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Tax News – at a glance

by TaxCounsel Pty Ltd

November – what happened in tax?

The following points highlight important federal tax developments that occurred during November 2020. A selection of the developments is considered in more detail in the “Tax News – the details” column on page 279 (at the item number indicated).

Exposure draft of technical amendments

The Treasury has released an exposure draft Bill, regulations, an instrument and supporting explanatory materials in relation to proposed minor and technical amendments to the Treasury portfolio laws. See item 1.

CGT withholding variation

The Commissioner has made a legislative instrument under the Taxation Administration Act 1953 (Cth) that varies to nil the amount of withholding required under the CGT foreign resident withholding rules in certain circumstances where there is a mortgagee sale (Variation 2020/1). See item 2.

Administrative penalties and SMSFs

The Commissioner has released a law administration practice statement that provides guidelines to ATO officers as to the administration of the penalties imposed under s 166(1) of the Superannuation Industry (Supervision) Act 1993 (Cth) for contraventions in relation to self-managed superannuation funds (PS LA 2020/3). See item 3.

Ordinary income and non-cash benefits

The Full Federal Court (Logan, Colvin and Thawley JJ) has unanimously reversed in part a decision of Moshinsky J at first instance and held that the amount of a non-cash business benefit that was potentially assessable under s 21A ITAA36 was, in the circumstances, nil (Victoria Power Networks Pty Ltd v FCT [2020] FCAFC 169). See item 4.

Expenditure on capital account

The Full Federal Court (Jagot, Moshinsky and Colvin JJ) has unanimously reversed a decision of Perram J at first instance and held that lump sum payments made by the taxpayer company to doctors in respect of contracts to conduct for a certain period their practices at medical centres operated by the taxpayer were capital in nature and, so, not allowable as general deductions (FCT v Healius Ltd [2020] FCAFC 173). See item 5.

Joint venture issues

The Federal Court (Davies J) has considered a number of issues that arose out of a joint venture agreement and also the construction of the provisions of a discretionary trust deed relating to the changing of a trustee (Advanced Holdings Pty Ltd as trustee for The Demian Trust v FCT [2020] FCA 1479). See item 6.

GST input tax credits and incapacitated entities

The AAT has held that, where an entity that accounts for GST on an accruals basis becomes an incapacitated entity and the representative of the incapacitated entity accounts for GST on a cash basis, an input tax credit in respect of a creditable acquisition made by the entity before it became incapacitated but paid for by the representative is claimable by the entity and not the representative (Richard Albarran, Brent Kijurina and Cameron Shaw as Joint Administrators of Cooper & Oxley Builders Pty Ltd as trustee for the Cooper & Oxley Builders Unit Trust and FCT [2020] AATA 4325). See item 7.


President’s Report

by Peter Godber, CTA
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Closing on one of the most challenging years

While challenging, 2020 will not hold us back as an organisation and a community.

It’s certainly hard to contemplate a more challenging year for us all.

At The Tax Institute, we have weathered the pandemic and the economic slump by being agile and quickly responding to the external influences that have changed the way we do things. We always had in mind the need to engage closely with our members in 2020, and the times we are living through have made that an even greater necessity. We have embraced a strong sense of community and that is seeing us through and giving us motivation to look ahead to 2021. As they say, the greater the challenges, the greater the opportunities.

I have been pleased this year to be able to introduce new members of our team who are already embedded in the delivery of our services. These include Andrew Mills, CTA (Life), Robyn Jacobson, CTA, Julie Abdalla, FTI, Michelle Ma, ATI, and most recently, Scott Treatt, CTA. I haven’t yet had the chance to publicly welcome Scott, but having known him over a long period of time in the profession and through The Tax Institute, it gives me great pleasure to know that Scott will be working with us, hopefully for a very long time. All of these wonderful people bring new skills and depth to our technical, advocacy and knowledge-based services.

Let me also sincerely thank our leadership team, and all of those in our membership engagement, events, education, marketing, finance, and other support teams who have worked so hard this year.

We have continued to deliver our events, publications, education programs and advocacy services that I know members value so highly. From a busy start to the year and reaching The Tax Summit 2020 in March, to moving to online delivery, dealing with Zoom and the like, and long days out of the office, it has been challenging.

But these are the types of challenges that all of our members have been going through. Support for what our members do is the key to our vision at The Tax Institute. One of the most pleasing things for me this year has been to hear from members, even when I am stopped in the street, who say that the Institute has really stepped up and delivered some meaningful things –- be it vital publications, timely lunchtime webcasts, help with JobKeeper, answers to technical questions, or thought-provoking ideas. Thank you for the feedback. We have learned a lot this year about what our members find valuable and we will continue to deliver these resources and experiences.

We are finishing the year with some valuable CPD events and by wrapping up the final stage of The Tax Summit: Project Reform. The Virtual Summit event, where all of the hard work and insights from this project came together, was successfully held last week.

That project has been a wonderful and important reminder of the role that The Tax Institute plays as the leading forum for the tax community in Australia. Participating has been enjoyable, and hearing from the long and varied list of speakers and contributors has been a fantastic learning experience. My thanks go out to all involved, including our speakers, facilitators, volunteers, committee members and delegates.

This all plays into the very important constitutional objectives of the Institute — the advancement of public knowledge and understanding of taxation laws (including how they are administered and the attitudes of the governments which make them), advancing study and education in taxation, and encouraging research into reform of the taxation law. I would say that we have thoroughly delivered on many of our key objectives in 2020.

2021 will offer us more opportunities to be relevant to and supportive of our members. We will do this with acceptance of new technologies, an urgency to bring important technical updates to members, continued development of our structured education programs and pathways to advancement in membership status, help at all stages of a member’s career development, recognition of our communities, and, maybe most importantly, care for the health and wellbeing of our members.

I do hope that you get some time away from your work during the summer festive season. May you get together with family (which for many has not been easily achievable this year), celebrate the good things, care for others, and be ready to go again in 2021.

Thanks for all of your support during 2020. It has been my great pleasure to represent The Tax Institute as president. I, too, look forward to 2021 at the Institute.


CEO’s Report

by Giles Hurst
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Revitalisation and rebirth: looking ahead

Leading the way on change in our tax system and embracing the digital future at the Institute.

Well, that’s a wrap folks. As we near the end of a challenging year, I am penning my last report to you for 2020 in the wake of one of our most ambitious undertakings — The Tax Summit: Project Reform has now come to a close.

We held the Virtual Summit event on 24 to 25 November and it was two half-days full of some of the most constructive and inspiring discussions we have ever seen at the Institute. We heard from some key players, including Jeremy Hirschhorn, CTA, Second Commissioner at the ATO, and the Rt Hon Sir Bill English, former Prime Minister of New Zealand, on some important topics for our profession.

This project was not only ambitious in its scope, but also in the fact that the program was delivered solely online. While this was both a challenge and a necessity, it was also an opportunity for us to extend the invitation to members in every corner of the country. And you responded to the call.

On behalf of the Institute, I would like to thank anyone who attended any of the focus sessions, keynotes or roundtables from the program, which have been taking place since September. When we set out to define the path of potential reform for our tax system, we knew that our members’ voices would be vital to capturing truly meaningful insights. Thank you for your contributions, they will be given serious consideration as we move forward.

I would also encourage you to continue contributing your reform opinions on Community and engaging with your fellow members on issues that are important to the profession.

Although the event part of this project has now finished, there is still work to be done. Our Tax Policy and Advocacy team is working to put together our case for change, a comprehensive submission to Treasury which lays out our priorities for significant tax reform. And as a result of this extensive and ambitious project, I can say with confidence that our priorities are your priorities.

Our case for change is built on the actual, everyday needs of practitioners like you and the overall vision that will make practical solutions possible. True reform may not happen quickly but, rest assured, the Institute will continue to lead the way on a revitalised tax system for Australia.

The Institute website: reborn in 2021

Although we are coming to the end of the year, things are certainly not slowing down at the Institute. I am thrilled to share with you that we have embarked on an exciting new project to refresh and rebuild The Tax Institute’s website.

Our current website is built on technology that is over a decade old, so we are certainly due for a refresh. And there has never been a more appropriate time for it — as we all know, life has taken a sharp turn towards all things digital this year.

Our online environment is more important for members than ever. We aim to create a website which allows you to more easily find the resources, tools and information you need to excel in your profession and that better fosters your connection with other members and with the Institute.

Our members are the best and brightest of the tax profession — from seasoned experts, to up-and-coming new faces. And I believe that the Institute is a worthy home for that talent and passion. In 2021, we will have a website which reflects that.

Practically speaking, this is a huge undertaking and will not be a quick project. But have no fear, we have an incredible team working behind the scenes to deliver a website that we can all be proud of. When we get closer to rolling out the changes, we will be in touch with more information about what you can expect.

I will share a glimpse into the project so far by telling you that it has been dubbed “Project Phoenix” internally. I for one cannot wait to see our site reborn better than ever before.

This is my last report to you until February 2021, so let me end by saying this: we have navigated an unprecedented year in 2020 and you have done a phenomenal job in supporting Australian communities and businesses through it. As I have said, there is more work to be done, but know that you do not shoulder that work alone. You have the Institute’s unending support.

So, this holiday season, I urge you to take the time to be proud of your achievements and triumphs in 2020, and to take a breath, reconnect with your loved ones, rejuvenate and refresh yourself for the year ahead.

My warmest wishes to you and yours for safe and happy holidays.


Tax Counsel’s Report

by Angie Ananda, CTA
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A year no one will forget …

As we move towards 2021, it is a good time to reflect on the positives from 2020 and to refocus our attention on the future.

At this time last year, I wrote a column about re-examining the Australian tax base to ensure that Australia would have a strong tax system in the future. I had no idea what challenges 2020 would bring. As it turned out, 2020 has been a year of unimaginable challenges, many of which people would like to forget. Rather than focusing on the future of the tax system, our focus became dealing with the reality of a global pandemic. As we move towards 2021, it is a good time to reflect on the positives from 2020 and to refocus our attention on the future.

Starting at the Summit

2020 started off with a bang for The Tax Institute with The Tax Summit in March. The theme of the Summit was “Now & When” to highlight the need to look forward.

At the time of the Summit, the Institute made this statement:


“The industry faces enormous challenges — but also remarkable opportunities. What does the future hold? What can you do to grasp those opportunities? What skills and tools will you need?”



Little did we know that, within days of the Summit in March, we would face challenges never before seen in our lifetimes. The full implications of the global pandemic started to become apparent — offices closed around the country and lockdowns would soon follow. In 2020, the need to stand up to challenges, take new approaches and grasp new opportunities has never been needed more.

Dealing with new challenges

The global pandemic imposed challenges on businesses and individuals like no others. The government acted quickly and introduced many tax measures to attempt to mitigate these challenges.

The Institute in turn responded quickly and advocated on behalf of our members on a number of issues, including significant policy matters relating to the various stimulus packages. The Institute fought for relevant tax deferrals to allow our members to cope with the challenges imposed by the pandemic.

The Institute also worked closely with many other professional associations to drive outcomes on significant policy matters that have come back into focus as a result of the COVID-19 crisis. We prepared more than a dozen joint submissions with other professional bodies representing the tax profession on numerous matters related to the stimulus package measures and issues that members were facing as a result of the COVID-19 crisis.

The Institute was in constant contact with the ATO Communications Team to ensure that website guidance and communications with tax agents and taxpayers was clear and updated as required.

We supported our members by ensuring that guidance from the government about measures in the stimulus packages had been disseminated properly. A special COVID-19 webpage was developed by the Institute to provide as much information to our members as possible. We also offered free events for members about the stimulus package measures.

Back to the Summit and beyond

After advocating for our members in relation to the stimulus package measures for a large part of 2020, it is time for the Institute to look to the future. Nothing highlights the Institute’s commitment to the future of the tax system more than the Tax Reform Project headed by Andrew Mills (Director of Tax Policy and Technical). The objective of the Institute’s Tax Reform Project is to position the Institute as the leader of the tax reform debate.

After a year when we have all faced challenges we could never have imagined, the Institute finished where it started … back at the Summit! This time the focus of the Summit was tax reform, with sessions highlighting tax reform options and priorities. The global pandemic has highlighted the need for tax reform so that we can develop a robust and adaptable tax system to take us into the future.

The November Summit was different to the March Summit. Like all businesses, we have needed to adapt and adjust. As such, the November Summit was a virtual Summit. Although there was no shaking hands and mingling with colleagues, this Summit offered amazing opportunities for our members and the broader tax community to come together virtually and to start considering the case for change. If this year has taught us nothing else, it has taught us the importance of being able to adapt and deal with change.


Tax News – the details

by TaxCounsel Pty Ltd

November – what happened in tax?

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

Government initiatives

1. Exposure draft of technical amendments

The Treasury has released an exposure draft Bill, regulations, an instrument and supporting explanatory materials in relation to proposed minor and technical amendments to the Treasury portfolio laws.

The proposed amendments seek to ensure that the law operates as intended by correcting technical or drafting defects, removing anomalies, and addressing unintended outcomes. The amendments are part of the government’s commitment to the ongoing care and maintenance of Treasury laws.

The proposed amendments address technical deficiencies and legislative uncertainties in various Treasury portfolio laws by:

– correcting spelling and typographical errors;

– fixing incorrect legislative references;

– reducing unnecessary red tape;

– addressing unintended outcomes;

– adopting modern drafting practices;

– enhancing readability and administrative efficiency; and

– repealing redundant and inoperative provisions.

The Commissioner’s perspective

2. CGT withholding variation

The Commissioner has made a legislative instrument under the Taxation Administration Act 1953 (Cth) (TAA53) that varies to nil the amount of withholding required under the CGT foreign resident withholding rules in certain circumstances where there is a mortgagee sale (variation 2020/1).

More particularly, the effect of the instrument is to vary to nil the amount that would otherwise have to be paid to the Commissioner (under s 14-200, Sch 1 TAA53) when land is acquired in the following circumstances:

– there is a transaction where a mortgagee exercises a power of sale over the land and the mortgagee is also an authorised deposit-taking institution (under s 5 of the Banking Act 1959 (Cth));

– the mortgagee has determined that the residue from the sale proceeds will be zero or less than zero; and

– the mortgagee has provided the transferee with a written declaration stating that the amount to withhold is varied to nil under legislative instrument variation 2020/1.

The legislative instrument commenced on 10 October 2020, the day after its registration on the Federal Register of Legislation.

3. Administrative penalties and SMSFs

The Commissioner has released a law administration practice statement that provides guidelines to ATO officers as to the administration of the penalties imposed under s 166(1) of the Superannuation Industry (Supervision) Act 1993 (Cth) (SISA93) for contraventions in relation to self-managed superannuation funds (PS LA 2020/3).

The purpose of the practice statement is to provide guidance on:

– when an entity becomes liable to one or more administrative penalties under the SISA93;

– which entities are liable to pay the administrative penalty;

– the Commissioner’s remission considerations; and

– the objection, review and appeal rights relating to a remission decision.

If a trustee of an SMSF contravenes a provision of the SISA93 listed in s 166, an administrative penalty is imposed. Administrative penalties apply to contraventions which occur on or after 1 July 2014. Contraventions which occurred before 1 July 2014 may constitute an offence which has criminal or civil consequences.

PS LA 2020/3 points out that a contravention occurs at a point in time. There is no one continuing contravention which carries over successive financial years. There may, however, be circumstances when a contravention remains unrectified at the end of a financial year. For some contraventions, this causes an additional, separate contravention at the start of the following financial year.

The SISA93 sets out who is liable to the penalty and provides that the liability cannot be reimbursed from the SMSF. The penalty is imposed on the following persons:

– a trustee of an SMSF (including an individual trustee or a corporate trustee); or

– a director of a body corporate that is a trustee of an SMSF.

Under s 298-20, Sch 1 TAA53, the Commissioner has the discretion to remit an administrative penalty imposed under s 166.

The practice statement makes these points in relation to the making of a remission decision:

– the relevant ATO officer may decide that full remission, partial remission or no remission of the penalty is appropriate based on the individual circumstances of the case;

– the penalties, in conjunction with other compliance treatments under the SISA93, give the ATO effective, flexible and cost-effective mechanisms for applying appropriate sanctions; and

– depending on the circumstances of a particular case, one or more compliance treatments may be applied within the one case.

The other compliance treatments include: issuing a direction to educate; accepting an enforceable undertaking; issuing a direction to rectify; disqualifying an individual and prohibiting them from acting as a trustee of a superannuation fund or as a responsible officer of a corporate trustee; or seeking civil and/or criminal penalties.

PS LA 2020/3 sets out a number of considerations that are relevant when administering the penalties (including in any review process undertaken).

Recent case decisions

4. Ordinary income and non-cash benefits

The Full Federal Court (Logan, Colvin and Thawley JJ) has unanimously reversed in part a decision of Moshinsky J at first instance and held that the amount of a non-cash business benefit that was potentially assessable under s 21A of the Income Tax Assessment Act 1936 (Cth) (ITAA36) was, in the circumstances, nil (Victoria Power Networks Pty Ltd v FCT1).

The taxpayer, Victoria Power Networks Pty Ltd (VPN), was, during the relevant income years, the head company of a consolidated tax group. Powercor Australia Ltd (Powercor) and CitiPower Pty Ltd (as trustee for the CitiPower Trust) (CitiPower) were subsidiary members of that group. Each of Powercor and CitiPower (the distributors) held a distribution licence under the Electricity Industry Act 2000 (Vic) and carried on the business of distributing electricity to customers in Victoria.

The consequences of the statutory regime of the Electricity Industry Act 2000 included:

– the taxpayer had to connect a “customer” to the electricity network even where the “incremental cost” of the connection exceeded the “incremental revenue” anticipated from the connection. These connections were conveniently labelled “uneconomic” from the perspective of the taxpayer. The amount by which the anticipated cost of construction exceeded the anticipated revenue was referred to as the “shortfall”; and

– although the taxpayer had no choice but to connect the customer, the customer wanting an uneconomic connection had to bear the shortfall whether or not the taxpayer (option 1) or the customer (option 2) undertook the relevant “contestable works” required for the connection.

If a customer wanted an uneconomic connection and chose option 1, the taxpayer paid the full amount of the construction costs, the customer paid to the taxpayer a “customer cash contribution” representing the shortfall, and the taxpayer always owned the assets.

If a customer wanted an uneconomic connection and chose option 2, the customer paid for the works, the customer arranged for third parties to undertake the works, the taxpayer paid the customer a “rebate” such that the customer only ultimately bore the shortfall (economically equivalent to the customer’s position under option 1), and the assets were transferred by the customer to the taxpayer.

At first instance, Moshinsky J held, in relation to option 1, that the customer cash contributions were derived by the taxpayer under transactions that occurred as an ordinary incident of their electricity distribution business and were assessable as ordinary income. In relation to option 2, his Honour held that there was no derivation of income according to ordinary concepts but that the assets that were transferred under option 2 constituted a non-cash business benefit of the taxpayer for the purposes of s 21A ITAA36, the arm’s length value of which, for the purposes of s 21A(5), was the estimated cost of construction.

On the appeal by the taxpayer, the Full Federal Court unanimously held that Moshinsky J was correct to conclude that the customer cash contributions received by the taxpayer under option 1 were ordinary income.

The Full Court also held, as had Moshinsky J, that under option 2 there was no derivation by the taxpayer of ordinary income but that s 21A ITAA36 applied. However, the Full Court, differing from Moshinsky J, held that the amount assessable under that section was nil. The arm’s length value under option 2 was the estimated cost of the contestable works less the shortfall. Then, under s 21A(2)(a), the arm’s length value was to be reduced by the recipient’s contribution, if any. In the case of option 2, the recipient’s contribution (that is, the taxpayer’s contribution) was the amount of the rebate. That meant that the non-cash business benefit to the taxpayer under option 2 was nil.

5. Expenditure on capital account

A Full Federal Court (Jagot, Moshinsky and Colvin JJ) has unanimously reversed a decision of Perram J at first instance and held that lump sum payments made by the taxpayer company to doctors in respect of contracts to conduct for a certain period their practices at medical centres operated by the taxpayer were capital in nature and, so, not allowable as general deductions (FCT v Healius Ltd2).

The taxpayer was in the business of developing and operating medical centres (centres). Medical practitioners at the centres conducted their own practice, but all of the facilities and support services that they required for their practice, including reception and billing services, were provided by the taxpayer. A range of health services was provided at the centres.

As at 1 July 2002, there were 17 centres. By 30 June 2007, there were 35 centres. During that period (being the five income years before the court), the taxpayer entered into a considerable number of arrangements with medical practitioners, most of whom were general practitioners, concerning the conduct of their practices at the centres. The balance of the arrangements was made with specialist medical practitioners and dentists.

One type of arrangement made by the taxpayer concerning the centres involved the entry into of a sale of practice deed and an agreement for the provision of services. Practitioners entering into such arrangements agreed to conduct their medical practice from a centre for an agreed period, usually five years. Practitioners were also paid a lump sum by the taxpayer of the order of several hundreds of thousands of dollars (lump sum). In total, 505 lump sum amounts were paid under such arrangements during the relevant five-year period. Under the arrangements, the taxpayer earned ongoing revenues that were determined on the basis of a percentage (usually 50%) of the fees rendered by medical practitioners conducting practices at its centres. The lump sums for the income years in question were: $31,012,599 (2003); $15,514,000 (2004); $20,488,023 (2005); $36,706,780 (2006); and $40,104,463 (2007).

At first instance, Perram J held that each of the lump sum payments was made on revenue, not capital, account for income tax purposes and, so, was allowable under s 8-1 of the Income Tax Assessment Act 1997 (Cth) as a general deduction.3 As indicated above, the Full Federal Court has now reversed the decision of Perram J.

In a joint judgment, the Full Court said that it was common ground that, in almost all instances, the documents recording the arrangement reached between the taxpayer and the practitioner provided for the practitioner to sell an existing medical practice to the taxpayer as a going concern and then for the practitioner to conduct their practice at a centre. Further, the practitioner agreed not to practise elsewhere during the term of the agreement, and also agreed to accept a restraint of trade that prevented the practitioner from conducting a medical practice within a specified radius and for a specified time while conducting, and after ceasing to conduct, a practice at the centre.

Significantly, the practitioners also agreed to accept a particular mode of providing medical services at the centre, including the adoption of bulk billing. The practitioners were also required to be available to support rosters that allowed for the operation of the centre on the basis that it may be open seven days a week and 365 days of the year without the need to make an appointment to see a doctor. All services required by the practitioner in order to conduct the medical practice were to be provided by the taxpayer, including a central reception that handled patient inquiries for all practitioners. The taxpayer also assumed responsibility for the rendering and banking of fees and the promotion of the centre as a place where a range of medical services could be obtained from a single location.

The Full Court pointed out that the chief, if not critical, factor in determining the character of a particular payment was the advantage that the taxpayer sought to secure by making the payment.

The Full Court said that the lump sum payments were capital outgoings principally because they were not simply payments to secure medical practitioners as customers who would then pay to use the facilities and support services provided by the centre. Rather, they were payments made for the practitioner: (1) to cease operating an existing practice (or to cease practising independently of the centre); (2) to commence trading as part of the centre by adopting the taxpayer’s required mode of practice; and (3) during the arrangements, as well as thereafter, to accept a restraint on establishing a medical practice that would compete with the centre.

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

The taxpayer is seeking special leave to appeal from the decision of the Full Federal Court in this case to the High Court.

6. Joint venture issues

The Federal Court (Davies J) has considered a number of issues that arose out of a joint venture agreement and also the construction of the provisions of a discretionary trust deed relating to the changing of a trustee (Advanced Holdings Pty Ltd as trustee for The Demian Trust v FCT4).

