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Tax News – at a glance

by TaxCounsel Pty Ltd

September – what happened in tax?

The following points highlight important federal tax developments that occurred during September 2021. A selection of the developments is considered in more detail in the “Tax News – the details” column on page 217 (at the item number indicated).

Corporate collective investment vehicles

The government has released for public consultation draft legislation and explanatory materials relating to the implementation of the tax and regulatory components of the corporate collective investment vehicle (CCIV) regime. See item 1.

Employee travel and living-away-from-home allowances

The Commissioner has issued a ruling which considers the income tax and FBT issues that arise in relation to employee accommodation and food and drink expenses, travel allowances, and living-away-from-home allowances (TR 2021/4). See item 2.

Deregistered tax agent: contempt of court

The Federal Court (Abraham J) has sentenced a deregistered tax agent to seven months’ imprisonment and issued his related company with a $5,000 fine for lodging client tax returns despite a court injunction restraining them from doing so (Tax Practitioners Board v Hacker (No. 4) [2021] FCA 940). See item 3.

Default assessments: income tax

Two recent decisions of the AAT provide further illustrations of the difficulties that may confront a taxpayer when seeking to discharge the onus of proof that applies where a default assessment made by the Commissioner under s 167 of the Income Tax Assessment Act 1936 (Cth) is challenged (Hraichie and FCT [2021] AATA 2773; Kong and FCT [2021] AATA 2775). See item 4.

Default assessment: GST

The AAT has dismissed an application by a corporate taxpayer for a review of the Commissioner’s decision on its objection against an assessment to GST made by the Commissioner using a bank account methodology (Royal Lion Capital Pty Ltd and FCT [2021] AATA 3049). See item 5.

Carrying on a business: rental properties

The AAT, in reviewing a private binding ruling of the Commissioner, has held that in the circumstances the taxpayer, an individual, was carrying on a business of renting properties (Allen and FCT [2021] AATA 2768). See item 6.

GST: consideration for acquisition

The AAT has held that, for the purposes of GST and the margin scheme in particular, the cost of certain preparatory works constructed by the taxpayer was part of the consideration for the acquisition of the land from the ACT Land Development Authority (WYPF and FCT [2021] AATA 3050). See item 7.

Gambling: GST and junkets

The Full Federal Court (Jagot, Moshinsky and Colvin JJ) has unanimously allowed the Commissioner’s appeal from a decision of Davies J and held that, in the case of casino junket tours, the special GST gambling rules in Div 126 of the A New Tax System (Goods and Services Tax) Act 1999 (Cth) do not apply to the commissions and rebates payable under the agreement entered into between the casino and the junket tour operator; rather, the commissions and rebates are to be dealt with under the ordinary GST rules (FCT v Burswood Nominees Ltd as trustee for the Burswood Property Trust [2021] FCAFC 151).

Presumption of advancement rebutted

The Full Federal Court (Kenny, Davies and Thawley JJ) has unanimously reversed a decision of McKerracher J and held that, in the circumstances of the case, the presumption of advancement was rebutted in relation to the purchase of a matrimonial home in the name of the wife (Ms Bosanac) of the taxpayer and that, therefore, the taxpayer had an interest in the home which the Commissioner could utilise for the purpose of satisfying the taxpayer’s substantial tax debt (FCT v Bosanac [2021] FCAFC 158). The Full Court’s decision in this case is considered in the Tax Tips column of this issue of the journal (see page 221).


President’s Report

by Peter Godber, CTA
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A welcome chance to reconnect

Seeing out a second disrupted year, and enjoying being together with our members.

I was very fortunate last month to be able to travel and attend the Tasmanian State Convention in Launceston.

We all know what a beautiful part of the world it is there, so it was wonderful just to be in attendance; however, I was constantly reminded by our attendees of just how good it was to be face-to-face at an event of The Tax Institute. I also recalled that it was the Tasmanian event last year that helped us see the way out from the effects of COVID-19, by hosting an event that could be attended in person. There must be something special in the air and water in Tassie.

The convention program, and the discussions that evolved, characterised for me the broad range of technical and professional issues our members are dealing with at present.

Our Senior Advocate, Robyn Jacobson, CTA, provided a keynote address, followed the next day by an update from our Tax Policy and Advocacy team, and a further general tax update, that collectively highlighted the myriad of perplexing practical issues practitioners in the SME market face. That includes trying to follow announcements from the last two Federal Budgets and instant asset write-off regimes with their different threshold tests. Discussion necessarily turned to the confusing and conflicting various state-based COVID-19 business support measures, with which we are still dealing.

On state-based matters, we listened to a state economic update that showed Tasmania in a good light in many ways. However, the question of how all states will sensibly balance their revenue-raising measures to fund state expenditure in years to come was the topic of good discussion — again, that is a common theme these days.

A deep technical session on s 100A of the Income Tax Assessment Act 1936 (Cth) also made us realise just how time-consuming it is to deal with new or evolving interpretations of old and ageing tax law. It was clear that future improvements to our tax system must include not only better processes for turning policy into law, but also for refreshing what we already have, to ensure that it is still fit for the times. I have noted this before, but this is a continuing source of practitioner frustration, particularly in the field of trust taxation. Being good at advising in the area of trust taxation requires constant learning and a review of our approach to matters like ensuring family trust distribution resolutions are effective.

We also heard about the current compliance activities of the Tax Practitioners Board (TPB). We know that there is no excuse for tax agents engaging in wilfully bad behaviour. However, we ask for, and generally receive, understanding from the TPB when it comes to monitoring tax agents and our members who are generally under stressful client service circumstances at present. This communication between the TPB, The Tax Institute and our members is so important in trying times like these.

So, there are common themes circulating at present — the need for support for members who have to keep up with uncertain new rules and laws, confusing new interpretations of old law, practitioners under pressure to just get things done at a high professional standard, and our state-based jurisdictional structure and regulations making our world even more perplexing.

Luckily, like at all of our conferences and conventions, the mood in Launceston was buoyed by our members and attendees sharing their experiences, learning from each other, and just taking a little breather with a chance to mix at dinner and drinks. Well done to our Tasmanian organising committee and our wonderful volunteers.

What’s next for The Tax Institute? As I’m sure you know, our next major event is The Tax Summit: Challenge Accepted, coming up this month. I hope you take advantage of it as a well-deserved chance to recharge, celebrate the finalists and winners of our Tax Adviser of the Year Awards, and take part in the fantastic five-day program, no matter where you are. I look forward to connecting with you all.


CEO’s Report

by Giles Hurst
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Start here, start now

CEO Giles Hurst shares the importance of taking the time to regroup and move ahead with purpose.

In recent months, you might have heard the term “languishing” to describe how we’re all feeling in the middle of lockdowns, restrictions and uncertainty due to the ongoing challenge of COVID-19.

Organisational Psychologist Adam Grant was the first to apply it to our current situation, writing in a New York Times article:1


“It wasn’t burnout — we still had energy. It wasn’t depression — we didn’t feel hopeless. We just felt somewhat joyless and aimless. It turns out there’s a name for that: languishing.

Languishing is a sense of stagnation and emptiness. It feels as if you’re muddling through your days, looking at your life through a foggy windshield. And it might be the dominant emotion of 2021.”



Even amid the avalanche of work that tax professionals have been charged with in assisting businesses to access financial support measures, it’s all too easy to fall into the stagnation Grant describes. And for many of us experiencing this for the first time, myself included, it can be a challenge to see the way out of that state.

Here’s some simple wisdom that has helped me, and I hope will help you too: You have to start where you are.

What I mean by that is, if the tiredness and listlessness of languish sounds familiar, then there’s no magic deadline for when things go back to normal. We won’t wake up one day suddenly reignited with purpose. Instead, navigating wellbeing in challenging circumstances is a process. It requires recognising where you are right now — the good, the bad and the ugly — and allowing yourself time and space to work your way back to where you want to be.

Maybe you’re missing routines, like the gym, date night or even, yes, the commute. Maybe the motivation to learn and develop is depleted. Or maybe you’re stuck in a revolving door of Zoom meetings and Netflix. But each small step forward, including the ones where you stop to regroup and assess the situation, gets you that much closer to being genuinely refreshed and reinvigorated.

Grant says that the antidote to feelings of languish is finding your flow, which he describes as “that elusive state of absorption in a meaningful challenge or a momentary bond, where your sense of time, place and self melts away”.

For me, and indeed for Grant, a major part of finding peak flow was remembering to connect with those around me. For him, it was family Mario Kart tournaments. For me — and this will come as no surprise to those of you who know me — it has been family music nights with yours truly on the piano.

