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THE TAX INSTITUTE

30 September 2019

Ms Karen Rooke
Assistant Commissioner
Law Design and Practice
Tax Counsel Network
Australian Taxation Office
GPO Box 9977

SYDNEY NSW 2001

By email: karen.rooke@ato.gov.au

Dear Ms Rooke,
Draft Taxation Determinations TD 2019/D6 and TD 2019/D7

The Tax Institute welcomes the opportunity to make a submission to the Australian Taxation Office in relation
to the following two draft Taxation Determinations:

e TD 2019/D6 Income tax: does Subdivision 855-A (or subsection 768-915(1)) of the Income Tax
Assessment Act 1997 disregard a capital gain that a foreign resident (or temporary resident)
beneficiary of a resident non-fixed trust makes because of subsection 115-215(3)? (TD 2019/D6);

e TD 2019/D7 Income tax: is the source concept in Division 6 of Part Il of the Income Tax Assessment
Act 1936 relevant in determining whether a non-resident beneficiary of a resident trust (or trustee for
them) is assessed on an amount of trust capital gain arising under Subdivision 115-C of the Income
Tax Assessment Act 19977 (TD 2019/D7).

Summary
Our submission below addresses our two main concerns in relation to TD 2019/D6 and TD 2019/D7:

e As a matter of policy, the effect of the combined views in TD 2019/D6 and TD 2019/D7 gives rise to
anomalies which are:
a) capital gains are taxed in circumstances where a corresponding revenue amount would not be;
and
b) distributed capital gains are taxed where accumulated capital gains paid out later would not be.

e As a matter of technical interpretation that policy outcome does not arise. Section 6-10 of the Income
Tax Assessment Act 1997 (Cth) (1997 Act) applies to modify Subdivision 115-C in determining how
capital gains will be taxed. In most cases paragraph6-10(5)(b) applies via Subdivision 855-A in
relation to capital gains of a non-resident, with the ‘Taxable Australian property’ rules being the
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relevant ‘basis’ (within the meaning of paragraph 6-10(5)(b)). Subdivision 115-C does not, however,
provide a ‘basis’ for including (via the net capital gain) in the Australian assessable income of a non-
resident beneficiary that beneficiary’s share of a capital gain of a resident non-fixed trust. Therefore
paragraph 6-10(5)(a) applies to restrict the relevant components of the beneficiary’s net capital gain
to capital gains with an Australian source.

Discussion
1. Overview

TD 2019/D7 expresses the view that Subdivision 115-C of the 1997 Act treats a non-resident beneficiary of
a resident trust as deriving ‘capital gains’ by reference to capital gains derived by the relevant trust,
irrespective of whether the trust’s capital gains were derived from an Australian source.

Correspondingly, TD 2019/D6 which was issued at the same time, expresses the view that such Subdivision
115-C capital gains are taxable to the non-resident beneficiary irrespective of whether the trust’s capital
gains were related to ‘taxable Australian property’ (TAP).

The combined effect of the views in both TD 2019/D6 and TD 2019/D7 are anomalous from a policy
perspective. For example, the conclusion has the effect that where a trustee derives a gain from a dealing
with no connection whatsoever to Australia (and which is also not in respect of TAP):

a) if the gain is of a revenue nature, the gain is not subject to tax under section 98 of the Income Tax
Assessment Act 1936 (Cth) (1936 Act); but

b) if the gain is of a capital nature it will give rise to a taxable ‘capital gain’ under Subdivision 115-C.

As TD 2019/D7 notes at paragraph 21, section 99D of the 1936 Act provides that where a trust’s capital gain
from a non-Australian source has been subject to tax under section 99A of the 1936 Act and a non-resident
beneficiary receives an amount attributable to that capital gain, the non-resident beneficiary can obtain a
refund of the section 99A tax. It is clearly anomalous that a beneficiary should be subject to Australian tax on
such a gain if it is distributed to the beneficiary directly on the one hand, but on the other hand not subject to
Australian tax on the gain (effectively) if the gain is first accumulated and subsequently distributed.

In short, the effect of the combined views in TD 2019/D6 and TD 2019/D7 are that:
a) capital gains are taxed in circumstances where a corresponding revenue amount would not
be; and
b) distributed capital gains are taxed where accumulated capital gains paid out later would not

be.

This is not a suitable outcome from a policy perspective.
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2. Technical Matters

Our submission addresses a specific technical issue, namely whether, as a matter of proper statutory
interpretation, Subdivision 115-C of the 1997 Act is subject to source-based restrictions imposed by section
6-10 in the 1997 Act.