The factual situation was somewhat complex and involved a number of entities associated with a Mr Charbel Demian and which carried on a property development business. For present purposes, however, it may be said that the trustee of the Lewisham Estates Trust (Lewisham Estates), which was a unit trust that was established in 2003 and of which Advanced Holdings Pty Ltd (Advanced Holdings) was the sole unitholder, entered into a loan facility agreement on 31 March 2010 with Abacus Funds Management Ltd (Abacus) to refinance its borrowings in respect of the purchase in 2003 and 2004 of several properties, in particular, 62 Old Canterbury Road, Lewisham, 72-76 Old Canterbury Road, Lewisham, 78-90 Old Canterbury Road, Lewisham, and 8 William Street, Lewisham (collectively, the Lewisham properties). With the exception of 8 William Street, the Lewisham properties were sold under contracts entered into during the 2013 income year.

On 1 April 2010, Lewisham Estates, in its personal capacity and in its capacity as trustee of the Lewisham Estates Trust, entered into a call option agreement with Abacus. On 24 June 2010, Abacus exercised its call option so that, on 30 June 2010, Lewisham Estates entered into a joint venture agreement with Abacus (joint venture agreement). The proper construction of the joint venture agreement was one of the key issues in dispute.

Did Abacus have an equitable interest?

In particular, the construction issue that arose out of the joint venture agreement was whether the agreement operated, as contended for by the taxpayers, to create a 50% equitable interest in Abacus in the Lewisham properties, and accordingly the Lewisham Estates Trust only beneficially derived 50% of the proceeds of the sales, with the other 50% being beneficially derived by Abacus. Davies J rejected the taxpayers’ contention.

Her Honour said that whether such an interest was created depended on whether an intention to create that interest was explicitly or impliedly expressed in the joint venture agreement, as an express trust does not exist unless the parties so intended. Absent an explicit declaration of such an intention, the court must determine, from a construction of the agreement, whether such an intention should be inferred. Importantly, such an intention cannot be imputed simply from the label “joint venture”. As the authorities show, there is no settled common law meaning of the expression “joint venture” and joint ventures can take many forms, with different legal arrangements as between the parties. Davies J considered in some detail the relevant features of the joint venture agreement and other facts and concluded that Abacus did not have a 50% equitable interest in the Lewisham properties.

Repayment of revenue borrowing?

Another issue that arose with respect to the calculation of the net income of the Lewisham Estates Trust for the 2013 income year was whether an amount was to be deducted from the net income of the Lewisham Estates Trust on the basis that it was a repayment of a “revenue borrowing”. This issue required determination as to whether the amounts borrowed by Lewisham Estates were on revenue account and whether, as contended by the taxpayers, the amounts paid to discharge the revenue borrowings in excess of the amounts borrowed were allowable as deductions to the Lewisham Estates Trust.

In rejecting the taxpayers’ contention, Davies J said that the evidence established that Lewisham Estates borrowed funds which it used to acquire properties for the conduct of its property development business. However, the use to which the borrowed funds were put was not conclusive of the character of the borrowings. Merely because the borrowings were used to acquire the properties did not give the borrowings a revenue character. For the borrowings to be on revenue account would require the finding that the borrowings were an incident of the commercial operations by which Lewisham Estates acquired its trading stock. However, the evidence did not substantiate that the original borrowings were an incident of the process by which Lewisham Estates operated to purchase its trading stock, as distinct from borrowings made by Lewisham Estates to provide funds to enable it to conduct its business enterprise, which was an affair of capital. It followed from this conclusion that the excess amount was not deductible.

Status of Advanced Holdings as unitholder

As indicated earlier, Advanced Holdings was at all relevant times the sole unitholder in the Lewisham Estates Trust. However, an issue arose as to whether Advanced Holdings held the units in the Lewisham Estates Trust in its capacity as trustee of the Demian Trust (as contended by the taxpayers) or (as the Commissioner contended) Advanced Holdings was never validly appointed trustee of the Demian Trust or, if it was, the units in the Lewisham Estates Trust never formed part of the corpus of the Demian Trust. In the result, the Commissioner argued, Advanced Holdings was beneficially entitled to the net income of the Lewisham Estates Trust and was itself assessable on that income.

Davies J upheld the Commissioner’s contentions on this point and in doing so considered a number of questions, including the proper construction of the provisions in the deed which established the Demian Trust and which related to the retirement and the appointment of a trustee.

Comment

The decision in this case highlights the need for tax advisers to take care when dealing with trust issues, particularly where trust law or general law questions can impact the position. The case also involved backdating issues which can raise significant difficulties when seeking to contest any action of the Commissioner.

In cases where the operation of commercial agreements is in issue, there is always the possibility of civil litigation to which the Commissioner is not a party.

In the light of the amount of tax involved, it would not be surprising if the taxpayers appealed to the Full Federal Court from the decision of Davies J.

7. GST input tax credits and incapacitated entities

The AAT has held that, where an entity that accounts for GST on an accruals basis becomes an incapacitated entity and the representative of the incapacitated entity accounts for GST on a cash basis, an input tax credit in respect of a creditable acquisition made by the entity before it became incapacitated but paid for by the representative is claimable by the entity and not the representative (Richard Albarran, Brent Kijurina and Cameron Shaw as Joint Administrators of Cooper & Oxley Builders Pty Ltd as trustee for the Cooper & Oxley Builders Unit Trust and FCT5).

The applicants (the administrators) were appointed as joint administrators of Cooper & Oxley Builders Pty Ltd as trustee for Cooper & Oxley Builders Unit Trust (the company) in February 2018. In that capacity, they were required to lodge an activity statement for March 2018, which they did on 22 June 2018. As they had elected to account for GST on a cash basis, the administrators claimed input tax credits on acquisitions made by the company in January 2018 (the acquisitions), which the administrators had paid for in March 2018.

On 25 May 2018, under the terms of a deed of company arrangement, control of the company was returned to its former directors. On 15 June 2018, the directors caused the company to lodge an activity statement for January 2018. As it accounted for GST on an accruals basis, the company claimed input tax credits for the acquisitions for which it had been invoiced in January 2018.

The Commissioner assessed the administrators’ net amount for the March 2018 tax period on the footing that the company, not the administrators, was entitled to the input tax credits. The administrators objected to the assessment. The Commissioner allowed the objection in part but maintained the position that the administrators were not entitled to the input tax credits. The amount of the input tax credits that remained in contention, totalling $329,256, was not in dispute, only whether the administrators were entitled to the input tax credits.

The directly relevant legislative provision was s 58-10 of the A New Tax System (Goods and Services Tax) Act 1999 (Cth) (GSTA99) which, so far as is relevant, provides:


“(1) A representative of an incapacitated entity:

(a) …; and

(b) is entitled to any input tax credit that the incapacitated entity would, but for this section or section 48-45, be entitled to for a creditable acquisition or a creditable importation; and

(c) …;

to the extent that the making of the supply, importation or acquisition to which the GST, input tax credit or adjustment relates is within the scope of the representative’s responsibility or authority for managing the incapacitated entity’s affairs.”



The AAT said that the Commissioner’s construction confining s 58-10 to supplies and acquisitions made by the representative reflected the more natural reading of the provision and was coherent with the scheme of the GSTA99 in relation to GST on taxable supplies and input tax credits on creditable acquisitions and their attribution to tax periods. The practical outcome of this construction — that representatives are only liable for GST on taxable supplies, and entitled to input tax credits on creditable acquisitions, which they actually make, and not on supplies and acquisitions made before their appointment by an entity over which they had no control — was not suggestive of a manifestly absurd, unreasonable or improbable intention to attribute to parliament.
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Tax Tips

by TaxCounsel Pty Ltd

Proving your case

A recent AAT decision illustrates the difficulties that can be encountered where a taxpayer seeks to challenge an assessment and relevant evidence is lacking.

Background

In San Remo Heights Pty Ltd and FCT,1 the Commissioner assessed the taxpayer company (the company) on the basis that the sale by the company in July and August 2018 of two vacant lots that were created by the subdivision of certain land that had been acquired by the company in 1962, were taxable supplies for the purposes of GST.

On review by the AAT, the Commissioner’s assessment was upheld. The company simply did not have records going back to 1962 that could be relevant to establishing its case, for example, as to why the company acquired the land in 1962. Somewhat surprisingly, however, some facts that could have been established were not obtained by the company or, if obtained, were not mentioned in the AAT’s reasons. For example, there was no indication of the area of land acquired in 1962 or of the areas that were sold off.

As will be seen, the Commissioner expressed the view that, because the company was, quite apart from the activities in relation to the land, carrying on an enterprise for GST purposes, anything that the company did would be potentially subject to GST unless there was some specific provision in the A New Tax System (Goods and Services Tax) Act 1999 (Cth) (GSTA99) which provided otherwise.

The facts

The primary facts were not in dispute. The following findings were drawn by the AAT mainly from unchallenged evidence by way of a witness statement provided by Mr John Andrew Keam, a director and secretary of the company since 2014, who was not called to give evidence.

The company acquired a parcel of land (the parent lot) in Bergin Grove, San Remo, Victoria in 1962. Because of the effluxion of time, no one that could be called on to provide evidence could now say what the company’s object in acquiring the parent lot was.

The company undertook various subdivisions of the parent lot:

– in April 1987, creating four new lots, each of which were sold that year;

– in November 1987, creating another four lots, one being sold in 1989, another in 1995 and the remaining two in 1998; and

– in June 2000, creating four lots that became known as “3 Bergin Grove”, “5 Bergin Grove”, “7 Bergin Grove” and “7 Mary Grove” (collectively, the “San Remo vacant lots”).

The company sold 7 Bergin Grove in 2002 and 7 Mary Grove in June 2019.

3 Bergin Grove and 5 Bergin Grove (which were the sales that were the subject of the Commissioner’s assessment) were also sold as follows:

– 3 Bergin Grove: for $420,000 under a contract that was dated 18 July 2018 and was completed on 15 October 2018; and

– 5 Bergin Grove: for $422,000 under a contract that was dated 7 August 2018 and was completed on 7 November 2018.

When assessing the company’s net amount for the December 2018 quarterly tax period, the Commissioner included GST on the sales of 3 Bergin Grove and 5 Bergin Grove. The Commissioner disallowed the company’s objection to the assessment and the company applied to the AAT for a review of the objection decision.

In his written statement, Mr Keam stated:


“The sole objective of San Remo Heights Pty Ltd disposing of the San Remo Vacant [Lots] is to facilitate the closure of the Estates and simplify ongoing affairs of San Remo Heights Pty Ltd.”



Since Mr Keam was not cross-examined or his evidence otherwise relevantly impugned, the AAT was prepared to find that the company’s sole objective in selling the two lots was as Mr Keam stated. The “estates” were those of deceased relatives who previously held shares in the company. Financial statements for the company indicated an indebtedness to two deceased estates.

Other activities of the company

The company was GST registered as it held various rental properties and operated a sheep grazing business.

The rental properties comprised three commercial and four residential properties at various locations in Victoria. The sheep grazing was conducted on parcels of land in San Remo, Victoria.

The San Remo vacant lots were not contiguous with the grazing land nor were they used for grazing or rental purposes. The company had not claimed income tax deductions or input tax credits for expenses or capital allowances (depreciation) associated with their ownership. Mr Keam was not aware of any occasions on which the company sought to have the San Remo vacant lots rezoned, applied for relevant permits, or previously attempted to sell those lots.

The company’s case

The company’s submissions included a number of assertions, including:


“… there is no evidence of any business plan relating to property development or sale, no evidence of the Applicant undertaking land development and sale in a systematic, organised or businesslike manner and the Applicant has not registered any business name related to property development and does not employ any employees related to property development.”



The AAT said that, since it bore the burden of proof, it was, of course, for the company to put forward evidence in support of its case. The AAT went on to say:


“As there is no evidence relating to the existence or otherwise of a business plan or registered business name, I make no findings in that regard. I accept that in the 2017 and 2018 financial years the Company had no employees: the Company’s financial statements for the year ended 30 June 2018 record no wage and salary expense for 2018 or in the 2017 comparatives.

Mr Keam’s witness statement is silent as to manner in which the subdivisions and sales took place. I therefore make no findings regarding whether that was systematic, organised or businesslike, other than to note that the lands were not treated as trading stock in the Company’s 2018 financial statements.”



The company accepted that its property rental and grazing activities constituted enterprises and accordingly was registered for GST. However, it contended that it was not liable for GST on the two sales of vacant land because they were not made in the course or furtherance of either of those enterprises or of any other enterprise.

The Commissioner maintained that the company’s enterprise was broader than the rental and grazing activities and encompassed the acquisition, subdivision and sale of the subdivided lots. Even if that were not so, the Commissioner contended that the company had not established that the land sales were not made in the course or furtherance of the rental or grazing enterprises.

The categories of enterprise that were potentially relevant were an activity, or series of activities, done:2


“(a) in the form of a business; or

(b) in the form of an adventure or concern in the nature of trade …”



The AAT’s decision

The AAT accepted the company’s submission that, in order for there to be a taxable supply, it was necessary to identify an enterprise carried on by the company in the course or furtherance of which a supply had been made. That did not mean the character of the enterprise needed to be determined with precision; it was sufficient to identify an enterprise carried on by the company and that the supply was made in the course or furtherance of that enterprise.

If the only enterprises carried by the company were, as the company submitted, the property rental and grazing enterprises, the company would discharge its burden of proof if it proved that the sales were not made in the course or furtherance of those enterprises. On the uncontested evidence, the AAT was satisfied that the sales had no connection with the property rental or grazing enterprises and were not made in the course or furtherance of either or both of those enterprises.

The AAT went on:


“But that is not the end of the matter. The sales will nevertheless be taxable supplies if they were made in the course or furtherance of another enterprise. Mr Wright, who appeared for the Company, argued that the Company, in acquiring and subdividing the parent lot, and selling the two lots, was not carrying on an activity or series of activities in the form of a business, nor in the form of an adventure or concern in the nature of trade.

There is no evidence that the Company acquired the property other than for commercial purposes, which would be exceptional for a company, nor any evidence of facts from which the Tribunal could draw any such inference. I accept, as Mr Keam’s evidence establishes, the sales of the San Remo Vacant Lots were motivated by a desire to finalise the estates of his late relatives to whom the financial statements of the Company indicate the Company remained indebted and simplify the Company’s affairs. However, such motivation is not inconsistent with the land being acquired for the commercial purpose of generating a financial gain or the achievement of that goal upon the sales occurring.

The Company’s submission that the relatively small scale and long periods between the subdivisions, and other factors identified above, are against the conclusion that the activities are in the form of a business, is not without force. However, the Company did carry out a series of activities — subdivisions and sales — albeit over an extended period, which culminated progressively in the sale of 12 lots. On the evidence I cannot determine those activities were undertaken other than for commercial purposes. There is no evidence of whether sales of subdivided lots at an opportune time was contemplated when the parent lot was acquired, but that could not be excluded on the evidence before the Tribunal. As such, there is a degree of repetition and scale in the activities and there is no evidence that would exclude a conclusion that those activities were carried out for a commercial purpose.”



The AAT said that it might be thought that the long periods of apparent inactivity could establish an inference that the parent lot was not acquired with the intention of subdivision and resale at a profit, since what an entity actually does may be evidence of its earlier intention, and the periods of apparent inactivity might point against there being a “series” of activities. On the other hand, it has been said that:3


“The carrying on of ‘business’, no doubt usually calls from some activity on the part of whoever carries it on, though, depending on the nature of the business, the activity may be intermittent with long intervals of quiescence in between.”



Also, the long periods of apparent inactivity were not necessarily inconsistent with the activities being in the form of a business. They might be explained by prevailing market conditions and/or strategic business decisions relating to, for example, other priorities, or other commercial considerations consistent with the land being held for business purposes.

On the evidence, the AAT simply had no way of deciding. There were no minutes or other relevant records in evidence other than the 2018 financial statements, nor testimony of any director or other person to shed light on the circumstances prevailing between the subdivisions. Indeed, there was no evidence of whether the apparent inactivity was actual inactivity.

In particular, there was no evidence of the purpose of the controlling minds of the company relating to the subdivisions that created the San Remo vacant lots in 2000 or why no sales proceeded for some years after the subdivisions, other than Mr Keam’s explanation of the delay between his appointment as a director over a decade later in 2014 and the sales in 2018 “as a result of myself needing time to understand the magnitude and complexity of the Estates”. It would be reasonable to infer, or at least it could not be excluded in the absence of contrary evidence, that selling at an opportune time was contemplated when the land was acquired and when the subdivisions were carried out. While there was no positive evidence of these matters, perhaps of more relevance was that there was no evidence excluding commercial or other explanations for the periods of inactivity that would not be inconsistent with the activities being in the form of a business.

Aside from the company’s sole objective in selling the San Remo vacant lots being to facilitate winding up the deceased estates and simplifying its affairs, there was little other direct evidence to support the company’s position. The company’s own choices on the taxation treatment of whatever expenses may have been incurred in owning the land, while not irrelevant, in the AAT’s view carried little weight against the objective evidence of the activities undertaken, and there was no evidence of whether deductions were claimed for subdivision costs. The AAT accepted that the company’s accounts not treating the lands as trading stock was relevant and consistent with its position.

The AAT then said:


“In the end, what I am left with is that the Company:

(a) acquired the parent lot for purposes which have not been proved to be other than of a commercial nature;

(b) undertook multiple subdivisions of the parent lot, albeit separated by lengthy periods of apparent inactivity[11] the reasons for which are unexplained;

(c) sold 12 of the subdivided lots for prices that it is not suggested, and certainly has not been proved, did not result in a gain to the Company;

(d) in selling the San Remo Vacant Lots, but not so far as the evidence suggests the other subdivided lots, had as its sole objective facilitation of winding up the deceased estates and simplifying the Company’s affairs; and

(e) recorded the land and relevant expenses in the financial records of the Company but not did not treat the San Remo Vacant Lots as trading stock or claim input tax credits or tax deductions in relation to it (there is no evidence regarding the treatment of the lots created in the earlier subdivisions).”



In the view of the AAT, in the absence of significant contrary evidence, those circumstances would not be inconsistent with a conclusion that the company acquired the parent lot with a view to commercial gain, subdivided the parent lot at various times, and realised the contemplated gain by selling the 12 subdivided lots. Particularly in the context of a company, those circumstances were capable of constituting a series of activities in the form of a business. In the AAT’s view, the company had not provided sufficient evidence to exclude that conclusion. That may or may not have been because of evidence being now unavailable due to the passage of time, but the AAT could only decide the matter on the evidence before it. As to the issue of whether there was an adventure in the nature of trade, the AAT said:


“In respect of whether the Company’s activities were properly characterised as a series of activities in the form of an adventure or concern in the nature of trade, Mr Wright [for the company] referenced income tax cases[4] in which it was held on the facts of those cases that activities involving the subdivision and sale of property did not constitute an adventure or concern in the nature of trade, or analogous expressions. Those cases concerned a different issue: whether the gain on sale was income and in particular whether the sales in question constituted mere realisation of a capital asset.

The answer to that question is not determinative for current purposes. The GST legislation contemplates that a sale may be taxable supply even though the sale proceeds are of a capital nature. It is also notable that the cases cited were concerned with individual taxpayers rather than companies and each involved circumstances, such as inheritances and gifts, not coloured by a profit-making purpose for the acquisition of the land.

The considerations I have outlined in respect of whether the Company’s activities in relation to the land amounted to a business also require the conclusion that the Company has not discharged the burden of proving those activities were not an adventure or concern in the nature of trade.

Having regard to these considerations, I am not satisfied the Company has established that the series of activities outlined did not constitute an enterprise at the relevant times. Once that conclusion is reached, there can be little doubt the sales of the two lots were in the course or furtherance of that series of activities. There is certainly no evidence to suggest otherwise.

For these reasons, I am not satisfied the sales were not in the course or furtherance of an enterprise carried on by the Company. That being so, the Company has not discharged its burden of proving the assessment is excessive.”



Some practical points

The following are some practical points that the facts of, and the decision of the AAT in, the San Remo Heights case gives rise to.

Scope of an enterprise

The AAT said that the Commissioner’s report of his review of the two sales asserted:


“‘The supplies of land in question might be considered to be mere realisation of a capital asset in circumstances where the supplier is not registered.’

The report then sets out s 188 [sic] of the GST Act, and continues:

‘In your situation, you [that is, the Company] are registered for GST and any supplies you make (including capital assets) will be subject to GST unless another provision in the GST Act specifically provides that the supplies are GST-free or input taxed.’”



The AAT said that this suggested that, once a company is registered or required to be registered for GST, any supply that it makes will be in the course or furtherance of an enterprise. The AAT went on to say that that was not correct as a matter of statutory language — s 9-5(b) GSTA99 required determination of whether the particular supply was made in the course or furtherance of an enterprise carried on by the relevant entity, whether a company or otherwise. A company may face a particular challenge in discharging its burden of proving that a supply was not made in the course or furtherance of an enterprise, but that is not say it is an impossible task; it requires an evidentiary foundation on which to do so.

It was the absence of such a foundation that led the AAT to conclude that the company had not discharged its burden of proving the relevant elements of a taxable supply were not satisfied in relation to the two sales. The AAT said that its reasons should not be taken to endorse a process of reasoning that effectively bypasses the requirements of s 9-5(b) where the taxpayer is a company.

In relation to the adventure or concern in the nature of trade concept in the definition of “enterprise”, the AAT appears to have taken the view that the income tax cases on this concept were not relevant for the purposes of GST because those cases concerned a different issue: whether the gain on sale was income and, in particular, whether the sales in question constituted the mere realisation of a capital asset. It is suggested that, if this was the view taken by the AAT, that view is not correct and that the income tax cases are relevant. That appears to be the view of the Commissioner.5

Margin scheme

It would seem from the facts of the San Remo Heights case given by the AAT that, subject to an important qualification, it would have been open to the company, when calculating its GST liability in respect of the two sales, to apply the margin scheme provided for by Div 75 GSTA99. That would mean that the GST would be calculated by reference to the difference between (broadly) the sale proceeds and the market value of the land as at 1 July 2000 (s 75-10 GSTA99).

The important qualification is that, for the margin scheme to be available, both the supplier and the recipient of the supply must have agreed in writing that the margin scheme is to apply (s 75-5(1) GSTA99). The written agreement must be made on or before the making of the supply or within such further period as the Commissioner allows (s 75-5(1A) GSTA99).

Because the Commissioner’s discretion is confined to extending the time by which a written agreement for the application of the margin scheme must be made, and assuming that no agreement has been made, the company (if the relevant amendment period for the GST assessment is still running) would need to seek to have each purchaser to now agree for the margin scheme to apply and request the Commissioner to exercise the discretion to extend the time for the making of the written agreement.

Of course, if the acquisition of the property was a creditable acquisition of the purchaser, then the purchaser could request a tax invoice from the company (s 29-70(2) GSTA99) and, subject to any applicable time limitations, obtain an input tax credit.

There may be circumstances where, although a vendor of real property may consider that the supply that will be made on completion of the contract will not be a GST taxable supply, the vendor wishes to limit any GST exposure should the Commissioner take a contrary view. If the supply would be eligible for the margin scheme to be applied, the vendor’s exposure could be limited by the contract, providing that, if the supply is a taxable supply, the vendor and purchaser agree that the margin scheme is to apply. The Commissioner accepts that such a conditional agreement is effective (see GSTR 2006/8).

Income tax

An important point is that, if there is an enterprise that is constituted by an activity, or series of activities, done in the form of a business or in the form of an adventure or concern in the nature of trade (s 9-20(1)(a) and (b) GSTA99), inevitably ordinary income tax considerations will arise.