To take real, quality time out for family, friends and co-workers might seem like a tall order when you are so busy supporting Australia’s business community in the face of COVID-19’s ongoing economic impact. But as I always say: Things can wait. People can’t.

I encourage you to find your own way to refuel, regroup and find your flow, whether it’s family time, forging deeper ties with the clients you are helping so much, or coming along to The Tax Summit: Challenge Accepted this month to reconnect with the Institute and your colleagues.

Congratulations to our Tax Adviser of the Year Award finalists

Speaking of The Tax Summit, I would like to extend a huge congratulations to the finalists who have been shortlisted for our Tax Adviser of the Year Awards.

We’ll be announcing the winners at The Tax Summit, but to be a finalist is prestigious in itself. This year, we are shining the spotlight on tax professionals who have gone above and beyond the call of duty and who make us all proud to be part of this community. The shortlist includes some inspiring names and shining examples of what resilience and passion has meant in the past 18 months.

Congratulations to all the finalists, and I look forward to celebrating with you at the Virtual Awards Ceremony.

Reference

1 A Grant, “There’s a name for the blah you’re feeling: it’s called languishing”, The New York Times, April 2021.


Associate Tax Counsel’s Report

by Abhishek Shekhawat, ATI
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Electrifying the tax engine

With Australia starting to take more serious steps towards the adoption of electric vehicles, now is the time to consider the role of tax in their uptake.

All over the world, electric vehicles (EVs) are being promoted to gradually replace vehicles with internal combustion engines. California in the United States, and Europe more broadly, have bold plans to ensure that 100% of all new vehicles sold from 2035 are EVs or other types of zero emission vehicles (ZEVs), such as those powered by hydrogen fuel cells.

In Australia, any proposed plans are still in their infancy. Although proponents of EVs may see this as disheartening, it presents a rare opportunity. There is an opening for Australia to recognise and leverage the important role of tax in ensuring an effective EV implementation strategy.

Reconsider incentives for EVs

In late August 2021, South Australia became one of the latest states to incentivise EV sales in the form of a $3,000 rebate on the purchase of new EVs. In a similar vein, New South Wales Parliament is currently considering a Bill that will retrospectively provide a $3,000 rebate and refunds on stamp duty for EVs. On the other hand, Victoria has introduced a road user charge specifically for EVs and ZEVs, with SA and NSW also strongly hinting at a similar charge in the near future.

This sends a confusing message for consumers at a time when they may be contemplating the switch to EVs. If governments truly want to encourage the adoption of EVs, they need to consider a more unified approach. Rebates and tax grants are one avenue, with studies indicating that every $1,000 in tax credits and rebates increases EV sales by up to 2.6%.1 But it doesn’t need to stop there. Other incentives can potentially include:

– exemptions for EVs and ZEVs from luxury car tax (LCT) to recognise the higher cost of the cars, especially given that the policy of the LCT is dated and did not contemplate such vehicles;

– rebates for the installation of efficient home charging stations;

– tax concessions for employers who upgrade fleet vehicles to EVs; and

– replacing stamp duty with a road user charge, potentially with a lower rate for EVs.

When combined with non-tax incentives, such as readily available charging, these measures could lead to a significant uptake in the sale of EVs. This is best demonstrated in Norway, where a combination of policies, including registration fee and toll exemptions, readily accessible charging stations, and the permitted use of bus lanes by EVs, has resulted in 74.7% of all new cars sold in 2020 being EVs.2 Australia should consider similar approaches, bearing in mind our vastly differing environmental landscape and population density. The only limitations are creativity and the willingness of policy and lawmakers.

Plan for infrastructure costs

The successful integration of EVs and ZEVs in Australia will require a significant investment in infrastructure. This is a costly burden for governments. To fund these costs, consideration should be given to how the tax system can incentivise investment in the necessary infrastructure. Potential ideas include:

– tax concessions or rebates for businesses which build the infrastructure;

– government co-funding arrangements to reduce the upfront costs for the private sector; and

– tax concessional financial instruments to fund the cost of infrastructure and promote private investment.

Governments will face further challenges as an uptake in EV sales will result in decreased revenue from fuel excises, meaning less funds for the maintenance of Australia’s roads. Governments will therefore need to find alternative sources of revenue, such as road user charges. It is imperative that, in this transition, any new system is efficient, equitable and simple, and contemplates the abolition of existing inefficient charges, such as stamp duty and the LCT.

Modernise the tax system

Individuals and businesses that purchase EVs and have an element of work or business use will find that our tax system is not currently capable of readily accommodating them. For example, employers may not be able to claim deductions against fringe benefits tax for fuel costs, as electricity is not included in the definition of a “fuel”. Even if it was, the practical difficulties of calculating this cost remains (noting the different charges across Australia, peak versus off-peak rates, electricity used for charging being generated by solar panels on business premises or the employee’s home etc). Individuals will face similar challenges when apportioning the private use of capital costs of home charging stations and solar panels if the EVs are used for work-related purposes. Instead of relying on the ATO to provide an administrative fix to smooth over these issues, we should address them at the source with holistic change to Australia’s tax system.

References

1 A Jenn, K Springel and R Gopal, “Effectiveness of electric vehicle incentives in the United States”, (2018) 119 Energy Policy 349-356.

2 Norwegian Road Federation (OFV), Bilsalget i desember og hele 2020 (Car sales in December and throughout 2020), 5 January 2021.


Tax News – the details

by TaxCounsel Pty Ltd

September – what happened in tax?

The following points highlight important federal tax developments that occurred during September 2021.

Government initiatives

1. Corporate collective investment vehicles

The government has released for public consultation draft legislation and explanatory materials relating to the implementation of the tax and regulatory components of the corporate collective investment vehicle (CCIV) regime.

A CCIV is an investment vehicle with a corporate structure similar to comparable vehicles overseas. A single CCIV can offer multiple products and investment strategies within the same vehicle.

The proposed new law includes:

– a new Ch 8B in the Corporations Act 2001 (Cth) which would contain the core provisions outlining the establishment of CCIVs and their operational and regulatory requirements;

– amendments to other legislation to support the implementation of CCIVs (such as amendments to the Australian Securities and Investments Commission Act 2001 (Cth) and the Personal Property Securities Act 2009 (Cth)); and

– the tax legislation, which is to ensure that the tax treatment of CCIVs aligns with the existing treatment of attribution managed investment trusts, providing investors with the benefits of flow-through taxation.

In a joint media release announcing the release of the consultation documents, the Treasurer and the Assistant Treasurer said that, in response to the submissions from previous consultations, the government will ensure that Australia remains an attractive option for international investment by providing:

– equivalent tax treatment of CCIVs with that of attribution managed investment trusts;

– flexibility for CCIVs to use a custodian or a depositary;

– flexibility to list a retail CCIV with one sub-fund on a prescribed financial market in Australia; and

– flexibility to cross-invest between different sub-funds of a CCIV.

The Commissioner’s perspective

2. Employee travel and living-away-from-home allowances

The Commissioner has issued a ruling which considers the income tax and FBT issues that arise in relation to employee accommodation and food and drink expenses, travel allowances, and living-away-from-home allowances (TR 2021/4).

In particular, the ruling explains:

– when an employee can deduct accommodation and food and drink expenses as general deductions when they are travelling on work, including where it is necessary to apportion;

– the FBT implications, including the application of the “otherwise deductible rule”, where an employee is reimbursed for accommodation and food and drink expenses, or where the employer provides or pays for these expenses; and

– the criteria for determining whether an allowance is a travel allowance (as defined in s 900-30(3) of the Income Tax Assessment Act 1997 (Cth)) or a living-away-from-home allowance benefit (see s 30 of the Fringe Benefits Tax Assessment Act 1986 (Cth))) and the differences between them.

Whether accommodation and food and drink expenses are deductible depends on the facts and circumstances of each case. The ruling uses examples to show how to determine the deductibility of these expenses in a range of situations.

On the same day as TR 2021/4 was issued, the Commissioner also released a practical compliance guideline which outlines the ATO’s compliance approach to determining whether employees in certain circumstances are travelling on work or living at a location away from their normal residence (PCG 2021/3).

Recent case decisions

3. Deregistered tax agent: contempt of court

The Federal Court (Abraham J) has sentenced a deregistered tax agent to seven months’ imprisonment and issued his related company with a $5,000 fine for lodging client tax returns despite a court injunction restraining them from doing so (Tax Practitioners Board v Hacker (No. 4)1).

