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Tax News – at a glance

by TaxCounsel Pty Ltd

December – what happened in tax?

The following points highlight important federal tax developments that occurred during December 2024. A selection of the developments is considered in more detail in the “Tax News – the details” column on page 294 (at the item number indicated).

2024–25 MYEFO

The Mid-Year Economic and Fiscal Outlook for 2024–25, which was released by the Treasurer on 18 December 2024, contains several new tax measures, the more important of which are noted. See item 1.

Multinationals: minimum tax rate

In a joint media release on 23 December 2024, the Treasurer and an assistant minister announced that the government had published subordinate legislation in the form of ministerial rules (the Taxation (Multinational — Global and Domestic Minimum Tax) Rules 2024) as part of Australia’s implementation of a 15% global minimum tax and domestic minimum tax for large multinationals. See item 2.

Legal professional privilege: Commonwealth investigations

In a joint media release issued with the Attorney-General on 23 December 2024, the Treasurer announced the release of a discussion paper on the use of legal professional privilege claims in Commonwealth investigations as part of the government’s comprehensive response to the PwC tax leaks matter. See item 3.

Tax regulator secrecy exceptions

In a media release on 20 December 2024, the Assistant Treasurer announced the release of a consultation paper that explores whether there are any additional instances where it may be appropriate for the ATO or the Tax Practitioners Board to disclose protected tax information in the public interest. See item 4.

Division 7A: guarantees

The Commissioner has released a draft determination and a taxpayer alert in relation to the Div 7A anti-avoidance provision that can be attracted where a private company guarantees a loan made by another entity (TD 2024/D3 and TA 2024/2). See item 5.

Suspected fraud: unconnected third parties

The Commissioner has released a law administration practice statement which sets out the ATO’s policy on the steps that ATO officers are to take where there is suspected fraud affecting a taxpayer by an entity (or entities) other than the taxpayer and not connected with the taxpayer (PS LA 2024/1). See item 6.

Ordinary income: onus discharged

The Federal Court (Logan J) has held that the taxpayer had discharged the onus of proving that 99 deposits from bank accounts in Vanuatu to his or his wife’s Australian bank accounts totalling almost $33m and that were made over the 11 income years 2005 to 2015 were not ordinary income and, so, were not included in his assessable income (Cheung v FCT [2024] FCA 1370). See item 7.

AAT: failure to give reasons

In two somewhat related appeals from the AAT involving the operation of the general anti-avoidance provisions of Pt IVA of the Income Tax Assessment Act 1936 (Cth), the Full Federal Court (O’Callaghan, McEvoy and Needham JJ) unanimously held in each case that the appeal from the AAT be allowed and that each proceeding be remitted to the AAT for the hearing and determination of an identified question or questions (Grant v FCT [2024] FCAFC 173; Collie v FCT [2024] FCAFC 172). See item 8.

Scheme promoter penalties

The Federal Court (Kennett J) has determined the amount of the civil penalties payable by two individuals and two associated corporate entities under the scheme promoter penalty provisions of the Taxation Administration Act 1953 (Cth) (FCT v Bakarich (No. 2) [2024] FCA 1448). See item 9.


President’s Report

by Tim Sandow, CTA
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Welcome to advocacy in 2025

President Tim Sandow welcomes members and outlines his priorities for the Institute’s advocacy efforts in 2025.

I’d like to welcome our members to 2025 at The Tax Institute. We are glad to have you with us as we kick off the year.

To begin, my thanks and congratulations to Todd for the wonderful work he did as President last year. I’d also like to welcome our new National Council members, Rae Ni Corraidh (as of July 2024) and Modiesha Stephens, who bring fresh new perspectives and ideas to our Council.

I am excited to carry on the work of The Tax Institute in 2025. This year, alongside delivering all of your regular member benefits, events and educational opportunities, I am focused on three core areas of our advocacy work, all aimed at increasing certainty in the tax system.

Tax reform

The first core area of concern for me is one that perhaps encompasses the two that follow. It has been the elephant in the room for some time now: that our tax system is so complex and unwieldy, with so many band aid solutions applied, it is increasingly difficult for tax practitioners to stay up to date. The fear of “missing something” is very real.

In 2023 and 2024, the spotlight on the tax profession, and particularly the Code of Professional Conduct, increased stress around making any type of error. Hopefully, in 2025, the focus of government and the ATO can be to work with the profession to reform the system so that practitioners can provide advice with more certainty and therefore reduce the concern around making honest errors.

The Case for Change paper remains as relevant in 2025 as when it was written in 2021. Holistic reform is an ambitious but important goal. On a practical level, it may be difficult to achieve in the short term.

However, there are a number of areas where we can aim to reduce complexity in the tax system and provide certainty to tax practitioners, for example, reducing the number of thresholds applicable to small business concessions, and rewriting Div 7A or Div 6 (trust provisions). While these changes do not constitute the sweeping, whole system reform that is sorely needed and that we continue to advocate for, they are a start.

Dealing with announced but unenacted measures

I think we can all agree that it is very difficult to provide tax advice to clients with certainty when the government has announced an intention to change the law from a particular date, but the legislation is not passed for months or even years.

Transparency around changing legislation is a good thing, as is open consultation on these changes. However, when the changes remain unresolved for extended periods, it makes things hard not only for tax practitioners, but also for the clients who are hoping to make business and life plans in accordance with tax legislation.

Administration of the tax system

While we acknowledge that the ATO is a large and complex organisation, streamlining two key areas would really assist practitioners in being able to provide advice to clients with certainty:

• consistency: we’ve seen the ATO make different decisions on what appears to be the same or very similar circumstances. It is very difficult not only to explain this to clients, but also to feel certain and confident in our own work. Consistency in decisions and in the criteria that lead to those decisions is key; and

• access to the right people: taxpayers often seek a private binding ruling because they want certainty in a particular tax outcome. Significant delays to these rulings can cause complications in the client’s life or business dealings, but could often be quickly resolved with access to the right technical people in the ATO. Unfortunately, this is not always possible. This access and collaboration between the regulator and practitioners is integral to smooth administration of the tax system in Australia.

I described the issues above as the elephant in the room. It can be disheartening to think of how long this particular elephant has stood, ignored, in a corner of our room (our tax system). However, I believe progress can and will be made. This year, The Tax Institute is putting its mind to advocating on these issues and calling for further certainty in the tax system. This will likely not be a quick or easy process, but we are dedicated to seeing it through.

After all, as they say, how does one eat an elephant?

One bite at a time.

I’m looking forward to engaging with you this year and hearing your ideas on how we can all work together to increase certainty in the tax system.


CEO’s Report

by Scott Treatt, CTA
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Supporting our community in 2025

CEO Scott Treatt shares his key areas of focus for 2025, from advocacy to member engagement.

Welcome to 2025 with The Tax Institute.

I’d like to welcome Tim Sandow into his role as President for 2025. I’d also like to echo Tim in thanking Todd Want, CTA, for his work as President last year, and welcoming Modiesha Stephens to our National Council and extend that welcome to Rae Ni Corraidh, who has sat on National Council since July 2024.

We are growing and adapting to better serve the needs of our members. This year, advocacy work is at top of mind, and I’m pleased to announce to our members that our own Julie Abdalla, who you may already know from our events and advocacy activity, has been promoted to Head of Tax & Legal at the Institute. Julie has demonstrated exceptional expertise and dedication to the needs of our members, and will continue to support the advocacy work of The Tax Institute.

Both the Federal Budget and the federal election will have a big impact on our advocacy efforts this year. However, as Tim has outlined in his President’s Report, our focus is on practical solutions to create increased certainty for tax practitioners. I won’t repeat the excellent focus areas that Tim has discussed, but instead add some of my own.

Supporting vulnerable members of our community

The cost of living is a major concern and has impacted us all in recent times. Those who are most vulnerable in our community feel that pressure even more and sometimes lack a strong voice to advocate for themselves, especially on complex matters such as taxation. The tax system is complex for those of us who work within it — for your typical taxpayer also under pressure from cost of living or other circumstances, it can seem near impenetrable.

This year, our advocacy efforts include looking at supporting those most vulnerable in our community through meaningful change to the tax system. We are exploring what changes could be made, not just to the law, but also to administrative processes to assist these vulnerable members of our community.

One avenue is to make it easier for both tax practitioners and the ATO to identify those who may need increased support and to have the administrative and legislative space to offer them that support and compassion. For example, in the case of financial abuse, including through the tax system by way of actions like coerced or fraudulent filing of tax returns, our tax law should allow for relief and compassion.

The government is expanding the National Tax Clinic program, which supports vulnerable individuals and small businesses to access tax advice and assistance. As part of our own advocacy efforts, The Tax Institute will also be exploring what support we can offer to this very worthwhile program.

Funding for regulators and policymakers

A key consideration that has been on our radar for some time is guaranteed and adequate funding to support those who develop, communicate and administer tax policy.

Treasury and the ATO are primarily responsible for these tasks. It is essential that Treasury is equipped to design new tax policy with the appropriate analysis, consultation and technical expertise. It is also, as Tim has outlined, vital that Treasury has the capacity to address the extensive list of announced but unenacted measures. It is also vitally important that the ATO is able to implement and provide more timely guidance on new measures.

Importantly, funding for these vital tasks must be a certainty. Taskforce-based funding to extend and boost the ATO’s review and audit programs is no longer adequate (if it ever was). Instead, permanent funding allows for long-term thinking, and better design, implementation and administration of tax policy on an ongoing basis.

The Tax Institute continues to advocate for this funding, as we recognise the vital role it plays in both the maintenance of the tax system, and in allowing our members and tax practitioners more broadly to work effectively and efficiently.

I am looking forward to a productive and positive year in 2025, and I hope you are too as a member of our community. As always, I encourage you to get involved and take advantage of the resources and opportunities afforded to you as a member, and I look forward to connecting with you at some point throughout the year.


Head of Tax & Legal’s Report

by Julie Abdalla, FTI
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Instant asset write-off

We explore the history of the instant asset write-off measure, evaluating its development and the impact of annual changes on small businesses.

The instant asset write-off (IAWO) is a significant feature of the simplified depreciation regime for small business entities (SBEs), contained in Subdiv 328-D of the Income Tax Assessment Act 1997 (Cth) (ITAA97). The IAWO measure enables SBEs to claim an immediate deduction for eligible assets that cost less than the relevant threshold, and which are used for a taxable purpose. This measure was designed to simplify claiming depreciation for lower-value assets and has since proven beneficial in supporting small businesses across various economic conditions due to its positive impact on cash flow. The threshold was increased substantially during the COVID-19 pandemic.

The New Business Tax System (Simplified Tax System) Act 2001 established the initial IAWO threshold at $1,000. The threshold was revised in 2012 by the Tax Laws Amendment (Stronger, Fairer, Simpler and Other Measures) Act 2011, which raised it to $5,000, then to $6,500 for the 2012–13 and subsequent income years. In 2014, the Minerals Resource Rent Tax Repeal and Other Measures Act 2014 maintained the IAWO threshold at $6,500 for the 2014–15 income year.

Changes in the IAWO threshold from 2015 to 2023

Since 2015, the standard legislated threshold of $1,000 in s 328-180 ITAA97 has remained in operation. However, regular amendments to s 328-180(4) of the Income Tax (Transitional Provisions) Act 1997 (Cth)) have considerably increased the IAWO threshold on a so-called “temporary basis”.

These changes are as follows:

• the Tax Laws Amendment (Small Business Measures No. 2) Act 2015 amended the IAWO to temporarily allow SBEs (having an aggregated turnover of less than $10m) to immediately deduct certain depreciating assets and general small business pools valued at less than $20,000 where they were first acquired between 12 May 2015 and 30 June 2017;

• the Treasury Laws Amendment (Accelerated Depreciation For Small Business Entities) Act 2017 extended the $20,000 IAWO measure by 12 months to 30 June 2018;

• the Treasury Laws Amendment (Accelerated Depreciation For Small Business Entities) Act 2018 extended the $20,000 IAWO measure by a further 12 months to 30 June 2019;

• in 2019, the Treasury Laws Amendment (Increasing and Extending the Instant Asset Write-Off) Act 2019 increased the threshold from $20,000 to $25,000 and extended the measure once again to 30 June 2020;

• on 2 April 2019, just weeks after the government had announced the increase in the IAWO threshold from $20,000 to $25,000, the Federal Budget 2019–20 further increased the threshold temporarily to $30,000 and also increased the aggregated annual turnover threshold for eligible businesses to $50m;

• the IAWO threshold further increased to $150,000, again temporarily, as part of the government’s Coronavirus Stimulus Package, which extended the measure to larger businesses with an aggregated annual turnover of less than $500m until 30 June 2021;

• the IAWO threshold was then removed entirely by the Federal Budget 2020–21 measure titled JobMaker Plan — temporary full expensing to support investment and jobs for 12 months until 30 June 2022. This temporary full expensing measure allowed an immediate deduction for:

• the cost of new eligible depreciating assets for businesses with an aggregated annual turnover of less than $5b;

• the cost of second-hand assets for businesses with an aggregated annual turnover of less than $50m; and

• the remaining balance of a general small business pool at the end of each income year for businesses with an aggregated annual turnover of less than $10m; and

• the Federal Budget 2021–22 extended this measure for a further 12 months, from 6 October 2020 until 30 June 2023.

Recent changes

As part of the Federal Budget 2023–24, the government announced that it would temporarily increase the IAWO threshold to $20,000 for the 2023–24 income year, applicable to eligible assets first used or installed ready for use between 1 July 2023 and 30 June 2024. This measure prevented the threshold from reverting to the standard legislated amount of $1,000 (in s 328-180 ITAA97), allowing SBEs to deduct the cost of multiple assets that individually each cost less than $20,000.

This measure was contained in the Treasury Laws Amendment (Support for Small Business and Charities and Other Measures) Act 2023, which finally passed both houses on 25 June 2024, just days before the end of the 2023–24 income year. The legislative process encountered significant delays: following the announcement of the measure on 9 May 2023, the enabling Bill was only introduced into parliament on 13 September 2023. On 27 March 2024, the Senate proposed amendments to increase the asset threshold to $30,000 and the aggregated turnover threshold to $50m, thereby extending benefits to medium-sized businesses for that income year. However, the House of Representatives disagreed with the Senate’s amendments on 15 May 2024, emphasising the urgency of delivering timely tax benefits to SBEs.

The Bill underwent multiple rounds of reconsideration between the Senate and the House, with the Senate maintaining its position on its proposed amendments. Ultimately, the Bill was passed by both houses on 25 June 2024 without amendments to this measure. The protracted discussions created uncertainty for SBEs and their advisers, particularly as the end of the 2023–24 income year approached. This uncertainty was exacerbated by the government’s announcement as part of the Federal Budget 2024–25 to extend the $20,000 IAWO for SBEs by an additional 12 months until 30 June 2025.

The proposed IAWO measure for the 2024–25 income year was originally included in Sch 7 to the Treasury Laws Amendment (Responsible Buy Now Pay Later and Other Measures) Bill 2024. However, this Bill received royal assent on 10 December 2024, with a last-minute amendment in the Senate that removed Sch 7 from the Bill. This exclusion  caused further uncertainty regarding the proposed extension of the IAWO measure for the 2024–25 income year. Notably, the  2024–25 Mid-year Economic and Fiscal Outlook (MYEFO), released on 18 December 2024, did not address the uncertainty surrounding the IAWO. This omission from the MYEFO indicated a lack of immediate plans or commitments from the government regarding the IAWO extension, leaving SBEs and tax practitioners awaiting further developments on this crucial issue. However, on 10 February 2025, the government’s amendment on sheet UG105 and supplementary explanatory memorandum were tabled. The proposed amendments insert the IAWO measure as Schedule 4 to the Treasury Laws Amendment (Tax Incentives and Integrity) Bill 2024.  As the government navigates its legislative agenda, the fate of the IAWO for the 2024–25 income year remains a topic of interest and concern for many. If the measure does not pass, the threshold will revert to the standard amount of $1,000 from 1 July 2024.