Clearly, in the case of an enterprise constituted by activities done in the form of a business, a supply of either a revenue or a capital asset may potentially be a taxable supply. A capital asset may be involved, for example, where the factory premises in which a business is conducted are disposed of. Where, however, there is an adventure or concern in the nature of trade, there will be an overall gain or loss, or gains or losses, that will be assessable or deductible. It is submitted that there is no reason why the income tax cases would not be relevant in relation to the question of whether particular activities constitute an adventure or a concern in the nature of trade.

Record-keeping

The decision of the AAT in the San Remo Heights case also highlights the need for appropriate records to be kept that establish the attributes of a transaction that are relevant for tax purposes. There are various statutory requirements relating to the keeping of records, but each transaction will need to be looked at. Practitioners should, as a general practice, look at each transaction relating to a client and see whether the records that will be kept contain what may be needed later on. Contemporaneous records will serve a more useful function than attempted reconstructions.
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Mid Market Focus

by Daryl Jones, CTA, HLB Mann Judd

Corporate tax residency in a global context

With the recent announcement on the changes to corporate tax residency, it may be the start of the long road of tax reform.

On 6 October 2020, the government announced in its federal Budget1 that it will make technical amendments to clarify the corporate residency test. The measure will return the treatment of foreign incorporated companies to the position prior to the High Court’s 2016 decision in Bywater Investments Pty Ltd v FCT.2

Existing definition

Under the existing definition of “resident or resident of Australia” in s 6(1) of the Income Tax Assessment Act 1936 (Cth) (ITAA36), a company that is not incorporated in Australia will be an Australian resident where:

– it carries on business in Australia; and

– has its central management and control in Australia.

Generally referred to as the “central management and control” (CMAC) test, where it applied, foreign incorporated companies would be subject to Australian tax on their worldwide income under s 6-5 of the Income Tax Assessment Act 1997 (Cth).

A brief history: how we got here

If we recall the observations of Dixon J in Koitaki Para Rubber Estates Ltd v FCT,3 the finding of the company’s residence must always be a matter of degree, constituted by a combination of various factors. Of these, one is the place of the “superior or directing authority by means of which the affairs of the company are controlled”.

Over time, the application of the CMAC test has allowed many taxpayers in Australia to take advantage of incorporating companies in tax havens and other low-tax jurisdictions (and thus giving rise to our controlled foreign company rules4). This typically arose as a result of the board of directors, regardless of whether they were Australian residents, meeting outside Australia or “directors for hire” meeting locally and “rubber stamping” the decisions of those in Australia.

Before Bywater Investments, the decision in Esquire Nominees Ltd v FCT5 was generally accepted as the leading authority that where the directors for hire were influenced by Australian parties but were not legally obliged to comply with the instructions, the CMAC of the company would not shift back to Australia.

Briefly, Esquire Nominees Ltd was incorporated in Norfolk Island and had its office located there. All of its directors resided in Norfolk Island and all directors’ meetings were held there. The Commissioner of Taxation contended that the directors of Esquire Nominees Ltd merely carried out the directions given to them by the firm of Australian accountants and therefore the actual management and control of the company was in Australia. In holding that the company was a resident of Norfolk Island, Gibbs J stated:6


“It was apparent that it was intended that the appellant should carry on its business of trustee company on Norfolk Island. It was in my opinion managed and controlled there, none the less because the control was exercised in a manner which accorded with the wishes of the interests in Australia.”



Prior to the Bywater Investments decision, the ATO’s views on the CMAC test were contained in TR 2004/15 (now TR 2004/15W). This ruling considered both the “carries on business” test and the CMAC test to be equally important matters of fact when determining corporate tax residency. Where a company has active business operations, such as trading or the provision of services, the business’ location would be where the main operating activities were undertaken, which would not necessarily be the same location as CMAC. When a company was involved in passive business activities, the location of CMAC would be where the business operations are undertaken. The tax ruling stated:7


“The reference to Mitchell v Egyptian Hotels Ltd (1915) AC 1022 indicates that mere trading is not sufficient and that there also has to be CMAC in order for a company to be resident in Australia under the second statutory test. However, it does not necessarily support the further proposition that if you have CMAC you are also invariably carrying on a business in that jurisdiction.”



The issue of directors merely “rubber-stamping” the instructions of the Australian residents was at the heart of Bywater Investments. Similar to the Esquire Nominees decision, all but one of the directors of the (three) appellants were residents of Switzerland and this is where the meetings of directors took place. Bywater Investments Ltd offshore corporations were structured by the Sydney-based accountant, a Mr Gould.

Following assessments issued by the Commissioner in 2010 to tax the appellants as Australian residents on profits derived from the sale of ASX-listed shares, the appellants appealed to the Federal Court.8 In summary, Perram J found that the real business of the appellants was carried out by Mr Gould in Australia despite the foreign location of the “formal organs” of each company. Therefore, under the CMAC test, the appellants were Australian residents and liable for Australian tax.

On appeal,9 the Full Federal Court (Robertson, Pagone and Davies JJ) agreed with the decision of Perram J and rejected the appellants’ contentions that their CMAC was situated offshore because the meetings of the boards of directors were held offshore. Their Honours stated:10


“His Honour found that the real business of each taxpayer was conducted from Sydney by Mr Gould. His Honour did that by considering the evidence which had been relied upon by the taxpayers in support of their respective contentions that their places of central management and control were at places other than Australia. His Honour had regard to such factors as the place of incorporation of each of the companies, the shareholding of each company, and where relevant, the place of incorporation of shareholders, the location of the directors, the minutes of meetings of the board of directors, the place at which the meetings were held, and the place at which the transactions were entered into constituting the businesses of each of the taxpayers.”



By grant of special leave, the appellants appealed to the High Court. Its decision is summarised as follows:11


“The Court held that, as a matter of long-established principle, the residence of a company is a question of fact and degree to be answered according to where the central management and control of the company actually abides, and that is to be determined by reference to the course of the company’s business and trading, rather than by reference to the documents establishing its formal structure. The Court held that the fact that the boards of directors were located abroad was insufficient to locate the residence of the appellants abroad in circumstances where, on the findings of the primary judge, the boards of directors had abrogated their decision-making in favour of Mr Gould and only met to mechanically rubber-stamp decisions made by him in Australia. The Court held that the appellants could not escape liability for income tax in Australia on the basis that they were resident abroad. Nor could Bywater Investments, Chemical Trustee or Derrin Brothers Properties rely on applicable double taxation agreements on the basis that their ‘place of effective management’ was other than in Australia.”



The Commissioner accepted the High Court’s decision and noted that his approach in TR 2004/15 could no longer be sustained and the tax ruling was withdrawn.12

ATO position after Bywater Investments

After the Bywater Investments decision, the ATO released TR 2018/5. The ruling outlines the ATO’s approach to determining a company’s tax residency using the CMAC test. According to the ruling, CMAC considers the high-level control and direction of a company’s operations. Although day-to-day management and decision-making are a key part of a business’ operations, they will generally not be considered by the CMAC test. High-level decision-making of a company is the key focus of the CMAC test as it guides the overall strategy for a company’s operations.

When determining the location of a company’s CMAC, the ATO will look at the minutes of the board’s meetings. The ATO will seek further evidence on the location of a company’s CMAC when:13

– no board meeting minutes are kept;

– high-level decision-making occurs outside of board meetings;

– the location where decisions are made is not included in the minutes; and

– the minutes are false (including where a decision is rubber-stamped).

In order to fall within the definition of “resident” in s 6(1) ITAA36, there must be CMAC in Australia and business must be carried on in Australia. TR 2018/5 essentially removes the requirement for business to be carried on in Australia as, according to the ruling, CMAC constitutes the business operations.

Board of Taxation Review

In September 2019, the Board of Taxation released its consultation guide titled “Corporate tax residency” following a request by the Treasurer on 5 August 2019 for the Board to conduct a review of the operation of Australia’s corporate tax residency rules. Its terms of reference were:14


“The purpose of the review is to ensure the corporate tax residency rules are operating appropriately in light of modern, international, and commercial board practices and international tax integrity rules.”



Then, in December 2019, the Board of Taxation released a number of reforms following the consultation process, with stakeholders consistently raising challenges largely focused on three factors:15


“– the impact of the Bywater case on the interpretation of the CMAC test;

– changes in the way multinational groups operate in today’s economy; and

– how the combination of the above two factors has been reflected in the ATO’s re-issued written guidance on (and administration of) this test.”



Federal Budget 2020-21

In clarifying the corporate residency test, the government announced that it will amend the law to provide that:1


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



And further:1


“The ATO’s interpretation following the High Court’s 2016 decision in Bywater Investments Ltd v Federal Commissioner of Taxation departed from the long-held position on the definition of corporate resident. The Government requested the Board of Taxation review the decision on 2019-20. This measure is consistent with the Board’s key recommendation in its 2020 report: Review of Corporate Tax Residency and will mean the treatment of foreign incorporated companies will reflect the position prior to the 2016 court decision.”



Board of Taxation report

On 13 October 2020, the Board of Taxation’s report to the Treasurer on the rewrite of the corporate tax residency rules was released following the Budget announcement. The reasons for the rewrite for the test (introduced over 90 years ago) was stated by the Board as follows:16


“The Board has found the rules as they currently apply to foreign incorporated companies are in need of reform. They are out of step with modern business practices, create considerable uncertainty, are susceptible to manipulation and increase the potential for international disputes. As a consequence, many corporates are experiencing a significant increase in financial costs and disruptions to business.”



The Board listed six recommendations17 as follows:


“RECOMMENDATION 1

The ‘central management and control test’ should be modified to ensure that for a foreign incorporated company to be an Australian tax resident there needs to be a sufficient economic connection to Australia.

Sufficient economic connection to Australia will be best demonstrated where together both the company’s core commercial activities are being undertaken in Australia and its central management and control is in Australia. Central management and control in Australia, by itself, will not be sufficient except in very limited circumstances (such as with certain holding companies).

The new rules should apply prospectively and as soon as possible after receiving Royal Assent, but a foreign incorporated company should also have the option to choose for the rules to take effect from the date TR 2014/15 was withdrawn (15 March 2017).

The new rules should be subject to a Government review three years after receiving Royal Assent.

RECOMMENDATION 2

Overarching guidance of the circumstances under which the core commercial activities of a company can be said to be conducted in Australia should be provided in the legislation and extrinsic materials.

This should be supplemented with administrative practical guidance that includes the treatment of ‘holding companies’ and the need for a de minimis threshold.

RECOMMENDATION 3

The ATO should consider providing additional practical guidance on the meaning of the term ‘central management and control in Australia’ to provide greater alignment with modern business practices.

RECOMMENDATION 4

The ‘voting power test’ should be retained at this time.

Any change from the wording ‘carries on business’ to referencing core commercial activities in the ‘central management and control test’ should likewise be applied to the ‘voting power test’.

RECOMMENDATION 5

The Board recommends that basing residence solely on a place of incorporation test should not be adopted.

RECOMMENDATION 6

The Board does not recommend adopting a corporate residency test based on place of management or place of effective management.”



Where to now?

As can be seen from the above discussion, the government has almost adopted the same wording of the Board of Taxation’s recommendation. This effectively reinstates the views taken in TR 2004/15 and the decisions of the courts over a long period. We now await further consultation and/or exposure draft material which should provide guidance and interpretative assistance in determining the meaning of “significant economic connection to Australia”.

Conclusion

While the measure is welcome in an ever-changing global business environment (in particular, for Australian-based directors), the need now is for the legislation to provide certainty to Australian business and worldwide restructuring to ensure that multinational enterprises are not inappropriately taxed as residents of Australia.

While CMAC remains relevant, there are numerous issues highlighted in the Board of Taxation’s report that will need clarification, such as what amounts to “core activities” and the differences and extent of what amounts to “core or ancillary activities”. These types of issues will be particularly important where, for example, a company is established to make an offshore investment and the strategic decision-making is effectively the core commercial activity of the company.

As a final point, when the legislation is finally passed, companies will have the option of applying the new measure from 15 March 2017. This may require careful consideration for companies which are members of multinational groups.

Daryl Jones, CTA

Director – Tax Consulting

HLB Mann Judd
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When international tax meets the family trust

by Nolan Sharkey, Winthrop Professor of Law, University of Western Australia


Dealing with the Australian taxation of offshore trusts is very difficult. The scope of the application of the law is highly uncertain and not well known. This is because the tax law uses core definitions that are not exact equivalents of trust law terms. In addition, foreign law uses terms that are not equivalent to Australian trust law usages. The result of this, combined with the statutory complexity, is that it becomes much easier than usual to make an incorrect analysis of tax consequences by relying on an incorrect understanding of a term. This article looks at the issues that arise with basic terms and core starting points in offshore trust taxation.



Overview

The taxation of trusts in Australia is not a simple area of law. The concept of a trust is in many ways an ill fit with the entity/taxpayer approach that is taken in many parts of the law. Once the law is applied to an international situation, its operation can become uncertain, even to specialists, and obscure to tax professionals who do not encounter these situations regularly. This can be a significant problem as “international trusts” arise more regularly with globalisation and immigration. They can fall within the tax jurisdiction unexpectedly. While they may be used by an Australian client to minimise taxation, it will more often be the case that they have been used by another person offshore for a variety of purposes, of which foreign tax minimisation is just one possibility. The purpose of this article is to review a number of areas of uncertainty or pitfalls in the area of international trust taxation. The problem will be discussed, the potential consequences of an error will be explained and, where possible, a solution will be provided. The article is the first of two dealing with fundamental issues in relation to international family trust taxation. It focuses on core concepts as well as problems arising with the transferor trust regime.

What is a trust?

The nature of a trust can be difficult to determine. This gets complicated in international circumstances and where a taxation definition differs from the standard legal definition. This raises two preliminary related problems:

– Problem 1: You think “it” is a trust when it is not.

– Problem 2: You think “it” is not a trust when it is.

The consequence of both of these problems is that you will apply the income tax law fundamentally incorrectly as something needs to be a trust to be covered by the various trust taxation regimes. If you think it is a trust (when it is not) and apply the standard trust provisions and the transferor trust regime, your analysis is built on wrong foundations and the tax consequences determined are likely to differ significantly from those provided by the correct analysis.

On the other hand, if you think something is not a trust when it is, you have the problem in reverse. You will fail to apply the trust taxation and the transferor trust regimes when they should apply.

These problems arise due to a number of factors. First, you have offshore arrangements that are called “trusts” but may fail to meet core indicia of the concept of a trust in Australian law. It is a feature of offshore regimes that they validate by statute things that would invalidate a trust in Australian law. For example, non-charitable purpose trusts. Consider whether a Cayman STAR “trust” is a trust at all. It has been argued by certain commentators that these arrangements should simply not be viewed as trusts. There has been some focus on the “irreducible core of trusteeship” in common law jurisdictions. The issue is whether arrangements that do not meet this core can be said to be trusts at all. At issue are the beneficiaries’ rights to enforce, their rights to information, trust documents and letters of wishes, and express exclusions of the “trustee’s” accountability as to some property. In Hayim v Citibank NA,1 it was held that, in special circumstances, minimal accountability may subsist for a period, but a general exclusion of accountability is not possible. In Armitage v Nurse,2 however, Jacob J allowed an exclusion for everything except for actual intended fraud.

Thus, the debate about whether something that does not meet the irreducible core of trusteeship is a trust at all is real, if not settled. In addition, there is debate as to what the core is. The relevance to Australian tax is that the foreign “trust” may not be a trust at all.

The counter to this proposition is that something may arise offshore that is not called a trust but might in substance correspond to a trust. In these cases, a trust may arise when one does not expect one. This can occur in a domestic situation. A person who gives something to another person on the understanding that the other person will look after it for the benefit of other people can create a trust. This will happen even if both parties know nothing about trust law. The same applies to the various situations involving constructive trusts and resulting trusts. The trust may exist when a person’s conscience is touched in relation to any property. All of these are nonetheless trusts.

In addition, a formal entity created under a foreign law may be able to be found to be a trust notwithstanding that it is not called a trust as such. Possible examples are Dutch foundations and the “bewind” which is an arrangement with significant functional similarities to a trust.

In an international context, these possibilities are significant. The placing of property in another’s name with an understanding of obligations is common in Chinese society even though the law there does not traditionally refer to a trust. There is a trust statute3 in China but it is not concerned with such situations. If such a situation arises in a cross-border situation, the question of whether a trust can be said to exist will raise not only questions about the substantive obligations, but also conflict of laws issues and queries in relation to the proper law. This will be impacted by the situation of relevant property and the parties at the time of the arrangement and later. It may also be impacted by how the foreign law may be used to enforce the understood obligations. Ultimately, it is complex, but it is noted that there is certainly the possibility that a trust may exist for Australian tax purposes when one might not be expected.

The issues around where a trust might arise are further complicated by the fact that “trust” and “trust estate” are not defined in the Income Tax Assessment Acts but must be understood by reference to the definition of “trustee” in s 6(1) of the Income Tax Assessment Act 1936 (Cth) (ITAA36). This definition goes beyond the standard definition of “trustee”, and includes all ordinary trustees and:


“(a) an executor or administrator, guardian, committee, receiver, or liquidator; and

(b) every person having or taking upon himself the administration or control of income affected by any express or implied trust, or acting in any fiduciary capacity, or having the possession, control or management of the income of a person under any legal or other disability;”



It is clear that this definition can extend beyond trustees as generally understood. Notably, any person acting in any fiduciary capacity can be a trustee. Not all fiduciaries are regarded as trustees. In an international context, this extends the potential for a trust to arise when a person is a fiduciary, or it can be argued that the obligations that they are under is the functional equivalent of a fiduciary.

As “trust” and “trust estate” are not defined in the Tax Acts, we look to their standard definitions. From FCT v Clark4 and the Registrar of the Accident Compensation Tribunal v FTC,5 we may conclude that the trust estate is the property controlled by the trustee. This presumably extends to the trustees for tax purposes even though they are not trustees under general law. It also raises the possibility that the trust estate may be slightly different when a situation involves both a standard trustee and another person who is deemed to be a trustee in relation to some of the property held on trust.

The solution to all of these significant risks is to thoroughly understand what a trust is at law and what it may be for tax purposes. In addition, it is prudent to avoid being led by superficial things such as names when dealing with foreign situations. The issue remains fraught with difficulties. This is of real significance, given the harsh application of the trust regimes — most notably the transferor trust regime.

A final issue to note is the Hague Convention on Trusts.6 This provides in art 11:


“A trust created in accordance with the law specified by the preceding Chapter shall be recognised as a trust.

Such recognition shall imply, as a minimum, that the trust property constitutes a separate fund, that the trustee may sue and be sued in his capacity as trustee, and that he may appear or act in this capacity before a notary or any person acting in an official capacity.

In so far as the law applicable to the trust requires or provides, such recognition shall imply, in particular —

a) that personal creditors of the trustee shall have no recourse against the trust assets;

b) that the trust assets shall not form part of the trustee’s estate upon his insolvency or bankruptcy;

c) that the trust assets shall not form part of the matrimonial property of the trustee or his spouse nor part of the trustee’s estate upon his death;

d) that the trust assets may be recovered when the trustee, in breach of trust, has mingled trust assets with his own property or has alienated trust assets. However, the rights and obligations of any third party holder of the assets shall remain subject to the law determined by the choice of law rules of the forum.”



It is uncertain that this will impact when a trust will exist for Australian tax law purposes by causing a non-trust to be a trust. However, based on comparative experiences,7 the possibility should be considered. In addition, even if it did cover something overseas, this would still need to fit within the convention. Article 18 on public policy should also be noted:


“The provisions of the Convention may be disregarded when their application would be manifestly incompatible with public policy (ordre public).”



Trust residence

The residence of a trust is another concept that is fundamental to its correct tax treatment. If a trust is assumed to be a non-resident when it is in fact a resident for tax purposes, the analysis of its tax situation will be fundamentally faulty. This incorrect analysis is more likely than might be assumed due to the failure of some to appreciate the residence test for a trust, especially in connection with the definition of a “trustee” as noted above.

Section 995-1 of the Income Tax Assessment Act 1997 (Cth) defines a resident trust for CGT purposes as:


“…if, at any time during the income year:

for a trust that is not a unit trust, a trustee is an Australian resident or the central management and control of the trust is in Australia”



Section 95(2) ITAA36 likewise specifies:


“(2) For the purposes of this Division, a trust estate shall be taken to be a resident trust estate in relation to a year of income if:

(a) a trustee of the trust estate was a resident at any time during the year of income; or

(b) the central management and control of the trust estate was in Australia at any time during the year of income.”



The first point of note is that central management and control of the trust can determine its residence. The concept is a familiar one to those dealing with international company taxation. However, this raises two notable issues:

1. The nature of company central management and control has been subject to significant testing in the courts. How do these issues carry over when the concept is applied to the trust?

2. There is a distinction between a trustee company’s central management and control and the trust’s central management and control, but how easy is it to draw the border between the two?

The core issues under (1) above arise where different levels of control exist in a company (as contemplated in De Beers Consolidated Mines Ltd v Howe8) and the issue of shadow controllers (as contemplated in Malayan Shipping Co Ltd v FCT9 and Esquire Nominees Ltd v FCT10).

These issues are likely to come up with an offshore trust if it can be said that a person who is neither a trustee nor an officer of the trustee is in fact exercising central management and control of the trust. If that person is in Australia and the argument succeeds, the trust will be a resident trust. It is noteworthy that many offshore arrangements endeavour to give some control to the original settlor or a related person. This can be through the creation of a specific position or it can be informal. The issue is a significant one.

The second major point in relation to trust residence is that the residence of any trustee will cause the trust to be resident. This means that a trust that is almost entirely managed overseas may still be a resident trust. Of relevance here is that a trust can have many trustees, residence rules applicable to individual trustees may have little to do with their physical presence in Australia, and a person may be found to be a trustee under trust law when they do not expect it.

It is noted that internationally there has been significant contemplation as to whether officers such as protectors should be regarded as trustees under trust law. The issue becomes more significant when we reconsider the definition of “trustee” under s 6(1) ITAA36. In addition to deeming certain non-trustees to be trustees (which may cause the residence of non-trust as a trust), it also includes:


“… every person having or taking upon himself the administration or control of income affected by any express or implied trust …”



It is not uncommon with offshore trusts for another person, often the settlor or a related party, to be given control or administration of the property of the trust, including its investment. It may be argued that such a person falls within the extended definition of “trustee” in s 6(1). If this argument is successfully made, an offshore trust may be said to be a resident trust. The significance of this is clear as all of the income will be subject to worldwide taxation in Australia.

Listed country trusts

An error of a similar type as the residence error is when a person thinks that an offshore trust is a listed country trust when it is not. The relevance of an offshore trust being a listed country trust is that the vast majority of its income is not likely to be attributed under the transferor trust regime. There are seven listed countries. These are the United Kingdom, the United States, France, Germany, Canada, Japan and New Zealand. The issue to be conscious of is what makes a trust a listed country trust. It can be easy for a tax professional to assume that, if everything to do with the trustees and the management of the trust, as well as its deed and governing law, relate to, say, New Zealand, the trust will be a New Zealand trust and therefore a listed country trust. However, the law does not focus on these matters at all.

Section 102AAE ITAA36 essentially requires that, for a trust to be a listed country trust, all items of income or profit must be subject to tax in a listed country or be designated concession income in relation to a listed country. It follows that a Cayman Islands trust can be a listed country trust if all of its income is taxed in a listed country, for example the US. On the other hand, a New Zealand trust may not be a listed country trust if some of its income is not taxed in a listed country (including New Zealand itself) or is not designated concession income in a listed country.