The injunction permanently restrains the former tax agent (a Mr Hacker) and his company One Stop Global Staffing Pty Ltd (OSGS) from providing tax agent services for a fee or other reward. It was granted by the Federal Court in December 2020, but just over a month later, in January 2021, the ATO identified that Mr Hacker was continuing to lodge returns. The Tax Practitioners Board (TPB) charged Mr Hacker and OSGS with contempt of court for breaching the injunction by preparing two client tax returns for a fee. This defiant move was characterised by the court as “wilful and flagrant” and demonstrated a “blatant indifference” to the orders.

In a media release, the TPB stated that Mr Hacker has a protracted history of similar behaviours. In February 2019, the TPB launched Federal Court action against him and his companies after evidence surfaced that he had been preparing and lodging tax returns for thousands of taxpayers while unregistered with the TPB. Despite giving an undertaking to the court that he would stop, he continued providing these services to clients. To protect the public, the TPB sought a court order forcing Mr Hacker to display large notices at the OSGS offices warning taxpayers against using his services.

In June 2020, the Federal Court ruled that Mr Hacker and his businesses had repeatedly been in contempt of court and contravened the Tax Agent Services Act 2009 (Cth) 87 times combined. In December 2020, he was sentenced to seven-and-a-half-months in prison and his related companies were fined over $640,000.

4. Default assessments: income tax

Two recent decisions of the AAT provide further illustrations of the difficulties that may confront a taxpayer when seeking to discharge the onus of proof that applies where a default assessment made by the Commissioner under s 167 of the Income Tax Assessment Act 1936 (Cth) is challenged (Hraichie and FCT;2 and Kong and FCT3).

The Hraichie case involved a default assessment made by the Commissioner for the 2017 income year. The taxpayer failed to lodge his personal income tax return for that income year, and in 2019, the Commissioner conducted an audit of his taxation affairs by analysing his bank statements and discovered a series of unexplained deposits into his bank accounts. The Commissioner then sent an audit report, and issued a default assessment and penalty notice, on 1 November 2019.

The taxpayer objected to the assessment and the Commissioner allowed the objection in part. On review, the AAT held that the taxpayer had not discharged the onus of proving that the assessment was excessive, in that he had fallen well short of establishing the correct amount of taxable income for the 2017 income year.

The AAT said that taxation laws in Australia operate to place the onus on the taxpayer to prove that an assessment is excessive. The onus on the taxpayer in this case was to establish what his true taxable income was. This was not a case in which, for instance, an amount is in dispute such that an assessment of whether it is assessable, or deductible, would determine the matter. As the Commissioner submitted, the onus was not discharged by “chiselling away” at the amount assessed, without the taxpayer proving what his taxable income was for the 2017 income year.

In the Kong case, the Commissioner conducted an audit of the taxpayer’s income tax affairs for the income years in dispute using a bank statement analysis. The analysis conducted a review of the taxpayer’s bank statements to identify unexplained deposits which were credited to those accounts in the income years in dispute. The Commissioner determined that the taxpayer had under-reported his income for the income years in dispute and:

– formed the opinion that the taxpayer, in failing to declare such income, engaged in acts that constituted evasion;

– issued default amended assessments for the income years in dispute;

– imposed an administrative penalty on the basis that the taxpayer had intentionally disregarded a taxation law; and

– imposed a shortfall interest charge.

The taxpayer lodged objections to the amended assessments which were allowed in part by the Commissioner.

The AAT held that the taxpayer had not discharged his onus to prove, if the default amended assessments for the income years in dispute were excessive or otherwise incorrect, what the assessments should have been. The taxpayer needed to not just point to an error in the methodology applied by the Commissioner in making the assessments; rather, he needed to demonstrate what the actual taxable income amounts should be for each of the income years in dispute.

Overall, the tribunal was left with the impression that the taxpayer was not being fully frank in the evidence he provided. It appeared that the taxpayer was trying to paint a picture for the tribunal that was a long way from what the reality of the situation really was.

5. Default assessment: GST

The AAT has dismissed an application by a corporate taxpayer for a review of the Commissioner’s decision on its objection against an assessment to GST made by the Commissioner using a bank account methodology (Royal Lion Capital Pty Ltd and FCT4).

The taxpayer was incorporated on 20 December 2017 and, on the same date, registered for a tax file number and an ABN. The taxpayer’s main business activity was described as “management consulting service”. The taxpayer did not register for GST.

The Commissioner undertook a covert audit into the taxpayer’s GST affairs using a bank account methodology and formed the view that the taxpayer had exceeded the GST registration turnover threshold of $75,000 from 1 April 2018 and that it was carrying on an enterprise of providing investment services.

Based on information obtained in relation to 22 deposits into two bank accounts held with the Commonwealth Bank, the Commissioner calculated the taxpayer’s quarterly sales and corresponding GST payable for the relevant tax periods. The Commissioner did not allow input tax credits in respect of withdrawal amounts on the bank statements.

At the conclusion of the audit, on 3 April 2019, the Commissioner registered the taxpayer for GST, issued an audit completion letter with reasons for the decision, and issued a notice of assessment of the net amount for the relevant tax periods. Also, the Commissioner issued penalty notices of assessments against which no objection was lodged.

The evidence provided by a Mr Mustapha in his capacity as director and sole operator of the taxpayer did not assist in providing any clarity as to what the true GST assessment position was, if it was in fact different to that being contended for by the Commissioner. Mr Mustapha explained that the taxpayer was initially set up to act as an intermediary between lenders and borrowers. The taxpayer would secure funds to be lent to a borrower who would pay 10% to 15% interest each six to eight weeks. The taxpayer would offer the lender a return of, for example, 10% interest each six to eight weeks, and charge the borrower 15% interest for that period, with the difference in the interest rate being the taxpayer’s profit.

Mr Mustapha contended that the taxpayer was not receiving a commission, nor was it earning any income for the services it had provided; it made profits from the interest based on the margin. His evidence was unclear in relation to what occasions the taxpayer was the intermediary for borrowers and lenders and when the taxpayer itself was the borrower and lender. Further, he was unable to explain why interest was being received from an entity in an extremely disproportionate value to the funds being paid to that entity.

When rejecting the taxpayer’s contentions, the AAT said that, in reviewing the material before it and the evidence provided at the hearing, it was clear that the taxpayer had chosen not to provide documents in its control to support the assertions being made by Mr Mustapha on its behalf. The taxpayer wanted the tribunal to accept its contentions without providing corroborating probative evidence to support such contentions.

6. Carrying on a business: rental properties

The AAT, in reviewing a private binding ruling of the Commissioner, has held that in the circumstances the taxpayer, an individual, was carrying on a business of renting properties (Allen and FCT5).

During the relevant income years (the 2015 to 2019 income years), the taxpayer owned nine properties which he rented out, seven of these being units in a block of flats. The issue basically was whether the taxpayer was carrying on a business during the income years.

The Commissioner’s submission was that the relatively small number of properties (including the fact that they comprised three parcels of land) was relevant to the assessment of whether the ruled facts demonstrated a volume of operations to be expected of a person conducting a rental property business as opposed to a rental property investor. The submission focused on the historical cost ($2,535,000), not the current market value ($6,000,000), of the properties. The properties were only geared (debt to market value) to 37.5%, which was consistent with a net rent or profit motive.

The AAT said that managing the properties was something which the taxpayer enjoyed, and after leaving employment with a bank in April 2018, the taxpayer preferred doing this as an occupation. Commencing in the 2018 income year, the taxpayer had committed to spending a significant amount of his working week to improving the returns from his rental portfolio.

Without resorting to any of the extraneous material, the tribunal was of the opinion that the tasks undertaken by the taxpayer were extensive and, in the tribunal’s opinion, time-consuming. The tribunal was of the opinion that, if not before, then at the very least after the taxpayer ceased being employed as a banker, he was employed in managing his income-producing real estate assets. The tribunal noted that, consistent with the objective of “maximising net rent”, the taxpayer undertook many more roles than the taxpayer was found to have done in the earlier tribunal decision in YPFD and FCT6 and compared to what would normally be expected a passive investor to do.

The tribunal concluded that the correct and preferable decision was that the taxpayer was in the 2018 and 2019 income years carrying on the business of renting properties. The taxpayer’s activities were more than that of a passive investor.

In a related case involving an objection to a private binding ruling issued by the Commissioner on the question of whether the taxpayer as the trustee of a discretionary trust that owned a two-storey brick block of five units was carrying on a business, the AAT remitted the matter to the Commissioner to request that the applicant make an application for another private binding ruling (Allzams Trust and FCT7).