However, we commend the ATO for the administrative approach described in paragraphs 10 and 11 of TD
2019/D7, which we believe is a sound and proper exercise of administrative powers to promote confidence
among existing and potential taxpaying investors.

In summary, we submit that Subdivision 115-C should be subject to section 6-10 to the extent section 115-
220 applies in relation to a non-resident beneficiary of a resident non-fixed trust, with the effect that, by
operation of paragraph 6-10(5)(a), the beneficiary’s share of a capital gain of the trust should not be subject
to Australian tax unless the gain has an Australian source. This interpretation gives effect to the literal words
of section 6-10(5), and is also preferable from a policy perspective because it addresses the anomalies
referred to above.

Given that TD 2019/D7 has unquestionably been the subject of considerable analysis within the ATO, we
have set out our reasoning for this submission in some detail below.

a) General operation of section 6-10
Section 6-10(5) states:

If you are a foreign resident, your assessable income includes:

(a) your statutory income from all Australian sources; and

(b) other statutory income that a provision includes in your assessable income on some basis other than having
an Australian source.’

‘Statutory income’ is, broadly speaking, an amount which is not ordinary income but which is included in
assessable income by a statutory provision.

As a matter of statutory interpretation, where a provision includes an amount as assessable income, that is
statutory income, and does not include that amount ‘on some basis other than having an Australian source’,
that provision must be interpreted as including the amount in the assessable income of a foreign resident
only to the extent that it has an Australian source.

For example:
a) section 15-10 includes in assessable income ‘a bounty or subsidy that ... you receive in relation to
carrying on a business; and ... is not assessable as ordinary income ...’;
b) section 15-10 contains no other reference to any ‘basis’ for including such amounts in assessable
income;
c) unless section 15-10, in relation to a foreign resident, was interpreted as applying only to such
bounties or subsidies from Australian sources, paragraph 6-10(5)(a) would be superfluous, since:

i) every ‘statutory income’ provision would either prescribe a ‘basis’, or not prescribe a basis;
i) if the provision prescribed a ‘basis’, paragraph (b) would apply; and
iii) if the provision did not prescribe a ‘basis’ and the provision were not restricted to Australian

sources (to the extent related to non-residents) paragraph (5)(a) would have no application.
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For completeness, the references in section 15-10 to a ‘bounty or subsidy’ or to a ‘business’ should not be
regarded as a ‘basis’ relevant to the operation of section 6-10(5). They are only the criteria that define which
amounts are ‘included in your assessable income’ for the purposes of section 6-10(2). If instead those types
of criteria were regarded as, relevantly, a ‘basis’, again paragraph (5)(a) could never have any operation.

b) Capital gains tax in general, section 6-10 and Subdivision 115-C
Capital Gains Tax (CGT) and section 6-10

Section 102-5 of the 1997 Act includes a ‘net capital gain’ in the assessable income of a taxpayer. That is,
section 102-5 prescribes a ‘net capital gain’ (calculated in accordance with Parts 3-1 and 3-5) as a form of
‘statutory income’.

Section 102-5 does not, in and of itself, prescribe any ‘basis’ for inclusion of the entire net capital gain in the
assessable income of a non-resident. On its face, that invites a question as to whether:

a) section 6-10(5) applies by reference to the entire ‘net capital gain’ calculated under section 102-5 —
in which case, a non-resident would be subject to tax on the net capital gain only if the net capital
gain had an Australian source; or

b) section 6-10(5) has no application to capital gains tax at all; or

c) section 6-10(5) applies on the basis that the net capital gain is comprised of a number of different
amounts, and each such amount is included in the assessable income of the taxpayer as ‘statutory
income’ (after deduction of applicable capital losses).

Interpretation (a) appears untenable.

The net capital gain, being an artificial construct calculated by reference to an amalgam of sub-parts, would
not in and of itself have a ‘source’. Thus, looked at in isolation, the net capital gain would not be included in
the assessable income of a non-resident, on the basis that it did not have an Australian source, and that no
basis was prescribed for including it in the assessable income of a non-resident.

The problem with interpretation (b), as a matter of statutory interpretation, is that there is nothing in the
wording of section 6-10 to justify such a conclusion. A net capital gain is clearly ‘statutory income’ as defined
in section 6-10, and section 6-10(5) is not qualified in any way which would preclude it applying to section
102-5.

There might be justification for a policy-oriented adoption of interpretation (b) if it were clear that the CGT
rules contained a universal prescription as to the circumstances in which a non-resident was required to
recognise capital gains (and could recognise capital losses). However, even in that case, there would
actually be no readily apparent reason to adopt interpretation (b), because interpretation (c) would appear to
operate in precisely the same way, and interpretation (c) does not require a strained reading down of section
6-10.

