318

Resource rent taxes ...... 81–85

Resource super profits tax ...... 81

Restructuring

demerger provisions ...... 266

estate planning by willmaker ...... 271–274

public/private companies ...... 263–268

securitisation trusts ...... 289

unit trusts ...... 346

Retirement

defence forces ...... 132

gender inequality ...... 23, 29

pension transfers (UK) ...... 219–223

Retirement exemption

non-assessable income ...... 386

superannuation contributions rules ...... 24

Returns

income tax — see Income tax returns

petroleum resource rent tax ...... 83

unexplained bank deposits ...... 133–135

Revenue account or capital account ...... 94, 403–415

Reverse mortgages ...... 81

Reversionary pensions

superannuation death benefits ...... 157–160

Risk management

carbon farming ...... 213

The Tax Institute ...... 304

unit trusts, variation of deeds ...... 228, 229

Road user charge ...... 197

Roll-overs — see also CGT roll-over relief

scrip-for-scrip ...... 263–265

SMSFs, landholder duty (Vic) ...... 166–168

Royalties

mining and natural resources ...... 72, 81, 82

multinational enterprise tax deductions ...... 132, 174

treaty shopping ...... 133

S

Safe harbour

non-arm’s length income ...... 5

non-commercial losses ...... 6, 251, 252

Sale of land

after demolition of buildings ...... 137

GST margin scheme ...... 10–14, 117–119, 378

Scheme ...... 39

Scrip-for-scrip roll-overs

private companies ...... 263–265

Second Commissioners ...... 208

Securitisation trusts ...... 289

Security industry

employment agency contract ...... 279–282

Self-assessment

correct reporting ...... 205

depreciation, intangible assets ...... 308

minimum pension underpayments ...... 352, 353

Self-education expenses ...... 5, 131, 133

Self-managed superannuation funds

BDBNs ...... 158, 170–172, 417, 418

– non-lapsing ...... 276, 277, 417

death benefit nominations ...... 155–160

life insurance ...... 159

minimum pension payments ...... 352–354

roll-overs, landholder duty (Vic) ...... 166–168

trust deeds ...... 417

Service entities

partnerships (Qld) ...... 394, 395

Settlement agreements ...... 43

SG employee ...... 29

Sham transactions ...... 191, 193, 232, 233

Share buy-back

off-market share buy-back rules ...... 244, 308

reimbursement agreements ...... 252, 253, 255–258

Share option schemes

termination, income or capital expenditure ...... 412, 413

Share trading

or speculating ...... 319–321

Shareholders

material tax risks ...... 132, 173, 175

Shortfall interest charge

unexplained bank deposits ...... 134

Shortfalls

superannuation guarantee ...... 26, 27

“Significant economic connection to Australia” ...... 247

Significant global entities

definition ...... 175

penalty tax ...... 50

reporting obligations ...... 309

Significant interest threshold ...... 338, 339, 341, 343, 345, 346

Single Touch Payroll ...... 76, 204

Single women

retirement equity ...... 29

Skills and training

boost for small business ...... 5, 61, 188

Small business

ATO debt ...... 5, 206

cash flow management ...... 206

Skills and Training Boost ...... 5, 61, 188

Technology Investment Boost ...... 5, 188

Small business 50% active asset reduction

non-assessable income ...... 386

Small business CGT concessions

“active assets”, definition ...... 256

non-assessable income ...... 386, 387

rental property, whether an active asset ...... 378, 379

retirement exemption ...... 24

Small business entities

AAT stay order ...... 131

assessments, shorter period of review ...... 188, 189

Small-scale property developments (Vic) ...... 92–102

duty, transfer of land ...... 100–102

GST ...... 96–100

income tax ...... 92–96

main residence exemption ...... 95

windfall gains tax ...... 102

Small to medium-sized businesses

exemptions from payroll tax ...... 76

Societies, associations or clubs

games and sports exemption ...... 249, 250

Sole trader businesses

cash flow boost ...... 64

Source concept

Div 6, capital gains ...... 189

South Australia

foreign purchaser surcharge duty ...... 78

land tax rates ...... 78

widely held trusts ...... 338, 339, 347

Special leave to appeal

statutory construction ...... 257, 258

Sport

games and sports exemption ...... 249, 250

Spouse

BDBNs ...... 170, 171

residential property held in one spouse’s name ...... 310, 311

SMSF roll-overs ...... 166

superannuation beneficiaries ...... 132, 156, 160, 171

Stamp duties

housing affordability ...... 79

insurance ...... 89

real property transfers, effects on ...... 77, 78

Stamp duty (NSW)