Conclusion

In light of these developments, The Tax Institute continues to advocate for a permanent increase in the IAWO asset and aggregated turnover thresholds. This recommendation highlights the need for a more efficient policy design, prioritising long-term certainty over annual extensions. These changes are needed to allow small businesses to plan effectively for their future growth and sustainability. We are of the view that a stable tax environment is essential for small businesses to make informed decisions regarding their investments and operations. By providing a stable framework for asset write-offs and avoiding annual legislative changes to tweak the policy settings, the government can foster a more conducive environment for small business development, ultimately contributing to the prosperity of the broader economic landscape.
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Tax News – the details

by TaxCounsel Pty Ltd

December – what happened in tax?

The following points highlight important federal tax developments that occurred during December 2024.

Government initiatives

1. 2024–25 MYEFO

The Mid-Year Economic and Fiscal Outlook for 2024–25, which was released by the Treasurer on 18 December 2024, contains several new tax measures, the more important of which are noted below.

Tax penalty regime

The tax law is to be amended to strengthen the tax penalty regime by:

• ensuring that tax scheme penalties apply where taxpayers are in a loss position (from 1 July 2026);

• penalising large taxpayers that mischaracterise or undervalue interest or dividend payments to which withholding tax would otherwise apply (from 1 July 2026); and

• extending the application of the shortfall interest charge to repayments of overclaimed refundable offsets to disincentivise overclaiming (starting from the first 1 January, 1 April, 1 July or 1 October after royal assent of the Future Made in Australia (Production Tax Credit and Other Measures) Bill 2024).

Interest payments on foreign bail-in bonds

The government will clarify the law to ensure continuity of established ATO administrative treatment of foreign bail-in bonds. This will allow bail-in bonds for Australian branches of foreign banks to continue to be treated as debt for tax purposes, enabling deductibility of interest payments. This will align with the treatment currently applying to bail-in bonds issued domestically by Australian banks. This measure is to apply retrospectively.

Bail-in bonds are financial instruments that are subject to conditions imposed by a prudential regulator that allow the regulator to convert the instrument into equity in a period of financial distress.

Modernising tax administration systems

The government will provide $76m over four years from 2024–25 to the ATO to modernise income tax reporting systems from 1 July 2026.

Improvements to ATO systems will reduce compliance costs on an ongoing basis for trustees, beneficiaries and tax agents, making lodgment easier and enabling the vast majority of trust tax returns to be lodged electronically. The improvements will also enable trust income for beneficiaries to be pre-filled, in the same way that salary and wages, bank interest and other types of income are currently pre-filled.

Pre-fill capability will be enhanced by amending the law to require trustees to report the tax file numbers of beneficiaries on the trust income tax return’s statement of distribution when they have an entitlement. This amendment is to commence on the first day of the next quarter after royal assent of the amending legislation.

Philanthropy

The government will implement further reforms as part of its commitment to double philanthropic giving by 2030 by:

• removing the condition that a gift to a deductible gift recipient be valued at $2 or more before the donor may claim a tax deduction. This change is to apply to gifts made from 1 July 2024; and

• aligning and increasing the minimum annual distribution rate for public and private ancillary funds and allowing ancillary funds to spread distributions over three years. This is to apply from the first financial year after the registration of amending ministerial guidelines. The distribution rate will be subject to consultation, and a five-year grace period will apply to any increase in the minimum distribution rate.

2. Multinationals: minimum tax rate

In a joint media release on 23 December 2024, the Treasurer and an assistant minister announced that the government had published subordinate legislation in the form of ministerial rules (the Taxation (Multinational — Global and Domestic Minimum Tax) Rules 2024) as part of Australia’s implementation of a 15% global minimum tax and domestic minimum tax for large multinationals.

The publication of the rules follows the recent passage through parliament and royal assent of the primary legislation to implement the global and domestic minimum taxes (the Taxation (Multinational — Global and Domestic Minimum Tax) Act 2024).

Minimum taxes are a key part of a coordinated global approach by the OECD to put a floor on tax competition and establish a fairer domestic and international tax system.

From 1 January 2024, there will be a 15% global minimum tax and domestic minimum tax for multinational enterprise groups with an annual global revenue of at least €750m (approximately A$1.2b). The global minimum tax will enable Australia to apply top-up tax on a resident multinational parent or subsidiary company where the group’s income is taxed below 15% overseas. The domestic minimum tax will enable Australia to apply top-up tax for any low-taxed Australian income.

The Rules provide details on how multinationals should calculate any top-up tax. They will also ensure that future administrative guidance released by the OECD can be incorporated in a timely and efficient manner.

3. Legal professional privilege: Commonwealth investigations

In a joint media release issued with the Attorney-General on 23 December 2024, the Treasurer announced the release of a discussion paper on the use of legal professional privilege claims in Commonwealth investigations as part of the government’s comprehensive response to the PwC tax leaks matter.

The media release acknowledges that legal professional privilege is a fundamental tenet of the legal system but abuse of it can undermine investigations and erode trust. The discussion paper tests key issues identified through initial consultation in the government’s review of the use of legal professional privilege in Commonwealth investigations.

Around 100 stakeholders from across government, the legal profession, academia and industry contributed to the initial stage of consultation, jointly led by the Attorney-General’s Department and the Treasury.

Feedback in relation to the discussion paper will inform the development of a final options paper in 2025.

4. Tax regulator secrecy exceptions

In a media release on 20 December 2024, the Assistant Treasurer announced the release of a consultation paper that explores whether there are any additional instances where it may be appropriate for the ATO or the Tax Practitioners Board (TPB) to disclose protected tax information in the public interest.

The purpose of the consultation paper is to seek views and feedback on whether there are circumstances, beyond those currently permitted, in which it would be in the public interest for information obtained by the ATO or the TPB to be shared with a specified body or agency for a specified non-tax purpose.

The consultation paper also considers the ability of the ATO and the TPB to disclose suspected serious misconduct of an official or other trusted professional to agencies responsible for investigating serious misconduct to support the right action being taken at the right time to protect public trust in public institutions and trusted professions. It also considers the ATO’s and the TPB’s ability to disclose information to other entities for certain purposes where it is in the public interest, including to other Commonwealth agencies, to support effective and efficient administration of government programs and services.

The consultation paper seeks feedback on several proposed new exceptions where it may be appropriate for the ATO or the TPB to share information, including:

• to support the investigation of serious offences;

• to support professional integrity;

• to prevent, identify and respond to fraud; and

• to ensure that the ATO can more easily share information with other government agencies for legislated purposes.

The Commissioner’s perspective

5. Division 7A: guarantees

The Commissioner has released a draft determination and a taxpayer alert in relation to the Div 7A anti-avoidance provision that can be attracted where a private company guarantees a loan made by another entity (TD 2024/D3 and TA 2024/2).

In broad terms (and subject to the operation of the distributable surplus rule), this provision (s 109U of the Income Tax Assessment Act 1936 (Cth) (ITAA36)) can operate to treat a private company as having made a payment to an entity (the target entity) for the purposes of Div 7A where:

• the private company guarantees a loan made by another entity (the first interposed entity);

• a reasonable person would conclude (having regard to all of the circumstances) that the private company gave the guarantee solely or mainly as part of an arrangement involving a payment or loan to the target entity; and

• the first interposed entity that is a private company makes a loan to the target entity, or another interposed entity that is a private company makes a payment or loan to the target entity.

TD 2024/D3 states that the requirement (in the first bullet point above) that a private company guarantees a loan made by the “first interposed entity” does not contain any restrictions on the type of entity the first interposed entity must be. The first interposed entity need not be a private company and may be any entity (including, for example, a public company bank).

However, while any entity (including a public company) can be the recipient of a guarantee, the entity that makes the ultimate payment or loan to the “target entity” (see the third bullet point above) must be a private company pursuant to s 109U(1)(c) ITAA36.

Compliance approach

TD 2024/D3 states that the ATO recognises that it is common for banks and other financial institutions to seek guarantees from related entities when providing loans to private companies.

The ATO will focus the application of compliance resources concerning the application of s 109U to high-risk arrangements that display clearly artificial or contrived elements. For example, this would be the case where, on an objective assessment, one or more of the private companies involved in the arrangement entered into or carried out the arrangement with a view to circumventing Div 7A ITAA36, including through the exploitation of one or more private companies with no distributable surplus.

To avoid doubt, the ATO’s decision to apply compliance resources in this manner:

1. only applies in respect of s 109U, with the result that, if the private company which gave the guarantee were to pay an amount to the third-party lender (or to the private company borrower) which resulted in a deemed dividend arising under another provision in Div 7A, the ATO may have cause to devote compliance resources to applying that other provision; and

2. applies regardless of whether the third-party lender is or is not a private company.

TA 2024/2 applies to arrangements which, when viewed objectively, involve a series of steps that are intended to circumvent the operation of Div 7A.

6. Suspected fraud: unconnected third parties

The Commissioner has released a law administration practice statement which sets out the ATO’s policy on the steps that ATO officers are to take where there is suspected fraud affecting a taxpayer by an entity (or entities) other than the taxpayer and not connected with the taxpayer (PS LA 2024/1).

More particularly, these are the steps to be taken by officers where the ATO has reasonable grounds to suspect that:

• the entity which committed the fraud acted without any authority to represent the taxpayer; and

• the taxpayer has not contributed to or enabled or benefited from the entity’s actions.

Possible indicators that a third party may have acted without the taxpayer’s authority include:

• the taxpayer’s personal details have been accessed or stolen and have been reported as stolen;

• lodgment, registration or updates to financial account details appear to have been made by someone other than the taxpayer or someone to whom the taxpayer gave system access;

• a financial institution confirms that the account receiving payment is in the name of a third party and transactions show the funds being used by that party; and

• the account the refund is paid into also receives multiple refunds in respect of different taxpayers.

Recent case decisions

7. Ordinary income: onus discharged

The Federal Court (Logan J) has held that the taxpayer had discharged the onus of proving that 99 deposits from bank accounts in Vanuatu to his or his wife’s Australian bank accounts totalling almost $33m and that were made over the 11 income years 2005 to 2015 (the relevant period) were not ordinary income and, so, were not included in his assessable income (Cheung v FCT1).

In 1974, Mrs Gazelle Leong (née Cheung) and her then husband, Mr George Leong, established in what is now known as Vanuatu a modest supermarket business, which they named Au Bon Marche (ABM). ABM was a profitable business. By independence in 1980, ABM had grown into the largest supermarket chain in Vanuatu. Half a century after its establishment, ABM comprised six retail supermarket outlets, a food wholesale facility and four fuel stations. The wholesale arm of ABM serviced numerous small retail businesses in Vanuatu. ABM was a profitable business. Mrs Leong had been actively engaged in the conduct of the ABM business since its establishment. The taxpayer was a brother of Mrs Leong and was a resident of Australia during the income years to which the assessments or amended assessments related.

The Commissioner made assessments (or amended assessments) of income tax on what he assessed to be the taxpayer’s taxable incomes for the relevant period. The principal foundation for these assessments or amended assessments lay in a view formed by the Commissioner about the character of the 99 deposits. The Commissioner considered that these deposits constituted income according to ordinary concepts.

Other foundations for the assessments were to be found in interest income in the total amount of $1,953,631 received by the taxpayer over the relevant period and in deposits by ABM to entities associated with the taxpayer over the relevant period in the total amount of $2,524,095. The taxpayer accepted that the interest income formed part of his assessable income.

Logan J said that, during the relevant period, as it always had been, the ABM business was carried on in Vanuatu, never in Australia. Related to that, the income of that business was derived in Vanuatu, never in Australia. The source of that income was in Vanuatu, not in Australia. Moreover, his Honour held that that income was derived, during the relevant period, by Mrs Leong, as the then sole owner of the ABM business.

Also during the relevant period, the taxpayer was a resident of Australia. As an Australian resident, his assessable income included the ordinary income he derived “directly or indirectly from all sources, whether in or out of Australia, during the income year” (s 6-5 of the Income Tax Assessment Act 1997 (Cth) (ITAA97)).

Logan J said that, from s 6-5(2) ITAA97 and his residency in Australia, it followed that the fact that the source of payments to the taxpayer was in Vanuatu did not mean that those payments could not form part of his assessable income. However, given his conclusion that it was Mrs Leong alone who owned the ABM business during the relevant period, Logan said that it followed that the taxpayer did not derive income from an ownership interest in that business.

Logan J further concluded that none of the payments were a reward to the taxpayer, either formally or informally, for services rendered to that business. In themselves, these conclusions did not mean that any of the payments did not constitute income under ordinary concepts. However, his Honour’s further conclusion was that none of the payments were otherwise income under ordinary concepts. Thus, the assessments concerned had, to that extent, been proved to be excessive. As, by agreement, the issues in the taxation appeal had been confined, it followed that the taxpayer’s appeal had to be allowed.

As a general comment, Logan J said that it was apt to observe that the confining of issues in taxation appeals (and taxation reviews, for that matter) was a desirable practice. It is always for the Commissioner, in the responsible administration of tax legislation, to make a considered value judgment as to whether it is apt to agree to confine issues. Absent such agreement, the Commissioner is entitled to rely on any deficiency of proof by a taxpayer in proving, by reference to the grounds of objection, that an assessment is excessive.

8. AAT: failure to give reasons

In two somewhat related appeals from the AAT involving the operation of the general anti-avoidance provisions of Pt IVA ITAA36, the Full Federal Court (O’Callaghan, McEvoy and Needham JJ) unanimously held in each case that the appeal from the AAT be allowed and that each proceeding be remitted to the AAT for the hearing and determination of an identified question or questions (Grant v FCT;2 Collie v FCT3).

More particularly, in each case, the Full Federal Court held that the AAT:

• failed to comply with s 43(2B) of the Administrative Appeals Tribunal Act 1975 (Cth) by not making reference to relevant evidence and other material in respect of its findings in relation to material questions of fact and thereby did not provide proper reasons;

• made material findings of fact not based on any rational evidence; and

• failed to have regard to relevant material and submissions that were put to it by the taxpayer.

In joint judgments, their Honours said that, in their view, there was in each case a “wholesale failure” of the tribunal to have regard to material evidence, to weigh in the balance competing submissions, and to provide adequate reasons for any of its conclusions.

The court said that, in the present cases, it was incumbent on the tribunal to ask and answer the question posited by s 177C ITAA36 by reference to the competing evidence and submissions which were before it. As was readily apparent from the tribunal’s reasoning, it did neither.

There was also in each case a ground of appeal relating to the “preposterous” delay in the tribunal delivering its decision some two and a half years after the hearing took place. Their Honours said, however, that they were not persuaded that any of the errors in the reasons of the tribunal might be inferred to be a product of the delay. As Gleeson CJ said in NAIS v Minister for Immigration and Multicultural and Indigenous Affairs:4

“5. Undue delay in decision-making, whether by courts or administrative bodies, is always to be deplored. However, that comfortable generalisation does little to advance the task of legal analysis when it becomes necessary to examine the consequences of delay. The circumstances in which delay, of itself, will vitiate proceedings, or a decision, are rare.”