Designated concession income is the amount specified in the regulations.11 Care needs to be taken to ensure that the amount actually fits with the regulations. For example, capital gains are designated concession income in New Zealand but only when there is a permanent establishment in New Zealand. Therefore, a capital gain in a New Zealand trust may end the trust’s listed status if there is no permanent establishment. This detail is easily missed in practice.

The lesson here is that it is critical to work through the complex laws when deciding how the regime operates rather than jumping to tempting conclusions.

“… it is critical to work through the complex laws when deciding how the regime operates rather than jumping to tempting conclusions.”

Transferors

The transferor trust regime can cause a number of problems that are unexpected due to its relative obscurity and complexity. Also, it does not always operate in the manner that might be expected based on a rational appreciation of its objectives.

The first problem that can occur is to miss the large scope of the concept of a transferor. The rationale of the regime is to attribute the trust’s income to the settlor of the trust. That is, the person that has transferred value to it. However, the scope of the concept of a transferor may catch many people who would not be considered to be a settlor or a major contributor of value to the regime.12 The law captures all those who transfer any value to a trust other than in some limited circumstances, such as a genuine business transaction conducted at arm’s length. This means three critical things:

1. a person can be a transferor even if another person is the main transferor;

2. a person can be a transferor on the back of a minor or incidental transfer of value; and

3. a person can be a transferor without giving something obvious to the trust.

To demonstrate this, consider a situation where a non-resident has transferred $10m to a non-resident trust. At the same time, an Australian resident provided $300 worth of book-keeping services to the trust (assume that they are not in the business of book-keeping). In this case, the Australian resident is a transferor regardless of the incidental nature of their transfer compared to the non-resident. Loaning money to a trust at a less than commercial value may also constitute a transfer. The possibilities are endless. It is clear that there is a significant risk in many trusts that someone unexpected may be a transferor.

The second problem with transferor trusts follows the first. This is that the regime does not initially operate “fairly” by making an apportioned attribution to all transferors that bears some relationship to their transfer. Rather, it attributes all of the attributable income to all transferors. Thus, it attributes to a taxpayer when the trust is really “somebody else’s” trust. Consider the same situation mentioned above where a non-resident has transferred $10m to a non-resident trust and an Australian resident has provided $300 worth of book-keeping services to the trust. The Australian resident is not attributed some portion of the trust’s attributable income. Instead, they are attributed all of the income. In fact, if a second or third Australian resident had also provided similar book-keeping services, all of these people will be attributed all of the income.13 The dangers of the regime are quite clear.

The regime is tempered by the later parts of s 102AAZD ITAA36 that allow the Commissioner to reduce the amount attributed when he has full information about the trust’s situation and other transfers. This makes the regime more reasonable, but it must be kept in mind that the initial approach is to attribute all to all transferors. Escaping from this depends on providing the Commissioner with the necessary information and what the Commissioner determines to be reasonable. Two points need to be made in relation to this. First, it must be noted that the Commissioner’s power is quite wide here given that he may take into account “such other matters as the Commissioner considers relevant” under the law. In addition, it is a statutory discretion granted to the Commissioner. It should not be assumed that achieving the preferred outcome would be easy when following this route.

The second point is that it should not be assumed that the impacted taxpayer will be able to provide the necessary information, despite their best efforts. Offshore trustees may be unwilling or unable to provide the information. They may be bound by confidentiality or secrecy and they may not have the duty to provide information that trustees usually are. This is a very common scenario in relation to these trusts.

The lack of available information has further salience in this area. The law allows the attributable income to be calculated by a formula “when the taxpayer could not reasonably be expected to obtain the information required to determine the attributable income of the trust estate”. The outcome of this calculation may be preferable to the actual performance of the trust. However, whether the taxpayer will be able to satisfy the Commissioner that they could not be reasonably be expected to obtain the information should be considered. In addition, it would be risky to assume that a lack of information will protect a taxpayer from an assessment if the Commissioner has a small amount of information that indicates that there may be money in an offshore trust. Consider, for example, if a person’s name came up in the Panama Papers. The Commissioner can rely on his power to issue a default assessment and the taxpayer will be in a very difficult position to counter this. This risk would be significant if the Commissioner had strong suspicions that a wealthy Australian had a stake in an offshore trust.

A final problem with the transferor trust regime is trying to prevent double taxation between taxpayers or on the same taxpayer. In concept, the law does not require that income that has been taxed through attribution be taxed again through the trust regimes. For example, when present entitlement arises. The law works on the tidy assumption that the person who is attributed the income will be the person who actually receives the income. However, this is unlikely to be the case with an offshore discretionary trust. It is clear here that there may also be significant information issues when working out whether income has been previously attributed.

Conclusion

This article has provided a direct and practical analysis of the major problems and dangers inherent in the taxation of the income of offshore family trusts. They have been illustrated directly and can be viewed as an “executive summary” of the issues. More detailed analysis will be published in the next article in this series. What is abundantly clear is that the trust taxation law may operate in an unexpected manner, with dramatic consequences. This is because there is no direct equivalence between the terms used and common understanding in relation to offshore trusts and the definitions used in taxation. Specifically in this article, the scope of “trust” and “resident trust” for tax purposes was considered, as well as the operation of the transferor trust regime. Those who deal with international family trusts should ensure that they make no assumptions about core issues without obtaining certainty first.

Nolan Sharkey
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Individual residency: the cases just keep coming!

by Robert Deutsch, CTA, Senior Tax Counsel, The Tax Institute


The recent decision of the Full Federal Court in Pike sheds some light on important residency issues — what is residence on ordinary concepts, what counts when determining where a habitual abode is, and what are closer personal and economic relations?



The long line of cases dealing with individual residency issues continues to mount and says much about the level of complexity which is involved in interpreting the basic rules. That complexity has been exacerbated by the overlay across the basic rules of Australia’s double tax agreements (DTAs) which, in most cases, have superimposed dual residency tie-breaker rules. These additional rules have often been difficult to interpret but a recent case has, to some extent at least, provided some much needed clarity.

The facts in FCT v Pike1 were relatively straightforward.

The taxpayer, Mr Pike, emigrated with his family from Zimbabwe to Australia in 2005. His partner found work in her chosen field in Australia, but the taxpayer could not. He therefore lived and worked in Thailand while his partner and their children lived in Australia in accommodation which was rented in his and his partner’s joint names. He remitted money on a regular basis to an Australian bank account which was also in joint names. He returned to Australia four to six times a year, spending approximately 25% of each year in Australia.

The residency rules provide, among other things, that a taxpayer is a resident of Australia if he is so resident based on ordinary concepts. If he is so resident and is also resident in another country with which Australia has a DTA, the DTA will usually have a tie-breaker provision so as to allocate residence to one of the two countries.

Thus, in Pike, the two questions for the court were essentially reduced to this:

– Was the taxpayer a resident of Australia based on ordinary concepts?

– As the taxpayer was both a resident of Australia and Thailand under the respective laws of both countries, did the tie-breaker provision in the Australia–Thailand DTA operate so as to confirm residency in one or other of the two countries for the purposes of the DTA?

The first instance judge answered these questions as follows:

– the taxpayer was a resident of Australia based on ordinary concepts; and

– the taxpayer was a dual resident but the DTA operated so as to make him solely a resident of Thailand for the purposes of the DTA.

The Full Court affirmed the decision in respect of both issues. (The judge at first instance had also considered and concluded the domicile test but in view of the Full Court’s decision to uphold the finding that the taxpayer was a resident according to ordinary concepts, it was unnecessary for the Full Court to consider whether the taxpayer was also a resident under the domicile test.)

In resolving the first issue, the Full Court confirmed a fundamental critical point, namely, that where a taxpayer rents property in Australia which he uses when in Australia on a regular basis and his family lives in Australia more or less permanently, it would be difficult to conclude that he did not ordinarily reside in Australia. Of course, there can be countervailing factors which reverse this conclusion.2 Those countervailing factors need to be compelling and, in the author’s view, most often will be insufficient.

In resolving the second issue, the Full Court examined two tests which apply under the DTA where dual residency otherwise applies.

First, where a person has a permanent home available in both Australia and Thailand, the person shall be deemed to be a resident solely where the person has a habitual abode.

Second, where a person has a habitual abode in both Australia and Thailand, the person shall be deemed to be a resident solely in that jurisdiction with which the person’s personal and economic relations are closer.

The key takeaway regarding habitual abode is that the Full Court makes it clear that it is not simply a contest as to the number of days spent in each of the two jurisdictions. In Pike, the taxpayer argued that Thailand was his habitual abode as, even though he had abodes both in Australia and Thailand, he spent more time in Thailand and therefore it followed that Thailand was his habitual abode. This argument was rejected — habitual abode goes to the nature of the abode not just the quantity of the presence, and this view was supported by the relevant OECD commentary. On that basis, the taxpayer had a habitual abode in both Australia and Thailand.

Regarding closer personal and economic relations, the Full Court affirmed the first instance decision that the taxpayer’s relations were closer to Thailand. Of specific relevance, the Full Court confirms that the test of personal and economic relations is a conjunctive test, and in each case, it will be a matter of fact and degree as to whether a taxpayer’s personal and economic relations, viewed as a whole, are closer to one country or the other. Indeed, in this particular case, the court recognised that the judge at first instance expressly concluded that the taxpayer’s personal relations were closer to Australia than Thailand, but when considered as a whole having regard to the totality of the personal and economic relations, the facts indicated that the taxpayer’s closer connection was to Thailand.

This is yet another case in the ongoing saga that is individual residency. It does, however, add some important new details, particularly around the application of the DTA tie-breaker rules in relation to which there has previously been precious little guidance.

It also underlines how fact-dependent our residency rules are and how uncertain they can be in application. Perhaps that supports an argument for a more objective set of individual residency rules, but there are problems with that approach as well which may well be the subject of further discussion on another day.

Robert Deutsch, CTA

Senior Tax Counsel

The Tax Institute
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Tax effects of COVID-19 cash flow boosts

by Stephen Page, CTA, Partner, Stephen Page & Co


The cash flow boosts should be brought to account as at the dates credited by the Australian Taxation Office. They are tax-free to their direct recipient, but taxable to shareholders when distributed by a company. However, the cash flow boosts are usually tax-free when distributed by a trust or partnership. Although trusts and partnerships can usually distribute the cash flow boosts tax-free, they should be credited to a cash flow boost reserve and not distributed. This both suits the purposes for which they are paid by the government and, in a small way, helps the difficult task of capital formation in small-to-medium enterprises and especially trusts. Although the cash flow boosts are tax-free to their direct recipients, the costs that they fund remain tax deductible in the usual way, unless for capital works.



Scope and introduction

This article is written from a small-to-medium business perspective. It examines how cash flow boosts should be treated for tax and accounting purposes, and examines whether they should be distributed, especially from trusts and companies.

It is well known that cash flow boosts are tax-free to their original recipient. It is less well known that often they should be recorded in the capital section of the balance sheet, not as income. Generally, they should be retained, not distributed, even if, improbably, a capacity to distribute cash exists (the reasons for this are discussed below). Also, it may not be immediately obvious when a distribution to a company shareholder from a cash flow boost may be or not be taxable. This article describes how all of this works.

Cash flow boost tax and accounts treatment

The cash from the boosts will usually have been spent paying wages and operating costs. These costs are recorded in the profit and loss account as expenses. Because the expenses will be incurred when operating the business to derive assessable income, they will also ordinarily be tax deductible.1 However, the cash flow boost is not a negative expense, but primarily a source of funds.

More typical sources of funds are loans/creditors, income and capital. Loans and capital are not credited to accounts in the profit and loss statement, but to balance sheet accounts, where they carry forward, potentially perpetually, or until they are repaid or otherwise finally dealt with.

In partial contrast, income does offset against expenses to produce a profit or loss. In aggregate, until distributed, this carries forward in the balance sheet, in the same way as loans and capital. However, cash flow boosts are not necessarily income. For trusts, as explained below, they are more akin to capital. Thus, although the cash from the boosts may have been applied to expenses, like other sources of funds that may be similarly applied, the gross cash flow boosts may carry forward perpetually in the balance sheet, or at least until paid out. Later, this is considered in more detail for companies and trusts.

There is a good case to recognise the cash flow boosts on a cash basis, usually the date of the ATO credit. Why this is so derives from the government’s announcement of the cash flow boosts’ purpose and from accounting standard IAS 20, which mandates how government grants shall be accounted for. While many small-to-medium enterprises (SMEs) are not bound by accounting standards, it is helpful and clearest to follow them and banks’ standard loan terms typically require borrowers to use accounting standards, thus requiring SMEs with bank borrowings to apply the accounting standards.

In their joint media release of 22 March, Supporting Australian workers and business, the Treasurer Josh Frydenburg and the Prime Minister Scott Morrison stated:


“The Government is providing up to $100,000 to eligible small and medium sized businesses, and not-for-profits (including charities) that employ people, with a minimum payment of $20,000. These payments will help businesses’ and not-for profits’ cash flow so they can keep operating, pay their rent, electricity and other bills and retain staff.”



IAS 202 states:


“A government grant is recognised only when there is reasonable assurance that (a) the entity will comply with any conditions attached to the grant and (b) the grant will be received. [IAS 20.7]

The grant is recognised as income over the period necessary to match them with the related costs, for which they are intended to compensate, on a systematic basis. [IAS 20.12]”



The joint 22 March media release makes the purpose clear: to pay bills. You can’t pay bills from money you haven’t yet got. Thus, you recognise the grant as it is received.

Although PAYG(W) liabilities are offset against the cash flow boost credits, many businesses pay PAYG(W) week-by-week or have a liability less than the boost, so they get all or some of the cash flow boosts in cash.

Read as a whole, IAS 20 requires a cash basis of recognition because earlier recognition will not match against costs as required by its para 20.12. It is worth noting that some hold a different view and give either no weight to the government’s announcement or no weight to para 20.12 of IAS 20. Thus, BDO Australia states that both the 1st and 2nd cash flow boosts should be accounted for in the year ending 30 June 2020, on the basis that businesses have qualified to receive the 2nd boost by having paid the wages and incurred the PAYG(W) that qualifies for the 1st boost.3 This conclusion seems incorrect. Although small business is rarely directly bound by accounting standards, as noted above, bank terms frequently require their adoption, so the proper treatment will often matter to small businesses.

According to the ATO:4


“You do not need to pay tax on the amount of the cash flow boost and the cash flow boost is not subject to GST because there is no supply for the payment …

Passing on the cash flow boost to others

… if your unit trust distributes all or part of the cash flow boost amount to a unit holder, there will be no tax consequences for the unit holder in receiving that amount. If your company distributes all or part of the cash flow boost amount to a shareholder, the amount will be treated as a dividend, and it will need to be included in the recipient’s assessable income for that income year. We would expect that such distributions will be rare, however, since the cash flow boost is intended to be used to support the business needs of the company or trust.” (emphasis added)



The ATO’s emphasis on an expectation of non-distribution is central. It would look exploitative to the public and would not help business to gain future government support, especially support such as this, which is temporarily or permanently tax-free, depending on its chain of recipients, as discussed in this article, if later government statistics show cash flow boosts were distributed. Distributions should not be attributed to cash flow boosts.

In addition to public perception, there are also strong commercial reasons why cash flow boost payments should not be distributed.

Many trusts create present entitlements and, in order to provide themselves operating capital, fail to pay them. This has tax and commercial risks (discussed later in this article).

The cash flow boosts are an unusual opportunity for a business, especially one operated by a trust, to create/retain some extra permanent capital — something that is always hard to come by.

The cash flow boosts are part of operations, yet, for reasons discussed further below, in most trusts, the cash flow boosts are not income.

To record the cash flow boosts with those conflicting characteristics, and to achieve the capital formation objectives discussed above, while preserving the tax characteristics, requires the following treatment:


To show 2020 and 2021 operating results, we record the cash flow boost as a specially denominated revenue item in the profit and loss (ie operating) statement. After deriving the operating result, but before arriving at the statutory/trust profit, we transfer the amount to the cash flow boost reserve, reported in the balance sheet’s capital area.



Thus, the distributable/trust law profit excludes the cash flow boost.

Companies

For a company, treatment in the balance sheet’s capital area is for the directors to decide. This may be demonstrated and achieved by signing accounts recording the cash flow boosts as a reserve in the balance sheet’s capital area, ideally supplemented by a resolution included in the minute book to authorise the treatment. For the reasons set out above, the author strongly recommends this treatment. As for a trust, it is also a means of capital formation for a company.

It should be noted that the cash flow boost is part of the company’s profit (or loss, if a loss is incurred). The High Court has held, for example, that a dividend paid in part from a gift was paid from profits.5 In doing so, the court applied the dictum of Fletcher Moulton LJ in Re Spanish Prospecting Co Ltd:6


“‘Profits’ implies a comparison between the state of a business at two specific dates usually separated by an interval of a year. The fundamental meaning is the amount of gain made by the business during the year. This can only be ascertained by a comparison of the assets of the business at the two dates.”



However, although the cash flow boosts are part of a company’s profit, most small businesses operated by companies are neither bound by accounting standards nor precluded from transferring amounts to reserve. The previous two paragraphs show clearly that transferring to a reserve does not make the amount non-distributable, but it does move it to a special envelope that can be seen more like savings than the owners’ ready money.

“Nearly all … deeds make the trust income equal taxable income. Thus … the cash flow boost is excluded from the trust income.”

Trusts

Nearly all modern unit and discretionary trust deeds make the trust income equal to taxable income.7 Thus, unless by financial year end the trustee formally resolves to include the cash flow boost in income, the cash flow boost is excluded from the trust income.8

This typical trust income definition is decisive in how you account for the cash flow boost. When, on cash flow boost receipt, you debit cash at bank, the most obvious (but wrong) credit to income is unavailable. The only remaining possibility is a credit to the balance sheet’s capital area.9 This credit should be to cash flow boost reserve.

The name “cash flow boost reserve” strongly hints at the amount’s tax character. A working paper should prove it by linking to a PDF of a client tax portal report showing the cash flow boost credit, with a note of the tax law background.10 This will preserve long-term capacity for its distribution, free of tax.

Accountants’ ability to identify and set aside funds of money with particular sources is recognised by the courts, subject of course to any limits placed by law or a constituent document. This recognition is of long standing and is perhaps most prominently given in the High Court’s decision in Archer Brothers Pty Ltd v FCT,11 where the majority (Williams ACJ, Kitto and Taylor JJ) stated:


“By a proper system of book-keeping the liquidator, in the same way as the accountant of a private company which is a going concern, could so keep his accounts that these distributions could be made wholly and exclusively out of those particular profits or income, and the shareholders would become entitled to a rebate under s. 107.”



Although, in the author’s view, this statement was not central to the High Court’s decision, it has long been recognised as correct.

Some older trust deeds do not equate trust income to taxable income. In these instances, it remains strongly advisable, subject to power in the trust instrument, to follow the same treatment of the cash flow boost as for more modern trusts.

Trust and company capital

Unit trusts often fund themselves by not paying out unitholders’ income entitlements. This is unstable finance. A non-cooperative unitholder, or one needing to pay bills, such as a tax bill, may call for their money. If the money is used in working or fixed capital, as it often is, the trustee will be financially embarrassed when it is called for. It may become a big problem if a unitholder hits strong financial difficulties, eg insolvency. Payment to an individual unitholder, especially a large unitholder, while not paying others, risks dissolving the usual mutual funding cooperation that independent parties can usually bring to their joint endeavours. This can seriously damage the business. Paying all unitholder entitlements, hitherto used to fund operations, may be beyond the trustee’s practical capacity. At best, in the author’s experience, restoring funding and balance is an annoying and time-consuming distraction from productive activity. A wise trustee will be careful not to distribute the cash flow boost reserve.

The need for most discretionary trusts to distribute all of their income each year makes their capital formation very difficult. Capacity to credit the cash flow boost to a reserve is a “gift from heaven”. It builds capital without the risk of beneficiary demands for payment and the threat of s 100A or Div 7A of the Income Tax Assessment Act 1936 (Cth) (ITAA36) if the beneficiaries remain unpaid.

Companies are equally likely, sooner or later, to need capital. Distributing the cash flow boost is tax inefficient, especially if there are no excess franking credits and if the ultimate owners include individuals with material other income. It is better to retain the funds, credited to a reserve.

Ultimate distribution of the cash flow boosts

Trusts

Despite the ATO stating “distributions [of the cash flow boost amount] will be rare”, trusts have a finite life (and companies may end when their purpose is over). A day will come, perhaps very far in time, when the entity will be wound up and need to distribute the funds sourced from the cash flow boost. As noted above, this is a funding source that may be carried forward continually in each year’s balance sheet, just as are capital, accumulated profits and unpaid liabilities.

The cash flow boost reserve’s tax status will be important when the enterprise and entity are dissolved, or the reserve is otherwise distributed.

The tax law background to the ATO’s correct12 view about unit trust distribution quoted under the heading “Passing on the cash flow boost to others” at page 301 of this article (equally applicable to a discretionary trust) is from s 11-55 ITAA97 which provides:


“The provisions set out in the list make amounts non-assessable non-exempt income.”



The list includes:


“cash flow boost

payments in accordance with the Boosting Cash Flow for Employers (Coronavirus Economic Response Package) Act 2020 ……… 59-90”



In this list, “59-90” refers to s 59-90 ITAA97 which provides as follows:


“Cash flow boost

A cash flow boost paid in accordance with the Boosting Cash Flow for Employers (Coronavirus Economic Response Package) Act 2020 is not assessable income and is not exempt income.”



Section 104-70 (CGT event E4) broadly provides for non-assessable payments to unitholders to be deducted from the cost base of their units.13 However, as relevant, s 104-71(1) provides:


“(1) In working out the non-assessable part referred to in section 104-70, disregard any part of the payment that is:

(a) non-assessable non-exempt income;”14



Thus, distribution of the cash flow boost, because it is non-assessable non-exempt income, will not reduce unitholders’ cost bases.

Another concern for unitholders is s 99B ITAA36. Section 99B opens adversely:


“(1) Where, at any time during a year of income, an amount, being property of a trust estate, is paid to, or applied for the benefit of, a beneficiary of the trust estate who was a resident at any time during the year of income, the assessable income of the beneficiary of the year of income shall, subject to subsection (2), include that amount.”



This prima facie taxation of everything that a beneficiary gets from a trust is saved by s 99B(2), thus:


“(2) The amount that, but for this subsection, would be included in the assessable income of a beneficiary of a trust estate under subsection (1) by reason that an amount, being property of the trust estate, was paid to, or applied for the benefit of, the beneficiary shall be reduced by so much (if any) of the amount, as represents: …

(b) an amount that, if it had been derived by a taxpayer being a resident, would not have been included in the assessable income of that taxpayer of a year of income;”



If the cash flow boost is allocated in its own reserve or (slightly less desirably) in a reserve aggregated with other tax-free amounts, and its derivation is supported as described above, it will be readily demonstrated that its ultimate distribution by a trust represents an amount that, if derived by a resident, would not have been included in the assessable income.15 Thus, the eventual distribution of the cash flow boost to trust beneficiaries will not be taxable to them.

The ATO’s view, based on the decision in Bamford,16 is that s 97 ITAA36 proportionally shares tax law income amounts of all characters between the beneficiaries according to their percentage shares of trust law income. Thus, the ATO’s view is that elements of income cannot be streamed unless the item has a specific streaming provision, such as those dealing with franked dividends and capital gains. Greenhatch,17 which preceded the present CGT streaming rules, exemplifies this. The Full Federal Court held that, where the taxpayer had been made entitled to capital gain alone, “what he received in the present case was a proportionate share of amounts having no single character”.18 Although the court was not express in saying so, in context, the quote above referred to the tax, not the trust law, result.