7. GST: consideration for acquisition

The AAT has held that, for the purposes of GST and the margin scheme in particular, the cost of certain preparatory works constructed by the taxpayer were part of the consideration for the acquisition of the land from the ACT Land Development Authority (WYPF and FCT8).

The dispute about the calculation of GST revolved around the question of whether the value of certain works carried out by the applicant constituted non-monetary consideration for its acquisition of the land. The applicant paid $14,000,000 (monetary consideration) for the land to the ACT Land Development Authority, and also carried out certain works described as “preparatory works” and other works described as “building works”. It was agreed that the value of the preparatory works was $29,700,648 and the value of the building works was $77,034,265. The applicant was granted what were called “consequent leases” progressively on a stage-by-stage basis on completion of the preparatory works and the issue of a certificate of practical completion of those works, for a term of 99 years. The building works were required to be completed within 48 months in default of which the consequent leases could be forfeited.

The Commissioner accepted that the monetary consideration was paid for the acquisition of the land and that the preparatory works constituted non-monetary consideration for the acquisition of the land. However, the Commissioner took the view that the building works, which substantially comprised the construction of apartments for sale by the applicant, were carried out for the applicant’s own commercial ends and were not non-monetary consideration for the applicant’s acquisition of the land.

The tribunal said that this issue ultimately involved a judgment about nexus, that is, whether the degree of connection between the building works and the grant of the consequent leases required those works to be characterised as moving the grant of the consequent leases. It was undeniable that the building works and the consequent leases were connected. The tribunal, however, held that this degree of connection was not sufficient. The applicant did not carry out the building works to obtain the consequent leases. It was a condition of the consequent leases that it do so, but not a condition of the applicant’s acquisition of the consequent leases. In fact, the applicant obtained the consequent leases without completing the building works which, under the contractual terms, could be completed up to 48 months later.

For the same reason, it would not be correct to characterise the building works as “in response to” the supply of the consequent leases. The carrying out of the building works was in satisfaction of a condition of the consequent leases rather than in response to the supply of the leases. It was a condition non-fulfilment of which could lead to forfeiture of the consequent leases, subsequent to their supply, but not a response to the supply of the consequent leases.

A passing-on issue

Despite applying for private binding rulings and engaging in correspondence with the ATO to clarify the Commissioner’s view regarding the treatment of the preparatory works, in particular, the applicant remained uncertain as to the precise value that the ATO would accept as the value of those works. In the circumstances, the applicant chose to bring GST on its sales of the apartments to account in its GST returns conservatively. When calculating the GST disclosed in its returns, the applicant treated the monetary consideration as consideration for the acquisition of the land, but did not deduct the value of the preparatory works or the value of the building works when calculating the margins on the sales.

By not taking into account the value of the preparatory works and the building works, the applicant contended that it had overpaid GST and was entitled to a refund of the overpaid amount. The Commissioner, however, argued that the applicant passed on any overpaid GST to the purchasers of the apartments. Under s 142-10 of the A New Tax System (Goods and Services Tax) Act 1999 (Cth), amounts overpaid as GST (called “excess GST”) but passed onto the recipient of the relevant supply, are treated as payable. In effect, such amounts are not refundable unless the taxpayer reimburses the recipient of the supply for the excess GST that it passed on.

The tribunal, having regard to the particular circumstances of the case, was satisfied that this was one of the rare instances in which a taxpayer had (to the extent of the excess GST referable to the failure to deduct the preparatory works from the margin) paid excess GST that it did not pass on to the recipients of its supplies.
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Tax Tips

by TaxCounsel Pty Ltd

Presumption of advancement?

A recent Full Federal Court decision in a taxation appeal considered issues relating to the presumption of advancement in the context of the purchase of a matrimonial home.

Background

The Commissioner had obtained judgment against the taxpayer, a Mr Bosanac, for a considerable amount of tax (approximately $9.3m) and sought a declaration from the Federal Court that a matrimonial home, the title to which was registered in his wife’s name only, was in equity jointly owned by him.

At first instance, the Federal Court (McKerracher J) held that, in the circumstances of the case, the presumption of advancement applied to the purchase of the matrimonial home and that, therefore, the taxpayer had no interest in the home which the Commissioner could utilise for the purpose of satisfying the taxpayer’s tax debt.1

Now, on appeal, the Full Federal Court (Kenny, Davies and Thawley JJ) in a joint judgment has reversed the decision of McKerracher J and held that, on the facts, the presumption did not apply and that the taxpayer had a one-half share in the matrimonial home.2

The facts

The basic facts of the case were as follows. Mr and Ms Bosanac were married on 3 October 1998. They separated in 2012 or 2013, but continued to live together until about mid-2015 and did not divorce at that time. On 27 April 2006, Ms Bosanac offered to purchase the matrimonial home (the Dalkeith property) from Badenport Constructions (WA) Pty Ltd for $4,500,000, subject to her obtaining approval for a loan of $3,000,000 from Westpac. The offer to purchase was accepted on 3 May 2006. The sale contract formed by that acceptance required Ms Bosanac to pay a deposit of $250,000 within 30 days (by 2 June 2006). On 2 June 2006, $250,000 was withdrawn from a pre-existing joint loan account in the names of Mr and Ms Bosanac.

On 24 October 2006, Mr and Ms Bosanac applied for, and were granted, two new joint loans from Westpac in the amounts of $3,500,000 and $1,000,000 (together, “the October 2006 loans”). It was apparent that the purpose (or predominant purpose) of the October 2006 loans was to purchase the Dalkeith property.

On 3 November 2006, the Dalkeith property was transferred into the name of Ms Bosanac as sole registered proprietor. On the same day, Westpac sent a letter to Mr Bosanac confirming that a joint loan account in the amount of $3,500,000 had been opened. The letter confirmed that amount plus $998,570 in “customer’s contribution” were applied towards the settlement. It was to be inferred that the customer’s contribution was the $1,000,000 joint loan minus some fees. Mr and Ms Bosanac moved into the Dalkeith property in late 2006.

No suggestion had been raised that the Dalkeith property was registered in the name of Ms Bosanac with a view to Mr Bosanac avoiding meeting commitments to creditors with equity in that property.

The Commissioner argued that the “presumption” of advancement (that is, broadly, of a gift) did not arise on the present facts or was, in any event, rebutted. These closely related yet alternate contentions both relied on the fact that the Dalkeith property was the matrimonial home such that, it was contended, the proper inference was that it was intended that each spouse would hold a one-half interest in the property. It was thus submitted by the Commissioner that the presumption of a resulting trust arose with the effect that Ms Bosanac held a one-half interest in the Dalkeith Property on trust for Mr Bosanac.

Neither Mr Bosanac nor Ms Bosanac sought to give direct evidence about the purchase of the Dalkeith property.

At first instance

McKerracher J at first instance said that the “presumption” of advancement was not precluded from arising where the transaction involved the matrimonial home, and on the basis of longstanding authority, the presumption of advancement arose in Ms Bosanac’s favour. The Commissioner had not adduced evidence sufficient to rebut the presumption; the evidence adduced was not capable of supporting an inference that Mr Bosanac intended to retain a beneficial interest in the Dalkeith property.

His Honour also said that the registration choice may have been made for many reasons but here the evidence as to the intent of either party was very slim indeed and the court could not impute to the parties an intention based on what would be reasonable or fair with hindsight. There was much to be said for the register to prevail; the system was, after all, one of title by registration. The estate of the registered proprietor was usually paramount.

On appeal

As indicated, the Full Federal Court in a unanimous judgment has reversed the decision of McKerracher J.

In its joint judgment, the court said that the issue in the appeal was ultimately largely one of fact: what did Mr and Ms Bosanac intend as to the beneficial ownership of the property at the time of purchase? This question, their Honours said, was determined by reference to the facts, including inferences appropriately drawn from the facts, and — if they were applicable and not rebutted — certain presumptions of equity.

Their Honours explained:3


“The facts are either established by direct evidence or they may be inferred from facts directly proved when those proved facts make it reasonably probable that the inferred fact exists … Presumptions, unless ‘rebutted’ by evidence, operate such that proof of one fact results in a second fact being presumed to exist. The presumption of the existence of a fact in this way is said to be available because it gives effect to common experience … A presumption differs from an inference in that an inference is something which may be drawn from facts directly proved, whereas a presumption (unless rebutted) operates automatically once a certain fact is proved.”



Relevant presumptions

Two “presumptions” were of particular relevance in the determination of the appeal. These were described by their Honours as follows:4


“(1) The first presumption concerns resulting or presumptive trusts. Relevantly, a declaration of trust may be presumed where two parties contribute to the purchase price of property, but legal title to the property is put only in the name of one of them. Equity presumes there was a declaration of trust because it presumes it was intended that the person holding legal title would do so for both contributors (or that the purchaser did not intend to gift his or her contribution to the other person).