The new tribunal

As a result of the enactment of the Administrative Review Tribunal Act 2024 (Cth), the role of the AAT has, from 14 October 2024, been taken over by the Administrative Review Tribunal (ART). The ART has the same obligations that the AAT had under s 43(2B) of the Administrative Appeals Tribunal Act 1975 (see s 111 of the Administrative Review Tribunal Act 2024).

9. Scheme promoter penalties

The Federal Court (Kennett J) has determined the amount of the civil penalties payable by two individuals (a Mr Bakarich and a Ms Nguyen) and two associated corporate entities under the scheme promoter penalty provisions of the Taxation Administration Act 1953 (Cth) (TAA53) (FCT v Bakarich (No. 2)5).

More particularly, the Commissioner alleged contraventions of s 290-50(1), Sch 1 TAA53 on the part of each respondent by their conduct in promoting tax exploitation schemes that had the dominant purpose of obtaining R&D tax offsets for taxpayers where it was not reasonably arguable that those claims were available at law. These contraventions were admitted and the Commissioner sought civil penalty orders pursuant to the TAA53 and declarations of contraventions.

Mr Bakarich was the sole director, secretary and shareholder of the second respondent (The Dream Consortium Pty Ltd (TDC)) from the time of its incorporation on 16 March 2014 to 20 August 2019 when he was declared a bankrupt. Mr Bakarich had final responsibility for, and control over, the work of TDC during the relevant period in which the tax exploitation schemes occurred. In around December 2014, Mr Bakarich and Ms Nguyen resolved that they would carry on business together. That business was to be an accounting practice run by Ms Nguyen in association with TDC, providing accounting and finance functions to small businesses, and would via a corporate entity trade as The Dream Accountants (TDA).

It was common ground that Mr Bakarich, TDC and TDA had contravened the scheme promoter penalty provisions of the TAA53 in relation to the promotion of 12 tax exploitation schemes involving 11 taxpayers across the 2015 and 2016 financial years, and that Ms Nguyen did so in relation to three taxpayers across the 2015 financial year. Approximately $591,000 was charged to clients for the schemes in which Mr Bakarich was involved and approximately $16,000 for the schemes in which Ms Nguyen was involved. Had the schemes involving Mr Bakarich gone undetected, scheme participants would have been able to claim around $7m in refundable tax offsets to which they were not entitled. Mr Bakarich also admitted that his conduct in respect of each of the schemes involved tax evasion.

Initially, Mr Bakarich actively resisted the allegations against him but eventually the Commissioner and Mr Bakarich jointly asked the court to make declarations by consent and impose an agreed penalty of $4,500,000 on him in relation to the promotion of the 12 tax exploitation schemes.

Ms Nguyen admitted that she had contravened s 290-50(1) by engaging in conduct that resulted in her being a promoter of three tax exploitation schemes. The Commissioner did not allege that the schemes as they related to Ms Nguyen involved tax evasion or that she knew of false representations.

The Commissioner alleged that TDC and TDA contravened s 290-50(1) by promoting the 12 tax exploitation schemes referred to above. TDC and TDA were defunct corporate entities. Kennett J said that he was satisfied that TDC and TDA had engaged in conduct which resulted in promoting the 12 tax exploitation schemes, therefore contravening s 290-50(1).

Section 290-50(5) requires the court, when deciding what penalty is appropriate, to have regard to “all matters it considers relevant” and provides a non-exhaustive list of factors that the court may have regard to. Kennett J said that, of these factors, (b) (the deterrent effect that any penalty may have) was to be given the greatest weight. It was well-established that the purpose of a civil penalty is “primarily, if not solely, the promotion of the public interest in compliance with the provisions of the Act by the deterrence of further contraventions of the Act” (Australian Building and Construction Commissioner v Pattinson6).

Other points made by Kennett J from the decided cases were that:

• the penalty should put a price on contravention that is sufficiently high to deter repetition by the contravener and by others who might be tempted to contravene;

• the penalty must not be seen as an “acceptable cost of doing business”;

• the penalty should be no greater than necessary to achieve deterrence and should not be so high as to be oppressive; and

• general deterrence is important in the context of tax exploitation schemes and particularly for those that exploit R&D tax incentives.

Further, where contraventions arise from a “course of conduct”, the penalty imposed should reflect that fact, otherwise there was a risk that the respondent would be doubly punished in respect of the relevant acts or omissions that made up the multiple contraventions.

In cases where multiple separate penalties are sought to be imposed on the contravener, the “totality” principle requires the court to be satisfied that the total penalty is not out of proportion to the overall misconduct by assessing the penalties as a whole to ensure that they are proportionate to the gravity of the contraventions.

Kennett J said that, although the proposed penalties were agreed as between the Commissioner and Mr Bakarich and Ms Nguyen respectively, the appropriate penalty amount was ultimately a matter for the court, having regard to all of relevant matters. The court should not act as a mere “rubber stamp”. Some of the established considerations that the court should take into account when determining whether the agreed penalty is appropriate are as follows:

• the appropriate penalty is not a “precise figure”, but rather a figure that falls within a “permissible range in all the circumstances”;

• the court should not ask whether it would have arrived at the same penalty in the absence of agreement and it should not reject an agreed figure simply because it would have been disposed to select some other figure; and

• the court should generally recognise that the agreed penalty is most likely the result of compromise and pragmatism on the part of the regulator, and so would reflect, among other things, the regulator’s considered estimation of the penalty necessary to achieve deterrence and the risks and expense of the litigation had it not been settled.

Where the court is “persuaded of the accuracy of the parties’ agreement as to facts and consequences, and that the agreed penalty jointly proposed is an appropriate remedy in all the circumstances”, it is “highly desirable” for the court to impose the proposed penalty. Further, accepting proposed agreed penalties promotes the predictability of outcomes for regulators and wrongdoers which may encourage entities to acknowledge contraventions and assist in avoiding lengthy litigation.

Kennett J was satisfied that the penalties proposed by the parties in relation to Mr Bakarich (total penalty $4,500,000) and Ms Nguyen (total penalty $100,000) were appropriate and should be imposed. In relation to TDC and TDA, his Honour said that he was satisfied that the entities had contravened s 290-50(1) and the Commissioner had demonstrated the appropriateness of the civil penalties sought ($4,500,000 in each case).
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Tax Tips

by TaxCounsel Pty Ltd

New assessment amendment period

Recent legislative amendments have extended the period within which the Commissioner may amend an income tax assessment of a small or medium business entity.

Background

The Treasury Laws Amendment (2024 Tax and Other Measures No. 1) Act 2024 (the 2024 amending Act), which became law on 10 December 2024,1 has amended the income tax law to increase the period within which the Commissioner may amend an assessment of a small or medium business entity that is an individual, a company or the trustee of a trust where the amendment period would otherwise be two years.

More particularly, prior to the amendments, the standard period within which the Commissioner could amend an assessment of a small or medium business entity (either on an amendment application by the entity or on the Commissioner’s own initiative) was two years after the day on which the Commissioner gave notice of the assessment to the entity. After the expiry of this limitation period, the Commissioner was generally not able to amend such an assessment unless an exception applied, for example, the exceptions that apply in relation to giving effect to an objection decision, where there is fraud or evasion, or where a tax avoidance scheme is involved.

It was explained in the explanatory memorandum2 that the relatively short statutory limitation period of two years was intended to provide swift certainty for small and medium business entities about their income tax liabilities. However, this timeframe had led to an increased number of these taxpayers seeking an extension of time to lodge an objection to an assessment and pursuing appeals of objection decisions by the Commissioner, resulting in increased administrative burdens for such taxpayers and the Commissioner.

The amendments made by the 2024 amending Act are intended to alleviate some of these administrative and financial burdens for both taxpayers and the Commissioner by increasing the amendment period from two to four years where the initial two-year amendment period has expired and the taxpayer has applied for an amendment. The taxpayer has no right of objection in relation to any amended assessment that the Commissioner may make during this further two-year amendment period.

This article considers aspects of the operation of the new two-year amendment period. The statutory provisions that govern the amendment of assessments are somewhat complex and this article seeks to draw attention to the more significant aspects of the recent amendments.

Diagram 1 summarises the effect of the 2024 amending Act.

The Commissioner’s amendment powers

The Commissioner’s general powers in relation to the amendment of an income tax assessment are provided for in s 170 of the Income Tax Assessment Act 1936 (Cth) (ITAA36).
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Putting to one side circumstances where the Commissioner’s power to amend an assessment is not accompanied by a time constraint (for example, where the Commissioner is of the opinion that there has been fraud or evasion), the broad position is that the Commissioner may only amend an income tax assessment within a prescribed period (two or four years), calculated from the day on which the Commissioner gave notice of the assessment to the taxpayer.

As indicated, one circumstance where the two-year amendment period is relevant is where the taxpayer (whether an individual, a company or the trustee of a trust) is a small or medium business entity at any time during the income year to which the amendment would relate.3

The recent amendments

In broad terms, the effect of the amendments made by the 2024 amending Act is to provide for a four-year amendment period in relation to assessments of small or medium business entities, but to prohibit an objection being taken where the first two years of the four-year amendment period has elapsed. The example below illustrates this.

The principal amendment made by the 2024 amending Act was the insertion of a new item (item 3A) into the table in s 170(1) ITAA36. That new item reads as follows:

“170 Amendment of assessments

(1) The Commissioner may amend an assessment as follows:



	Amendment of assessments





	 

	Time of amendment

	Qualification





	…

	 

	 




	3A

	The Commissioner may amend an assessment of an individual, a company or a person (in the capacity of a trustee of a trust estate) for a year of income within 4 years after the day on which the Commissioner gives notice of the assessment to the taxpayer if:

(a) the individual, company or trust is a small business entity or a medium business entity for the year; and

(b) the individual company or trustee, applies for an amendment in the approved form before the end of that 4 year period; and

(c) the Commissioner could amend the assessment within 2 years under item 1, 2 or 3; and

(d) the period within which the Commissioner could amend the assessment under item 1, 2 or 3 has ended.

	This item is subject to items 5 and 6.”




	 

	The Commissioner may amend the assessment to give effect to the decision on the application.

	 





Item 5 of the table, which is referred to in the “Qualification” column for item 3A, relates to the situation where there is fraud or evasion, and item 6 applies in relation to an amendment that is needed to give effect to a decision on a review or an appeal or as a result of an objection made by the taxpayer or pending a review or an appeal.

The 2024 amending Act also inserted subs (2A) into s 170 ITAA36, which reads as follows:

“(2A) The Commissioner cannot amend an amended assessment under item 3A of the table in subsection (1) if the period of 4 years after the day on which the Commissioner gives notice of the original assessment concerned has ended.”

This subsection effectively limits the Commissioner’s amendment power in relation to item 3A of the table to the period of four years.

Further, the 2024 amending Act amended the Taxation Administration Act 1953 (Cth) (TAA53) to prevent an objection from being lodged by a small or medium business entity against an assessment once the initial two-year amendment period has expired.4

It will be noted that the extended amendment period provided for by item 3A commences when the two-year amendment period under item 1, 2 or 3 of the table in s 170(1) has expired (see para (d) in item 3A of the table). This ensures that only one amendment period applies for a taxpayer at any one time. This is intended to provide certainty about how the amendments interact with other parts of the ITAA36.

The explanatory memorandum5 states that, while the Commissioner may amend an assessment within the extended amendment period, the Commissioner is not required to make a requested amendment. The explanatory memorandum points out that this is consistent with the discretionary nature of the Commissioner’s existing amendment powers. This approach means that the Commissioner may decline to make an amendment if the Commissioner becomes aware that the application would result in the assessment not correctly reflecting the taxpayer’s taxable income if the requested amendment were made.

Any amendment made by the Commissioner to give effect to the decision on the taxpayer’s amendment application must be made within four years after the day on which the Commissioner gave notice of the assessment to the taxpayer. Section 173 ITAA36 provides that an amended assessment is an assessment. Therefore, the amendment periods set out in the table in s 170(1) apply equally in respect of amended assessments. To prevent the amendment period from being refreshed in perpetuity, the Commissioner is prevented from amending an amended assessment if the four-year period in respect of the original assessment has ended.

However, as a result of an amendment made by the 2024 amending Act, the Commissioner may amend an amended assessment about a particular in the way provided for in the table in s 170(3) within two years after notice of that amended assessment is given to the taxpayer if the four-year amendment period under item 3A of the table in s 170(1) applies in respect of the original assessment.

Extension of time to object

Where the period for the lodgment of an objection against an assessment has expired, the TAA53 provides that the taxpayer may nevertheless lodge the objection with the Commissioner, together with a written request asking the Commissioner to deal with the objection as if it had been lodged within the relevant period.6 The request must state fully and in detail the circumstances concerning, and the reasons for, the person’s failure to lodge the objection with the Commissioner within the required period.

While these provisions remain relevant where a taxpayer wishes to object against an assessment to which item 1, 2 or 3 of the table in s 170(1) applies, they are not relevant in relation to item 3A.

Commencement of the amendments

The amendments made by the 2024 amending Act apply in relation to assessments issued after 1 January 2025 (the commencement date of Sch 3 to the 2024 amending Act) for income years starting on or after 1 July 2024.7

Small or medium business entities

The amendments made by the 2024 amending Act only apply where the taxpayer is a small or medium business entity.

In broad terms, for an entity to be a “small business entity”, the entity must carry on a business and satisfy a $10m aggregated turnover test.8

A “medium business entity” is an entity that is not a small business entity but would be a small business entity if the aggregated turnover test applied by reference to an aggregated turnover of $50m (rather than $10m).9

Example

The following example illustrates some aspects of the operation of the amendments made by the 2024 amending Act.


Example

Going Good Pty Ltd, which at all relevant times is a medium business entity, lodged its income tax return for the 2024–25 income year on 10 December 2025. It is assumed that this is the day on which the Commissioner gives notice of the assessment to the taxpayer for the purposes of item 3A of the table in s 170(1). The company’s income tax return disclosed a capital gain from the disposal of a CGT asset. Subsequently, it is discovered that it is reasonably arguable that an amount of $80,000, which was overlooked when preparing the company’s return for the 2024–25 income year, is in fact a cost base element of the asset that was disposed of.

Scenario 1

The cost base mistake is discovered and an application for the amendment of the 2024–25 assessment is made to the Commissioner on 15 February 2026. Under item 2 of the table in s 170(1), the Commissioner may amend the 2024–25 assessment within two years of 10 December 2025. If the Commissioner declines to amend the assessment, Going Good Pty Ltd could lodge an objection against the assessment. The objection would need to be lodged by 10 December 2027 (unless the Commissioner were to grant a further period within which to object).

Scenario 2

The cost base mistake is not discovered until 28 July 2028 and an application for the amendment of the 2024–25 assessment is made to the Commissioner on 10 August 2028. Under item 3A of the table in s 170(1), the Commissioner may amend the assessment up until 10 December 2029. If the Commissioner declines to amend the assessment, Going Good Pty Ltd could not lodge an objection against the assessment.



If the Commissioner does not amend

As indicated above, where a small or medium business entity applies to the Commissioner to amend an assessment under the power of amendment conferred by item 3A of the table in s 170(1) but the Commissioner declines to make the amendment, the taxpayer does not have any remedy.

Where the requirements of item 3A are otherwise met, the item provides that the Commissioner “may” amend an assessment. It would seem to be clear that this confers a discretion on the Commissioner,10 the exercise of which could not be challenged.