In contrast, when eventually distributed, the cash flow boost reserve may be directed to particular beneficiaries. This is because the reserve is not part of the year’s income and so is not affected by the proportioning rule in s 97.

This is also so where a cash flow boost is distributed from its reserve via some other trust to that other trust’s beneficiaries, provided that other trust’s accounting distinguishes its character. The recipient trust will receive it in its character as non-assessable non-exempt income (from a tax perspective). The issues, consequences and arguments discussed above in relation to receipt by the original trust apply to the recipient trust. Another important issue is whether amounts retain their character on passing through a trust, which this paragraph’s first and second sentences take it that they do.

It is inherent in the ATO quote that appears earlier in this article that the cash flow boost retains its character on distribution by a trust and that it is received in the character in which it was distributed, ie as non-assessable non-exempt. That being so, the same applies at a later stage since the amount is received there as non-assessable non-exempt. The best view is therefore that passage through multiple trusts does not affect the result.19 For example, if a unit trust, eg on winding-up, distributes a share of cash flow boost reserve to a discretionary trust, on that discretionary trust distributing the amount, its beneficiaries will receive the funds as non-assessable non-exempt income. Ideally, however, the discretionary trust will retain the funds to assist its own capital formation and distribute them only on its own winding-up.

Where a discretionary trust makes the distribution, it will ordinarily be open to the trustees, if that suits family circumstances, to select individual beneficiaries, who will receive the amount tax-free. Although company beneficiaries will also receive the amount tax-free, it will not be tax-free on further distribution by the company, except in the limited circumstances discussed under the next heading.

In the minority of instances, where under particular trust deeds the cash flow boosts, as they are derived, unavoidably do form part of trust law income, the distribution of trust law income will include the cash flow boosts, and so beneficiaries’ non-assessable non-exempt income will include a share of them.20

Companies

The ATO’s view that a company’s distribution of the cash flow boost is an assessable dividend will almost always be correct, though as discussed below, not inevitably.

Section 6 ITAA36 provides (ignoring preference shares):


“‘dividend’ includes:

(a) any distribution made by a company to any of its shareholders, whether in money or other property; and

(b) any amount credited by a company to any of its shareholders as shareholders;

but does not include:

(d) moneys paid or credited by a company to a shareholder or any other property … debited against an amount standing to the credit of the share capital account of the company;”



(Note that some arrangements to credit and then to distribute share capital are excluded.)

Thus, s 6 makes a company’s distribution of the cash flow boost to shareholders a dividend. Section 44(1) ITAA36 includes dividends in assessable income. However, circumstances may exist where distribution of funds sourced from the cash flow boosts will not create a tax liability, eg where franking credits accompany the distribution into another company, or where, on winding-up or capital reduction, losses (whether or not from COVID-19) have destroyed capital, but the cash flow boost restored that capital. In that last instance, before winding-up/capital reduction, you would necessarily transfer the cash flow boost reserve to the account in debit, usually accumulated losses. In this way, the distribution will be from capital and by the exclusion in para (d) in the quote above, it will not be a dividend and will not be assessable.

Conclusion

In short, it will be commercially wise for companies and trusts to place the cash flow boosts to the credit of a cash flow boost reserve. Ultimately, trusts may distribute the amount without tax, while company distributions will usually be taxable, although frankable. A partnership might also adopt the strategies described here.

Stephen Page, CTA

Partner
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Death duties again? Really?

by Ian Raspin, CTA, Managing Director, Lyn Freshwater, Senior Tax Consultant, and Mark Morris, FTI, Senior Tax Counsel, BNR Partners


There has been an increasing level of discussion about the feasibility of reintroducing death duties or similar taxes in Australia as a way of bolstering government revenue and addressing growing income and wealth inequality. Death duties have in the past created considerable resentment among affected parties, have been easily avoided by the well-advised, and have not produced significant revenues. International experience suggests that, while some countries have retained them over time, a significant number have removed them, and the case for reintroduction does not suggest international best practice. This article argues that, rather than reintroduce a whole new tax with a whole new set of potential problems and complexities, it may be better to consider broadening the existing tax base, fixing technical issues, and providing greater certainty both in terms of revenue and ease of compliance and administration. In particular, changes could be targeted in the area of estate income and capital gains taxation, or even more broadly in CGT.



Introduction


“The art of taxation consists of plucking the goose so as to obtain the most feathers with the least hissing.”
– Jean-Baptiste Colbert, 1619 to 1683



Murmurings abound at the moment about different ways that the federal government may want to bring in more tax revenue to pay off post-COVID-19 debt, or to better fund aged care in the future, or to do both.

Inevitably, when base broadening and wealth taxes come up, death duties enter (or re-enter) the discussion. Having been part of Australia’s tax mix since before Federation at a colonial level, and since 1914 at a federal level, death duties were ditched at both levels by the early 1980s, but that does not stop people advocating for their reintroduction.

On one view, any form of wealth tax, or any new form of tax on capital for that matter, may inappropriately stifle economic recovery following the COVID-19 recession. The creativity, innovation and drive of the small and medium-sized enterprise market will be critical in that phase. But if there has to be a whole new tax on wealth or capital (and, as stated below, the authors do not think that there does have to be), at least a death duty or inheritance tax, properly targeted to inter-generational wealth transfer with decent concessions for active business assets, may be the least of the “evils”.

That said, however, any serious proposal to reintroduce death duties (imposed on the estate) or inheritance/succession taxes (imposed on beneficiaries), or any combination of the two, would face significant challenges.

First, there are serious questions as to whether death duties exhibit “good” tax policy credentials — in particular, would they become (like the previous versions) essentially “voluntary taxes” for the well-advised1 while hitting others particularly hard, and how complex would they be to comply with and for the ATO to administer?

Second, death duties would face considerable “political” opposition and lobbying, doubtless coming, at least in part, from those who supported their removal throughout the 1960s and 1970s, such as farmers and those advocating for newly impoverished widows.

And, if finding a new source of significant revenue is the main requirement, there is the question of whether they would bring in enough tax revenue (or otherwise sufficiently enhance our society and economy) to justify the pain.

But before we look at whether such a “big new tax” is needed, it is important to bear in mind that:

– the income tax law already has a number of features that look and feel like a “death” tax and these could readily be tweaked or expanded if desired without the need for a “whole new tax”; and

– there are many smaller, easily implemented changes to estate taxation that could expand the existing tax base to pick up some of the revenue likely to be generated by a conventional set of death duties.

If significant tax changes in the wealth tax space are in contemplation, the authors believe that all possibilities should be considered, including what have to date been seen as “sacred cows”. Loopholes in the existing base could be fixed, the breadth of the base could be adjusted (including exemptions, such as the main residence exemption), and one could also tinker with tax rates that apply to different parts of the base (eg the CGT discount).

This article focuses on changes which could be targeted in the area of death and estate taxation, but the authors acknowledge the possibility of wider and more generic reforms.

Existing aspects of the tax base that look like death duties

Some say that the fact that the legal personal representative (LPR) is liable for tax on the deceased’s date of death income tax return (to the extent of assets in the estate) is akin to a “death” duty because it is tax imposed after the taxpayer has died. But there are perhaps better examples.

Superannuation provides one example. The superannuation death benefit is only tax-free if it goes to dependants and financially dependent offspring. If it goes to non-dependent adult beneficiaries, the benefits are generally taxed to the estate. This is similar to a death tax. However, some may argue that tax on superannuation should apply more broadly unless the benefit goes to the surviving spouse.

Now to CGT. Unrealised capital gains to the deceased are not generally taxed at death (although there are exceptions to this) and the LPR or beneficiaries usually inherit the deceased’s cost base, exposing them to tax on disposal (again, there are exceptions). So, in a sense, tax on capital gains is “inherited”.

If an asset is left to a charity (other than a deductible gift recipient), or if something other than Australian land is left to a non-resident, there is theoretically a taxed capital gain under CGT event K3 at death (a “death duty”) on the basis that, if unrealised gains are not captured at that time, they will disappear from the tax net after death. The tax is theoretical because it will not be collected if the asset passes to the charity or to a non-resident outside the two-year (or sometimes four-year) amendment period for date of death return assessments. This is a big loophole.

Existing aspects that look like a “free kick”

On the other hand, there are CGT concessions that perhaps go too far. A dwelling that was the main residence of the deceased just before death, and not used to produce income at that time, can be sold by the LPR or beneficiary completely tax-free within two years of death. This is irrespective of how the dwelling was used before just before death or even whether it had been the deceased’s main residence for much (if any) of that period. Indeed, there seems to be nothing to prevent the claiming of another dwelling as an actual main residence of the deceased for that period. A real double dip! This is a case of an intended compliance cost concession for estates that is poorly targeted and arguably goes “too far”.

There are other examples where the CGT base is curiously narrower than good policy would suggest. Pre-CGT dwellings that were never the main residence of the deceased also enjoy a two-year tax-free selling window. Further, the LPR can rent out any dwelling during that two-year period (whether pre-CGT or post-CGT to the deceased) with zero effect on the exemption. This period can be extended with the “okay” of the Commissioner. When CGT began, the window was only 12 months.

The current main residence exemption and death rules also have some drafting deficiencies which may permit (and, in the ATO’s view, do indeed permit) taxpayers to “double up” on exemptions, for example, by obtaining a market value cost base on a main residence at death (which eliminates any pre-death capital gain or capital loss) and taking account of main residence days before death to reduce any capital gain over that market value if the dwelling is not sold within the two-year window.

When one examines examples like this, the existing tax arrangements after death, but as a result of death, reflect different policy considerations and sometimes reveal inconsistencies. Small changes can be made to tidy up the rules for estates and beneficiaries to bring in the tax they should.

Small change approach

A “small change” approach could involve simply fixing loopholes (such as those involving CGT event K3 and the main residence exemption as outlined above) and making minor policy changes or clarifications where necessary.

For example, it has never been clear whether the death roll-over in ss 128-10 and 128-15 of the Income Tax Assessment Act 1997 (Cth) (ITAA97) is meant to come to an end once an estate asset passes to a testamentary (often discretionary) trust, or whether it is meant to continue until the asset finally reaches the hands of an individual beneficiary from a testamentary trust (and perhaps other intervening trusts). Literally, the law exempts only an LPR, and not a trustee of a testamentary trust. The ATO’s administrative approach (see PS LA 2003/12) exempts transfers from testamentary trusts (including discretionary testamentary trusts). However, if the beneficiary is the trustee of another trust, the practice does not extend to a transfer to any beneficiary of that trust.

Curiously, a foreign resident deceased would not be eligible for the CGT discount if they sold Australian land, but the CGT discount is available if their estate has an Australian resident LPR who sells the asset.

On the flipside, a resident deceased person whose estate has a non-resident LPR can avoid CGT on non-Australian land assets even though CGT event K3 should apply.

A more recently observed phenomenon is the concept of “multiple” estates for the one deceased person whereby foreign-sited assets are kept out of the hands of the Australian resident trust rules.

An approach that treated the deceased and their estate as a continuing entity, thereby removing the estate from the trust assessing rules, might overcome some of the anomalous outcomes where the LPR is a resident of a different country from that of the deceased.

Bigger change approach

The full range of tax concessions which are currently enjoyed by deceased estates could be reviewed, including the concessional tax rates that are available to estates under s 99 of the Income Tax Assessment Act 1936 (Cth) (ITAA36), assuming that “sacred cows” are no longer “sacred”.

It appears that people are already trying to subvert the recent amendments to restrict the “excepted income” concession for minors in Div 6AA ITAA36 (broadly, to income from the deceased’s own assets and superannuation proceeds etc) by trying to divert income from discretionary trusts through the deceased estate itself. While the Commissioner may seek to apply s 99A ITAA36 to such arrangements, it is a blunt instrument. There is a broader question about the need for a policy rethink because the nature of deceased estate planning has changed from relatively simple trust arrangements for surviving spouses and minor children to highly intricate succession plans involving (in the main) discretionary trusts, including multi-generational arrangements.

When CGT was introduced with effect from 20 September 1985, the federal government was keen to avoid the impression that it was, in any sense, a reintroduction of death duties by stealth. Hence, as mentioned above, the death roll-over in ss 128-10 and 128-15 usually defers recognition of any capital gain or loss until an LPR or beneficiary sells the deceased’s assets.

Of course, it would be relatively simple in terms of drafting to remove the roll-over either fully or partly. The impact of such a change, would, however, be considerable in terms of the sheer number and cost of valuations required at death (noting that this was probably one of the reasons why Australia introduced a pre-CGT/post-CGT regime rather than the United Kingdom’s original 1965 valuation date approach). This change could also generate real cash flow issues where illiquid assets are concerned.

Notwithstanding the problems, this sort of change would be a de facto death duties regime — without the need for a new and separate piece of legislation while avoiding interactions between CGT and death duties that may otherwise have to be addressed. Unlike a real death duty that would tax the value of assets rather than accrued gains on assets, this approach would just bring CGT collection forward, but that may be more palatable than a duty on estate value and capital gains tax to those who realise estate assets with accrued gains.

Serious consideration could then be given to what assets should be taxed at death and what are not taxed at death. A case would no doubt also be made to continue to defer CGT on agricultural land and small business assets. There would also be a good argument for leaving a concession for spousal transfers of all (or some) assets (such as a main residence).

Some may query at this point whether the fact that the deceased who resided in the property should remain relevant if the property passes to beneficiaries who do not also live there.

In fact, a bigger change approach, beyond death duties, would be to consider whether the main residence exemption should continue at all. It is a very costly exclusion (to government revenue) from the CGT base. For example, it was estimated to cost the budget $74b in the 2017-18 forecast, and $327.5b over the forward estimates.2 The removal of the exemption for non-residents is estimated to result in a revenue saving of $155m in 2020-21.3

No doubt, removal of the main residence exemption would be politically difficult and raise concerns over “lock-in” and further decreases in housing availability (and affordability). But the main residence has become an important (if not the most important) store of wealth for many individuals under all but the highest wealth brackets, and so may well feature in any wealth tax that is introduced.

Partial removal of the main residence exemption might also be considered, but the difficulty there has always been fairly balancing the treatment of individuals in different housing markets (that is, Sydney and Melbourne as opposed to the rest of Australia).

If all of this looks just too hard, the 50% CGT discount, which was originally to be a replacement for cost base indexation, has become much more than that in low inflationary times. It is extraordinarily generous and encourages saving and investment to generate capital rather than income returns which are subject to progressive income tax.

Some advocate the return of indexation (but, please, not the rounded to 3 decimal place indexation factors), and this would take trusts and companies back to a neutral playing field. However, a better option may be to reduce the discount rate to a smaller percentage, say, 5% or 10%. Or, as applied in other jurisdictions, the discount rate could increase on a “stepped” basis the longer the asset is held. A lesser change might involve removing or reducing the CGT discount for assets which taxpayers have negatively geared.

The “big bang” – reintroduce death duties or a similar wealth tax

If none of the above appeals, and the government really does want to “bite the bullet”, what can be said about a reintroduction of death duties/inheritance taxes?

The first thing of interest is, as previously mentioned, that Australia had got rid of death duties by the early 1980s, notwithstanding the fact that countries with similar taxing regimes retained them (and some, like the United States and the UK continue to have them (at about 40%). The OECD average rate is 15%.

The US has a very high threshold (currently US$11.4m (inflation adjusted) but returning to US$5m in 2026) and the UK reasonably high (GB£325,000 or thereabouts).

However, 15 countries have no taxes on property passing to lineal heirs, and 13 countries repealed them between 2000 and 2015. New Zealand repealed its estate duties in 1992, and its gift duties in 2011.

Prior to the 1980s, Australia’s duties were at both a state and federal level, full of complexity, with a combination of relatively low exemptions, moderate to high rates, and, except towards the end, not much in the way of concession for spousal transfers. Death duties were extremely unpopular.

Strong inflationary pressures in the late 1960s and early 1970s had brought ever smaller estates into the net, increasing the overall costs of administration and compliance. Death duties were relatively easy to avoid with the use of trusts, especially discretionary trusts, so high wealth individuals in the main did avoid the duties, but duties fell harshly on business people who died unexpectedly and on people who operated through partnerships and owned assets in their own names. Impoverished widows ended up relying on state pensions, and farmers, who had high value but low income-producing and hard to sell assets, were often worst hit of all. The duties did not produce much government revenue for all of the pain.

These factors would surely have to be addressed in any possible reintroduction.

What are some of the other issues?

Federal or state (or, God forbid, both)?

It seems highly unlikely that the previous arrangement of both state and federal duties would come to pass, although that does remain the approach in the US. In Australia, it would presumably be at a federal level only (if at all).

Estate tax or inheritance tax (or a bit of both)?

Should duties be levied on the estate or on those who inherit (or a bit of both)? Don’t laugh — Western Australia previously assessed some duties on the estate and some on successors!

The Henry review4 pointed to the possibility of introducing an estate tax, an inheritance tax or an accessions tax.

Broadly, an estate tax would apply to the whole of an individual’s estate, regardless of how many recipients there were. It could be modified to favour bequests to spouses or to other categories of dependent recipient, as such bequests could be concessionally valued or be subject to a flat percentage discount.

By contrast, an inheritance tax would apply separately to each inheritance received by an individual, which would typically be levied at progressive tax rates.

An accessions tax would essentially tax gifts and inheritances received by a particular person on a cumulative basis. It would take into account the fact that some recipients receive a number of substantial inheritances over the course of their lives and that they should be taxed cumulatively on the value of those amounts. Ireland has such a system (capital acquisitions tax, or CAT), with a hefty 33% tax applying once the threshold is reached, and the record-keeping required for a lifetime system may present some challenges.

Prima facie, an inheritance tax is more aligned with the progressive income tax system as it taxes the bequest in the hands of the recipient rather than the estate of the donor. However, it would provide tax planning opportunities as the deceased may be able to reduce the overall tax burden by allocating the inheritance differentially among such beneficiaries, compared to the total tax that would be payable on the entire estate under an estate’s tax. This is in the same way, broadly, that discretionary trusts are now used to split tax liability for income tax, or for CGT purposes, where, to avoid CGT event K3, cash or pre-CGT assets are given to non-residents, with residents taking the bulk of other assets.

Regardless of whether an estate tax or an inheritance tax was implemented, there would need to be rules for gifts. For example, the former Commonwealth estate duty aggregated gifts made within three years of the deceased’s death with the value of the estate for the purposes of that tax.

The Henry review concluded that, while there were arguments in favour of both an estate tax and an inheritance tax, an estate tax would be the best model for Australia if a bequest tax was to be introduced.

In reaching that conclusion, the Henry review noted5 that an estate tax would avoid the lifetime complexity of the accessions tax and be simpler to administer than an inheritance tax. It also accords with the tax system structure under which income savings are subject to relatively uniform low rates of tax, and it removes incentives for donors to split up their estates to minimise the tax payable.

Such an outcome is consistent with the reforms proposed under ch 24 of the Asprey report in 1975 which similarly concluded that there were merits to taxing under both proposals but that an estate tax would be administratively simpler and would more easily control tax avoidance. Interestingly, discretionary trusts were much less prevalent in the mid-1970s than they are today (today, there are approximately one million such trusts, split roughly 50/50 investment and business), so an estate tax may possibly be used as a lever against discretionary trusts.

Recommendation 25 of the Henry review stated that, while no recommendation was made on the possible introduction of a tax on bequest, the Commonwealth Government should nonetheless promote further study and community discussion on the options available.

Nonetheless, the Henry review’s findings that the preferred form of any reform should be in the nature of an estate tax is clearly influenced by the detailed findings of the Asprey report.

What assets?

The Asprey report suggested that the tax base of an estate duty should at least include the real and personal property owned by the deceased at the time of their death, which then becomes part of the estate administered by the LPR. However, the report also proposed that the base on which estate duty is levied should also include property that the deceased had power to acquire at the time of their death. Thus, it would include property the subject of a power of appointment which the deceased had at the time of their death, which could have been exercised in their own favour. While not directly referred to, this would appear to place a constraint on the use of discretionary trusts as a possible means of avoiding duty as was the experience under the former estate duty regime.

The Asprey report also suggested that, in relation to certain illiquid assets (such as farming land), LPRs should have an option to spread the payment of duty over a number of years to minimise the cash-flow effect of the duty.

Threshold, rate and revenue potential?

Now we get to the nitty gritty!

The Henry review pointed out that raising revenue should be done to cause the least harm to economic efficiency, provide equity (horizontal, vertical and intergenerational), and minimise complexity.

The Henry review also pointed out6 that no OECD country regards wealth transfer taxes as a major source of revenue and that, on average, OECD countries only raised 0.41% of their total tax revenue from such taxes.

If the tax has a large threshold, and therefore fewer cases, a high rate is needed to ensure a reasonable revenue take. This is broadly the current approach federally in the US. But a high rate means that there are big incentives to get around the impost.

Too small a threshold, even with a smaller rate, could bring too many small estates into the net and lead to an increase in administration, compliance complexity and costs, as was the case with the old death duties in Australia.

That seems to leave a large threshold so only large estates are caught, and a low rate to minimise efficiency distortions and discourage avoidance. But will this produce much revenue?

The Henry review recommended that the merits of introducing a bequest tax should be considered and that, if it was introduced, it should only be levied at a low flat rate and be designed to affect only large bequests.

It seems that the only way in which an estate or inheritance tax could generate a significant amount of revenue in Australia is where it is imposed on a broad base at a low rate of tax. Currently, there is no modelling which indicates what level of revenue would be generated by the introduction of such a tax (which would also be contrary to international trends). However, an interesting article published by the Australian Institute for Business and Economics of the University of Queensland does discuss the economic merits of such a broad-based proposal.7

One of the arguments is that, even if significant revenue is not generated, a death duty or inheritance tax may address wealth inequality to some extent. As people are now living longer, assets are increasingly left to financially secure spouses and children, causing wealth inequality (and the economic and social disadvantages that that creates) to increase. A tax may help to reduce these effects.

Any revenue raised from the tax could also be used to increase opportunities, for example, with spending on education and scholarships, and the tax may be reasonably efficient. It may not “distort” the behaviour of the deceased to the extent that bequests are from assets that the testator kept for a “rainy day” but, in the end, were not needed, or where the deceased died unexpectedly. Even if testators decide to spend rather than save in order to leave to others, there may be a positive effect on demand, as well as helping to break down stores of wealth. To the extent that the tax did discourage some saving and investment by living people, at least the actual impost is deferred until after death.

Spousal transfer exemption?

Politically, duties with a spousal transfer exemption would be easier to sell, as there would then be a clear focus on the inter-generational transfer of wealth. This would be essentially a deferral of tax in relation to many spousal transfers, as is the case in the UK (which also allows any unused threshold to be passed to surviving spouses). The Asprey report suggested, however, that there should be a monetary limit on a spousal transfer exemption.

Complexity, structuring and costs

One of the major concerns about the reintroduction of inheritance taxes is that they become very complex and encourage advisers to design structures to get around the tax, for example, by using chains of trusts to separate the assets from the true owners. One of the key issues is that these structures will have an impact on the effectiveness of other taxes, which is unlikely to be desirable from either a compliance cost or administration perspective.

Practitioners would be concerned about the effect that the tax would have on the scale of compliance work needed to get estate (and sometimes beneficiary) tax issues satisfactorily sorted, in a reasonable time frame.

International dimension

Would any new tax be like income tax and assess residents on worldwide wealth, and non-residents on Australian assets? If so, similar complexities would arise, for example:

– How would the ATO track overseas gifts that were relevant for a resident’s tax-free concession?