(2) The second is the presumption of advancement. Where it applies, the presumption of advancement operates to prevent a resulting trust from arising because the relationship between the relevant parties provides a reason against presuming a trust. The presumption operates on the hypothesis that, because a certain relationship exists between two parties, a benefit provided by one party to the other at the cost of the first was intended to be provided by way of ‘advancement’; absent evidence to the contrary, the relationship supplies a reason for why a gift was intended.”



Their Honours said that the presumption of advancement has particular significance where there is little evidence relevant to establishing the intention of the donor or where the court is unable to reach a positive satisfaction on the issue from the evidence adduced. That is why the presumption has been described as operating “to place the burden of proof, if there be a paucity of evidence bearing upon such a relevant matter as the intention of the party who provided the funds for the purchase”.5

The presumption of advancement does not preclude an examination of the actual relationship between the parties, or of other facts relevant to the intention at the time of the transaction, when it comes to the question of whether the evidence rebuts the presumption. The role of presumptions is not to obscure an identification of what was actually intended or to force a conclusion which the evidence sufficiently demonstrates to be incorrect. The presumption can be rebutted or qualified by evidence which manifests an intention to the contrary.6

The presumption applies to a purchase by a husband of property which is put in his wife’s name, and does not apply to property a wife purchases and puts in her husband’s name.

The first part of the Commissioner’s case on appeal centred on a passage from the High Court’s decision in Trustees of the Property of John Daniel Cummins v Cummins.7 The Commissioner submitted that the passage “qualifies” the presumption of advancement. It was submitted that the High Court accepted that, where a husband and wife purchase a matrimonial home, each contributing to the purchase price, and title is taken in the name of one of them only, then, in the absence of evidence to the contrary, it must be inferred (notwithstanding the presumption of advancement) that it was intended that each of the spouses would have a one-half interest in the property, regardless of the amounts contributed by them. The Full Court rejected the Commissioner’s submission. The court said:8


“The presumption of advancement arises on proof of the existence of a relationship to which the presumption applies. It applies to a purchase by a husband of property which is put in his wife’s name. Perhaps demonstrating just one reason for controversy about the presumption, it does not apply to property a wife purchases and puts in her husband’s name. The presumption is a general one, but it is nevertheless important to assess the particular transaction in respect of which the presumption is said to operate. The presumption is liable to being displaced or rebutted by evidence, including the circumstances of the particular transaction. The important point to be made from the relevant passage in Cummins at [71] is that, if the facts there set out exist, an available inference to draw from those facts is that a trust was intended. In a case where that inference is drawn, the presumption of advancement will be shown to have been inconsistent with the true intentions of the parties and thus rebutted. This conclusion is based on the objective circumstances of the acquisition, assessed in the context in which they occurred. Those facts might give rise to a positive inference inconsistent with the presumption. The ‘presumption of advancement’ arises because the parties have been shown to be in a relationship which gives rise to it, but the evidence shows that the presumption that the husband’s contribution was an ‘advancement’ or gift is inconsistent with the true state of affairs and is therefore rebutted.”



The second aspect of the Commissioner’s case was that the appropriate inference to draw from all of the evidence was that Mr Bosanac intended to retain a 50% beneficial interest in the property. This aspect of the appeal proceeded on the basis that there was no challenge to any of the findings of fact made by McKerracher J.

The Full Court noted that the appeal to it was by way of rehearing and that an appeal by way of rehearing involves the correction of error. Error is not demonstrated by mere disagreement with the views of the primary judge; there must be a proper basis justifying appellate intervention.

This reasoning of McKerracher J indicated that he excluded from consideration, on the question of whether the presumption of advancement had been shown not to apply or to be inconsistent with the true state of affairs, the fact that, as McKerracher J would have it, Mr Bosanac assumed a substantial liability without the benefit of acquiring any beneficial interest. The Full Court said that this was a fact which should not have been excluded from a consideration of whether the presumption of advancement had been rebutted.

Relevant points

In reaching the decision to allow the Commissioner’s appeal, the following points were made by their Honours:9

– there was significance in the fact that the transaction in this case involved a substantial borrowing by Mr Bosanac for which he would be liable in circumstances where he had no legal title to the property purchased with those borrowings;

– it was to be inferred from the fact that Ms and Mr Bosanac purchased the Dalkeith property as their matrimonial home and moved in together shortly after purchase that, at the time of purchase, they intended that the property would be for their joint use and for the benefit of them both, even though the property was registered in the wife’s name alone;

– at the time of the purchase of the Dalkeith property, the funds for the purchase came from joint loan accounts in both Bosanacs’ names. As McKerracher J recorded, “by entering into a joint loan agreement, the Bosanacs each contributed half of the purchase price of the Dalkeith Property”; and

– McKerracher J accepted, and it was not in dispute on appeal, that the purpose or predominant purpose of the loans in October 2006 was to purchase the Dalkeith property. The securities for the two October loans were mortgages, including over the Dalkeith property. This circumstance tended strongly against the presumption of advancement applying. It was less probable than not in the circumstances that Mr Bosanac would take on a very substantial liability in respect of the Dalkeith property without at the same time acquiring a corresponding beneficial interest in the property.

Their Honours went on:10


“It seems to us that, taken together, these fundamental facts tend strongly against the application of the presumption of advancement here. Rather, the objective facts together with the inferences properly drawn from those facts, lead to the conclusion that Mr Bosanac did not intend that his contribution to the purchase of their matrimonial home at Dalkeith be by way of gift to Ms Bosanac for her ‘advancement’. Rather, it should be inferred from the facts as found that both he and Ms Bosanac intended that Mr Bosanac would have a 50% beneficial interest in the Dalkeith Property. In our opinion, the primary judge should not have excluded the fact that Mr Bosanac assumed a substantial liability in the acquisition of their matrimonial home in considering whether the evidence and the facts as found on the evidence rebutted the presumption of advancement.”



Subsequent events

Although acknowledging that subsequent events were not directly probative of Mr or Ms Bosanac’s intention at the time of the purchase of the Dalkeith property, nonetheless, the fact was that Mr Bosanac later used the Dalkeith property to secure borrowings of $3.6m. This was in respect of what McKerracher J referred to as the “Rocket Investment Loan” and the “Rocket Repay Home Loan”, a significant portion of which he used to pursue share-trading activities. This subsequent use of the Dalkeith property to secure Mr Bosanac’s borrowings supported the inference that their Honours drew from the circumstances attending the purchase. That is, that at the time of purchase, the Bosanacs intended that the Dalkeith property would be available to benefit both of them, notwithstanding that it was registered only in Ms Bosanac’s name.

Conclusion

In conclusion, the Full Court said:11


“It seems to us that, ultimately, the most significant fact in favour of the operation of the presumption of advancement in this case was simply that, at the time of purchase, the Dalkeith Property was put into Ms Bosanac’s name, notwithstanding that Mr Bosanac contributed half the purchase price. This was, of course, sufficient to attract the presumption, absent rebutting evidence. For the reasons we have stated, we have concluded that in this case the evidence and the facts as found by the primary judge based on that evidence rebutted the presumption. We infer from these facts that at the time of the purchase Mr Bosanac and Ms Bosanac intended that Mr Bosanac would have a 50% beneficial interest in the property that was to be their matrimonial home.”



Some observations

The basic practical point that the Full Federal Court’s decision in the Bosanac case illustrates is that the fact that the title to real estate is registered in the name of a particular individual or company does not foreclose the possibility that some other person or company may have an interest (say, an equitable interest in the real estate). Potentially, this can have significant taxation implications.

Thus, to take the facts of the Bosanac case, if Mr and Mrs Bosanac had moved out of the property and Ms Bosanac had entered into a lease of the property, the rental income would have been derived for taxation purposes equally by Mr and Mrs Bosanac. And on the disposal of the property, there would be CGT implications for each of them.

These issues have the potential for creating headaches for practitioners in some circumstances!
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Higher Education

The direct benefit of a supportive employer

The dux of CTA1 Foundations for Study Period 1 2021 shares how study has deepened his knowledge on calculating and including tax offsets.
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Matthew Sowerbutts, Accountant, Le Cornu Lewis Hancock, South Australia

Please provide a brief background of your tax career

I graduated from the University of South Australia at the end of 2020 with degrees in commerce and business. I elected to major in accounting. In my final year of university, I started working as an undergraduate accountant at Le Cornu Lewis Hancock and progressed to a full-time accountant at the beginning of 2021. In my role, I complete income tax returns for individuals, and income tax returns and financial statements for trusts and companies.