Further, a decision of the Commissioner to decline to amend an assessment in reliance on item 3A would not be a decision to which the Administrative Decisions (Judicial Review) Act 1977 (Cth) could apply.11

Observations

While the amendments made by the 2024 amending Act will authorise the Commissioner to make an amendment to an assessment of a small or medium business entity within a further two years, there is, as has been noted, no mechanism available for the taxpayer entity to challenge any decision of the Commissioner to refuse to amend the assessment.

This may mean that small and medium business entities will still need to examine their returns and assessments before the expiration of the initial two-year amendment period to identify any possible need to take protective measures by lodging an objection before the expiration of the initial two-year amendment period provided for by item 1, 2 or 3 of the table in s 170(1) ITAA36. And if that initial two-year amendment period has expired, the possibility of lodging an objection with a written request asking the Commissioner to deal with the objection as if it had been lodged within that period may need to be considered.

Although there is now an extra two years within which the Commissioner may amend an assessment of a small or medium business entity, there will be circumstances in which the lateness of an application for an amendment may, in practical terms, mean that the Commissioner cannot amend the assessment (for example, if the amendment application is lodged just before the end of the four-year amendment period).

An application for an amendment to be made within the extra two-year period must be made in the approved form. The terms of the approved form will be of some interest.

A further point to note is that the power of amendment conferred on the Commissioner by item 3A is limited to an amendment that gives effect to the Commissioner’s decision on the amendment application. This would presumably include any needed consequential amendments to the assessment. However, if the Commissioner was aware that an unrelated increasing amendment, while also needed for the assessment to be correct, cannot be made because the amendment application did not request it, this may be a factor that the Commissioner takes into account when making a decision in relation to the amendment application.
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Higher Education

A tax expertise journey

The Dux of CTA1 Foundations 2024 shares his journey to success, emphasising the importance of continuous learning and work–life balance in tax advisory.
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	Darren Adams

Director
Darren Adams & Co, Drouin, Victoria





Darren proves to us that you really can have it all! A father of two and owner of accounting firm Darren Adams & Co, Darren walks us through his experience studying CTA1 Foundations with The Tax Institute.

Early career and education

Darren has spent over 15 years building a successful career in public practice. Located in Drouin, in Gippsland, Victoria, Darren’s firm serves a variety of clients, but it’s the relationships he builds with those clients that make his work in tax so rewarding.

“We public practitioners become more than just tax advisers. We become a sounding board for matters that aren’t always tax-related”, he reflects.

Growing up in Gippsland, Darren had limited accounting career options that also allowed him to stay close to home. Public practice was the most viable path, and from there, his journey in tax began. After completing a bachelor’s degree at Monash University, he completed the CPA Program and is working towards a Graduate Certificate in Applied Tax Advisory through The Tax Institute. He also plans to earn his Chartered Tax Adviser (CTA) designation.

CTA journey

When asked about his experience studying CTA1 Foundations, the first subject in both the Graduate Certificate in Applied Tax Advisory and the CTA program, Darren says the course took him back to the basics.

“A lot of our job is now automated with technology, but this subject brought me back to the fundamentals that are crucial to understanding the tax system.”

Balancing the demands of owning a practice with family life has been a challenge for Darren, especially as he and his wife raise two children, one of whom is on the autism spectrum. His routine of early mornings and flexible work hours has allowed him to find time for study. “The flexibility of being self-employed and having the support of my wife and kids allowed me to succeed”, he explains.

Thoughts on continuous learning

Darren’s advice for other tax professionals considering further study is to continue improving their knowledge, no matter how far they’ve come in their careers. His plans for the future include completing the Graduate Certificate in Applied Tax Advisory, achieving the CTA designation, and eventually pursuing a Graduate Diploma of Applied Tax Law. For Darren, learning never stops, and his dedication to mastering tax ensures that he will continue to grow personally and professionally.


Unit trusts: some practical insights

by Peter Slegers, CTA, Director, Carlie Frantzis, ATI, Lawyer, and Amy Lancaster, ATI, Lawyer, Tax & Revenue Group, Cowell Clarke


Unit trusts have a wide application in commerce, particularly in the property sector, offering the flexibility of a trust structure but with the certainty more often found in corporate structures. This article will revisit the fundamental legal nature of a unit trust and the concept of units. It will then review the merits of the modern unit trust structure, comparing it with other typical business and asset holding structures such as private companies and partnerships of discretionary trusts. It will also take a closer look at some of the common but nonetheless challenging tax issues that arise when advisers are dealing with unit trust structures. The authors’ review is limited to private unit trusts and does not address public or listed unit trusts. It is hoped that this article will provide advisers with greater insight into this commonly used but sometimes misunderstood business and investment vehicle.



For many decades, unit trusts have been a mainstay of commercial and tax structuring activity in Australia, particularly, but not exclusively, in the property sector.

Unit trusts are unique, providing for the derivation of pre-tax income and substantial flexibility,1 while also providing the certainty more typically found with corporate structures.

This article will revisit the fundamentals of unit trusts before delving into some of the critical but often overlooked tax issues. In so doing, it will highlight many of the advantages and disadvantages of unit trust structures, planning opportunities and potential pitfalls.

While unit trusts have a wide commercial application and commonly feature as public or even listed entities, the focus of this article will be on private unit trusts.

What precisely is a unit trust?

Background

References to “unit trusts” and “units in a unit trust” are to be found throughout the income tax legislation.2 Yet, for the most part, a helpful definition of a “unit trust” remains elusive.

Under the general law, a “unit trust” in common with a “discretionary trust” does not have any constant, fixed normative meaning.3 It therefore largely remains a term of commercial convenience.

In many ways, the state and territory tax laws possibly come the closest to describing, rather than defining, what your everyday tax adviser would regard as a fair, albeit crude, description of a unit trust when they typically make reference to trust schemes in which persons hold units.4 In other words, a unit trust may simply be regarded as a trust in which the equity interests are expressed as units.

The first unit trust was reputedly launched in the United Kingdom in 1931, inspired by the comparative durability of United States mutual funds through the Wall Street crash of 1929.5 Australian law followed suit in 1935, with the unit trust becoming an important segment of the Australian public investment market.6

The popularity of a unit trust as a private investment vehicle, however, did not gain traction until the 1960s, at which point such structures became increasingly used due to their significant tax advantages over corporate structures at the time.7

Nature of units

The starting point for gaining a better understanding of the nature of a unit trust is the High Court decision in Charles v FCT8 (Charles). In that decision, the Commissioner of Taxation sought to tax distributions to unitholders that partly comprised of capital receipts in the hands of the trustee. The High Court found for the taxpayer and viewed the capital receipts as maintaining the same character in the hands of the unitholders as they had in the hands of the trustee.

The case is significant in that the High Court made some seminal observations in relation to the nature of a unit in a unit trust. The following passage from the judgment is particularly instructive:

“11. At first sight it may seem that a person who invests in units under a trust deed such as that which is here in question does so with a view to obtaining the half-yearly distributions for which the deed provides, just as he might have bought shares in an investment company with a view to deriving half-yearly dividends from them; and that the periodical distributions received should be regarded as income in the one case just as they would be in the other … But [this] view is untenable, for a unit held under this trust deed is fundamentally different from a share in a company. A share confers upon the holder no legal or equitable interest in the assets of the company; it is a separate piece of property; and if a portion of the company’s assets is distributed amongst the shareholders the question whether it comes to them as income or as capital depends on whether the corpus of their property (their shares) remains intact despite the distribution … But a unit under the trust deed before us confers a proprietary interest in all of the property which for the time being is subject to the trust of the deed …; so that question whether monies distributed to unitholders under the trust form part of the income or their capital must be answered by considering the character of those monies in the hands of the trustee before the distribution is made.”

Thus, a unit in a unit trust, or at least a unit trust of the kind that was considered in Charles case, is to be treated as a proprietary interest in the underlying trust property itself.

The far more recent High Court decision in CPT Custodian maintained this view but emphasised that any analysis of units in a unit trust will significantly depend on the provisions of the trust deed. In that case, the High Court rejected the Commissioner of State Revenue’s argument that a unitholder in a land-owning unit trust owned an interest in the land itself.

At first glance, it may be difficult to reconcile these two High Court decisions. However, it is clear that much reliance was placed on the specific provisions of the trust deed of the unit trust in both cases, a point that the High Court emphasised in CPT Custodian:

“36. The deed considered in Charles divided the beneficial interest in the trust fund into units … and the trustees were bound to make half-yearly distributions to unit holders, in proportion to their respective numbers of units, of the ‘cash produce’ which had been received by the trustees … [The taxpayers in this case] rightly stress that the deeds with which this litigation is concerned were differently cast and in terms which do not support any direct or simple conclusion respecting proprietary interests of unit holders such as that reached in Charles.”

Thus, a thorough examination of the nature of the interests under the trust deed is critical to determining the legal nature of the unitholder’s interests.

This may often impact on the outcomes of various statutory provisions, particularly under state and territory duty and land tax laws. The fundamental nature of a unit in a unit trust may, however, be less significant when it comes to federal income tax legislation, where the overall design of the CGT regime in particular often treats units, for all intents and purposes, as discrete property (rather than a proprietary interest in the underlying trust property). Thus, in many ways under the CGT regime, units in a unit trust are treated in the same or a similar manner to shares in a company.9

Tax features of modern unit trusts

The utility of the modern private unit trust as a structuring vehicle for investments and business is best demonstrated by considering some of the salient tax attributes of unit trust structures. There are endless comparisons that can be made between the tax features of unit trusts and other vehicles such as companies and discretionary trusts (including partnerships of discretionary trusts). The authors’ comments are limited to the following five major points.

First and foremost, unit trusts are not taxed as entities. That is to say, either the trustee or, more typically, the unitholders (as presently entitled beneficiaries under Div 6 ITAA36) are subject to tax on the unit trust’s net income.

On the basis that a present entitlement generally arises each income year under the trust deed as a matter of practice (see further below), unit trusts are often viewed as “flow-through” vehicles in which the unitholders derive pre-tax receipts that are only subject to assessment at the unitholder level. In this respect, they share a common attribute with partnerships.

This “flow-through” nature of a unit trust has two distinct advantages, namely:

1. it allows the identity of the unitholder to determine the tax treatment of the assessable income which may allow for greater flexibility where the unitholders are discretionary trusts or significant tax concessions where the unitholders are self-managed superannuation funds (SMSFs); and

2. the pre-tax nature of the income derived by a unit trust may mean that unitholders with tax losses from other activities are able to offset those tax losses against the income they derive from the unit trust as a presently entitled beneficiary.10

A second useful feature of a unit trust for tax purposes is that (in common with companies) it is possible to raise equity without a CGT event. That is to say, the issue of units in a unit trust (as with the issue of shares in a company) is an acquisition and not a disposal/CGT event.11 The units of course need to be issued at their market value to prevent the general value shifting measures from arising, but otherwise no adverse tax issues should ordinarily arise from the issue of units.12

A third, possibly less common, advantage of a unit trust is in circumstances where the unit trust itself derives tax losses. In the authors’ experience, it is often possible to effectively inject income from discretionary trusts to a loss unit trust in order to absorb those losses. Critically, the discretionary trusts must have fixed entitlements in the unit trust’s income or capital for the purposes of the trust loss measures.13 By comparison, injecting income into a loss company raises a number of challenges, including compliance with the sometimes ponderous company loss provisions.14

A fourth advantage of a unit trust (in this case, over a company) is that it is not subject to Div 7A ITAA36. That is not to say that Div 7A does not apply to unit trusts that are part of a group, but normally a private company needs to exist elsewhere in the group for Div 7A to have any application. If you are only dealing with a unit trust and other trust structures (with the only companies in the group being trustee companies), then no Div 7A issues should arise.

Finally, it might be said that, while accessing tax-sheltered amounts from unit trusts poses its challenges (see the commentary on CGT event E4 below), it is possibly less challenging than accessing such amounts from companies. Indeed, returning value to shareholders, whether on an interim basis or on a winding-up of a company, is generally a more challenging exercise than returning value to unitholders. Where s 104-70 ITAA97 (CGT event E4) applies, it is generally not as detrimental as where a tax-sheltered amount is treated as a dividend and, on account of the balance not having been subject to tax, as an unfranked dividend.15

While the advantages set out above need to be weighed against some of the problems that arise in the case of unit trust structures, unit trusts are certainly worth bearing in mind in any structuring exercise.

Use in the property sector

Possibly the greatest industry use of unit trusts is in the property sector. That is to say, in many ways, unit trusts may make for the best vehicle to hold real property between arm’s length parties. This is for the reasons that follow.

First, unlike companies, unit trusts (with non-corporate unitholders) will generally qualify for the general CGT discount of 50% for discretionary trust unitholders or 33.33% for SMSF unitholders. This is particularly significant for capital-appreciating assets, particularly where the small business CGT concessions may be inaccessible due to the property being leased or the net asset values or turnover of the business using the property exceeding the small business thresholds. Even where the CGT discount is not available on the basis that property development is being undertaken (which will generate revenue rather than capital gains), the pre-tax nature of the profits allows for the often-generated tax losses (not only from unsuccessful developments, but also from start-up losses) to be used tax effectively.

Second, the syndicated nature of investments in the property sector often means that the ability to raise capital is much preferred through a unit trust structure. If one compares a number of arm’s length discretionary trusts investing in a property (which will generally amount to a general law partnership) as opposed to the same discretionary trusts investing in a unit trust, the obvious advantage is the ability to introduce new investors without a CGT event, as well as the ease of administration dealing with units rather than the disposal and acquisition of fractional interests.16

Last, the ability to borrow at the level of the trustee of a unit trust also makes it far preferable to any direct investment of entities, for instance, where a syndicate of SMSFs together invest in the acquisition of a commercial building.

Significant provisions of the trust deed

Distinct issues for unit trusts

Many of the issues to consider when reviewing the trust deed of a discretionary trust will have equal relevance when reviewing the trust deed of a unit trust.17

Some distinct issues when reviewing a unit trust deed include the following:

• reviewing the unitholder’s entitlement to the trust property. This will be important when establishing whether the trust is a “fixed trust” for the various provisions of the income tax legislation dealing with this concept (see below);

• considering the manner in which units are issued, transferred and redeemed. This is critical to managing the entry, exit and variation of entitlements of equity holders in the unit trust. The provisions governing the issue and redemption of units, and whether this is carried out at market value, will also have relevance when determining the application of the trust loss measures;18 and

• governance issues relating to management of the unit trust between the trustee and unitholders, including the removal and appointment of the trustee (normally, there is no concept of an appointor and the change of trustee is effected by an ordinary or special resolution of unitholders).

One particularly critical issue for unit trust deeds is to ensure that the trust deed provides an express provision to exempt the trust from the Broomhead principle. In JW Broomhead (Vic) Pty Ltd (in liq) v JW Broomhead Pty Ltd,19 the Victorian Supreme Court determined that the beneficiaries of a fixed trust were impliedly required to indemnify the trustee against all losses incurred in carrying on the activities of the trust. This exposes the personal assets of each unitholder to a claim by the trustee of the unit trust should the unit trust have insufficient assets to indemnify the trustee against its losses. However, the court’s decision made it clear that the implied indemnity is subject to the terms of the trust deed and can be ousted by an express provision.20 Most unit trust deeds will contain such an express provision to exclude this right of indemnity. However, in the authors’ view, it is always worthwhile reviewing the trust deed for this provision, especially given the consequences of the Broomhead principle applying.