However, TD 2019/D7 asserts that the CGT rules prescribe amounts (i.e. Subdivision 115-C capital gains) to
be included in calculating statutory income (i.e. the net capital gains) without reference to source or TAP
rules. If (as is discussed further below) that has the effect that there is no prescribed ‘basis’ (within the
meaning of section 6-10) for their inclusion in the statutory income of a non-resident, then it is difficult to see
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why the literal words of section 6-10 should be ignored in relation to capital gains tax so as to prevent those
literal words applying in accordance with their terms.

Thus, the applicability of paragraphs 6-10(5)(a) and (b) may depend in part on whether the capital gains tax
rules do contain a comprehensive regime for the ‘basis’ of imposing capital gains tax on non-residents — in
particular, whether such a regime is imposed by Subdivision 855-A of the 1997 Act.

Do the CGT rules provide a comprehensive ‘basis’ for Subdivision 115-C gains?

Subdivision 855-A has the effect, broadly, that in calculating the net capital gain of a non-resident, CGT
events are disregarded if ‘the CGT event happens in relation to a CGT asset that is not taxable Australian
property’. Thus, it is possible to calculate a net capital gain comprised by the outcomes of CGT events, and
include it in the assessable income of a non-resident consistently with section 6-10(5), on the basis that
Subdivision 855-A prescribes the ‘basis’ for inclusion in the assessable income of the non-resident each
capital gain from a CGT event in relation to TAP (less the prescribed capital losses).

TD 2019/D6 expresses the view that capital gains of a beneficiary arising under Subdivision 115-C do not
arise from ‘CGT events’ happening to the beneficiary and that accordingly section 855-10 does not apply to
exclude any of those capital gains from the assessable income of the beneficiary.

This submission does not address the correctness or otherwise of TD 2019/D6. This submission addresses
the applicability of section 6-10 to Subdivision 115-C gains if TD 2019/D6 is correct.

Section 855-40 prescribes limits on the inclusion of capital gains in the net capital gain of a non-resident, to
the extent that those capital gains are derived as a beneficiary of a resident fixed trust. The impact of section
855-40 is dealt with further below. We note, though, that section 855-40 is clearly not a comprehensive
‘basis’ within the meaning of section 6-10, because it does not relate to non-fixed trusts.

The only other provisions under which a ‘basis’ may exist are the provisions of Subdivision 115-C itself.
Non-residence of beneficiary as a ‘basis’?

It might be argued that section 115-220 chooses as a ‘basis’ the mere fact that the beneficiary is a non-
resident (since section 115-220 applies only by reference to section 98 of the 1936 Act, which applies only
where the relevant beneficiary is a non-resident). However:

a) that does not fit neatly with the wording of section 6-10 — that is, it seems strange to say that the
basis prescribed for including an amount in the assessable income of a non-resident taxpayer is that
the taxpayer is a non-resident; and

b) it perpetuates the policy problems referred to above, that capital gains are taxed in circumstances
where a corresponding revenue amount would not be, and that distributed capital gains are taxed
where accumulated capital gains paid out later would not be.

! Semantically, Subdivision 855-A does not directly ‘include’ amounts in assessable income, but rather excludes capital gains (and
capital losses) from non-taxable Australian property. However, it is submitted that Subdivision 855-A should be regarded as prescribing
a ‘basis’ for inclusion, for the purposes of section 6-10.
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Accordingly, the mere fact that section 115-220 of the 1997 Act applies to a non-resident, via operation of
section 98 of the 1936 Act, should not be treated as a ‘basis’ for deciding what amounts are to be included in
the non-resident’s calculation of a net capital gain.

Residence of trust as a ‘basis’?

In a practical sense, section 115-220 applies differently to capital gains of a resident trust and a non-resident
trust, since:

a) section 855-10 restricts taxable capital gains of a non-resident trust to gains from TAP; but

b) section 855-10 does not impose such a restriction in respect of a resident trust (on the view which
we understand that the ATO holds), and section 115-220 is not expressed to contain any such
qualification.

It might be argued, therefore, that in respect of capital gains derived by a non-resident beneficiary through a
resident non-fixed trust, the resident status of the trust is the relevant ‘basis’. That is, it would in theory be
possible to draw the distinction between resident trusts (treating the resident status of the trust as the ‘basis’)
and foreign trusts (treating, indirectly, section 855-10 as the relevant ‘basis’), and thus to argue that
paragraph 6-10(5)(a) should not be applied to Subdivision 115-C gains even where no other ‘basis’ is
evident.