– What structuring would be entered into by non-residents to ensure that they were not sufficiently “connected” to Australian assets?

There would also be the question of foreign tax credits and the need to amend the scope of treaties. Treaty interactions would inevitably be complex because of the different ways that countries levy death duties and inheritance taxes. More cases would also arise because, pre-COVID-19 at least, there have been significant increases in the international mobility of income and capital.

Interaction with other taxes

It goes without saying that interactions with other taxes and duties would be needed, especially CGT and stamp duties.

“… a death duty or inheritance tax may address wealth inequality to some extent.”

Other considerations

The Henry review noted8 that any option for taxing bequests and gifts would require consideration of the following:

– the cash-flow implications for estates that are held predominantly in the form of liquid assets;

– the treatment of bequests to charities, which are concessionally taxed in many countries;

– how any such tax would interact with CGT;

– how the tax would interact with the taxation of superannuation benefits on death;

– the treatment of non-resident donors and property located outside Australia; and

– the design of the gift tax to accompany the request tax.

Other wealth taxes

Of course, death duties are not the only “wealth tax” around. There are many others.

Land holdings have sometimes been targeted because they can easily be identified and (usually) valued, but clearly that is highly distortional and inequitable.

In the OECD’s report, The role and design of net wealth taxes in the OECD,9 it was observed that there had been a renewed interest in wealth taxation for collection and wealth redistribution purposes, although fewer OECD countries then levied them than in the past.

The report observed that repeal had often been because of administrative and efficiency concerns, redistributive goals had not been met, and the revenue collected had been very low. However, the report argued that there was a strong case for addressing wealth inequality through the tax system — that it is far greater than income inequality and tends to be self-reinforcing. The question was whether a wealth tax was the most effective way of addressing wealth inequality.

Australia already has progressive income tax and a CGT regime where net capital gains are taxed essentially as income (thus progressively), but as noted above, CGT contains some very significant exemptions and rate concessions that weaken its potential effect on addressing wealth inequality. For example, non-assessable distributions from discretionary trusts are not taxed as income or as capital gains.

It may well be that, if there is a desire to reduce wealth inequality, instead of imposing a new wealth tax via a death duty or something similar, fixing base and rate erosion in CGT may provide much of the answer.

It must be remembered too that wealth taxes tend to be very complicated in nature, and this leaves them open to abuse and avoidance. Even former prime minister Paul Keating’s recent proposal in the aged care royal commission for an alternative basis to fund aged care (a repayable loan system, like HECS, after death) was met with a question from Commissioner Tony Pagone QC (a noted former tax lawyer and judge) as to whether the proposal could be seen as a death tax. Mr Pagone observed that, putting on his former tax lawyer hat, he could see many people trying to make sure that there would be no assets left to repay the loan.

Conclusion

Many significant impediments would be faced by any serious proposal to reintroduce death duties. A better approach may lie in making smaller policy and technical changes to the existing tax base, especially the CGT rules that apply to deceased estates. If this is done well, a greater degree of progressivity could be achieved on “capital” income, with a consequent effect on wealth inequality.

Ian Raspin, CTA

Managing Director

BNR Partners

Lyn Freshwater

Senior Tax Consultant

BNR Partners

Mark Morris, FTI

Senior Tax Counsel

BNR Partners

References

1 Commonwealth Taxation Review Committee and Justice K Asprey (Chairman), Asprey Taxation Review Committee report (Asprey report), 31 January 1975.

2 Australian Government, Tax expenditures statement 2017, January 2018, p 19, Table 4.1. Available at https://treasury.gov.au/sites/default/files/2019-03/2017-TES.pdf.

3 Explanatory memorandum to the Treasury Laws Amendment (Reducing Pressure on Housing Affordability Measures) Bill 2019, p 7.

4 Australia’s Future Tax System Review Panel, Australia’s future tax system, final report (Henry review), 23 December 2009, p 145.

5 Ibid, p 146.

6 Ibid, p 143.

7 Australian Institute for Business and Economics, Back from the dead: Australian inheritance tax, August 2018.

8 Henry review, p 147.

9 OECD, The role and design of net wealth taxes in the OECD, OECD tax policy studies, no. 26, 2018.

[image: Illustration]


Section 353 notices: powers to obtain information

by Tania Waterhouse, Partner, Waterhouse Lawyers, and Pat Zappia QC, Barrister, Aickin Chambers and PG Hely Chambers


A recent decision of the Queensland Court of Appeal canvasses the use of information obtained during a compulsory interview under provisions such as s 353-10, Sch 1 TAA53 or former s 264 ITAA36. The Full Court found that relying on the transcript to formulate charges abrogates the common law fundamental right to a fair criminal trial. The decision in R v Leach affects any taxpayer that was convicted as a result of the Director of Public Prosecutions relying on an ATO compulsory interview. Given the decision, it is unlikely that the ATO will allow this to occur again. The case also throws open the issue of what remedies are available where an ATO officer breaches the disclosure provisions. In particular, is there a remedy available to the taxpayer/defendant?



The law

The non-disclosure provisions in Div 355 of Sch 1 to the Taxation Administration Act 1953 (Cth) (TAA53) apply to protected information.

Protected information is defined to mean information that is disclosed or obtained under or for the purposes of a taxation law (other than the Tax Agent Services Act 2009 (Cth)), which relates to the affairs of an entity (including but not limited to the entity’s tax affairs), and which identifies, or is reasonably capable of being used to identify, that entity.

Section 353-10, Sch 1 TAA53 confers power on the Commissioner of Taxation to compel a person to give evidence on oath “for the purpose of the administration or operation of a taxation law”. A person who is compelled to give evidence under the section may not invoke the privilege against self-incrimination.1

Section 355-50, Sch 1 TAA53 carves out exceptions to this prohibition. It permits disclosure of such information to “any entity, court or tribunal … for the purpose of criminal … proceedings … that are related to a taxation law”.

Sections 355-25 and 355-30, Sch 1 TAA53 make it an offence for a taxation officer to disclose information obtained at a compulsory examination. The non-disclosure provisions are commonly referred to as “the secrecy provisions”.

The basic facts

Philip Leach, a solicitor, lodged numerous BASs on behalf of two trusts, resulting in GST refunds of $1,311,761. The refunds were transferred to bank accounts controlled by him. He also asserted that those trusts had incurred expenses that he knew had not been incurred.

During an audit of his taxation affairs, the ATO issued a notice under s 353-10, Sch 1 TAA53 to Mr Leach, requiring him to attend and give evidence under oath or affirmation and to produce documents on 18 March 2010. The audit concluded in August 2010 and the matter was referred to the serious non-compliance area of the ATO for further investigation.

In September 2011, the matter was referred for prosecution by the ATO investigator. The brief of evidence provided to the Commonwealth Director of Public Prosecutions (CDPP) included a transcript of the compulsory interview conducted on 18 March 2010.

The matter was heard in the District Court at Brisbane on 24 April 2017. During the trial, the interview transcript was tendered and a recording of the interview was played for the jury.2 In particular, the CDPP sought to establish that Mr Leach had lied at the interview and that those lies evidenced his consciousness of guilt.3

The defendant was convicted of all charges on 15 May 2017. He received eight years imprisonment, with a non-parole period of four years.

The Court of Appeal decision

The Court of Appeal of the Queensland Supreme Court held (by a majority)4 that the use of the transcript of interview by the prosecution constituted a miscarriage of justice.5

The issue before the Court of Appeal

The issue before the Court of Appeal was whether the relevant provisions of the TAA53 permitted the disclosure of a compulsory examination to the prosecuting authorities for use in charging and prosecuting Mr Leach.

As stated by Sofronoff P:6


“The question is whether the legislation implicitly authorizes the disclosure to and use by the DPP of the content of a s 353-10 Sch 1 examination for the purpose of a consideration of charges against the examinee, for the purpose of the formulation of such charges, for use in the prosecution case in relation to such charges and as evidence at a criminal trial to prove the guilt of the examinee.”



The reasoning in the Court of Appeal

The leading judgment in the Court of Appeal was given by Sofronoff P. His Honour construed the relevant provisions of the TAA53 by applying the principle of legality which holds that the legislature should not be presumed to abrogate fundamental principles or rights or to depart from the general system of law without expressing its intention with irresistible clearness.7 Such an alteration can only be made if it is made clearly by express words or necessary intendment.8

At issue in this case was whether the provisions of the TAA53 abrogated two fundamental principles underpinning the accusatorial nature of the common law criminal justice system. First, the principle that the onus of proving criminal guilt rests on the prosecution. Second, that the prosecution, in discharging that onus, cannot compel the accused to assist it at any stage of the accusatorial process which commences with the investigation of crime and culminates in the trial of the offence.9

It would plainly be a departure from these fundamental principles of the criminal justice system for the prosecution to be armed with evidence of an accused person obtained under compulsion when considering, formulating and prosecuting criminal charges against that person.10

Sofronoff P held that the relevant provisions of the TAA53, including s 355-50, Sch 1 TAA53 which permitted disclosure of the compulsory examination to “any entity, court or tribunal … for the purpose of criminal … proceedings … that are related to a taxation law”, did not manifest an intention by the legislature to abrogate these two fundamental principles.

As such, those provisions did not impliedly authorise the disclosure of the transcript of interview to the CDPP for the purpose of considering whether to charge Mr Leach, formulating those charges and proving them at trial.

In reaching this view, Sofronoff P made several pertinent observations about the legislation:

1. the objects of the legislation do not expressly include the alteration of the fundamental principles of the criminal justice system that were at stake;11

2. the focus of the provisions in question are to define the scope of criminal responsibility for the disclosure of protected information by tax officers. Section 355-25, Sch 1 TAA53 creates an offence in respect of such disclosure and s 355-50, Sch 1 TAA53 provided for exceptions;11

3. the provisions in question say nothing about the propriety of the “use” of the protected information by its recipient;11

4. there is nothing in the legislation which expressly authorises “disclosure” of the interview to prosecutors;12 and

5. the purposes of the TAA53 would not be frustrated to any degree if the transcript of interview could not be disclosed to the prosecution.

In respect of whether the purposes of the TAA53 would be frustrated if the transcript of interview could not be disclosed, his Honour stated:13


“Information obtained from people under compulsion may be used in many ways in pursuit of statutory objects even if an examinee remains immune from its use in criminal proceedings. Information obtained by compulsory interrogation may be used in order to recover unpaid tax by demand and by civil process even if the defendant is the examinee. Interrogation may dig into the commission of serious offences by an examinee alone or in conjunction with others. Such information may be disclosed to aid the DPP’s prosecution of offenders other than the examinee.”



Subsequent proceedings: the decision of Smith DCJA

Following the appeal, Mr Leach made application to the Queensland District Court14 for the criminal proceedings against him to be permanently stayed or for the charges which had been laid to be quashed.

Mr Leach submitted that any criminal proceedings against him would be irreparably tainted by the unauthorised disclosure of the compulsory examination to the prosecution which had already occurred, and that it would be impossible for him to obtain a fair trial in accordance with the fundamental principles of the criminal justice system described by the Court of Appeal.

The CDPP resisted the application on the basis that, since the Court of Appeal decision, a new prosecution team had been assembled which had been quarantined from the transcript of interview and the CDPP would not rely on the transcript of interview when preparing and adducing evidence at the trial.

“… use of the transcript of interview by the prosecution constituted a miscarriage of justice.”

Findings

The matter was heard by Smith DCJA of the Queensland District Court. The court quashed Mr Leach’s convictions.15 His Honour found on the evidence before him that the complaint and charges presented on the indictment had been in part drawn by the CDPP based on the record of interview and, as found by the Court of Appeal, the provisions of the TAA53 did not authorise the disclosure and use of a compulsory examination for such purpose.16 That reasoning was plainly correct.

However, Smith DCJA refused to permanently stay the criminal proceedings.17 He ordered that the charges against Mr Leach be quashed. This left it open to the possibility of new charges being laid.18

Use of derivative evidence

In the course of the application before Smith DCJA, a question arose as to whether it was open to the CDPP to use evidence which was derived from information provided by the examinee at the interview (derivative evidence).

His Honour concluded that the use of derivative evidence did not necessarily prejudice a fair trial and its use by the prosecution depended on the nature of the evidence and whether it was available from other sources.19 Consistently with this approach, His Honour found that it was permissible for the prosecution to rely on the evidence of witnesses who were identified from information provided by Mr Leach in the compulsory examination.20

Smith DCJA’s conclusion creates a tension with the reasoning of the Court of Appeal. That court had determined that the provisions of the TAA53 concerning compulsory examinations had not in any sense abrogated the twin fundamental principles of the criminal justice system, namely, that the onus of proving criminal guilt rests on the prosecution and the prosecution, in discharging that onus, cannot compel the accused to assist it at any stage of the accusatorial process. Once that conclusion was reached, it would appear to follow that no information provided by Mr Leach could be used in prosecuting him, whether directly or indirectly.

An indirect use of information obtained under compulsion would constitute as much of an infringement to the twin principles underlying the accusatorial process as a direct use. And the infringement arises notwithstanding that such evidence may have been available from other sources. It is not inevitable that the indirect evidence (even though otherwise available) would have been pursued in the absence of the compulsory examination. The prohibition against the use of the compulsory examination to assist in proof of the prosecution case was not confined by the Court of Appeal to the use of the transcript itself.

Smith DCJA referred to the reasons for judgment of French CJ and Crennan J in X7, in support of his conclusion.21 However, French CJ and Crennan J were in the minority. Hayne and Bell JJ, with whom Kiefel J agreed, did not distinguish between a direct and an indirect use of evidence obtained from an accused at a compulsory examination as constituting a fundamental departure from the twin principles underlying the accusatorial nature of the criminal justice system.22

Smith DCJA also relied on the reasons for judgment of Bathurst CJ in R v Seller.23 The judgment of Bathurst CJ was carefully considered by Sofronoff P in the appeal and his Honour did not construe it as authority for permitting the use of the transcript of interview to obtain indirect evidence for use in the prosecution of Mr Leach. In any event, the legislation in R v Seller, as construed by Bathurst CJ, was found to have abrogated by necessary implication the prohibition against the use of evidence indirectly obtained from the compulsory examination by the prosecuting authorities.24 The same could not be said of the provisions of the TAA53.

A permanent stay

As correctly noted by Smith DCJA, the grant of an order permanently staying a criminal proceeding because of an infringement of the principles underpinning the accusatorial process is an exceptional remedy.25 So much was established in Strickland v DPP,26 where it was said that:


“… a permanent stay of prosecution should only ever be granted where there is such a fundamental defect in the process leading to trial that nothing by way of reconstitution of the prosecutorial team or trial directions or other such arrangements can sufficiently relieve against the consequences of the defect as to afford those charged with a fair trial.”



A further observation made in Strickland was that the forensic disadvantage suffered by the accused by the wrongful disclosure and use of the compulsory examination is not inevitably overcome by the appointment of new prosecutors who know nothing of the examinations where there has already been a wide-ranging undocumented dissemination of the examination.27

In the Court of Appeal, Sofronoff P made the observation that the examination of Mr Leach had been disseminated to numerous officers within the office of the CDPP.28 His Honour also held that the examination could not be used by the CDPP “for the purpose of a consideration of charges”29 (ie whether to prosecute). In the context of these matters, it was relevant when considering whether to grant a permanent stay for Smith DCJA to ascertain whether the extent of the dissemination which had occurred within the office of the CDPP no longer made it possible for the prejudice to Mr Leach to be overcome by the appointment of a new prosecution team.

Further, it was also arguable that the decision to prosecute Mr Leach (based partially on the wrongful disclosure of the transcript of interview) could not readily be dismissed as an incurable forensic prejudice. At the very least, it would be difficult for a court to conclude with any degree of confidence that a new prosecution team could truly consider afresh whether to charge and prosecute Mr Leach without being influenced, at least in part, by the fact that the CDPP had previously proceeded with an indictment. Both matters required consideration when determining whether a permanent stay should be ordered.

Remedies

The following remedies may be available to a taxpayer where the secrecy provisions have been breached by an ATO officer.

Pre-conviction

If charges have been laid and the matter has not been heard, a taxpayer who is the subject of a breach of the secrecy provisions can challenge the charges and seek to have them set aside (relying on Leach).

The taxpayer, or their legal representatives, can initially make a submission to the CDPP to withdraw the charges.

It is of course open to the CDPP to withdraw the charges and to appoint a new case team to investigate and prepare charges without any reference to the compulsory interview.

Post-conviction

Where the charges have been heard and the taxpayer has been convicted, the taxpayer may be able to challenge the conviction on the basis that the use of the transcript of interview by the prosecution constituted a miscarriage of justice. This was the successful option taken by the defendant in Leach

Compensation

There are no compensatory remedies available to the taxpayer under the legislation. However, depending on the particular circumstances, the taxpayer may be able to:

– pursue a negligence claim against the Commissioner;30 and/or

– seek compensation from the ATO for detriment arising from defective administration.31

Action against staff member who disclosed the “secret”

Breach of the secrecy provisions is a criminal matter and a staff member who improperly discloses the record of interview can be prosecuted. The authors are not aware of any instances where this has occurred.

Conclusion

Leach is a salutary lesson to the Commissioner of inherent risks where ATO officers do not strictly observe the secrecy provisions.
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A Matter of Trusts

by Magdalena Njokos, Sladen Legal

Changes to the taxation of testamentary trusts

Legislation passed on 17 June 2020 has amended the ITAA36 to change the taxation treatment of distributions of income from testamentary trusts to minors.

Taxation of unearned income of minors

Trust estates are taxed under Div 6 of Pt III of the Income Tax Assessment Act 1936 (Cth) (ITAA36). While taxpayers often seek to establish testamentary trusts in their wills with the objective of achieving asset protection for beneficiaries who are exposed to business/creditor risks or family law risks (such as marital or relationship breakdown), an ancillary tax benefit that arises from establishing a testamentary trust is the effect on the taxation of distributions to persons who are under 18 years of age.

Division 6AA ITAA36 provides special rules for determining the tax payable on the eligible assessable income of a minor. The special rules provide that a lower tax-free threshold and special rates of tax apply to the taxable income (other than excepted income) derived by the minor.

For the purposes of Div 6AA, a “minor” is defined as a person who is under 18 years of age on the last day of the year of income and who is not an excepted person in relation to the year of income (s 102AC). “Eligible assessable income” is defined in s 102AE and generally includes so much of the assessable income as is not excepted income. The special rules apply to the minor beneficiary’s share of the income of a trust that is not excepted trust income (s 102AG(1)). The types of excepted trust income are listed in s 102AG.

Under the Income Tax Rates Act 1986 (Cth) and Div 6AA ITAA36, the eligible assessable income of a minor (other than excepted income) is taxed as per Table 1.




Table 1. Tax on eligible assessable income of a minor




	Distribution

	Tax rate




	$0–$416

	Nil




	$417–$1,307

	$0.66 per dollar




	$1,308+

	$0.45 per dollar









Under s 102AG(2)(a)(i) ITAA36, one of the types of excepted income is assessable income of a trust estate that resulted from a will, codicil or intestacy. Therefore, the income of a testamentary trust (a trust estate that resulted from a will) is excepted income and the special rules in Div 6AA outlined above will not apply to income distributed by the testamentary trust to a minor beneficiary. The minor beneficiary will be taxed on income received from the testamentary trust at normal adult marginal rates, with the benefit of the higher tax-free threshold. In addition, the low-income tax offset and the low and middle-income tax offset will reduce tax payable on the minor’s excepted income if the minor is eligible for the offsets.

Later acquisition of assets and Furse’s case

Historically (and subject to the anti-avoidance provisions discussed below), the tax benefit of a testamentary trust (as described above) was not limited to assets that are passed directly from the estate of the deceased to the testamentary trust and could be derived from assets that were later acquired by the testamentary trust.

This was specifically addressed in Trustee for the Estate of the late AW Furse (No. 5) Will Trust v FCT1 where Hill J stated:


“The tribunal held that upon its true construction s.102AG(2)(a)(i) merely required that the trust estate should arise under or by virtue of a will. It was submitted for the Commissioner, however, that for the subsection to operate, it was necessary that the assessable income of the trust estate itself be sourced in the will or property of the deceased. With respect, I do not accept the Commissioner’s submission. It requires that the words in s.102AG(2)(a) ‘that resulted from’ refer to the assessable income rather than to the words in subsection (i) ‘a will’ etc. or in subsection (ii) ‘an intestacy’ etc. In my opinion all that is necessary to fall within s.102AG(2)(a) is that the assessable income be assessable income of the trust estate, that trust estate being one of the forms of trust estate referred to in s.102AG(2)(a)(i) or (ii) (that is to say not an inter vivos trust).”

Anti-avoidance provisions

An important part of considering the application of s 102AG(2) is the existing anti-avoidance integrity measures that are set out at s 102(AG)(4) and (5) (the anti-avoidance provisions).

Section 102AG(4) and (5) state:


“(4) Subsection (2) does not apply in relation to assessable income derived by a trustee directly or indirectly under or as a result of an agreement that was entered into or carried out by any person (whether before or after the commencement of this subsection) for the purpose, or for purposes that included the purpose, of securing that that assessable income would be excepted trust income.

(5) In determining whether subsection (4) applies in relation to an agreement, no regard shall be had to a purpose that is a merely incidental purpose.”



This is also emphasised in the explanatory memorandum to the Income Tax Assessment Amendment Bill (No. 6) 1979 (the Bill that introduced the provisions) where it stated that s 102AG(4):


“… is designed as a safeguard against arrangements of any kind that might be entered into with the purpose of exploiting the exclusions of particular income [from the application of Div 6AA].

Subsection 102AG(5) qualifies subsection 102AG(4) by excluding from operation of the latter subsection the circumstances where the purpose of securing the excepted trust income status is a ‘merely incidental purpose’ of the transaction.”



Treasury Laws Amendment (2019 Measures No. 3) Act 2020

In the 2018-19 Budget, the government announced its intention to “implement an integrity measure to improve the taxation of testamentary trusts”. Despite the pre-existing anti-avoidance provisions, the government sought to close the “loophole” of taxpayers inappropriately obtaining tax concessions on assets that are unrelated to the deceased estate and are later injected into the testamentary trust.

The Treasury Laws Amendment (2019 Measures No. 3) Act 2020 (the amendment Act) amended Div 6AA to clarify that minors will be taxed at adult marginal tax rates only in respect of income that a testamentary trust generates from assets of the deceased estate, or the proceeds of the disposal or investment of those assets.

The amendment Act inserted subs (2AA) which narrows the definition of “assessable income” in s 102AG(2)(a) as follows:


“For the purposes of paragraph (2)(a), assessable income of a trust estate is of a kind covered by this subsection if:

(a) the assessable income is derived by the trustee of the trust estate from property; and

(b) the property satisfies any of the following requirements:

(i) the property was transferred to the trustee of the trust estate to benefit the beneficiary from the estate of the deceased person concerned, as a result of the will, codicil, intestacy or order of a court mentioned in paragraph (2)(a);

(ii) the property represents accumulations of income or capital from property that satisfies the requirement in subparagraph (i);

(iii) the property represents accumulations of income or capital from property that satisfies the requirement in subparagraph (ii), or (because of a previous operation of this subparagraph) the requirement in this subparagraph.”



The explanatory memorandum to the amendment Bill provides a useful example of the manner in which this provision operates:


“Example 1.1 Injected asset

On 1 July 2019, testamentary trust ABC is established under a will of which a minor is a beneficiary. Pursuant to the will, $100,000 is transferred to the trustee from the estate of the deceased. Shortly after the testamentary trust is established, a related family trust makes a capital distribution of $1,000,000 to the testamentary trust. The resulting $1,100,000 is invested in ASX listed shares on the same day. Dividend income of $110,000 is derived for the 2019-20 income year. The net income of the trust is $110,000 and the minor is presently entitled to 50 per cent of the amount of net income.