Present entitlement and part-year distributions

A hallmark of the conventional unit trust is that the unitholders are given a fixed right to income and capital based on the unitholder’s proportion of the total issued units (of the same class) in the trust at the end of each income year.

A significant issue arises, therefore, where units in a unit trust are sold and purchased part-way through an income year. This is on the basis that:

• the former unitholder will not, as a matter of course, obtain the benefit of having owned the units for part of the income year;

• the new unitholder will obtain the benefit of having owned the units for a full income year even though the new unitholder only owned the units for part of the income year; and

• the new unitholder may be assessed to tax for the whole of the income year even though they only owned the units for part of that income year.

One way that this issue can be addressed is by drafting the sale and purchase of units agreement such that the purchase price is adjusted to account for part of the year-end distribution. The adjustment might ensure that the former unitholder receives an increase in the purchase price for their units up to that part of the income year in which they were still a unitholder less an estimate of the tax liability that will arise to the new unitholder for the tax arising on that part of the income year in which they were not a unitholder. Of course, a similar proportionate adjustment would be made if the vendor and purchaser are not selling and buying all of their units but only selling and buying a proportion of units.

An alternative approach to making adjustments under the sale and purchase of units agreement would be for the trustee to rely on a power under the trust deed to make an interim distribution of income to unitholders in proportion with their unitholding at the time of sale and then to make a further part-distribution on 30 June. One downside with this approach is that all of the unitholders (of the same class) would need to receive the interim distribution and not just the unitholders selling or purchasing units. Another downside with this approach is that any income tax liability factored into an interim distribution made by a trustee of a unit trust is necessarily based on an estimate of the income which the trust will have derived at year-end, which may not correspond with the actual income tax liability of the unitholder at year-end.

“Care needs to be taken in the manner in which the tax-sheltered amount arising from the general CGT discount is accessed.”

The approach of adjusting the purchase price for the units under the sale and purchase of units agreement will have slightly different tax and duty outcomes for the vendor and purchaser. To this end, increasing the purchase price to account for part of the year-end distribution that the unitholder is entitled to receive will benefit vendors that are individuals or discretionary trusts as they will be able to apply the 50% discount to the whole of the capital gain and not pay income tax on part of the year-end distribution.

However, increasing the purchase price will disadvantage the purchaser as the purchaser will need to source further funds to acquire the units and may also have a greater duty impost, particularly where the increased purchase price exceeds the market value of the units. Of course, one benefit to the purchaser in paying a higher purchase price is that the units will have a higher cost base.

The income tax benefits to the vendor on an increase of the purchase price under the sale and purchase of units agreement may be managed by reducing the increase to the purchase price by the amount of income tax which the vendor would have paid on the year-end distribution on the relevant units.

The above complexities can be overcome if the sale and purchase transaction settles on 1 July of the relevant income year as there would be no need for the trustee of the unit trust to make an interim distribution, and any adjustments to the purchase price would be minimal.

Fixed versus non-fixed trusts

General observations

The tax implications of a transaction involving a unit trust vary considerably depending on whether the unit trust is treated as a “fixed trust” or a “non-fixed trust”. Similarly, different tax outcomes will arise depending on whether or not unitholders have fixed entitlements in the trust.

It may be desirable to structure a unit trust as a fixed trust (or a trust with fixed entitlements) for a number of reasons. These include:

• satisfying the relevant tests for unit trusts that qualify as fixed trusts when applying tax losses under the trust loss measures of Sch 2F ITAA36;

• for the purposes of the holding period rules for franking credits on franked dividends derived by a unit trust;21 and

• so that the income derived by an SMSF that holds units in a unit trust is not deemed to be non-arm’s length income (NALI) and therefore subject to a penal tax rate of 45%.22

For completeness, a summary of the provisions of the income tax legislation that directly or indirectly rely on a trust being a fixed trust or a unitholder having a fixed entitlement is set out in the Appendix to this article.

Trust loss measures

A trust will be a “fixed trust” for the purposes of Sch 2F ITAA36 if persons have fixed entitlements to all of the income and capital of the trust.23

Section 272-5(1), Sch 2F ITAA36 in turn provides as follows in relation to “fixed entitlements”:

“If, under a trust instrument, a beneficiary has a vested and indefeasible interest in a share of income of the trust that the trust derives from time to time, or of the capital of the trust, the beneficiary has a fixed entitlement to that share of the income or capital.”

The terms “vested and indefeasible” are not defined in the tax legislation and, accordingly, bear their ordinary meaning.24 This is subject to the “savings rule” in s 272-5(2) (see further below).

The Federal Court in Walsh Bay Developments Pty Ltd v FCT25 (Walsh Bay) commented that a vested interest is one where the holder has an “immediate fixed right to present or future enjoyment”. That is, the holder is in an unfettered position to demand payment of the share of the income. This can be contrasted to what is properly described as a contingent interest, where the holder’s right to demand payment depends on the occurrence of an event which may or may not take place. It is important to note that a condition of possession will not constitute a contingency.26 For example, where the right to a portion of the trust income is unconditional but the holder’s right to gain actual possession of that income is conditional on that amount first being properly determined, the holder’s interest will still be a vested interest.

As to whether a vested interest is defeasible, the Federal Court in Walsh Bay went on to comment that a defeasible interest is an interest where the holder’s right to demand payment is subject to be defeated by the operation of a subsequent condition or supervening event.27 The Federal Court in Walsh Bay noted that the distinction between a contingent interest and a defeasible interest is not always easy to apply.28 The distinction can be drawn as follows: a contingent interest is an interest which only arises on the occurrence of an event, whereas a defeasible interest is an interest which has already arisen but is subject to be withdrawn on the occurrence of an event. An indefeasible interest, as opposed to a defeasible interest, is one that is not subject to any such condition or event.

By way of further guidance, the Federal Court in Colonial First State held that an interest will be indefeasible in the context of Sch 2F if it cannot be terminated, invalidated or annulled. This requires an analysis of whether there is any circumstance in which the trustee (or any other person) could terminate, invalidate or annul a beneficiary’s entitlement to their share of the income or capital of the trust.

In Colonial First State, the Federal Court held that a power to modify, replace or repeal the constitution (effectively the trust deed in that case) of a wholesale fund meant that the interests of the unitholders in the fund were defeasible for the purposes of Sch 2F. In PCG 2016/16, the Commissioner cites Colonial First State as authority for the assertion that “broad” powers of amendment will cause unitholders’ interests under a trust deed to be defeasible (and therefore render the trust a non-fixed trust).

In PCG 2016/16, the Commissioner also provides a number of examples of common powers in modern trust instruments that the Commissioner considers will cause a beneficiary’s interest to be defeasible, namely:

• a power to issue new units after the trust is settled or to redeem existing units (subject to the “savings rule” (see below));

• a power to reclassify existing units so that they do not all have equal rights to receive the income and capital of the trust;

• a power to reclassify receipts as being on income or capital account where the units that have been issued do not all have the same rights to receive the income and capital of the trust;

• a power to appoint a beneficiary’s interest in the income or capital of the trust to another beneficiary;

• a power to settle or appoint any part of the corpus of the trust fund to a new trust with different beneficiaries; and

• a power to enforce the forfeiture or cancellation of partly paid units due to the non-payment of a call, except where such partly paid units would be void ab initio.29

The “savings rule” in s 272-5(2), Sch 2F ITAA36 provides relevantly that, if units in an unlisted unit trust are redeemable (or further units are able to be issued) for a price that is determined on the basis of the net asset value according to Australian accounting principles, the mere fact that the units are redeemable (or that further units may be issued) does not result in the interests of the unitholders being defeasible. The implication generally to be drawn from this provision is that, if units are able to be issued or redeemed (other than at their net asset value according to Australian accounting principles), the interests of the unitholders will be defeasible and therefore will not amount to fixed interests in the capital of the trust.

In light of the above, it can be seen that it is often difficult for many conventional unit trusts to satisfy the definition of a “fixed trust” within the meaning of the trust loss provisions.

NALI provisions

SMSFs are often used as unitholders in unit trusts. Therefore, it is necessary to consider the trust deed and other surrounding circumstances to ensure that the income of the SMSF is not treated as NALI and taxed at the top marginal rate.

Section 295-550(4) ITAA97 broadly provides that income derived by a complying superannuation fund as a beneficiary of a trust, other than because of holding a fixed entitlement to income, is NALI.

The Commissioner adopts the view that, in the context of the NALI provisions, the concept of “fixed entitlement” is designed to test whether the amount of trust income was included in the income of the superannuation fund because the fund has an interest in the income that was vested immediately before the income was derived by the trustee.30

As described above, the legal concept of a “vested interest” relies on the holder having an immediate fixed right of present or future enjoyment, which in turn requires that:

• the identity of the beneficiary is established; and

• that beneficiary’s right to the interest (as distinguished from their right to possession) must not depend on the occurrence of some event.31

That is to say, a vested interest is one that is bound to take effect in possession at some time and which is not contingent on any event occurring. This is to be contrasted with a contingent interest, which gives no right at all unless or until some future event happens (such as the exercise of a discretion by the trustee).32

Therefore, in circumstances where the unitholder of a unit trust has a right to income of the trust that is susceptible to measurement and which is not contingent on any event occurring (such as the exercise of a discretion by the trustee), there should be a basis for characterising that interest as a fixed entitlement to income.

This is consistent with the Commissioner’s comments in TR 2006/7 regarding the policy for the introduction of the NALI provisions (insofar as they apply to trust distributions). In particular, the Commissioner states that these provisions are intended to distinguish between investment returns on fixed entitlements in unit trusts and distributions made to persons as beneficiaries of discretionary trusts resulting from the exercise of discretions.

Commissioner’s discretion and safe harbour

Under the trust loss provisions, the Commissioner is provided with a discretion to treat a beneficiary’s interest in a trust that would not otherwise be fixed as constituting a fixed entitlement.33

The Commissioner’s PCG 2016/16 also outlines a “safe harbour” compliance approach. The safe harbour allows trustees of certain trusts to manage the trust’s tax affairs as if the Commissioner has exercised the discretion, without the trustee having to apply to the Commissioner for the exercise of that discretion.34 If absolute certainty is required, however, an application can be made to the Commissioner for the exercise of the discretion in any given case (rather than self-assessing on the safe harbour).

For completeness, it should be noted that the safe harbour compliance approach under PCG 2016/16 only applies in the context of the trust loss provisions in Sch 2F ITAA36. It does not apply to other measures that might rely on a unitholder having fixed entitlements in the trust.

Practical observations: how to structure a fixed trust

Care is clearly required when seeking to establish a fixed trust or when amending a trust deed to ensure that it meets the requirements of a fixed trust.

In the authors’ experience, the preferred approach is to draft the trust deed (or deed amendment) on the basis that the trust is structured as a fixed trust as far as is possible under the law, but at the same time recognising the potential uncertainties in this area. For example, the following factors should be considered when drafting or amending a trust deed for fixed trust purposes:

• ensuring that the trustee does not have a discretion to make differential distributions of trust income or capital between the unitholders, and instead requiring the net income and capital to be distributed in proportion to the units held by the respective unitholders;

• ensuring that there is no power to issue or redeem units in the trust other than for a price based on the net asset value according to Australian accounting principles;

• ensuring that the deed provides that all new units are of the same classes, carry identical rights, and are issued in the same proportions as the existing units already on issue from time to time;

• ensuring that there is no power to reclassify existing units in the trust or to designate new units into classes;

• ensuring that there is no power to reclassify receipts as being on income or capital account (ie that there is no “income recharacterisation” power);

• ensuring that there is no power to appoint a beneficiary’s interest in the income or capital of the trust to another beneficiary;

• ensuring that there is no power to settle or appoint any part of the corpus of the trust to a new trust with different beneficiaries (for example, it may be appropriate to restrict a clause allowing for a new settlement to having the same beneficiaries in the same proportions as the existing trust); and

• ensuring that the power to amend the trust deed is drafted narrowly to ensure that an amendment that would otherwise purport to remove a beneficiary’s fixed entitlement in the income or capital of the trust is impermissible and ineffectual.

Naturally, the drafting of a trust deed or deed amendment will depend on the specific taxing regime regarding fixed trusts or fixed entitlements.

Background to CGT event E4

The law

From time to time, a unit trust will derive various forms of income and other receipts that are not assessable. These amounts may be referred to as tax-sheltered amounts. One of the major disadvantages of unit trusts is that the payment of such tax-sheltered amounts will often trigger CGT event E4.35

CGT event E4 happens where:36

• the trustee of a trust makes a payment to a unitholder in respect of their unitholding or interest in the trust; and

• some or all of the payment is non-assessable.

Where CGT event E4 happens, the cost base of the units owned by the unitholder is reduced by the non-assessable amount.37 Moreover, a capital gain arises to the unitholder where the non-assessable amount exceeds the cost base of their units for the amount of the excess.38 Invariably, where unit trusts have not been capitalised but instead funded by borrowings or credit loans, the unitholders will only have a nominal cost base and therefore the whole of the non-assessable amount may amount to a CGT event E4 capital gain.

Tax shelters

The effect of CGT event E4 is to trigger CGT consequences on the payment of a variety of tax-sheltered amounts to unitholders (by reducing the cost base of units and potentially triggering a capital gain). In this regard, it may be said that certain tax-sheltered amounts derived by a unit trust are “trapped” in that structure.

There are numerous tax-sheltered amounts that may be subject to CGT event E4. Some of the typical amounts regularly encountered in practice include:

• amounts arising from the unit trust holding depreciating assets (especially where accelerated depreciation is allowed under the capital allowance provisions);39

• amounts arising from a unit trust that owns buildings or structures that qualify for deductions under the capital works provisions;40

• pre-CGT capital gains;41

• capital gains disregarded by the small business 50% reduction;42 and

• income distributions received by a unit trust that are sheltered by the unit trust having available current year or carry-forward tax losses to apply against that income.

The tax legislation expressly excludes tax-sheltered amounts arising from the general 50% discount from CGT event E4.43 However, for this concession to be available, care needs to be taken in the manner in which the tax-sheltered amount is accessed (see further below).

Payments versus loans

In the authors’ view, CGT event E4 should not apply where the trustee of a unit trust makes a loan to a unitholder (even where such amount may be wholly or partly funded by a tax-sheltered amount). Arguably, CGT event E4 is only intended to target the payment of tax-sheltered amounts from a unit trust structure where such a payment represents a reduction in the capital value of the unit trust and not the advancing of funds to a unitholder as a genuine loan (that must be repaid). Of course, once the loan is repaid and such amounts are then distributed to the unitholder, CGT event E4 would apply. The loan only represents a deferral in this regard.

In the authors’ opinion, it is highly likely that CGT event E4 would apply where the trustee makes a loan to a unitholder (funded by non-assessable amounts) and subsequently forgives the loan. In this case, the loan and forgiveness may be viewed as a device to distribute tax-sheltered amounts to the unitholder by “dressing up” the transaction as something that, as a matter of substance, amounts to a payment in the context of the use of that term in s 104-70 ITAA97.

Payments to associates

As stated above, the conventional unit trust gives its unitholder a defined right to income and capital each income year based on their proportionate unitholding in the unit trust.

Some unit trusts, however, have a hybrid function and can provide the trustee with a discretion to distribute income not only to unitholders, but also to associates (typically, relatives and related entities) of the existing unitholders. While this may have commercial utility for the unitholders, it may also provide greater flexibility in tax planning.