acknowledgment of trust ...... 50

change of beneficial ownership ...... 49

foreign purchaser surcharge duty ...... 50

foreign surcharge land tax ...... 50

general anti-avoidance provisions ...... 50, 51

penalty tax ...... 50

Stapled structures

discretionary trusts ...... 289–291

Start-up phase concessions ...... 340, 345, 346

State income tax

payroll tax alternative ...... 76

State revenue authorities

administration and funding ...... 206, 207

Statutory interpretation

capital gains, non-resident beneficiaries ...... 259–261

reimbursement agreements ...... 255–257

Stay orders

small business entities ...... 131

Structuring issues

carbon farming ...... 216

Sub-sales duty

transfer of land (Vic) ...... 100

Sub-trust arrangements

Div 7A ...... 132, 133

Subcontractors — see Contractor/employee distinction

Subdivision of land

construction of dwelling ...... 139

Substituted accounting periods

petroleum resource rent tax ...... 83

Succession and estate planning

BDBNs ...... 22, 157, 158, 170–172, 417, 418

– non-lapsing ...... 276, 277, 417

CGT assets, “double death” scenario ...... 419–421

company restructure by willmaker ...... 271–274

death benefit nominations ...... 155–160, 170–172

family provision claims ...... 231–233

gift and loan back arrangements ...... 274, 275

notional estate rules ...... 275, 276

present entitlement ...... 314–318

trust distributions ...... 271

trustee duties and powers ...... 270, 271, 349, 350

Superannuation

balances, non-arm’s length income provisions ...... 247, 306

contributions

– age limits and $450/month limit ...... 25, 28

– caps and thresholds ...... 21–24, 27, 28

– concessional contributions cap, inadequacy ...... 23, 24

– rules ...... 24

– taxation ...... 21, 22

designing a sustainable system ...... 19–30

downsizer contributions ...... 25, 131

early access ...... 5, 23

historical overview ...... 20, 21

minimum pension payments ...... 352–354

notional estate rules ...... 275, 276

part-time employees ...... 25

pension transfers (UK) ...... 219–223, 330–335

reform ...... 30

succession and estate planning ...... 155–160, 170–172

transfer balance cap ...... 24, 25, 28

unaddressed Budget issues ...... 247

veteran invalidity pension payments ...... 132

vulnerable workers ...... 23

withdrawal of benefits ...... 19, 22

Superannuation death benefits

BDBNs ...... 22, 157, 158, 170–172, 276, 277, 417, 418

children ...... 156, 275, 276

death benefit pensions ...... 157

defence forces ...... 132

exempt current pension income ...... 157, 159

financial dependant ...... 156

legal personal representative ...... 155–157

nomination options ...... 155–160

non-reversionary pensions ...... 158–160

reversionary pensions ...... 157–160

spouse ...... 132, 156, 160, 171

Superannuation guarantee

amnesty ...... 26, 27

calculation ...... 25, 26, 29

contractor/employee distinction ...... 47

design failure issues ...... 26

employer liability ...... 26

harmonisation of SG contributions ...... 25

legislation ...... 21

non-compliance ...... 5, 26

“SG employee”, definition ...... 29

shortfalls ...... 26, 27

timing of contributions ...... 26, 27

SuperFund Lookup ...... 29

Supply

GST margin scheme ...... 12, 118, 378

Supporting R&D activities ...... 108, 109

Surcharge purchaser duty — see Foreign purchaser surcharge duty

T

Tasmania

foreign purchaser surcharge duty ...... 78

land tax rates ...... 78

widely held trusts ...... 340, 347

Tax administration — see Administration

Tax advisers

minimum pension payment errors ...... 354

share trading or speculating ...... 319–321

Tax agents

termination of registration ...... 190, 371

Tax avoidance

stapled structures ...... 290

tax integrity package, multinational enterprises ...... 131, 132

Tax debts

disclosure of information ...... 7

freezing orders varied ...... 7, 8

small business ...... 5, 206

Tax disputes

objections and appeals ...... 207

onus of proof, reform ...... 162–165

Tax education

CommLaw3 Dux Award, study period 1, 2022

– Raveena Paul ...... 262

CommLaw3 Property Law Dux Award, study period 2, 2021

– Albert Meintjes ...... 16

CTA1 Foundations Dux Award, study period 2, 2022

– Michael Walkom ...... 322

CTA2A Advanced Dux Award, study period 1, 2022
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