The minor’s share of the net income of the trust is $55,000. $50,000 is attributable to assets unrelated to the deceased estate and not excepted trust income. $5,000 is excepted trust income on the basis that it is assessable income of the trust estate that resulted from a testamentary trust, derived from property transferred from the deceased estate.

Example 1.2 Income from retained excepted trust income

Following on from example 1.1, the minor’s share of the net income of the trust (being $55,000, comprising $5,000 excepted trust income and $50,000 not excepted trust income) is not paid to the minor by the trustee but is invested for their benefit in ASX listed shares shortly after the commencement of the 2020-21 income year. For the 2020-21 income year, that investment derives income of $5,500, and the minor is presently entitled to the entire amount.

$5,000 is attributable to assets unrelated to the deceased estate and not excepted trust income. $500 is excepted trust income on the basis that it is assessable income of the trust estate that resulted from a testamentary trust, derived from income that was previously excepted trust income.”



The amendment Act took effect on 1 July 2019 and applies to property acquired by or transferred to the testamentary trust on or after that date.

Administrative burden

The amendment Act produces a significant administrative burden by creating a requirement for the duplication of testamentary trusts within a common family scenario.

For example, parent A and parent B have two children. Under their wills, parent A and parent B wish to provide their children’s inheritance via testamentary trusts (one testamentary trust per child). On the death of parent A, two testamentary trusts are established. On the death of parent B, a further two testamentary trusts are required to be established to ensure that s 102A(2) applies. Each child is now managing and administering two testamentary trusts, adding unnecessary complexity and costs.

If it wasn’t for the amendment Act, this duplication and requirement for multiple testamentary trusts to be created could be avoided where parent B could instead dispose of parent B’s estate to the testamentary trusts established by parent A’s will. Based on the Furse case and the purpose of not breaching the existing anti-avoidance provisions, the same tax outcome could have been achieved without the added burden.

Magdalena Njokos

Senior Associate

Sladen Legal
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Superannuation

by Daniel Butler, CTA, and Bryce Figot, CTA, DBA Lawyers

How administrative penalties are applied to SMSFs

Self-managed superannuation fund trustees must play by the rules or suffer the consequences. Trustees should obtain advice before implementing any strategy, embarking on any significant transaction, or where there is any doubt.

Introduction

The ATO recently published PS LA 2020/3 to guide ATO staff on how to apply administrative penalties. The practice statement provides the methodology on how ATO case officers make determinations on imposing and remitting penalties in relation to self-managed superannuation funds for contraventions under s 166 of the Superannuation Industry (Supervision) Act 1993 (Cth) (SISA93).

The ATO’s view is that a contravention is taken to occur at a point in time and, for the most part, does not continue or carry over to the following financial year. However, it believes that, if a contravention remains unrectified by the end of a financial year, this can cause an additional and separate contravention at the start of the next financial year.

If a contravention is reported or detected by the ATO, there are four steps that the ATO case officer should apply when administering penalties:

1. determine whether a penalty is imposed by law;

2. determine who is liable to the penalty;

3. determine whether remission is appropriate; and

4. notify each trustee and/or each director of the corporate trustee of the liability to pay the penalty.

In addition to imposing penalties, the ATO has the power to apply one or more of the following compliance treatments:

– issue an education direction;

– accept an enforceable undertaking;

– issue a direction to rectify;

– disqualify a trustee;

– issue a notice of non-compliance; and/or

– seek civil and criminal penalties.

This article focuses on how the administrative penalty system applies to SMSFs. For simplicity, the authors refer to the term “trustee” as including a director of a corporate trustee.

Administrative penalties

Under s 166 SISA93, the ATO can impose administrative penalties on SMSFs in respect of certain rules, including the following:

– s 65(1): generally, no lending to members or relatives: 60 penalty units;

– s 67(1): generally, no borrowing: 60 penalty units;

– s 84(1): must comply with in-house asset rules: 60 penalty units;

– s 103(1): must keep minutes: 10 penalty units; and

– s 104(1): must keep records of changes of trustee: 10 penalty units.

A penalty unit is currently $222 and is subject to increases with the consumer price index. The penalty unit amount is indexed each third 1 July and will increase again on 1 July 2023 (as defined in s 4AA of the Crimes Act 1914 (Cth)). Indexation of the penalty unit was introduced in July 2017 when each penalty unit was $180. Thus, there has been a substantial (23%) increase in the amount of each penalty in the past three years.

An administrative penalty cannot be paid using SMSF resources. Accordingly, it is either the individual trustees or directors of a corporate trustee who are personally liable. Directors of corporate trustees are jointly and severally liable to the penalty, whereas individual trustees are each liable to the penalties imposed on each trustee. This means that a corporate trustee with two directors will receive one administrative penalty overall, but two individual trustees will get one administrative penalty each. This is one of the many reasons why corporate trustees are far superior to individual trustees. Indeed, all SMSFs should have a corporate trustee to minimise the risk of these penalties as all people commit sins and make mistakes, and God may forgive them but will the ATO?

Remission of penalties

When applying administrative penalties, the ATO has an unfettered discretion to remit all, part or none of a penalty imposed under s 166 SISA93. When deciding whether remission is appropriate, the ATO considers the following:

– the purpose of the penalty provision;

– the trustee’s behaviour and circumstances;

– the seriousness of the contravention;

– any unintended or unjust results;

– multiple penalties; and

– multiple breaches of the same or different provisions.

The main objectives of the penalty provisions are to encourage voluntary compliance, promote consistent treatment, and shift the behaviour of the trustee to not contravene again. The ATO considers the specific circumstances that resulted in a contravention before determining any remission.

Once the total penalty amount has been determined, the case officer must give written notice to each trustee of their liability and the reasons for this, and an explanation on any remission.

If a trustee is dissatisfied with a decision to refuse to remit, in full or in part, they may object to the Commissioner. If they are not satisfied with the Commissioner’s decision, they may apply to the Administrative Appeals Tribunal or to the Federal Court for review.

Trustees’ behaviour and circumstances

When considering whether remission is appropriate, a case officer should consider the factors that support remission and weigh them against the factors that do not support remission. The ATO states that some factors in favour of remission include:

– good compliance history;

– rectification prior to ATO contact;

– voluntary disclosures; and

– circumstances beyond the trustees’ control.

The above factors would be weighed against the factors that are not in support of remission, which the ATO states include:

– poor compliance history;

– awareness of obligations;

– repeated bad behaviour;

– multiple contraventions;

– seriousness of contraventions; and

– direct benefit gained through deliberate acts.

The important takeaway for trustees is that having a good compliance history and taking swift action to rectify a contravention will work in their favour. The ATO appears to welcome trustees who take initiative, and this may help avoid more serious outcomes.

When seeking to rectify a contravention, trustees should demonstrate to the ATO their voluntary compliance, the rectification action that has been taken (or the proposed rectification action), and how they will avoid contravention in the future. Trustees can give an enforceable undertaking to the ATO to demonstrate how they intend to rectify the contravention and any other action that they may take, such as participating in SMSF education courses.

Hints on remission from examples in PS LA 2020/3

PS LA 2020/3 outlines the ATO methodology for its case officers to follow in respect of imposing and remitting penalties in 12 practical and typical examples.

Example 1 involves an SMSF providing a loan to a member where the trustee failed to seek repayment on six different occasions over two financial years. Each such failure was treated as a contravention that is subject to 60 penalty units (ie six multiplied by 60 penalty units multiplied by $222 per penalty unit, ie 360 penalty units × $222 = $79,920). Since there were two individual trustees, the combined penalty was $159,840 (ie 2 × $79,920). However, as this example involved a single course of conduct, the ATO case officer could remit the penalty to $13,320 for each trustee (ie 60 × $222), as one penalty is appropriate for a contravention that relates to a single course of conduct.

Example 7 involves two individual trustees who deliberately withdrew $50,000 to buy a new car. There were two contraventions: s 34 SISA93 for paying a benefit early; and s 65 SISA93 for providing financial assistance to members. As there were two contraventions, the ATO case officer could remit the penalty to the amount applicable for the primary contravention because imposing a penalty for multiple contraventions for the one event may not be fair and just. Fortunately, in this example, the penalty under s 34 was $4,440, rather than $13,320, for each trustee.

Example 8 is based on similar facts to those in example 7 but the two trustees withdraw 10 separate amounts of $5,000 to buy the new car worth $50,000 in the same financial year (ie 10 × $5,000). Based on the facts in example 8, the ATO case officer could remit:

– the multiple penalties for the same primary contravention, so only impose a single penalty for s 34; and

– the multiple penalties (× 10) for the secondary (s 65) contravention.

This would result in the ATO imposing a single penalty of $4,440 on each trustee rather than imposing a $44,400 penalty (ie 10 × 20 = 200 penalty units per trustee) for the multiple contraventions of the primary contravention. Thus, a potential $288,000 penalty in this example could be remitted to $8,880 (note that the penalty units were lower in FY2016).

Example 9 provides an example of how the ATO may treat a primary and secondary contravention in relation to a loan that resulted in a contravention of s 65 (loan to a member) and Pt 8 SISA93 (in-house assets) over two distinct financial years resulting from two separate loan agreements. The case officer decided that the primary penalty for s 65 should apply for two financial years, ie $13,320 × 2 = $26,640 for each trustee.

Note that, in example 8, the 10 × $5,000 separate withdrawals were all made in the same financial year and were considered a single course of conduct. However, in example 9, there were two separate loan agreements made in two separate financial years that were treated as separate contraventions. Another important factor reflected in example 9 was that, even though Mr Smith was the active trustee who made all of the decisions, the fact that Mrs Smith was a passive trustee who was aware of the loans did not result in any additional remission for her, ie passive trustees should not remain passive and should seek involvement and accountability.

Conclusion

Self-managed superannuation fund trustees must play by the rules or suffer the consequences. Trustees should obtain advice before implementing any strategy, embarking on any significant transaction, or where there is any doubt. Where there is a contravention, timely action should be taken to minimise any adverse consequences as administrative penalties can result in substantial penalties.

When an SMSF trustee lodges a formal objection, they must cover each relevant ground of objection in appropriate detail. If the objection is unsuccessful, the trustee may wish to seek a review of the objection by the AAT or, if it involves a question of law, appeal to the Federal Court.
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Alternative Assets Insights

by Jonathan Malone, CTA, Sarah Saville, ATI, and Joanne Murray, FTI, PwC

Aggregated turnover threshold

How an entity’s aggregated turnover is calculated is critical when determining whether it can access the recently enacted temporary loss carry-back and super-charged instant asset write-off measures.

On 6 October 2020, Treasurer Josh Frydenberg handed down the 2020-21 federal Budget. From a tax perspective, there were a range of measures to stimulate business investment and jobs growth, such as a temporary loss carry-back for companies and a new and improved instant asset write-off.

As the loss carry-back and super-charged instant asset write-off measures are only available to entities that have an annual “aggregated turnover” of less than $5b, how an entity’s “aggregated turnover” is calculated and tested is an important concept. It should be noted that the Treasurer recently announced an alternate test on 23 November 2020 in relation to the instant asset write-off measure for those corporate taxpayers who do not fall within the $5b aggregated turnover threshold.  This article only looks at what is meant by the term “aggregated turnover” and does not address the alternate test.

The reliance on the aggregated turnover test has elevated the importance of a concept that many large taxpayers (particularly multinational corporations) would not have needed to focus on before as the concept has historically applied to measures which applied at a much lower threshold. This article considers how the relevant rules are to be applied.

Aggregated turnover

An entity’s “aggregated turnover” is defined as the sum of the following relevant annual turnovers:

– your annual turnover for the income year;

– the annual turnover for the income year of any entity (a relevant entity) that is connected with you at any time during the income year; and

– the annual turnover for the income year of any entity (a relevant entity) that is an affiliate of yours at any time during the income year.

It should be noted that aggregated turnover for an income year does not include income that is derived by an entity from dealings with affiliates or entities that are connected with it. This ensures that income is not double counted, ie effectively, a consolidated view of the relevant entities is taken. It is also important to note that connected or affiliate entities do not need to be Australian residents for tax purposes to be included, and that the concept of a connected entity or affiliate is not the same as an “associate”.

Any ordinary income that was derived by an entity during a period when it was not connected with, or an affiliate of, the test entity is also excluded from the calculation of annual turnover.


Note: While the loss carry-back rules are only available to companies, for the purposes of the aggregated turnover test, it will be important to consider the annual turnover of all types of entities (trust, partnership etc) that are regarded as affiliates of, or connected with, the company.



Relevant income years for the calculation

The amending legislation to give effect to the instant asset write-off and temporary loss carry-back measure (the Treasury Laws Amendment (A Tax Plan for the COVID-19 Economic Recovery) Act 2020) adopts definitions from Subdiv 328-C of the Income Tax Assessment Act 1997 (Cth) (ITAA97) that inform the relevant income years for calculating the aggregated turnover for the purposes of eligibility. Under these provisions, the aggregated turnover test should be calculated based on your turnover (and your connected and affiliate entities) for the prior income year(s) or based on your (and your connected and affiliate entities) likely turnover for the current year.


Note: The aggregated turnover tests are relevant in many other areas of tax (including the application of the taxation of financial arrangements rules, and access to the lower company tax rate and other special tax concessions). Care should be taken when determining the relevant periods that are used based on the relevant provision.



Annual turnover

Annual turnover is defined as the “total ordinary income that the entity derives in the income year in the ordinary course of carrying on a business”, but specifically excludes ordinary income that is derived from the sale of retail fuel.

As “ordinary income” is income of a kind that is regularly or customarily derived by an entity in the course of its business (or is a direct result of the normal activities of the business), statutory income (eg capital gains) should be excluded from the calculation of an entity’s annual turnover. Further, this concept is not limited to income that is assessable in Australia. This means that the annual turnover of a connected or affiliate foreign entity includes all of its ordinary income, irrespective of the source. As a result, there may be practical difficulties in determining the annual turnover of those non-Australian entities.

Special rules apply if a relevant entity has dealings with associates and those dealings are not at arm’s length, and if the entity does not carry on a business for the whole income year.

Entity “connected with” an entity

For an entity to be regarded as connected with another entity, the element of “control” must exist. In particular, one of the entities must control the other entity, or both entities must be controlled by the same third entity (s 328-125 ITAA97). Such control can be both direct and indirect. Importantly, these terms are defined in the legislation (which distinguishes between discretionary trusts and other entities) and typically have a lower control threshold than large businesses are familiar with, such as accounting control or significant global entity definitions.

Indirect control may exist between an entity (first entity) and another entity that is controlled by a second entity, where the second entity is also controlled by the first entity. However, there are certain exceptions, for example, indirect control will not apply if the second entity (ie an interposed entity) is a certain widely held entity (including a publicly traded unit trust and listed company).

Affiliates

An individual or a company is an affiliate of an entity where that individual or company “acts, or could reasonably be expected to act, in accordance with your directions or wishes, or in concert with you, in relation to the affairs of the business of the individual or company” (s 328-130 ITAA97).

However, an individual or a company is not an affiliate merely because of the nature of the business relationship that you and the individual or company share. An example in the provision explains that this exclusion could be relevant to partners in a partnership, and to company directors. However, the full scope of the exclusion is unclear.

Some factors which are indicative of parties acting in concert may include family or close relationships between parties, financial relationships or dependencies, relationships created through common links (eg directors, partners or shareholders), and/or degree of consultation on business matters, to name a few.

Practical issues

As taxpayers consider these rules and how they might apply to their Australian entities, there are a number of practical issues that may need to be considered:

– where an entity has a different year end to its connected and affiliate entities, consideration may need to be given to how the annual turnover can be calculated for the relevant period for each connected and affiliate entity;

– as the aggregated turnover threshold is quoted in Australian dollars, the annual turnovers for any foreign connected or affiliate entities will need to be converted into Australian dollars before being summed to calculate aggregated turnover. Depending on the foreign exchange movements over the relevant periods, this may lead to drastically different outcomes;

– where taxpayers join or leave a group or an ownership structure during the year, specific consideration will need to be given to which entities may be considered “connected” and “affiliate” entities for each relevant income year, and which income is included in the calculation of aggregated turnover;

– taxpayers with corporate limited partnerships and fund structures, and/or incorporated joint ventures, will need to consider whether certain entities are aggregated for these purposes;

– taxpayers that have non-share equity arrangements (eg profit-participating loans) in their global structure may need to consider whether those arrangements could also give rise to control under the “connected with” test;

– where an entity is required to include the annual turnover of entities that are not members of a wholly owned group (eg in fund structures that have a single investor that holds an interest of greater than 40%), difficulties may arise in trying to obtain the relevant information to determine the relevant annual turnovers. This difficulty will be exacerbated where, for example, that 40% interest is held by a foreign parent that is a connected entity; and

– the definition of “affiliate” involves concepts that may be new to larger businesses and can involve difficult questions of fact and degree. They are concepts that are perhaps more easily applied to private and family groups, and examples in existing ATO materials mainly focus on family dealings. An example of an arrangement that might seem unclear is the relationship between franchisor and franchisee. Careful consideration may be needed for these and similar relationships.

The takeaway

The aggregated turnover provisions are relevant to a range of existing and new measures in the Australian tax regime. Under the new 2020-21 federal Budget measures, taxpayers will need to calculate their “aggregated turnover” to determine their eligibility for the loss carry-back and new instant asset write-off provisions.

As these reliefs are now available to taxpayers, it is important for taxpayers to consider their eligibility early. Particular care should be taken where taxpayers need to consider whether an entity has an ability to “control” another entity, eg regarding joint venture arrangements, consortium arrangements, fund ownership and other indirect common ownership.
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Annual turnover

definition ...... 321

Anti-avoidance provisions

minors, taxation of unearned income ...... 315, 316

Appointors

discretionary trusts, identity and powers ...... 86, 87

Arm’s length debt test

thin capitalisation ...... 162, 201, 202

Asprey report ...... 308, 309

Assessments

application to review decisions ...... 224, 225

GST, sale of land ...... 284–287

Asset protection

appointor identity/powers, variation ...... 86, 87

Div 7A loans ...... 244, 245, 248

testamentary capacity ...... 205, 206

trading trusts ...... 34

Assets

full expensing, depreciating assets ...... 220–222

Assignment of rights

options, property transfers (NSW) ...... 32

Assumed controller test ...... 134

ASX-listed companies ...... 53

junior exploration, tax losses ...... 116–119

At-risk rule

JobKeeper, R&D entities ...... 107

Attributable income

controlled foreign companies ...... 134–137

Attribution managed investment trusts

CGT discount for trusts ...... 52

Audits

how to control ...... 234–236

Australia

Australia–Thailand DTA ...... 133, 225, 226, 298, 299

Australia–UK DTA ...... 166, 170

Australia–US DTA ...... 251

Australian resident shareholders ...... 19

foreign resident shareholder, advantage over ...... 81

Australian resident trusts

foreign resident beneficiaries, capital gains ...... 17–23, 165, 166

Australian residents

Australians returning from overseas ...... 128–132

Australian Stock Exchange

ASX-listed companies ...... 53

junior exploration companies, tax losses ...... 116–119

Australian tax system ...... 159

Australian Taxation Office

administratively binding advice ...... 141

audits, how to control ...... 234–236

central management and control, split ...... 25–28

CGT demerger relief ...... 189–193

corporate tax residency ...... 290

decision impact statements ...... 143

fact sheets ...... 144

interpretative decisions ...... 142

law administration practice statements ...... 142

law companion rulings ...... 143

media releases and speeches ...... 144

oral rulings ...... 144

practical compliance guidelines ...... 142, 143

private binding rulings ...... 141, 142

public rulings ...... 141

SMSFs

– administrative penalties ...... 318–320

– regulatory bulletins ...... 143, 144

– specific advice ...... 143

superannuation circulars ...... 143

tailored technical assistance ...... 144

taxation determinations ...... 142

taxpayer alerts ...... 143

website ...... 144

Australian testamentary trust

surcharge land tax (NSW) ...... 58

Australian Treasury

consultation on legislative amendments ...... 84

Tax Institute submission to ...... 84, 159

technical amendments ...... 279

B

Backpacker tax

appeal ...... 166

Bankruptcy

appointor identity/powers, variation ...... 86, 87

Benchmark interest rate

Div 7A ...... 52

Beneficiaries of trusts — see Discretionary trusts

Bequest taxes ...... 308, 309

Binding death benefit nominations ...... 258

Bitcoin ...... 53, 54

Blended families

discretionary trust beneficiaries ...... 195, 197

life interest trusts ...... 139, 140

Board of Taxation

consolidation rights to future income ...... 73

corporate tax residency ...... 290, 291

individual tax residency ...... 83

personal services income ...... 84

small business tax concessions ...... 82, 83

Build-to-rent developments

barriers in Australia ...... 260–264

Business continuity test

ASX-listed junior exploration companies ...... 116–119

“Business operation or commercial transaction” ...... 53, 194

Business tax

reform issues ...... 72–76

Tax Summit: Project Reform ...... 160

C

Calumny ...... 94, 95

Capacity

wills, court-authorised ...... 205–207

Capital account or revenue account

share trading ...... 250–253

Capital assets

full expensing, depreciating assets ...... 220–222

Capital gains tax

Australian trusts

– foreign beneficiaries ...... 17–23, 165, 166

– residency ...... 2

capital/revenue distinction ...... 250

commencing day assets ...... 137

deceased persons ...... 306

demerger relief ...... 105, 106, 189–193

discount, MITs ...... 52

event E1 to E8 ...... 82

event E4 ...... 23

event K3 ...... 306, 308

foreign income tax offset limit ...... 163, 164

foreign resident withholding rules ...... 279

granny flats, exemption ...... 222, 223

multiple entry consolidated groups ...... 163

reform issues ...... 73, 74

Capital or income expenditure

medical practices ...... 280, 281

Capital raisings

demergers ...... 191, 192

Carrying on a business

land, active asset test ...... 228–231

Cars — see Motor vehicles

Cash flow boosts

COVID-19 measures ...... 300–303

Central management and control

corporate tax residency ...... 289–291

dual residency ...... 25–28

trustee companies ...... 294, 295

CGT assets

active asset test ...... 228–231

commencing day assets ...... 137

CGT concessions

death rules ...... 306

reform issues ...... 73, 74

CGT discount

MITs ...... 52

reform issues ...... 74, 81

shareholder ...... 251

Charities ...... 306

fundraising, restrictions during COVID-19 ...... 174, 175

Children — see also Minors

definition of “child” ...... 196

whether affiliates ...... 62, 63

Class action fund

allowable deductions ...... 8, 9

Closely held payees

superannuation guarantee ...... 124

Closer personal and economic relations

individual residency ...... 298

Commercial residential premises

build-to-rent developments ...... 263

Commissioner of Taxation

administrative overpayments ...... 238–240

CGT demerger relief ...... 105, 106

COVID-19 initiative

– Div 7A loan ...... 110–114

– working from home deductions ...... 223

double tax agreements ...... 223

environmental protection activities expenditure ...... 107

foreign investment mischaracterisation ...... 5

JobKeeper, R&D entities ...... 107

powers

– discretionary powers, 183-day test ...... 169–173

– information-gathering ...... 311–314

– remedial power for reform ...... 76

superannuation guarantee charge, remission of additional ...... 106, 107

Common law test ...... 128

Community housing

build-to-rent developments ...... 263, 264

Companies

COVID-19 cash flow boosts, effects ...... 301

temporary loss carry-back ...... 220, 221, 321, 322

Company losses

ASX-listed junior exploration companies ...... 116–119

tax reform issues ...... 72, 73

Compensation

disclosure of information ...... 313

Concessional duty (NSW)