However, in our view, that is an unnatural reading of section 6-10(5). Section 115-220 does not ‘include’
amounts on the basis of the residence of the trust. Section 855-10 has the incidental effect of limiting the
non-resident trust gains to which section 115-220 applies, but section 115-220 still does apply to gains
derived via a non-resident trust. In this regard, residence of the trust should not be treated as a ‘basis’ for
section 6-10 purposes. Treating trust residence as a ’basis’ also perpetuates the policy problems referred to
above. In addition, the considerations in statutory interpretation of section 115-220 should include the
following:

a) status as a resident trust or otherwise was clearly not the relevant ‘basis’ under Subdivision 115-C
prior to Tax Laws Amendment (2011 Measures No 5) Bill 2011 (Cth) (the Bill) amending Subdivision
115-C;

b) prior to the Bill, the relevant ‘basis’ was clearly the source rule contained in section 97 of the 1936
Act and other relevant provisions, via former section 115-215(2);2

2 At that time, the operative provision of Subdivision 115-C, so far as is relevant here, was section 115-215. Section 115-215(2) stated
as follows:

‘This section treats you as having certain extra capital gains, and gives you a deduction, if:
(a) you are the beneficiary of the trust estate; and
(b) your assessable income for the income year includes an amount (the trust amount);
(i)  under paragraph 97(1)(a) of the Income Tax Assessment Act 1936; or
(i)  under subsection 98A(1) or (3) of that Act; or
(i) under section 100 of that Act.’
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c) even assuming that section 97 and similar provisions no longer relevantly expressly modify
Subdivision 115-C, by virtue of the deletion of section 115-215(2), that invites the question what
‘basis’ if any should take the place of section 115-215(2);

d) neither the Bill nor any relevant explanatory material evidences any intended change to the basis for
inclusion or non-inclusion of such capital gains in the net capital gain of a non-resident beneficiary
(and in fact in the Second Reading Speech for the Bill the Assistant Treasurer at the time
acknowledged that ‘... due to the short timeframe involved in developing these amendments, there
may be scope for unintended consequences’) — we note that footnote 8 in TD 2019D6 states, as an
argument in support of the conclusions expressed in TD 2019/D6, that there was ‘no evidence that
any change to this outcome was intended to have been made’ by relevant legislative amendments;

e) accordingly, an interpretation that preserves source as a limitation on Subdivision 115-C is to be
preferred to one which does not.

We submit that the residency status of the trust should be interpreted as being irrelevant, in conformity with
the general scheme of the tax legislation concerning investment vehicles generally, including trusts generally
(Division 6 of the 1936 Act, for example section 97), partnerships generally (Division 5 of the 1936 Act, for
example section 92) and dividends paid by companies (section 44 of the 1936 Act), except in so far as it
creates a distinction between capital gains in respect of which there is a ‘basis’ (section 855-10 of the 1997
Act) and capital gains in respect of which there is no basis — and to which paragraph 6-10(5)(a) should
therefore apply.

No other basis

Subdivision 115-C does not prescribe any other ‘basis’ for distinguishing between capital gains of a trust that
are to be included in the non-resident beneficiary’s net capital gain calculation.

Accordingly, we submit that if the ATO considers that Subdivision 115-C capital gains do not arise from ‘CGT
events’ (and are therefore not covered by Subdivision 855-A), the ATO ought to accept that paragraph 6-
10(5)(a) applies so that only Australian-source Subdivision 115-C capital gains of a resident non-fixed trust
need be included in calculating a non-resident beneficiary’s net capital gain.

¢) Interaction between Subdivision 115-C and Subdivision 855-A

Our submission is based primarily on a reading of the plain words and operation of section 6-10(5).
However, we have cited policy reasons in support of a literal interpretation of that section, in particular the
desirability of achieving a consistent operation of the provisions. Accordingly, for completeness, we discuss
below the interaction between our submitted interpretation of the provisions, and the relevant provisions in
Subdivision 855-A.

Section 855-10

Our comments above contain an analysis of why paragraph 6-10(5)(a) ought to apply to Subdivision 115-C
capital gains derived by a non-resident, where no other ‘basis’ exists in relation to that non-resident in
respect of those capital gains.
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Section 855-10 has the effect, broadly speaking, that the net capital gain of a foreign resident or a foreign
trust includes only capital gains (and losses) from taxable Australian property.