Why did you undertake this specific subject?

Le Cornu Lewis Hancock specialises in tax. The firm encourages graduate accountants to complete the CTA1 Foundations subject to provide basic knowledge on various tax matters.

What skill or knowledge areas have you gained?

The key areas of knowledge I gained were calculating tax payable and assessable income, deductions, capital gains and a broad overview of different structures.

The calculation of tax payable and assessable income topic stood out for me. It provided information regarding the calculation of tax offsets and when they need to be included, the implications of the Medicare levy and the Medicare levy surcharge, and other components included when calculating tax payable or refundable.

Have you applied this new knowledge in your role?

As completing income tax returns is a large part of my current role, I have been able to apply what I learned on numerous occasions. For example, what deductions clients can claim based on their occupation or what tax offsets they are eligible to receive.

How did you juggle study, work and other commitments and perform so well?

Le Cornu Lewis Hancock provides support to employees completing CTA1 Foundations. I received a weekly study day for the subject duration to keep on top of study commitments within office hours. As a result, I was able to have a healthy balance of social activities, work and study, which helped me to perform well.

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

In the short term, I plan to increase my tax knowledge through the CTA2A Advanced and CTA2B Advanced tax subjects.


Member Profile

[image: Illustration]

This month’s column features John Elliott, CTA, from Strategic Edge Business Services, Queensland.



Member since

2017

Areas of specialty

Advises clients on a broad range of matters, including CGT, structures, business and personal income tax. Works as a “virtual” Chief Financial Officer.

What made you choose tax as a career and join The Tax Institute?

The tax industry seemed to “choose me” after finishing university, and I’ve been in public practice since. I joined The Tax Institute with a view to improving my knowledge and skills, and I was very keen to connect with fellow professionals.

How is your membership beneficial to your practice and clients?

Having access to an incredible database of knowledge is great, but being part of a community of experts who actually do help each other has been amazing. Particularly as being on my own relies on, at times, advice from other specialists. Being part of a group of like-minded professionals is fantastic. After nearly 20 years, being a member of The Tax Institute has helped me to get “hungry” again to keep learning, which of course helps my clients.

What is your most memorable career achievement to date?

Taking the plunge to start out on my own eight years ago was, and has been, challenging but incredibly rewarding. Working as a virtual CFO with some wonderful people has been a privilege.

What do you see being the main challenges for tax practitioners this year?

The amount of changes to tax law these last 18 months has been considerable. Keeping abreast of all of these changes and correctly applying the law to our clients’ tax affairs remains stressful, and maintaining a work–life balance while keeping our minds sharp and focused can be a challenge!

What do you see as the key attributes of an effective leader in the tax profession?

Always lead by example. We are never too “advanced” in our career to make a coffee for our staff or colleagues. An eagerness to “worry” about the little details is also critical. I see a leader in tax as more than experience and knowledge; rather, they are looking to pass this on to others.

Do you have any advice for young professionals just beginning their career in tax?

What I continue to remind myself to do regularly, which is always start by reading legislation before anything else. Second, learn or practise empathy — always remember that on the “other side” of the numbers or tax law advice are your fellow humans.

What does work–life balance mean to you and what are your interests outside of work, how do you relax?

I see a healthy work–life balance as critical. My wife and I have two young children, so we love spending time with them. We all love quiet Saturday mornings having pancakes! Taking time off with my family helps to keep my mind sharper and more efficient when I am working. I enjoy a quiet red wine with my wife, or a walk around the lake near where we live, or simply an afternoon on our back deck with music, good food and wine. For some downtime on my own, I like working in our garden to take my mind off tax law!


Large business and international: part 2

by The Tax Institute


In last month’s journal, part 1 of the Case for Change chapter on large business and international addressed the corporate tax system’s current complexities and shortcomings. This month, part 2 looks at particular sets of rules within the corporate tax system — some quite considerable in size and scope — and challenges the need for the level of complexity and reach, and in some cases, the need for some of these rules at all. The article points to the problems with hard-coding some regimes and the lack of a sense of integration with the changes that have been made. The absence of the legislative designer’s curiosity — to ask why any rule is required and why this one in particular — stands out as the most obvious missing piece in the construct of the corporate tax system.



Grouping and consolidation

The tax consolidation rules were initially introduced as an integrity measure to overcome loss duplication arrangements that had been implemented under the former loss grouping rules, and as an administrative measure to simplify the management of the tax affairs of groups of companies. However, in light of the volumes of legislation governing the various aspects of the tax consolidation regime, coupled with hundreds of pages of explanatory materials, not to mention the plethora of ATO products on the subject, it is difficult to say that either objective has been achieved.

The regime attempts to treat the acquisition or disposal of shares in a company as if it were an acquisition or disposal of the underlying assets and liabilities by requiring tax cost setting calculations on entry into, and exit from, a group by members. However, despite the over-engineered rules, there remain opportunities for double taxation and non-taxation. Additionally, the economic purity approach that is embedded in the regime gives rise to odd outcomes such as deemed capital gains arising on the acquisition of another entity. This is difficult to explain to the average Australian businessperson, let alone one from overseas. Moreover, it creates planning opportunities such as through the manipulation of stepped-up or stepped-down cost bases, depending on the desired outcome.

Given the Australia-centric approach, anomalies and inefficiencies arise on the inclusion of offshore operations. Issues arise in the context of franking where distributions are made to shareholders of consolidated groups which have foreign operations and income. In an increasingly global market, the rules must be flexible enough to support Australian businesses doing business abroad without imposing a disproportionately high cost of compliance.

The tax consolidation regime has the potential to be much simpler than it is. The short answer is simply to conceptually follow accounting consolidation principles (but with a 100% ownership requirement).1 Fundamental concepts underlying the existing system could be retained. For example, intragroup transactions would continue to be disregarded and a single return could be lodged for administrative ease. It is acknowledged that, without a single entity rule, there may need to be provisions dealing with the payment of tax and joint and several liability. The concepts of a tax sharing agreement and tax funding agreement could be leveraged and the underlying premises of those arrangements would continue to be applicable. This would safeguard the revenue and would also continue to provide protection to individual companies within a group.

We would argue against reducing ownership thresholds to a proportion less than 100%, as is the case in other jurisdictions such as the United Kingdom (which provides for group relief rather than consolidation), and indeed other Australian regimes such as the GST grouping provisions, given that it would introduce the need for additional calculations and unnecessary complexity.

The tax consolidation regime has been considered as a stand-alone regime by the Board of Taxation and has also been reviewed as part of broader reports on aspects of the tax system.2 The Tax Institute considers that it would be worthwhile to revisit the Board’s recommendations, particularly to revisit the entire consolidation model. The research and analysis have already been undertaken and simpler options have been canvassed. While arrangements would be required to address intermediate issues from the existing regime, these can be managed through adequate transitional periods and measures.

In the absence of fundamental change, some examples of specific areas which, at a minimum, require clarification and simplification are the multiple entry consolidated (MEC) rules and the churning rules.

The taxation of financial arrangements regime

Taking the TOFA regime as an example, it is plain to see that it is rife with complexity. The rules are overcomplicated and yet still give rise to anomalous outcomes. Potential misalignment with accounting standards can occur, depending on the method applied (that is, the realisation method and four elective tax-timing methods). Supposed hedging rules simply do not work for many financial and investment bodies. Further, there is inconsistent application between financial and non-financial institutions though the underlying rationale is questionable. The overall regime and its complexities impede, rather than encourage, economic growth.

The preferable solution is simply to abolish Div 230 and to instead allow the usual assessable income rules (that include some level of alignment of the tax treatment to accepted accounting and commercial principles) to operate. The need for a provision dealing with deferred interest arrangements could be addressed in a number of ways, the simplest of which may be a reversion to Div 16E of the Income Tax Assessment Act 1936 (Cth) (ITAA36) or a similar rule.3

If the TOFA regime is to be retained, at a minimum its application should be confined to financial institutions only. This will relieve average corporates, whose dealings may otherwise fall within the scope of the regime, from the task of navigating the technical complexities, as well as the inevitable administrative burden and increased compliance costs. Alternatively, the tax treatment could be made consistent across all entities and thresholds determining the mandatory application of the TOFA regime increased to effectively exclude average corporates. Importantly, regardless of the option chosen, the onerous administrative and compliance burden associated with the documentation and record-keeping requirements and the unintended consequences must be alleviated.

“The overall regime and its complexities impede, rather than encourage, economic growth.”