To this end, and as stated above, CGT event E4 will only apply where the person or entity receiving a payment of a non-assessable part has a unit or an interest in the trust that extends beyond the interest that a beneficiary may have in a discretionary trust. In the authors’ view, a payment to an associate of a unitholder would not fall within the ambit of CGT event E4 on the basis that an associate’s interest in the unit trust is akin to that of a beneficiary in a discretionary trust and is wholly dependent on the trustee exercising its discretion.44

Provided the trustee has had the discretion to distribute to associates of a unitholder from the unit trust’s establishment, the authors consider that the subsequent exercise of such a discretion should not attract the anti-avoidance provisions under Pt IVA ITAA36. An issue may arise, however, where the unit trust deed is later amended to facilitate the trustee making payments of non-assessable amounts out of the unit trust on a tax-free basis.

Unit redemptions and advances of capital

Background

Unitholders in a unit trust may wish to extract value from the unit trust following the derivation of a substantial capital gain or where the trust has been used as a vehicle to accumulate value over time.

Capital in a unit trust can be extracted from the trust and accessed by the unitholders through the following means:

• the advancement of capital to the unitholders by the trustee; or

• the redemption of units in the unit trust.

Which approach is taken may depend on a range of commercial issues for the trustee and unitholders, particularly whether the parties wish for the unit trust to continue in existence or be wound up. The different approaches will, however, give rise to significantly different tax outcomes for the unitholders.

Advances of capital and redemption of units

An advancement of capital involves the trustee resolving to appoint and pay capital amounts in the unit trust to the unitholders without disturbing the ownership of the units. An advancement of capital will trigger CGT event E4 on the basis that the trustee will have paid tax-sheltered amounts to the unitholders (see above).

A redemption of units involves the trustee cancelling some or all of the unitholder’s units in exchange for the trustee paying capital proceeds to the unitholder. A redemption of units will trigger CGT event C2 on the basis that there will have been an extinguishment of an intangible CGT asset (ie units).45

There are some important differences in the tax outcomes arising from the occurrence of CGT events E4 and C2, namely:

• only the capital gain arising from CGT event C2 will take account of and include any amount that has been sheltered from tax by application of the 50% discount;46 and

• a capital loss can only arise under CGT event C2 and not CGT event E4.47

The above differences and their application in practice are illustrated in the case study below.

Comparison of capital extraction methods

Case study

The Avengers Trust is a unit trust of which there are several arm’s length unitholders.

The unitholders are controlled by superheroes who have pooled funds together to acquire warehouses owned by the Avengers Trust that are used to store and manufacture body armour and other protective suits worn by each of the superheroes.

All of the unitholders are the trustees of discretionary trusts.

In the 2025 income year, one of the larger warehouses is sold for $6m, giving rise to a gross capital gain in the Avengers Trust of $4m. The Avengers Trust and the unitholders qualify for the 50% discount but no other concessions.

After the payment of bank debt and transaction costs, there is $5m available for distribution to the unitholders.

The unitholders have varying percentages of units in the Avengers Trust and different cost bases.

Two unitholders of note are as follows:

1. the Captain America Trust, one of the original unitholders of the unit trust, owns 20% of all units in the Avengers Trust. The total cost base of these units is $50,000; and

2. the Black Widow Trust, which bought into the unit trust at a later date, owns 10% of all units in the Avengers Trust. The total cost base of these units is $400,000.

The unitholders are desirous of accessing the net proceeds from the sale of the warehouse on a tax-effective basis.

On the basis that the gross capital gain made by the trustee of the Avengers Trust will be reduced by the 50% discount, $2m will be included in the taxable net income of the Avengers Trust. The unitholders will be assessed on this amount based on the amount attributed to each of them under Subdiv 115-C ITAA97 and their specific entitlement to the net financial benefit referable to the capital gain.

On the basis that the $2m net capital gain has been assessed as assessable income to the unitholders,48 this will leave $3m49 to be distributed as capital of the Avengers Trust. As the trustee of the Avengers Trust has applied the 50% discount, $2m of this amount will be tax-sheltered. This tax-sheltered amount is expressly excluded from the operation of s 104-70 by item 1 of the table in s 104-71(4) ITAA97.

Assuming that the unitholders wish for the Avengers Trust to continue in existence, the trustee would need to resolve to distribute the proceeds remaining in the Avengers Trust by way of an advancement of capital (which would trigger CGT event E4 in relation to the tax-sheltered amount). This would have a number of tax consequences for the Captain America Trust and Black Widow Trust (see Table 1).

On the basis that the Captain America Trust qualifies for the 50% discount, its net capital gain on CGT event E4 would be $75,000.

Assuming instead that the unitholders wish for the Avengers Trust to be wound up and to go their separate ways, the trustee would need to effect a redemption of all of the units held in the trust (which would trigger CGT event C2 in relation to capital proceeds received by the unitholders for the redemption of their units). This would have a number of tax consequences for the Captain America Trust and Black Widow Trust (see Table 2).

On the basis that the Captain America Trust qualifies for the 50% discount, its net capital gain on CGT event C2 would be $275,000.


Table 1. Advancement of capital: tax consequences



	Unitholder

	Capital distribution

	Less tax-sheltered amount50

	Non-assessable part

	Cost base of units

	Adjusted cost base

	CGT event E4 gain




	Captain America Trust (20% of units)

	$600,000

	$400,000

	$200,00051

	$50,000

	Nil52

	$150,000




	Black Widow Trust (10% of units)

	$300,000

	$200,000

	$100,00053

	$400,000

	$300,00054

	Nil








Table 2. Unit redemption: tax consequences



	Unitholder

	Capital proceeds

	Less cost base of units

	CGT event C2 gain/(loss)




	Captain America Trust (20% of units)

	$600,000

	$50,000

	$550,000




	Black Widow Trust (10% of units)

	$300,000

	$400,000

	($100,000)







The following observations can be made from the above comparisons:

• the amount comprising the capital proceeds on a CGT event C2 will include the amount that has been sheltered by the 50% discount. Therefore, a higher capital gain will arise to those unitholders which do not have a substantial cost base (for example, the Captain America Trust) when compared to CGT event E4; and

• capital losses are only available on the occurrence of CGT event C2 but not on CGT event E4 (only a cost base reduction will arise on the latter event). For the Black Widow Trust, if this capital loss is triggered in the same income year as the CGT event from the sale of the warehouse by the Avengers Trust, the Black Widow Trust can apply the capital loss against its share of the capital gain attributed to it. However, a capital loss is only available against the grossed-up capital gain and not the capital gain arising after applying the 50% discount. Therefore, the $100,000 loss would be applied against the Black Widow Trust’s grossed-up capital gain of $400,000, reducing it to $300,000 before applying the 50% discount to further reduce the gain to $150,000.

It can be seen from Table 3 that CGT event E4 would favour the Captain America Trust, whereas CGT event C2 would favour the Black Widow Trust.

Ultimately, when deciding whether capital should be extracted from a unit trust by way of an advance of capital or a unit redemption, consideration should be had not only to what is commercially viable, but also to the tax attributes of each unitholder’s unitholding in the trust.

Small business CGT concessions: accessing tax-sheltered amounts

15-year exemption and retirement exemption

Where a capital gain is disregarded by a trust under the 15-year exemption (Subdiv 152-B ITAA97), the trust accessing the exemption may make a payment of an exempt amount within two years of the CGT event to an individual who is a CGT concession stakeholder of the trust just before the event.55

The retirement exemption (Subdiv 152-D ITAA97) also requires a payment of an exempt amount to an individual who is a CGT concession stakeholder where a capital gain is disregarded by a trust, unless the CGT concession stakeholder is under 55 before the choice is made to apply the retirement exemption.57 This payment must be made within seven days after the trust makes the choice to apply the retirement exemption (which must be lodged with the trust’s tax return for the year in which the CGT event has happened).

On the basis that the payment is made to an individual (directly or indirectly) who qualifies as a CGT concession stakeholder within the above time periods for the 15-year exemption and retirement exemption, the amount will be non-assessable non-exempt income.58 This will overcome CGT event E4 which, as noted above, occurs where a trustee makes a payment to a unitholder and some or all of the payment is non-assessable.

Character of payment

The income tax legislation does not describe the nature or character of the payment made by the trustee of the unit trust to the unitholder/beneficiary qualifying as a CGT concession stakeholder under the 15-year exemption or retirement exemption. In the authors’ view, as noted above, the correct characterisation of the payment may be a capital distribution. However, such a characterisation would necessitate payments being made equally to all unitholders of the same class, including those unitholders that may not qualify as CGT concession stakeholders, for instance, because their unit holding is less than 20%. It remains to be seen in these circumstances whether the payment of amounts to CGT concession stakeholders may be characterised in some other manner.

As noted above, the legislation does not speak to the character in which the sheltered amount arising from the 15-year exemption and retirement exemption must be paid from a trust to its unitholders/beneficiaries. Although the position is uncertain, the payments to unitholders may arguably be recorded as non-deductible expenses of the trust that arise as a consequence of the trustee choosing to apply the 15-year exemption or retirement exemption. The validity of the approach may be further supported if the trust deed expressly allows for such payments to the unitholders. This may require a deed amendment to be effected to grant the trustee such a specific power.


Table 3. Advancement of capital versus unit redemption



	Unitholder

	Warehouse disposal — share of net capital gain

	Net capital gain/(loss) from CGT event E4

	Total assessable amount




	Captain America Trust (20% of units)

	$400,000

	$75,000

	$475,000




	Black Widow Trust (10% of units)

	$200,000

	Nil

	$200,000




	Unitholder

	Warehouse disposal — share of net capital gain

	Net capital gain/(loss) from CGT event C2

	Total assessable amount




	Captain America Trust (20% of units)

	$400,000

	$275,000

	$675,000




	Black Widow Trust (10% of units)

	$200,000

	($100,000)

	$150,00056







There are some commercial issues with this approach, in that the amount remaining in the trust will be capital owing to all of the unitholders rather than amounts owing exclusively to the unitholders that do not comprise CGT concession stakeholders. However, such issues may not be overly significant if the unitholders are members of the same family group.

Concluding remarks

Whatever the disadvantages in unit trusts as business and investment vehicles, their overall utility is likely to ensure that they remain a popular structure for years to come.

The flow-through nature of the vehicle, coupled with its obvious commercial uses as a trust with defined equity interests, guarantees the unit trust a place in the repertoire of effective structures called on by tax advisers when appraising their clients of the various options available.
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“Cleaning up” old pensions and reserves in SMSFs

by Kym Bailey, CTA, Technical Services Manager, JBWere


Treasury has provided an opportunity for SMSFs to clean up legacy pensions, as well as a general (sector-wide) opportunity for superannuation funds to more efficiently allocate existing reserve balances to members. Both opportunities are welcome news for the sector, particularly SMSFs that have defined benefit pensions that were commenced at least 18 years ago and don’t intersect well with the legislative changes in 2017 that introduced a raft of pension changes. The legacy pension commutation opportunity will provide SMSFs a five-year window to reorganise their balance sheets and potentially position themselves for a broader range of decision-making opportunities which could include winding-up the fund in a straightforward process. The relaxation of the rules for reserve allocation is also an opportunity to restructure balance sheets and has the potential to make the payment of death benefits more streamlined and tax effective. This opportunity does not have an end date so will provide for orderly and systematic management of reserves.



Background

The Treasury Laws Amendment (Legacy Retirement Product Commutations and Reserves) Regulations 2024 (the Regulations) is a legislative instrument that came into force on 6 December 2024.

The instrument changes the law to allow a five-year window for SMSFs to commute “legacy pensions”, ie those commenced prior to 20 September 2007 or those pensions that commenced as a result of a conversion of an earlier legacy pension.

In addition, the Regulations provide for a permanent change to the method by which reserves can be allocated to members.

The legacy pension Regulations are specific to self-managed superannuation funds (SMSFs), whereas the change to reserve allocation is sector wide.

Legacy pension overview

The term “legacy pension” applies specifically to the following superannuation income streams (identified by the legislative reference found in the Superannuation Industry (Supervision) Regulations 1994 (Cth) (SISR), as well as the common usage title):

• lifetime pensions (reg 1.06(2) SISR);

• life expectancy pensions (reg 1.06(7) SISR); and

• market-linked income streams (reg 1.06(8) SISR).1

The above pensions are classified as defined benefit pensions as they provide a defined income stream for a defined period of time. This compares with a defined contribution pension product where the main stipulation is that a minimum annual pension drawing is required. The balance of the pension is subject to market fluctuations and there is no guarantee of the annual payments or the longevity of the pension. An account-based income stream can generally be commuted at the member’s request.2

On the other hand, a defined benefit pension is non-commutable under the current rules, unless the commuted capital is used to immediately commence a new market-linked income stream. While the member is alive, the capital must remain in the superannuation system as this is the trade-off for the income and length of pension guarantees.

Legacy pension commutation

This legacy pension commutation opportunity was first announced in the Liberal National Party’s Budget of May 2021 and was confirmed by the Australian Labor Party as a policy direction that it would also take.

The timing of the actual realisation of a change to the law is likely to be connected with the Div 296 draft Bill that is before parliament.3 Under that proposed new law, a member’s total superannuation balance (TSB) is key to whether the new tax is imposed on a member. Where an SMSF holds a defined benefit pension, the calculation of the TSB is fraught as the trustee would be required to obtain an actuarial valuation on an annual basis.

Even if this isn’t the motive for the publication of the Regulations, having member balances in defined contribution-style products will make fund administration, and potentially cashflow management, more streamlined.

It has been 18 years since SMSFs were permitted to commence new defined benefit pensions. Existing pensions were able to continue to be paid from the SMSF. However, members have aged, resulting in the minimum age of defined benefit pension account holders being in their late 70s, with many members much older. The inability to commute the pension means members have become “stuck” with not only pension inflexibility, but also an inability to close down their SMSF interest.

The introduction of the transfer balance cap (TBC) in 2017, which was designed to limit the level of capital that could be housed in the tax-free pension phase of superannuation, did not result in any significant changes to defined benefit pensions being paid via an SMSF. However, in order to make the new law work across all superannuation entities, significant layers of complexity were introduced to navigate the new rules as they apply to defined benefit pensions4 (this is similar in the design of the new Div 296 law where “sector neutrality” was a stated aim). This significant change should have been the point where the ability to commute defined benefit pensions was introduced but, instead, the sector has had to manage what are now termed “legacy pensions” for a further seven years.

At the time, in order to close off any “loopholes” or potential avenues to manipulate the new capping arrangements, the ATO issued an SMSF Regulator’s Bulletin5 to ensure that the ability of SMSFs to utilise reserves was severely curbed to avoid TBC/TSB manipulation.

One concession that was introduced at the time provided for market-linked income streams to commute from the defined benefit calculation that applies to the TBC calculation to a new market-linked income stream that is assessed under the accumulation rules. In other words, a new market-linked income stream is assessed for TBC based on the market value of the member’s interest in the pension. The market-linked income stream remains a defined benefit pension and is subject to the rules detailed in reg 1.06(8) SISR.6

The new Regulations provide a real opportunity for members to take action and move the capital into either the accumulation phase or an account-based pension if they have TBC space, or to withdraw the capital from the SMSF.

Legacy pension commutation in action

Members will have a period of five years from the date the regulations were made (6 December 2024) to complete a pension commutation, and they must commute the entire amount.

The only impediment to taking the commutation action will be for individuals who have “asset-test exempt income streams”.7 That is, they are in receipt of a transfer payment from Centrelink and the superannuation pensions they receive are not included in the means test, or only 50% is. These individuals will lose that asset-test exempt income stream status if they choose the commutation option. The decision will be based on whether the government benefits are more valuable during their lifetime rather than the potential death benefit tax issues for their beneficiaries.