If, in respect of foreign trusts, Subdivision 115-C operated as a further filter, to restrict the foreign trust’s non-
resident beneficiaries’ capital gains derived through the trust to Australian source gains, that would place
such beneficiaries (at least in theory) in a better position than foreign residents generally.

However, that need not be the way that the provisions operate.

To the extent that Subdivision 115-C operates in respect of a beneficiary of a foreign trust, section 855-10
has already prescribed a relevant ‘basis’ in relation to the capital gains derived through that trust. On that
basis, paragraph 6-10(5)(a) would not apply to limit the Subdivision 115-C capital gains of the beneficiaries
any further, because a relevant ‘basis’ did exist.

By contrast, there is no corresponding ‘basis’ in relation to the capital gains derived by a non-resident
beneficiary through a resident trust (on the ATO view expressed in TD 2019/D6), so it is appropriate that
paragraph 6-10(5)(a) should apply in relation to those capital gains.

Under this interpretation, trust capital gains derived by a non-resident beneficiary are not treated identically
as between trust gains of resident trusts and trust gains of non-resident trusts. However, the lack of identity
of treatment under this interpretation is far less anomalous than would be the case if this interpretation were
not adopted (see above).

Section 855-40

Section 855-40 has the effect, very broadly, that a non-resident beneficiary of a ‘fixed trust’ is subject to tax
on capital gains of the trust only to the extent that they relate to taxable Australian property. Given the
existence of section 855-10, section 855-40 appears necessary only in relation to Australian resident fixed
trusts. It might be thought that if non-resident beneficiaries in general are subject to Subdivision 115-C only
in relation to Australian source capital gains of a trust, that section 855-40 creates in effect a double filter,
that is, two layers of exclusion of capital gains for a non-resident beneficiary of an Australian resident fixed
trust. That is not necessarily inconsistent with the intention of section 855-40. It was apparently intended
precisely to ensure that there was no tax disadvantage to an investor in a fixed trust of having (and paying
for) the activities of that trust conducted in Australia. (TD 2019/D6 corroborates this, noting at paragraph 15
that the rule reflected in section 855-40 was intended to ‘improve the international competitiveness of
Australia’s managed funds industry’. However, we do not agree with the comment made in paragraph 16 that
it is evident from the quotation in the preceding paragraph 15 that objects of non-fixed trusts were not
intended to benefit from Div 855 outside of section 855-40. The reference is merely limited to section 855-
40.)

In any event, it is perfectly feasible that section 855-40 gains should not be subject to a further ‘Australian
source’ filter via section 115-220, by means of interpretation that is still perfectly consistent with the
interpretation outlined in this submission. That is, the interpretation would be, simply, that section 855-40
prescribed the relevant ‘basis’ referred to in section 6-10(5)(b), so far as resident fixed trusts are concerned,
but paragraph 6-10(5)(a) applied in respect of resident non-fixed trusts.
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That is, the existence of section 855-40 does not indicate any general principle that non-Australian source
gains derived by a non-resident beneficiary through an Australian trust should necessarily be subject to
Australian tax.

One further note, we do not agree with the statement in paragraph 13 of TD 2019/D6 that it is ‘apparent from
the enactment’ that comparable treatment was ‘not thought to be warranted’ in the case of a non-fixed trust.
Similarly, paragraph 20 refers to a “strong indicator”. It is altogether possible that no rule was enacted
because it was already sufficiently dealt with under section 115-215 which deems the beneficiary to make
the gain.

3.

a)

b)

Specific comments on the Taxation Determinations

TD 2019/D6

Paragraph 16 - We have already noted our disagreement with this paragraph. In our view, the
statement in paragraph 16 that ‘investing’ does not occur with non-fixed trusts is incorrect. The
meaning of ‘fixed trust’ for tax purposes is a very high bar to satisfy. A unit trust with different classes
of units and a broad amendment power will not be ‘fixed’ for tax purposes. To say that a major
unitholder of a non-fixed trust does not bring funds into Australia is simply incorrect. The same point
could be made with a discretionary trust. It would be useful if the Commissioner could provide an
explanation for the position taken in this paragraph.

Paragraph 21 - We query whether the references to paragraphs 7 and 8 in paragraph 21 is correct.
TD 2019/D7
Paragraph 11 — we note the administrative approach captured in paragraph 11. However, members

have advised of their experience in practice whereby the views captured in TD 2019/D7 have been
applied to current and earlier income years.

If you would like to discuss any of the above, please contact either myself or Tax Counsel, Stephanie
Caredes, on 02 8223 0059.

Yours faithfully,

Tim Neilson
President
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