Foreign exchange rules

The issues

The foreign exchange gains and loss rules contained in Div 775 ITAA97 have been criticised for being ineffective. Of course, it is not possible to consider those rules without considering the way foreign exchange gains and losses can also be assessed under Div 230 (the TOFA rules).

The rules in Div 775 contain ostensibly five foreign exchange events that need to be potentially considered. Interestingly, when Div 775 was introduced, it was said to override any other provision of the tax law. However, when the TOFA rules in Div 230 were introduced, they also contained a provision that overrode every other provision of the tax law. It remains unclear whether Div 230 overrides Div 775, despite each claiming supremacy. That is, perhaps, indicative of the problems that stem from these detailed and complex provisions.

A casual observer might consider that, if there were ordinary income rules dealing with gains and losses and capital gains and losses rules, there might be no need for such provisions dealing with such specific types of events. Unfortunately, the path to this overly complex place where we now sit is founded in decisions made some 35 years ago.

Prior to the introduction of the CGT rules in 1985, it was clear that foreign exchange gains and losses on revenue account were assessable under the ordinary income and deduction provisions of the tax law in the same way that revenue asset profits and losses had been treated for decades. The apparent gap at that time was gains and losses on capital account which, like capital gains and losses generally, were not within the tax net prior to 1985.

As has been noted in the Case for Change paper, the path of drafting the law based around concepts of CGT events in relation to assets not only limits the different ways in which a capital gain or loss may arise, but also addresses only half of the balance sheet. That there could be gains and losses arising on the discharge or compromise of liabilities had long been recognised.4 Whether such a gain or loss should be brought to account was, prior to the introduction of CGT in Australia, determined on whether the underlying liability was on revenue or capital account.5 What became quickly apparent was that the structure of the CGT provisions meant that it was possible (even likely) to have scenarios where there could be no relevant disposal of an asset on which a gain or loss could be said to arise.6

As a result, the tax laws were substantially deficient when dealing with gains and losses on liabilities on capital account.

Division 3B/Division 775

Division 3B was introduced into the ITAA36 in 1987. In the second reading speech introducing the Bill,7 it was said that the purpose was to allow deductions and treat as assessable income losses and gains on foreign exchange. At a time of high interest rates and Swiss Franc loans, it was relatively easy to make a case that there was a similarity between foreign exchange gains and losses and interest on loans (superficially attractive despite being internally inconsistent), and therefore should be taxed on the same basis as interest.

Perhaps most importantly, despite there having been the announcement of the introduction of a CGT on 19 September 1985, the then Treasurer announced on 18 February 1986 (before the introduction of the Income Tax Assessment Amendment (Capital Gains) Bill 1986) that there would be specific rules to deal with exchange gains and losses on ‘borrowings and loans’. What one can immediately glean is that there is something more at play here — an acknowledgment that the CGT rules as announced were not going to cover gains (and losses) on liabilities. This may have been a lost opportunity to rethink the design of the CGT rules before their introduction to parliament.

The so-called solution or ‘patch’

To overcome the ‘gap’ in the law regarding gains and losses (although the latter were not usually the focus of amendments) of a capital nature on liabilities, various specific solutions were implemented in addition to Div 3B (and subsequently Div 775). However, these have created their own gaps and mismatches. Simple concepts such as hedging do not work properly. All gains are treated as being on revenue account, even if the true nature of the gain or loss is on capital account. The current solution is also excessively and unnecessarily complicated and falls into the same kinds of drafting traps as the CGT provisions.

Option

Specific rules on foreign exchange are unnecessary and can be abolished if the correct underlying framework is in place. This means a comprehensive CGT regime that incorporates gains and losses on liabilities (and which is simply expressed), which then allows the common income/loss and capital gain/capital loss rules to operate in relation to foreign exchange gains and losses of all kinds and gives them appropriate treatment.

Business capital expenditure

Section 40-880 ITAA97 provides a deduction for certain business capital expenditure (also referred to as blackhole expenditure) on a straight-line basis over a five-year period. It applies as a last resort provision to capital costs incurred in relation to a past, current, or proposed business that is not otherwise dealt with under the income tax law.

However, while broad on its face, s 40-880 contains a number of exclusions. Among other reasons, capital expenditure is generally not deductible under s 40-880 to the extent that it is:

– private or domestic in nature;

– deductible under another provision of the income tax law;

– in relation to a lease or other legal or equitable right;

– non-deductible under the income tax laws;

– part of the cost of land or of depreciating assets; or

– taken into account in calculating a capital gain or loss.

The appropriateness of some of the exclusions to s 40-880 may be questioned. A fundamental principle of deductibility is that expenditure is either already immediately deductible, or goes to the cost base of an asset, or will in future form part of the calculation of the cost base of an asset. Where expenditure falls outside these circumstances, it should be caught under s 40-880, which itself could be expressed more simply in light of the above principle.

Insurance tax

The tax regimes applying to general and life insurance (Divs 320 and 321 ITAA97 and Div 15 ITAA36) have particular complications and peculiarities that are in need of reform.

In the case of Div 321, applying to general insurance activities, the Division represents a codification of the general principles that existed previously. Those principles followed accounting and business principles that underlay the operation of the industry and borrowed from longstanding principles of returning income and claiming expenses. By writing those principles into Div 321, little has been added other than the constrictions of legislated rules that become unwieldy as soon as the accounting principles or general business approaches change. This then requires the industry or the tax administration to try to reconcile those differences which would not have arisen had the regime been left to the broad accounting and business principles that existed previously.

In the case of Div 320, applying to life insurance companies, the rewrite from the ITAA36 of special rules was originally built on suspicion of earlier practices, despite it resulting in a regime that still sought to create multiple taxation regimes in the one taxpayer. This gave rise to theoretical legislated divisions which had then to be replicated by business to accord with the tax regime. This is known as the tax tail wagging the business dog.

Again, such an approach has given rise to anomalies, and when then added to other theoretical regimes (like consolidation), gives rise to even more anomalies, all of which demand further amendments. This ongoing tinkering with the regime means it also becomes unwieldy and is proof of the adage that the more words that are written, the more problems that arise.

Division 15 is a specific regime designed to deal with non-resident insurers. It is a relic of a time when large (usually UK) foreign insurers would compete but, not having a presence in Australia, would not be subject to tax in Australia (one might call it a pre-BEPS, BEPS issue). Australia’s right to tax has been preserved in double tax agreements. It would appear to be contrary to our free trade principles and should be reconsidered in the light of subsequent developments.

Transfer pricing

While it is fair to say that Australia’s international transfer pricing rules are adequate and broadly consistent with international best practice, there is a dire need to cut red tape and alleviate the associated administrative burden imposed on businesses. There are two elements to this: legislative reform and administrative action.

In terms of legislative reform, other jurisdictions, such as the UK, have exempted small businesses from their transfer pricing rules and significantly reduced the circumstances in which medium-sized businesses might be subject to such rules. The approach taken in the UK seems sensible when the compliance cost burden is weighed up against the relatively small risk to the revenue.

Further, the transfer pricing record-keeping rules in Subdiv 284-E of Sch 1 to the Taxation Administration Act 1953 (Cth) (TAA53) adopt a one-size-fits-all approach that applies equally to small businesses and to large businesses, regardless of the size and extent of an entity’s cross-border related-party dealings. However, the cost associated with complying with these rules (eg adviser fees and internal staff costs) is disproportionately higher for small businesses relative to the generally smaller size of their cross-border transactions and to the potential revenue at risk.

A review of the various record-keeping requirements, particularly those in Subdiv 284-E TAA53, is warranted with a view to introducing appropriate de minimis and safe harbour provisions to reduce administrative and compliance costs for small businesses, small to medium-sized enterprises (SMEs) and for large businesses that have cross-border related-party dealings that represent a low risk to the revenue.

In relation to administrative action, not only is it possible to simplify disclosures required in terms of the international dealings schedule, it is also possible, and indeed desirable, to improve de minimis requirements for SMEs and to make the simplified transfer pricing record-keeping options introduced by the ATO as an administrative concession accessible to more taxpayers.


Options for reform

– Exempt small businesses that are not ‘significant global entities’ from the transfer pricing rules to reduce the compliance cost burden for all such entities relative to the small risk to the revenue.

– Review the record-keeping requirements in Subdiv 284-E TAA53 with a view to introducing appropriate de minimis and safe harbour provisions to reduce administrative and compliance costs for small businesses, SMEs and for large businesses that have cross-border related-party dealings that represent a low risk to the revenue.