SMSFs ...... 31

Connected entities

aggregated turnover threshold ...... 321, 322

Consolidated financial statements ...... 91

Consolidated groups

multiple entry, CGT ...... 163

reform issues ...... 73

Consumption taxes

reform ...... 69, 71, 72

Continuity of business test

ASX-listed junior exploration companies ...... 116–119

Contractors

characterising, superannuation guarantee ...... 123, 124

Controlled foreign companies

assumed controller test ...... 134

attributable income ...... 134–137

– acquisition year ...... 135

– CGT events before commencing day ...... 136, 137

– commencing day asset ...... 137

– control tests ...... 134, 135

– functional currency election ...... 136

– pre-acquisition dividends ...... 135, 136

de facto control test ...... 134

strict control test ...... 134

Corporate groups

CGT demerger relief ...... 105, 106, 189–193

reform issues ...... 73

Corporate tax entities

temporary loss carry-back ...... 220, 221, 321, 322

Corporate tax rate

reform issues ...... 81

Corporate tax residency

central management and control ...... 25–28, 289–291

clarification of test ...... 222

Cost base

commencing day asset ...... 137

Cost base setting rule

residents of Australia ...... 131, 132

Country-by-country reporting entities ...... 91, 92

Court-authorised wills ...... 205–207

COVID-19 measures ...... 3, 4, 49, 104, 126, 158, 278

Australians returning from overseas ...... 128–132

build-to-rent developments ...... 260–264

cars, FBT liability ...... 162

cash flow boosts, effects ...... 300–303

deeds, electronic execution ...... 38–40

depreciating assets, full expensing ...... 220–222

Div 7A loan repayment extension ...... 52, 110–114

FAQs ...... 53

fundraising, GST obligations ...... 174, 175

impetus for reform ...... 79

JobKeeper, R&D entities ...... 107

land tax relief (Qld) ...... 147

small business tax concessions ...... 221

SMSFs, rental income deferral ...... 105, 110

temporary loss carry-back ...... 220, 221, 321, 322

working from home deductions ...... 223

Crisp order ...... 140

Cross-border transactions

hybrid mismatch rules ...... 41–43

mischaracterisation of structures ...... 5

related-party financing arrangements ...... 201–204

Cryptocurrencies ...... 53, 54

D

De facto control test ...... 134

De facto relationships

discretionary trust beneficiaries ...... 195, 196

Death benefits dependant ...... 126

Death duties ...... 305–310

Deceased employees

superannuation, SG amnesty ...... 125, 126

Deceased estates

concessional tax rates ...... 306

minors, taxation of unearned income ...... 315, 316

Declarations of trust

property transfers (NSW) ...... 32

Deduction/deduction mismatches ...... 41

Deductions

class action fund ...... 8, 9

discretionary trust, beneficiary’s interest on borrowings ...... 108

Div 7A loan interest ...... 246

environmental protection activities expenditure ...... 107

payments to doctors ...... 280, 281

release capital ...... 107, 108

work-related expenses ...... 54, 55, 80, 167, 168

working from home ...... 223

Deeds

electronic execution ...... 38–40

Demergers

capital raisings ...... 191, 192

CGT relief ...... 105, 106, 189–193

Depreciating assets

full expensing ...... 220–222

primary production, fencing ...... 54

Disclosure of information

powers and remedies ...... 311–314

Discretionary powers

Commissioner, 183-day test ...... 169–173

Discretionary trusts — see also Family trusts

administration issues ...... 11–15

appointors, identity and powers ...... 86, 87

beneficiaries

– deduction, interest on borrowings ...... 108

– definition ...... 195–197

– foreign residents, capital gains ...... 17–23, 165, 166

definition ...... 58

distribution of income, disclaimer ...... 167, 223, 224

joint venture agreement ...... 281, 282

surcharge purchaser duty (NSW) ...... 56–59

Discrimination

residency of taxpayer ...... 166, 170

Distribution statements

Div 7A loan repayments ...... 184, 185

Diverted profits tax

general anti-avoidance rules ...... 5

Dividend declarations

Div 7A loan repayments ...... 183–186

Dividend imputation system

reform proposed ...... 70

Division 7A

benchmark interest rate ...... 52

loan repayments ...... 180–187, 242–248

– distribution statements ...... 184, 185

– dividend declarations ...... 183–186

– dividend set-off ...... 181, 182

– extension ...... 52, 110–114

– general anti-avoidance rules ...... 248

– minimum annual repayment ...... 181

– minutes filed late ...... 183, 184, 244

– no dividend set-off ...... 242–247

– non-trust shareholder ...... 247, 248

purpose ...... 180

reform issues ...... 83

tax integrity measures ...... 4, 242

ten-year enterprise tax plan ...... 52

Divorce — see Relationship breakdown

Documentation

tax audits ...... 234–236

Domestic relationships

discretionary trust beneficiaries ...... 195, 196

Double tax agreements

Australia–Thailand ...... 133, 225, 226, 298, 299

Australia–UK ...... 166, 170

Australia–US ...... 251

dual residents ...... 131

principal purpose test ...... 223

tie-breaker rules ...... 225, 226, 298, 299

Dual inclusion income

hybrid mismatch rules ...... 41, 42

Dual residency

Australians returning from overseas ...... 131

Australia–Thailand DTA ...... 225, 226, 298, 299

central management and control ...... 25–28

Dutiable transactions

options (NSW) ...... 30–33

Dwelling ...... 57

E

Education

GST reform issues ...... 71, 72

skills training, FBT exemption ...... 221

Electricity industry

ordinary income, non-cash benefits ...... 280

Eligible assessable income

minors ...... 315

Employees

superannuation guarantee amnesty

– characterising of workers ...... 123, 124

– deceased ...... 125, 126

– non-residents ...... 125

– work test ...... 125

travel and overtime meal allowances ...... 52, 53

Environmental protection activities

deductions for expenditure ...... 107

Estate planning — see Succession and estate planning

Estate tax ...... 308

Evidence

disclosure of information ...... 311

discretionary trust indebtedness ...... 11, 12

partnership, existence of ...... 6

restructuring of demerger groups ...... 192

tax audits ...... 234–236

wills ...... 95

Ex gratia relief

land tax foreign surcharge (Qld) ...... 147–149, 262

Excess concessional contributions

SG amnesty contributions ...... 124, 125

Excess transfer balance tax

minimising ...... 198, 199

Expenditure

deductibility — see Deductions

Expenditure characterisation

medical practices ...... 280, 281

share trading ...... 250–253

Exploration companies

ASX-listed, tax losses ...... 116–119

F

Fairness

tax reform ...... 69

Families

blended

– discretionary trust beneficiaries ...... 195, 197

– life interest trusts ...... 139, 140

build-to-rent developments for ...... 260

SMSFs

– additional members ...... 257–259

– superannuation splitting ...... 88–90

Family provision claims

blended families ...... 139, 140

Family trusts — see also Discretionary trusts

international tax ...... 293–296

Federal Budget 2018-19 ...... 236

significant global entities definition ...... 91–93

Federal Budget 2019-20 ...... 236

Federal Budget 2020-21 ...... 159, 218–220

aggregated turnover threshold ...... 321, 322

corporate residency test ...... 222

corporate tax residency ...... 290

FBT, compliance and record-keeping ...... 223

full expensing, depreciating assets ...... 220, 221

personal income tax plan ...... 222

temporary loss carry-back ...... 220, 221, 321, 322

Federal Court

appeal against objection decision ...... 172

Fencing assets

primary production land ...... 54

Fifty per cent CGT discount

reform issues ...... 74, 307

shareholder ...... 251

Financial arrangements

taxation of, reform issues ...... 74, 75

Financial services

GST reform issues ...... 72

First aid course

work-related deductions ...... 168

Fixed trusts

non-taxable Australian property, capital gains ...... 22, 23

Food

GST reform issues ...... 72

Foreign companies

controlled — see Controlled foreign companies

Foreign currency

Bitcoin ...... 53, 54

Foreign income tax

hybrid mismatch rules ...... 42

offset rules ...... 75, 76, 163, 164

Foreign investment

build-to-rent developments ...... 261–263

land tax surcharge, ex gratia relief ...... 147–149

mischaracterisation of structures ...... 5

tax concessions ...... 75

Foreign Investment Review Board ...... 147, 148

build-to-rent developments ...... 263

Foreign-owned entities

land tax foreign surcharge (Qld) ...... 147–149

Foreign persons

definition ...... 57

surcharge purchaser duty ...... 32, 56–59

Foreign resident beneficiaries

discretionary trusts, capital gains ...... 17–23, 165, 166

Foreign resident CGT withholding rules ...... 279

Foreign resident shareholders

advantage over shareholders ...... 81

Foreign residents

death duties ...... 306, 309

presently entitled beneficiaries ...... 19

superannuation, SG amnesty ...... 125

Foreign surcharge stamp duty

build-to-rent developments ...... 262, 263

Fraudulent calumny ...... 94, 95

Fringe benefits tax

cars, COVID-19 impact ...... 162

compliance and record-keeping ...... 223

inequities ...... 69

reform issues ...... 77

skills training exemption ...... 221

small business tax concessions ...... 221

Functional currency election ...... 136

Fundraising

GST, restrictions during COVID-19 ...... 174, 175

G

Gains and losses

share trading ...... 250–253

Gamblers

gains and losses, characterisation ...... 250, 251

General anti-avoidance rules

Div 7A loan repayments ...... 248

diverted profits tax benefits ...... 5

multiple entry consolidated groups, CGT ...... 163

General purpose financial statements ...... 91, 92

Gift taxes ...... 308, 309

Global tax environment — see International tax

Goods and services tax

administrative overpayments ...... 238, 239

build-to-rent developments ...... 261

education ...... 71, 72

financial services ...... 72

food ...... 72

fundraising, restrictions during COVID-19 ...... 174, 175

health ...... 72

incapacitated entities ...... 282, 283

JobKeeper, payment turnover test ...... 6

reform issues ...... 69, 71, 72

Tax Summit: Project Reform ...... 160

vacant land, sale ...... 284–287

Goodwill ...... 73

Granny flats

CGT exemption ...... 222, 223

Grouping rules

affiliates ...... 61, 63, 64

Groups of companies — see Consolidated groups

H

Harmonisation

state/territory/federal tax system ...... 70

Health

GST reform issues ...... 72

Henry review ...... 51, 68, 71, 74, 76, 308, 309

lessons from ...... 80, 84

Home office expenses ...... 55

Housing affordability

build-to-rent developments ...... 260–264

Hybrid mismatch rules

proposed amendments ...... 41–43

I

In-house assets

SMSFs, rental income deferral ...... 105

“In the course of carrying on a business” ...... 228, 229

Incapacitated entities

GST input tax credits ...... 282, 283

Income allocation

COVID-19 cash flow boosts ...... 302

Income or capital expenditure

medical practices ...... 280, 281

Indirect importations

hybrid mismatches ...... 43

Indirect taxation

Tax Summit: Project Reform ...... 160

Individual tax residency

reform issues ...... 83

tie-breaker rules ...... 225, 226

Information-gathering

powers and remedies ...... 311–314

Inheritance tax ...... 305, 308, 309

Inheritances — see Succession and estate planning

Input tax credits

GST, incapacitated entities ...... 282, 283

Insolvency

lump sum paid by director, deductibility ...... 107, 108

Instant asset write-off

aggregated turnover threshold ...... 222, 321, 322

Insurance

taxation of, reform issues ...... 75

Integrity measures — see Tax integrity measures

Inter-generational wealth transfer ...... 305

Interest-free loans

cross-border related-party arrangements ...... 202, 203

Interest withholding tax

interposed offshore entities ...... 163

International Monetary Fund

income from ...... 55

International tax

Australians returning from overseas ...... 128–132

corporate tax residency ...... 289–291

family trusts ...... 293–296

hybrid mismatch rules ...... 41–43

reform issues ...... 75, 76

trusts ...... 2, 19

Interposed offshore entities

interest withholding tax ...... 163

Investment

build-to-rent developments ...... 260

share trading ...... 250–253

J

JobKeeper

payment turnover test ...... 6, 53, 102

R&D entities ...... 107

Joint venture agreements ...... 281, 282

Junior exploration companies

ASX-listed, losses ...... 116–119

K

Kerr Commission ...... 71

L

Land

active asset test ...... 228–231

vacant, GST on sale ...... 284–287

Land tax (NSW)

build-to-rent developments ...... 260, 261

proposed transition from transfer tax ...... 51

surcharge purchaser duty, discretionary trusts ...... 56–59

Land tax (Qld)

foreign surcharge ...... 147–149

Landholder duty (NSW)

put and call options, uncompleted contracts ...... 33

Legal capacity

wills, court-authorised ...... 205–207

Legal personal representatives

deceased employees, SG shortfalls ...... 125, 126

Life insurance

taxation of, reform issues ...... 75

Life interest trusts

blended families ...... 139, 140

Ligertwood Commission ...... 72

Listed country trusts ...... 295

Loan accounts

discretionary trusts ...... 11, 12

Loans

discretionary trust beneficiary, interest ...... 108

Div 7A, repayments

– distribution statements ...... 184, 185

– dividend declarations ...... 183–186

– dividend set-off ...... 181, 182

– extension ...... 52, 110–114

– general anti-avoidance rules ...... 248

– minimum annual repayment ...... 181

– minutes filed late ...... 183, 184, 244

– no dividend set-off ...... 242–247

– non-trust shareholder ...... 247, 248

Lodgment day

Div 7A loan repayments ...... 180, 181

Lodgment deferrals ...... 4

Long-term investors

gains and losses, characterisation ...... 251

Loss carry-back

aggregated turnover threshold ...... 321, 322

eligibility ...... 220, 221

Losses

ASX-listed junior exploration companies ...... 116–119

in previous years of income ...... 171

non-commercial loss rules ...... 53

share trading ...... 250–253

temporary loss carry-back ...... 220, 221, 321, 322

Low and middle income tax offset ...... 222

Low tax contributed amounts

SG amnesty contributions ...... 124

Low tax lender rule

hybrid mismatches ...... 42

M

Main residence CGT concession

death rules ...... 306, 307

Managed investment trusts

CGT discount for trusts ...... 52

Margin scheme

vacant land, GST on sale ...... 287

Marginal tax rate

reform issues ...... 81

Market-linked pensions

excess transfer balance tax ...... 199

Marriage breakdown — see Relationship breakdown

Meal allowances

employees ...... 52, 53

Medical practices

capital or income expenditure ...... 280, 281

Medicare levy ...... 69, 80

Member Profile

Donovan Castelyn ...... 67

Fiona Stapleton ...... 178

Mining companies

ASX-listed, tax losses ...... 116–119

Minors — see also Children

eligible assessable income ...... 315

excepted income concession ...... 306

unearned income, taxation ...... 315, 316

Miscarriage of justice

information disclosure ...... 311–314

Mistakes

administrative overpayments ...... 238–240

trust deeds, rectification ...... 254, 255

Mortgagee land sales

foreign resident CGT withholding ...... 279

Motor vehicles

cents per kilometre rate ...... 53

COVID-19 impact, FBT liability ...... 162

work-related deductions ...... 167, 168

Multi-family housing ...... 260

Multinational corporations

significant global entities definition ...... 91, 92

tax residency ...... 289–291

Multiple entry consolidated groups

CGT ...... 163

reform issues ...... 73

N

Net asset value test

affiliates ...... 61

New South Wales

build-to-rent developments ...... 260, 261

deeds, electronic execution ...... 38–40

real estate transactions, options ...... 30–33

surcharge purchaser duty, discretionary trusts ...... 56–59

transfer tax ...... 51

New South Wales Law Reform Commission

oppression remedies ...... 35, 36

Nominal interest component ...... 122

Non-arm’s length expenditure

superannuation entities ...... 5

Non-cash benefits

ordinary income ...... 280

Non-commercial loss rules ...... 53

Non-disclosure provisions

powers and remedies ...... 311–314

Non-discrimination clause

residency of taxpayer ...... 166, 170

Non-residents — see Foreign persons; Foreign resident beneficiaries

Non-taxable Australian property

capital gains, fixed trusts ...... 22, 23

O

Objection decisions ...... 171, 172, 224, 225, 228–231, 284, 285

Offshore trusts ...... 293–296

One-hundred-and-eighty-three-day test

Australians returning from overseas ...... 128, 130, 131

Commissioner, discretionary powers ...... 169–173

Online auctions

GST, restrictions during COVID-19 ...... 175

Online fundraising

GST, restrictions during COVID-19 ...... 175

Oppression remedies

trading trusts ...... 34–36

Options

NSW duty ...... 30–33

Ordinary concepts

residence based on ...... 166, 170, 298

Ordinary income

non-cash benefits ...... 280

Overpayments

running balance accounts ...... 238–240

Overtime meal allowances

employees ...... 52, 53

P

Partnerships

existence of ...... 6

hybrid mismatch rules ...... 41

PAYG instalments

small business tax concessions ...... 221

Payment turnover test

JobKeeper ...... 6, 53, 102

Penalties

SMSFs ...... 279, 280, 318–320

superannuation guarantee system ...... 104, 106, 107, 122–126

Pension funds

transfer balance cap ...... 198, 199

Personal services income

rules ...... 81, 84

unrelated clients test ...... 165

Personal tax

Personal Income Tax Plan ...... 222

Tax Summit: Project Reform ...... 160

Petroleum resource rent tax ...... 52

Place of abode — see Residency

Pre-paid expenditure

small business tax concessions ...... 221

Presently entitled beneficiaries

foreign residents ...... 19

Primary production land

fencing assets ...... 54

foreign-owned (Qld) ...... 147

Private companies

benchmark interest rate ...... 52

Div 7A loan repayments ...... 180–187

– extension ...... 52, 110

Private rulings

objection decisions and ...... 228–231

Property developments

revenue borrowings, trusts ...... 282

Protected information

powers and remedies ...... 311–314

Public companies

capital raisings ...... 191, 192

Public interest

tax agent deregistration ...... 7, 55

Publicly listed shares

gains and losses, characterisation ...... 250–253

Put and call options

landholder duty (NSW) ...... 33

transfer duty (NSW) ...... 32

Q

Queensland

build-to-rent developments ...... 263

land tax foreign surcharge ...... 147–149, 263

R

Ralph review ...... 189

R&D

JobKeeper payments ...... 107

tax incentives ...... 4, 222

tax schemes ...... 164, 165

Real estate transactions

options ...... 30–33

Record-keeping

FBT compliance ...... 223

GST assessment ...... 287

Reform — see also Tax reform

transfer balance cap system ...... 198, 199

trust law ...... 35

Refunds

running balance account errors ...... 238–240

temporary loss carry-back ...... 220, 221

Related-party financing arrangements

cross-border transactions ...... 201–204

Relationship breakdown

SMSFs

– additional members ...... 258

– superannuation splitting ...... 88–90

Release capital

lump sum paid by director, deductibility ...... 107, 108

Remedies

disclosure of information ...... 311–314

Rental accommodation

build-to-rent developments ...... 260–264

Rental income deferral

SMSFs, COVID-19 impact ...... 105, 110

Reporting obligations

significant global entities ...... 91, 92

Residency ...... 169–171

Australians returning from overseas ...... 128–132

backpacker tax ...... 166

central management and control

– corporate tax residency ...... 289–291

– split residency ...... 25–28

individuals, tax reform issues ...... 83

tie-breaker rules ...... 225, 226, 298, 299

trusts, CGT ...... 2, 19

UK citizen, working holiday ...... 55

Resident of Australia

definition ...... 166, 169

Resident or resident of Australia

definition ...... 170, 289

Resident trusts

definition ...... 294

Residential land ...... 56

Residential-related property ...... 56

Residents of Australia

183-day test ...... 130, 131

Australians returning from overseas ...... 128–132

cost base setting rule ...... 131, 132

dual residents ...... 131

implications of becoming ...... 131

intention to reside ...... 129, 130

tie-breaker rule ...... 131

Resides test ...... 128

Restraint of trade ...... 281

Restructuring businesses

CGT demerger relief ...... 105, 106, 189–193

definition of “restructuring” ...... 189, 190

trading trusts ...... 34

Retirement

Tax Summit: Project Reform ...... 160

Retraining

FBT exemption ...... 221

Retrospectivity

surcharge purchaser duty (NSW) ...... 56

Revenue borrowings

trusts ...... 282

Revenue or capital expenditure

medical practices ...... 280, 281

Rights to future income ...... 73

Risk assessment

arm’s length debt test ...... 202, 203

Risk management

dividend declaration minutes filed late ...... 183

Royal Commissions on taxation ...... 71

Running balance accounts

administrative overpayments ...... 238–240

S

Same business test

ASX-listed junior exploration companies ...... 116–119

School fees

GST ...... 72

Second-hand assets

full expensing, depreciating assets ...... 220, 222

Secondary response rules

hybrid mismatches ...... 42, 43

Secrecy provisions ...... 311, 313, 314

Self-assessment

tax refunds, overpayment ...... 239

Self-managed superannuation funds

additional members ...... 257–259

administrative penalties ...... 279, 280, 318–320

ATO, SMSF-specific advice ...... 143, 144

concessional duty (NSW) ...... 31

member numbers ...... 162
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The Tax Institute would like to extend a warm and sincere thank you
to the many presenters and members from across the profession
for their contribution to our 2020 CPD calendar of events.

2020 saw a new way of delivering events for
The Tax Institute, and with it, a very different presenter and delegate
experience with a transition of our events to the online arena.

In the midst of the challenges 2020 has presented, we're thrilled
to have successfully delivered more than 200 CPD events with a total
of 330 CPD hours throughout the year. This is an effort otherwise
unachievable if not for the countless volunteer committee members
and expert presenters who contribute their time.

We look forward to the opportunities of the new year, and
to bringing you a new 2021 calendar of events very soon.
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.. find answers
.. ignite your curiosity
.. spark inspiration

Welcome to the home of tax.
Welcome to Community.

Join the conversation, debate and discuss hot topics from
across all areas of the profession with fellow practitioners.
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Chartered Tax Adviser

[ ffarterd tasks ad'vaizer] Noun.

1. a designation representing the highest standard for Tax Advisers
2. a practitioner with the proven ability to effectively communicate

expert tax advice to clients
3. your next career opportunity

Our Chartered Tax Adviser program
gives you the skills and confidence
to rise to the top of your tax

career. If you're an experienced tax
practitioner with prior learning and
relevant experience, you may be
eligible to enrol directly in the final
subject -~ CTA3 Advisory.

Learn through practical
case studies

Through the use of in-depth case
studies, CTA3 Advisory allows
you to learn by researching the
law, assimilating and synthesising
information and exercising
professional judgement to develop
and communicate client advice.

This practical course directly
reflects work you'll do as a leading

tax professional.

THE TAX INSTITUTE

Study how it suits you in 2021
Study in a way that suits your

skills, experience and lifestyle.
Choose from:

~ Online: peer discussions
through four facilitated online
group sessions. Commencing
in May 2021.

~ Online Intensive: the same
facilitated online discussion
sessions, over a shorter
timeframe. Commencing in
August 2021.

Assessment-only: already
acquired in-depth knowledge:
and client advisory skills?
Progress directly to the

CTA3 Advisory assessment.

Chat with our friendly
education advisory team
about your prior study and
experience to determine
which course of study is
right for you.

Call today on
1300 829 338 or
submit an enquiry online.