For a lifetime or life expectancy pension (reg 1.06(2) and (7) SISR), a commutation will result in an amount of capital that defaults to a reserve. This arises as the original capital that seeded the pension was calculated to include a “buffer” to ensure liquidity and solvency of the pension (this takes out the “market risk” from the guaranteed pensions streams). Over time, these reserves grew with the allocation of fund earnings year on year.

Thankfully, the Regulations include a new opportunity to allocate reserves.

Reserves: background

Reserves are held in a superannuation fund for a specific purpose.8 They do not form a part of member balances, and income earned is taxed at the fund tax rate. The trustee is required to provide a strategy for the reserve management that is in accordance with the fund’s overall investment strategy.9

Defined benefit pensions often have associated reserve balances as the actuarial assessment of the capital adequacy and solvency requirements for the pension warrants a reservation of capital. The “pension reserve” is an account that is available to the trustee in order to satisfy the fund’s liability to make the pension payments.

Reserve allocation: under previous law

When a defined benefit pension is commuted (usually on death) or comes to the end of its term, any associated reserves are re-badged as “general reserves” and don’t form a part of a member benefit payment.

Reserves that have no defined purpose are also classified as “general reserves” and are subject to two allocation options.

Where a reserve is allocated to a member, it is treated as a concessional contribution unless:10

“the amount is allocated in a fair and reasonable manner to every member and the allocation is less than 5% of the member’s interest in the fund.”

As a result, the choice for a trustee is either imposing contributions tax and the potential for excess contributions tax or a slow “drip-feeding” at a rate of less than 5% of member balances.

Concessional contributions are taxed at 15% up to a cap of $30,000 per annum (FY 2025). Any amount over the concessional contribution cap is taxed at the member’s marginal tax rate less 15%.11

The current options are limited and, as a result, reserves in a fund that no longer have a defined purpose tend to “rest” indefinitely in the fund.

Reserve allocation: new law

The Regulations provide a new system that should enable trustees to manage reserves in a timelier manner.

There are two components to the Regulations in respect of reserve allocation.

The first is in connection with pension reserves, ie reserves that arose due to a pension commutation. These reserves can be allocated to the pension member without assessment against a contribution cap and no associated taxation.12 Where the pension is reversionary, the pension reserve can be allocated to the reversionary beneficiary as well as to a death benefit beneficiary where there is no reversionary nominated providing it is in conjunction with the payment of the death benefit.

The Regulations define a “pension reserve” and state that a pension reserve could already exist — usually as a result of the term of a pension having expired (life expectancy pensions). These existing reserves are also not subject to the member’s contribution cap when allocated.

Apart from these allocations from pension reserves, all other allocations will be assessed against the member’s non-concessional contribution cap (NCC). This is a marked difference to the current rules whereby the assessment is against the member’s concessional contribution cap.

“A pension reserve can be allocated to the pension member, or their reversionary beneficiary, without limit.”

The fundamental principles of reserve allocation will remain as follows:

• where an allocation of less than 5% of the member balance is made to all fund members, the reserve allocation does not count towards a contribution cap and no tax is applied; and

• all other allocations are assessed against the individual member’s NCC.13

Case study

An SMSF has a general reserve of $350,000 that they wish to transfer to the current two fund members.

Under the current allocation options, the trustee would have the choice of spreading the contribution allocation over four years or causing the members to incur excess concessional contribution tax (see Table 1).

Under the new rules, as detailed in the Regulations, the trustee could allocate the reserve balance to the members in one year based on the non-concessional contribution cap (see Table 2).

Summary

This legacy pension commutation is a welcome development for SMSFs that hold a legacy pension. The commutation window provides members with five years in which to stop the pension and make a decision about the subsequent capital. The change to reserve allocation is also welcome as all associated capital will be able to be dealt with by the pension member. They will be able to make sound decisions concerning their superannuation benefits without taxation issues impeding flexibility.

Reserves that an SMSF was able to hold for a specified purpose such as: the “anti-detriment payment”, income smoothing reserves, insurance reserves, and even administration reserves were classified as a “general reserve” from the time the ATO issued SMSFRB 2018/1). Under this new opportunity, general reserves will be able to be allocated to superfund members based on their NCC.

This will speed up the allocation of reserves within SMSFs, but members who have a TSB greater than the level of the general TBC (currently $1.9m) will incur an excess NCC determination. The tax impost will be based on the calculation of the “associated earnings” that are applied to the excess. It is anticipated that this tax will likely be lower than that under the current arrangements, particularly on the death of fund members and/or SMSF wind-up.

Kym Bailey, CTA

Technical Services Manager

JBWere


Table 1. Current allocation of reserves across fund members



	Account balances

	 

	Reserve allocation > 5%

	Y2

	Y3

	Y4




	Member 1

	$1,250,000

	$61,250.000

	$64,251.25

	$67,399.56

	$5,981.58




	Member 2

	$950,000

	$46,550.000

	$48,830.95

	$51,223.67

	$4,513.42




	General reserve

	$350,000

	$107,800.000

	$113,082.20

	$118.623.23

	$10,495.00




	 

	$2,550,000

	 

	 

	 

	 








Table 2. New opportunity for reserve allocation



	Account balances

	Concessional contribution

	Excess concessional contribution marginal tax rate – 15% tax




	Member 1

	$175,000

	$34,800.00




	Member 2

	$175,000

	$34,800.00




	 

	 

	$69,600.00




	Assume concessional cap $30,000 and MTR 39% (inc ML)
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A Matter of Trusts

by Edward Hennebry, FTI, Sladen Legal

Family trust distribution tax

Before concluding that you have a family trust distribution tax liability, have you considered whether the trustee of the family trust has complied with the trust deed?

Overview

Many discretionary trusts make family trust elections (FTEs) to facilitate carrying forward losses and to pass on franking credits to beneficiaries (that is, they are “family trusts”).

Despite these benefits, increased ATO audit activity has highlighted the unforgiving nature of family trust distribution tax (FTDT).

Unlike Div 7A of the Income Tax Assessment Act 1936 (Cth), the ATO has no discretion to disregard FTDT caused by honest mistakes and FTDT is not subject to limited statutory amendment timeframes (unlike most provisions of the tax law).

While making a retrospective FTE or interposed entity election may sometimes save the day, the criteria to make those retrospective elections are prescriptive.

But before concluding that you have an FTDT liability, have you considered whether the trustee has complied with the trust deed?

When does FTDT apply?

FTDT can apply when a trustee of a family trust:1

• “confers a present entitlement” to; or

• “distributes”,

income or capital to a person or an entity outside the “family group” of the “test individual” of that family trust.

In such circumstances, FTDT is imposed on the trustee at a rate of 47% on the amount of the present entitlement or distribution. If the trustee is a company, the directors are also jointly and severally liable for the FTDT.

Conferring a present entitlement

Conferring a present entitlement depends on the terms of the trust deed. A trustee will generally confer a present entitlement by executing a minute or resolution to pay, apply or set aside income or capital of the trust to a beneficiary.2

Unlike “confers a present entitlement” that picks up its general law meaning, the legislation defines “distributes” for FTDT purposes.

For a trust, the primary definition of “distributes” is defined exclusively as:

• paying or crediting the income or capital of the trust in the form of money to a person;

• transferring the income or capital of the trust in the form of property to a person;

• reinvesting or otherwise dealing with the income or capital on behalf of the person or in accordance with the directions of the person; or

• applying the income or capital for the benefit of the person,

in the person’s capacity as a beneficiary of the trust.3

Second, the legislation includes an extended definition of “distributes” which, unlike the primary definition above, is not confined to distributions to persons “in their capacity as a beneficiary of a trust.”4 Because of this extended definition, a trustee of a family trust may also be liable to pay FTDT on a distribution of income or capital to a person not in their capacity as a beneficiary of the trust.5

The ATO’s views on the extended definition are in TD 2017/20. The ATO view is that the extended definition of “distributes” applies to persons who are not beneficiaries (rather than not just in their capacity as beneficiaries). One day, a court may have to decide whether the extended definition applies to persons who are not beneficiaries or just to beneficiaries but not “in their capacity” as beneficiaries.

However, and importantly, the extended definition of “distributes” only applies to the extent that the amount distributed exceeds the amount of any consideration given in return (which, according to TD 2017/20, is to ensure that “genuine commercial dealings” — whatever they are — do not “inappropriately” give rise to a liability to pay FTDT).

Distributions of income or capital not in accordance with trust deed

The ATO’s views, and examples, in TD 2017/20 concern transactions that are (arguably) in accordance with a trust deed. What about a transaction that is not in accordance with the deed?

Take the following example:

• Gonzo Co is the corporate trustee of the Gonzo Trust and has made an FTE specifying Gonzo as the test individual;

• on 30 June, Gonzo (as sole director of Gonzo Co) signs a resolution to pay, apply or set aside $100,000 of the Gonzo Trust’s net income to Norman (purportedly in accordance with the income distribution power under the trust deed of the Gonzo Trust);

• Norman is Gonzo’s uncle and is therefore not part of Gonzo’s “family group” for the purposes of the FTE rules;

• 10 days later, Gonzo Co transfers $100,000 from the Gonzo Trust’s bank account into Norman’s bank account;

• the trust deed of the Gonzo Trust provides that a “foreign natural person” is an excluded beneficiary and ineligible to receive distributions of income or capital; and

• Norman, while a relative of Gonzo and purportedly within the class of general beneficiaries of the Gonzo Trust, is a “foreign natural person” and is therefore an excluded beneficiary under the trust deed of the Gonzo Trust.

Does FTDT apply in these circumstances?

Analysis of the above example

On the one hand, FTDT may apply for the following reasons:

• notwithstanding that the distribution of income by Gonzo Co to Norman is not permitted under the trust deed, a payment or crediting of $100,000 has been made to Norman; and

• the ATO might argue that, consistent with TD 2017/20, the “the unqualified reference to ‘distributes … to a person’ in the extended definition includes distributions (as defined) to persons who are not beneficiaries of the trust”.

On the other hand, FTDT may not apply for the following reasons:

• the trust deed of the Gonzo Trust is the source of Gonzo Co’s obligation to administer trust property on behalf of beneficiaries. The duty to comply with the terms of the trust deed has been described as “perhaps the most important duty” of a trustee;6

• as Gonzo Co sought to exercise a power that is not in accordance with the trust deed of the Gonzo Trust, it may be that the distribution of income from Gonzo Co to Norman is without legal effect from inception (ie “void ab initio”). That is, Gonzo Co did not confer a present entitlement on Norman;

• the above might be supported by the Federal Court in Ramsden v FCT,7 which concerned a trustee which had resolved to appoint income to a person who was not a beneficiary of the trust:8

“45 The Commissioner has a duty to assess whether a taxpayer is a beneficiary presently entitled to income for the purposes of s 97 of the Assessment Act. Neither the Commissioner nor the Court are required to give effect to a transaction that is null and void, or otherwise legally ineffective. A trustee who acts ultra vires in making an appointment of income effects nothing.

…

47 The ultra vires appointment was thus, in my view, void ab initio and a nullity, and not merely voidable following a challenge by disappointed beneficiaries.” (emphasis added)

• further, Norman has an immediate obligation to repay the $100,000 to the Gonzo Trust because the payment was to satisfy a resolution that was not legally effective.9 That is, the amount distributed does not exceed the amount of any consideration — the obligation to repay — given in return. However, the extended definition of “distributes” includes a payment “including by way of a loan”. Does that mean that the payment to Norman falls under the extended definition because of the obligation to repay (like with a loan)? Or does the extended definition, while including loans, only applies to loans on non-arm’s length terms? Example 3 of TD 2017/20 suggests that the extended definition only applies to non-arm’s length loans.

Overall, the above is not free from doubt and is yet another example of how the tax laws and the trust laws do not always easily interact. However, it does highlight the importance of checking the trust deed.

So what now?

If we consider that the payment of $100,000 to Norman does not fall within the extended meaning of “distributes” because it was in breach of trust, this may mean that FTDT does not apply. However, even if there is no liability for FTDT, the $100,000 to which Norman was purportedly made presently entitled would be included in the assessable income of:

• the default beneficiaries;

• the trustee (Gonzo Co); or

• the balance beneficiaries (ie the beneficiaries appointed the balance of the Gonzo Trust’s income or capital for the income year).

If the period of review had expired for the relevant person, while the $100,000 would be included in assessable income, the earlier assessment could not be amended (absent fraud or evasion).

It may transpire that the quantum of income tax (and interest) payable because of Gonzo Co’s failure to adhere to the terms of the trust deed will be less than what would have been the case if FTDT (and interest) applied. For example, the balance beneficiary may be a company.10

Conclusion

FTDT is punitive. But before you lose sleep on how you are going to manage an FTDT liability, check the trust deed and the trustee distribution minutes. As Ramsden and other cases show, it is quite possible for trustees (or their advisers) to misinterpret clauses in a trust deed, resulting in protocols not being followed or the wrong persons receiving income from a trust.11

Edward Hennebry, FTI

Special Counsel

Sladen Legal
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fixed trust distinction ...... 159

SMSFs

– allowable activities ...... 278, 279

– investments in trusts ...... 159–161

– multiple entity structures ...... 223–225

superannuation breaches ...... 224, 225

unit trusts ...... 310

Non-discrimination provisions

double tax treaty benefits ...... 136

Non-fungible tokens

tax treatment ...... 253

Not-for profits — see Charities

O

Objections

Inspector-General of Taxation report ...... 241

OECD

Model Tax Convention on Income and on Capital ...... 88

Pillar Two Global Anti-Base Erosion Model Rules ...... 238, 264, 265, 268

“Off the plan” investments ...... 257, 258

Officeholder data-matching program ...... 138, 139

Onus of proof

amended assessments ...... 11, 12, 182, 183

ordinary income ...... 296, 297

Ordinary income

onus discharged ...... 296, 297

subdivided land, sale of ...... 154–156

Outsourcing

tax practitioners ...... 198, 199

Overseas assessable income ...... 52, 53

Overseas travel expenses ...... 50

Overtime meal allowances

expenses, reasonable amounts ...... 50

P

Part IVA

general anti-avoidance rule extended ...... 10

legislative change ...... 239

personal services businesses ...... 138

Payday superannuation ...... 239

Payroll tax

NSW ...... 239

Peer-to-peer interaction ...... 28, 30–33

Penalties

civil, tax practitioners ...... 95, 96, 194, 202

false claims ...... 140

promoter penalties ...... 51, 62, 181, 297, 298

royalty payments, mischaracterised or undervalued ...... 105

tax practitioner statements ...... 95, 96

unit amount, increase ...... 133

Pension payments

SMSFs ...... 162, 163

Pensions — see also Legacy pensions

automatic reversionary pensions ...... 162, 163

death benefit pensions ...... 162, 163

defined benefit pensions ...... 318, 319

reversionary pensions ...... 162, 163

Personal Income Tax Compliance Program

Federal Budget 2024–25 ...... 9

Personal services businesses

Pt IVA ...... 138

Personal use exemption

digital and crypto assets ...... 252

Philanthropy

deductible gift recipient status ...... 69, 70, 89, 90

government reforms ...... 294

Productivity Commission ...... 149–151

Points-based test

early-stage innovation companies ...... 110, 114

Portugal

double tax treaty ...... 136

Present entitlement

deceased estates ...... 143–146

unit trusts, part-year distributions ...... 308, 309

Primary production

land tax exemption (NSW) ...... 12, 13

Principal asset test

foreign investors ...... 125

Principal place of residence

holiday homes owned by trusts (Vic) ...... 274–276

Principles-based test

early-stage innovation companies ...... 113–115

Private binding rulings

early-stage innovation companies ...... 114, 115

Private companies

benchmark interest rate ...... 90

Productivity Commission

deductible gift recipient status

– reform ...... 69, 70, 89

– school building funds, donations to ...... 149–151

Profession

definition ...... 29, 30

Professional services

emotional intelligence ...... 32, 33

empathy ...... 24, 26

social skills ...... 33

trust ...... 31–33

Promoter penalties ...... 51, 62

tax exploitation schemes ...... 181, 297, 298

Proper and fair arrangements

variation of trust vesting date ...... 73, 74

Property

GST, ATO update ...... 242

Property management

data-matching program ...... 139

Protected tax information ...... 295

Public benevolent institutions ...... 175

Public charitable institutions ...... 69

Public enterprises

GST, ATO update ...... 242

Public groups

ATO findings report ...... 269

Public interest

protected tax information ...... 295

Public traded unit trust ...... 315

Purpose

luxury cars ...... 246–251

PwC tax leaks scandal ...... 15, 204, 295

Q

Quantity surveyor

tax agent services ...... 201

Quarantining rules

real estate investment ...... 7

R

Rates of tax

foreign residents, CGT withholding ...... 238, 239

multinational enterprises ...... 294

non-arm’s length income provisions ...... 160, 161

R&D activities

expensing of innovation costs ...... 115

tax agent services ...... 201

tax exploitation schemes ...... 297, 298

tax incentives ...... 114

Real estate investment

quarantining rules ...... 7

“Real Estate Rescue” program ...... 216

Real property

foreign resident capital gains withholding ...... 124–126

sale, GST ...... 153, 155–157

unit trusts ...... 308

Reasonable care

tax agent services ...... 196

Record-keeping

digital and crypto assets ...... 252–254

trust income not previously subject to tax ...... 91

Reforms

thin capitalisation ...... 165, 166

Registration

TPB ...... 88, 89

Related party loans

deductions ...... 239

thin capitalisation rules, reform ...... 165, 166

Relationship breakdown

child support minimisation ...... 209–212

Remote working

tax practitioners ...... 28

Rental properties

built on vacant land, deductions ...... 257–262

housing crisis ...... 7

Reportable tax position disclosures

hybrid mismatch arrangements ...... 265, 267

Reporting obligations

Code of Professional Conduct, breaches ...... 95, 239

consolidated groups ...... 86

corporate tax residency ...... 86

foreign residents, ATO requirements ...... 124–126

tax practitioners ...... 48, 51, 62–66, 95, 239

Reserve allocations

SMSFs ...... 319, 320

Residency

companies ...... 86

domicile test ...... 91

Residential premises

construction on subdivided land, tax ...... 155–157

Residential rental properties

sale of ...... 258

Resilience

tax practitioners ...... 24, 25, 32

Restructuring businesses

debt deduction creation rules ...... 241, 242

early-stage innovation companies ...... 112

thin capitalisation ...... 241, 242

Retention of profits arrangements

personal services entities ...... 138

Retirement

legacy retirement product conversions ...... 239

Retirement exemption

unit trusts ...... 314

Retirement villages

GST, ATO update ...... 242

Retrospectivity

hybrid mismatch arrangements ...... 266

Reversionary pensions

SMSFs ...... 162, 163

Risk assessment

restructures ...... 242

Royalty payments

definition of “royalty” ...... 102

embedded royalties ...... 102, 105, 106

mischaracterised or undervalued ...... 10, 105

withholding tax ...... 102–107, 239

S

Safe harbours

country-by-country reporting ...... 264, 268, 269

trust loss provisions ...... 311

Sale of land

subdivided, tax implications ...... 153–158

Savings rule

unit trusts ...... 309, 310

School building funds

donations to, tax deductibility ...... 149–151

Secured loan arrangements

asset protection ...... 215

Self-awareness ...... 32

Self-managed superannuation funds

BDBNs ...... 220, 221

defined benefit pensions ...... 318, 319

early-stage innovation company investment ...... 113

holiday homes owned by trusts (Vic) ...... 276

legacy pension commutation ...... 318, 319

legacy pension reserve allocations ...... 319, 320

legacy retirement product conversions ...... 239

non-arm’s length income provisions

– allowable activities ...... 278, 279

– investment in trusts ...... 159–161

– multiple entity structures ...... 223–225

reversionary pensions ...... 162, 163

unitholders in unit trusts

– CGT discount ...... 308

– non-arm’s length provisions ...... 310

Self-regulation ...... 32

Shadow Economy Compliance Program

Federal Budget 2024–25 ...... 9

Share sale agreement

arm’s length market value substitution rule ...... 55–59

Sharing economy

characteristics ...... 28–31

definition ...... 28

impact on professions ...... 27

Shortfall interest charge

deductibility ...... 238

proposed changes ...... 178, 181

Single touch payroll-enabled software ...... 200

Slovenia

double tax treaty ...... 136

Small business CGT concessions

sale of shares ...... 58

unitholders in unit trusts ...... 308, 314, 315

Small businesses

instant asset write-off ...... 238, 292, 293

Small-to-medium businesses

assessment amendment period, extension ...... 300–303

tax assessments, amendment period ...... 88, 180

Social skills

value to professional services ...... 33

Software programs

data-matching ...... 139

tax agent services ...... 198, 200, 202, 203

Sophisticated investors

tax offsets ...... 109

Special income rules — see Non-arm’s length income provisions

Specific anti-avoidance provisions

risk assessment ...... 242

Spouses

BDBNs ...... 220, 221

Staking rewards

tax treatment ...... 253

Stamp duty

reform package ...... 7

Start-up companies — see Early-stage innovation companies

Statutory interpretation

landholder duty (Vic) ...... 272, 273

Stay orders

BAS agent, termination of registration ...... 182

Student loans

HELP repayments ...... 238

“Subject to foreign income tax” ...... 265

Succession and estate planning

“hotchpot” arrangements ...... 218–220

SMSFs ...... 162, 163

superannuation and BDBNs ...... 220, 221

testamentary trusts ...... 214, 215

Sufficient economic connection test ...... 86

Superannuation

adjusted taxable income, child support calculation ...... 210, 211

balances above $3m, 15% tax ...... 39, 40, 239

BDBNs ...... 220, 221

financial modelling ...... 39, 40

legacy pensions ...... 318–320

non-arm’s length income breaches ...... 224, 225

payday superannuation ...... 239

unrealised gains ...... 40

Superannuation funds

Australian, double tax treaty benefits ...... 136

Sweden

double tax treaty ...... 136

Switzerland

double tax treaty ...... 136

“Synthetic” wealth transfer

gift and loan back strategies ...... 215, 216

T

Targeted integrity rule ...... 267

Tax advisers

GST, ATO update ...... 242

Tax agent services

characterising ...... 196

contractors ...... 200, 202

data matching ...... 199, 200

defining ...... 194, 195

digitalisation ...... 202

examples ...... 201

excluded services ...... 194, 200, 204

fees or other rewards ...... 195

or BAS services ...... 200

reasonable care ...... 196, 197, 199

services for a fee ...... 193

software programs ...... 198, 200, 202, 203

third party information ...... 196–198, 202

TPB interpretation of ...... 206–208

Tax agents

services for a fee ...... 193

termination of registration

– stay orders ...... 182

– TPB powers ...... 18–20

Tax assessments

SMEs, amendment period ...... 88, 180

Tax Avoidance Taskforce ...... 9, 241

Tax concessions

early-stage innovation companies ...... 109

– eligible investors ...... 109, 110

tax offsets

– early-stage innovation companies ...... 112, 113

– sophisticated investors ...... 109

Tax consolidation — see Consolidated groups

Tax debts

Commissioner of Taxation discretion ...... 10

interest charges, proposed changes ...... 178, 181

land tax, company reinstatement ...... 243

Tax education

Advanced Superannuation Dux Award, study period 2, 2023

– Victoria Mercer ...... 60

CTA1 Foundations Dux award, 2024

– Darren Adams ...... 305

CTA2A Advanced Dux Award, study period 3, 2023

– Steve Tanner ...... 99

CTA2B Advanced Dux Award, study period 3, 2023

– Jessica Bagnall ...... 147

CTA3 Advisory National Dux Award, 2023

– Belinda Spence ...... 191

– Jeremy Scott ...... 256

lifelong learning ...... 84, 85

Tax Academy micro-credential units ...... 176, 177, 236, 237

Tax exploitation schemes

promoter penalties ...... 51, 62, 181, 297, 298

Tax liabilities

hardship relief ...... 52

interest charges, proposed changes ...... 178, 181

Tax offsets

early-stage innovation companies ...... 112, 113

sophisticated investors ...... 109

Tax practitioners

breach reporting rules ...... 48, 62–66, 95, 239

civil penalties ...... 95, 96, 194, 202

client-to-agent linking ...... 239

Code of Professional Conduct ...... 48, 50, 51, 64–66, 84, 85, 89, 290

– changes to ...... 186–190

– expansion of obligations ...... 89, 94–97, 186–190

– false or misleading statements ...... 95, 188–190

– statement obligations ...... 95–97, 188–190

data matching ...... 199, 200

digitalisation of duties ...... 198

distinction between legal services ...... 194–196

emotional intelligence ...... 32, 33

incapacity ...... 10, 11

key characteristics for the future ...... 24

myID ...... 239

outsourcing services ...... 198, 199

reasonable care ...... 196, 197, 199

registration requirements ...... 88, 89, 193

remote working ...... 28

resilience ...... 24, 25, 32

technological change ...... 22–33, 85

terms of engagement ...... 198

third party reports ...... 196–198

trust ...... 31–33

use of artificial intelligence ...... 24–29

Tax Practitioners Board

2024–25 plan ...... 140

draft code guidance ...... 242, 243

guidance ...... 48

investigation rules ...... 15–20

James review ...... 62, 64, 193

protected tax information ...... 295

Register

– issues ...... 17, 18, 62

– regulation changes ...... 89

tax agent registration

– power to terminate ...... 18–20

– requirements ...... 88, 89, 193

– termination, stay orders refused ...... 182

tax agent services, interpretation of ...... 206–208

timing issues ...... 15–17

Tax reform

deductible gift recipient reform ...... 68–70

housing crisis, tax implications ...... 7

stamp duties ...... 7

Tax returns

pre-filling ...... 199, 200

self-lodgment via myTax ...... 196, 198, 202, 203

Tax shelters

unit trusts ...... 311, 312

Taxation law

definition ...... 194, 195

Technological change

tax practitioners ...... 22–33, 85, 193, 196, 198, 200–204

Testamentary trusts

estate planning ...... 214, 215

The Tax Institute

advocacy ...... 84, 85, 290, 291

Community Achievement Awards ...... 134

lifelong learning ...... 84, 85

member feedback ...... 176

membership ...... 176

– renewals ...... 5

– value of ...... 3, 237

Tax Academy ...... 135, 176, 177, 236, 237

Tax Counsel’s Report ...... 238, 239

The Tax Summit 2024 ...... 46, 47, 84, 85, 134, 135

Tim Sandow, President ...... 290, 291

volunteers ...... 177, 237

Thin capitalisation

debt deduction creation rules ...... 241, 242

debt deduction rules ...... 76, 77, 238

reforms ...... 165, 166

Thoroughbred breeding property

land tax exemption (NSW) ...... 12, 13

Timing issues

assessment amendment period, SMEs ...... 300–303

debt deductions, thin capitalisation rules ...... 76, 77

false or misleading statements ...... 188–190

TPB investigations ...... 15–17

Total superannuation balance

above $3m, 15% tax ...... 39, 40, 239

legacy pension commutation ...... 318

reversionary pensions ...... 162, 163

Trade marks — see Intellectual property

Trading stock

luxury cars, “museum concept” ...... 246–251

Transfer balance cap

superannuation ...... 318, 319

Transfer pricing

debt deductions, thin capitalisation rules ...... 77, 165, 166

Transparency

corporate tax receipts ...... 241

Travel expenses

between work and home ...... 244

reasonable amounts ...... 50

rental property deductions ...... 259, 261

Treaties — see Double tax agreements

Trust

value to professional services ...... 31–33

Trust beneficiaries

previously untaxed trust income ...... 90, 91

Trust deeds

variation of vesting date ...... 72–74

Trust distributions

family trust distribution tax ...... 322, 323

Trust estate

definition ...... 145

executor or trustee ...... 143–146

Trust income

previously untaxed ...... 90, 91

Trust vesting

date changes ...... 72–74

Trustees

BDBNs ...... 220, 221

change in control, landholder duty (Vic) ...... 271–273

definition ...... 144

distinction between executors and ...... 144

Trusts — see also Fixed trusts; Unit trusts

change in directors, landholder duty (Vic) ...... 118–120, 271–273

definition of “associates” ...... 53, 54

holiday homes, vacant residential land tax (Vic) ...... 274–277

non-arm’s length income provisions ...... 159–161

– multiple entity structures ...... 223–225

vesting dates ...... 72–74

U

Unit trusts

15-year exemption ...... 314

advances of capital ...... 312–314

change in directors, landholder duty (Vic) ...... 118–120, 271–273

definition ...... 306

fixed or non-fixed trusts ...... 160, 309–311

issues ...... 308

legal nature ...... 306, 307

loans to unitholders ...... 312

owning holiday homes, vacant residential land tax (Vic) ...... 275

part-year distributions ...... 308, 309

payments to associates ...... 312

present entitlement ...... 308, 309

property sector, use in ...... 308

redemptions ...... 312

retirement exemption ...... 314

safe harbour compliance ...... 311

savings rule ...... 309, 310

SMSF investments in ...... 310

– fixed entitlement ...... 161

– multiple entity structures ...... 223–225

tax features ...... 307, 308

tax shelters ...... 311, 312

units held by discretionary trusts ...... 307, 308

United Kingdom

double tax treaty ...... 136

United States

“check-the-box” elections ...... 267–269

consolidated groups ...... 266

dual consolidated loss rules ...... 268

global intangible low-taxed income ...... 267

Unpaid present entitlements

Div 7A loan issues ...... 238

Unrealised gains

superannuation earnings ...... 40

Use for a purpose

luxury cars, “museum concept” ...... 246–251

V

Vacant land

rental property deductions ...... 257–262

Vacant residential land tax (Vic)

holiday homes, extension to trusts ...... 274–277

Valuation of shares

CGT, arm’s length market value substitution rule ...... 55–59

Vested and indefeasible ...... 309

Vesting dates

trusts ...... 72–74

Victoria

landholder duty

– change in trust directors ...... 118–120, 271–273

– single arrangement ...... 140, 141

trust vesting dates ...... 72–74

vacant residential land tax ...... 274–277

Voting power test ...... 86

W

Whistleblower protections ...... 62, 64, 66

Wills

administration, executors or trustees ...... 143–146

BDBNs ...... 220, 221

capacity of willmaker ...... 214, 215

estate equalisation arrangements ...... 218

“hotchpot” arrangements ...... 218–220

testamentary trusts ...... 214, 215

Winding-up order

land tax debt ...... 243

Withholding tax

CGT, foreign residents ...... 9, 10, 88, 124–126, 180, 238, 239

debt deductions, thin capitalisation rules ...... 77

royalty payments ...... 102–107, 239

Work-related expenses

motor vehicles

– cents per kilometre rate ...... 50

– deductibility ...... 244

Working from home
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tax treatment ...... 253
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