– Review the simplified transfer pricing record-keeping options introduced by the ATO as an administrative concession to make them accessible to more taxpayers.



Domestic rules

The domestic situation is quite different. Our international transfer pricing regime, while administratively onerous, is at least comprehensive. The same cannot be said of our domestic rules. Australia has taken a piecemeal approach to addressing domestic transactions between related parties. Unlike other countries, like the UK, which operate established domestic transfer pricing regimes, Australia has select market value substitution rules and arm’s length conditions embedded in particular regimes in relation to asset transfers such as in the context of CGT, value shifting and for stamp duty purposes. These appear to have been inserted into provisions as knee-jerk integrity rules that can give rise to different outcomes depending on how they have been crafted for a particular regime within the law. Indeed, in the absence of a comprehensive domestic arm’s length or market value substitution rule, specific and complicated integrity rules have been put in place to prevent the behaviour that could otherwise have been more easily addressed through a comprehensive approach.

Rather than this inconsistent and confusing approach, it would be preferable to have a single overarching principle that transactions be conducted on market value terms.

There is no reason, in principle, why a clear broad-based and consistent domestic market value substitution rule could not apply to all transactions. We recommend that any such framework should be principles based, not follow international transfer pricing approaches (for compliance cost reasons), and incorporate de minimis provisions and safe harbours for SMEs. Clear and enhanced ATO guidance is necessary to support taxpayers to understand their obligations and to facilitate its administration without undue complexity and compliance costs.

International

Part of Australia’s challenge in moving past the economic recession, and other challenges brought about by the COVID-19 pandemic, will be attracting foreign capital. This will be the case for all countries emerging from the pandemic so the need for a competitive edge to attract foreign capital is heightened. As alluded to throughout this chapter of the Case for Change, despite our dependence on it, Australia’s current domestic and international tax settings hardly incentivise or even facilitate foreign investment.

There are a number of fundamental issues with the design of our international tax system which call into question its effectiveness and viability in current times, let alone the future. The Australian tax system is, in many ways, overly complex. Our international tax rules are no exception. This is not least because our international tax system incorporates many domestic principles and laws such as residency, source, foreign tax credits, and general anti-avoidance rules.

In addition, it encompasses a range of independently complex regimes including transfer pricing, the controlled foreign currency (CFC) rules, specific anti-avoidance provisions such as the multinational anti-avoidance law and the diverted profits tax (DPT), a number of tax treaties and tax exchange of information agreements, and, of course, the Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting (MLI). Each of these regimes is supplemented by a plethora of ATO products including determinations, tax rulings, practical compliance guidelines, and taxpayer alerts. The same can be expected in the advent of a future digital services tax. This is an overwhelming amount of information to be digested by parties looking to engage in cross-border transactions, or practitioners engaged to advise on them.

It is of little reassurance or justification that many other countries have taken similar, if not more complex, approaches to international tax. This is particularly so since it is not the case for all countries and there are some standout regimes such as that of Singapore and Hong Kong, which facilitate foreign investment in a far simpler manner (suggested below).

To add to these issues, there have been a number of relatively recent decisions, namely, Peter Greensill Family Co Pty Ltd (trustee) v FCT8 and Burton v FCT,9 that have called into question the policy settings in our international tax system. While the decisions in these cases are not questioned based on the operation of the law, they appear to be inconsistent with the policy intent. These decisions are considered below.

Perhaps even more importantly — and which, in some cases, flies in the face of proposals that might otherwise be considered — is the work over the last decade internationally to address base erosion and profit shifting (BEPS). This has manifested in some of the previously mentioned rules that have been put in place such as DPT, the MLI and anti-hybrid rules. It is also the basis for the emerging consensus among members of the OECD/G20 Inclusive Framework around Pillar One (on re-allocation of taxing rights) and Pillar Two (the global anti-base erosion mechanism) and, in particular, the concept of a minimum level of tax.

The solutions to overarching design issues and specific gripes within the international tax system, some of which are considered below, will be found in strategic and carefully planned policy and law.

Residence versus source-based taxation

Core concepts in the tax system of all countries are those of residence and source. In Australia, we have used both of these markers to determine the type or level of tax to be borne. Other countries have tipped the balance away from residence and been more reliant on source. Occasionally, a country (eg the US) will adopt an indicium of citizenship rather than residency for individuals. Different rules may exist for corporates versus individuals.

One potentially simple, but significant, move towards a simpler, more effective international tax system would be to tip the balance further in favour of source-based taxation,10 much like the systems implemented in Singapore and Hong Kong, referred to above. However, immediate acknowledgment needs to be given to international trends and the need to remain within a consistent framework with those trends. Thus, it would be unrealistic to expect that our CFC rules could be abandoned given the strong support internationally for such rules and the role they play in maintaining tax system integrity and preventing base erosion and profit shifting.

Nonetheless, consistent with other domestic considerations, Australia could consider taxing economic activity, regardless of the person or entity which undertakes the activity. While this might suggest less differentiation of tax having regard to residency, there can be an opportunity to improve and simplify the treatment of foreign-sourced income of residents and clarify the treatment of non-residents. In each case, such changes could enhance Australia as a base for knowledge and services workers.

Australia’s tax treaty network

For a developed country, Australia has a very small treaty network of around 45 tax treaties.11 While most of our treaties reflect our trading and investment relationships, occasionally treaties have been entered into for political, rather than economic, reasons and ultimately add little value to Australia’s trading position. The UK has more than 130 tax treaties with its trading partners, making it one of the largest tax treaty networks.12 Canada has around 100 tax treaties and the United States follows closely behind with almost 70 tax treaties.13

While this is not to suggest that Australia should be aiming for the same, it does warrant a review of our existing treaty network and whether there should be new treaties negotiated to facilitate international trade. In any such review, it would be important to consider the merits of following the UN model convention or the OECD model convention, depending on the circumstances, and particularly, the extent to which Australia should concede to emerging countries.

It should be noted that the federal government has provided funding to Treasury to expand its treaties negotiation project which is intended to cover updating certain existing treaties and addressing requests for new treaties from some 20 countries.14 An expansion of the treaty network would seem desirable.

Tax treaties are often viewed politically as a forfeiture or concession of revenue. While this is prima facie true, it is a narrow-minded and short-sighted view of the purpose of a tax treaty. Rather, it is important to return to the inherently reciprocal nature of a treaty, and acknowledge that while Australia may, under a tax treaty, provide concessional treatment to foreign businesses operating here, the reciprocal treatment will be afforded to Australian businesses operating in the counterparty jurisdiction. This is just one means by which the government can support Australian businesses to expand offshore.

Permanent establishments

The concept of a permanent establishment (PE) is established in both domestic law and various tax treaties that have been concluded between Australia and other jurisdictions. Where a company is resident in a country with which Australia has concluded a tax treaty, it is important to have regard to the definition of PE contained therein as this will generally apply in priority to the domestic law.

Broadly, under Australia’s domestic law, a PE is a place at or through which a person carries on any business, and includes:

– a place where the person is carrying on business through an agent (except where the agent does not have, or does not habitually exercise, a general authority to negotiate and conclude contracts on behalf of the person);

– a place where the person has, is using, or is installing substantial equipment or substantial machinery;

– a place where the person is engaged in a construction contract; and

– a place where another person manufactures, assembles, processes, packs or distributes goods on behalf of the person.15

Most tax treaties contain a definition of PE that is similar to the definition under domestic law, though generally more comprehensive.16 It is also necessary to be mindful of the impact of the MLI, which sits above and modifies many of Australia’s existing tax treaties on a treaty-by-treaty basis.

In order to ensure the dexterity of Australia’s domestic and international law, we must acknowledge our ever-changing economic landscape, and our legal and administrative framework must be able to withstand and facilitate change. In the context of PEs, we must acknowledge that new ways of doing business in a modern economy increasingly do not fall squarely within traditional concepts. One important step to achieving this will be to continue to monitor the work being done by the OECD on tax challenges arising from digitalisation through Pillar One and Pillar Two.17 Australia’s engagement in this work is critical, though it is recommended that this is done in a multilateral way, in communication and agreement with our counterparties, rather than independently in a way that deviates from the principles and foundations underpinning Pillar One and Pillar Two.

Foreign income tax offsets

Formerly, foreign tax credits and, more broadly, foreign losses were quarantined. The foreign tax credit and foreign loss quarantining rules formed part of the tax reforms introduced in 1986 and were justified on the basis of protecting Australia’s tax base.18 As foreign source income became generally assessable, the foreign tax credit system was intended to provide relief from double taxation. This was given effect through a credit which was allowed for foreign income tax paid on an amount of foreign income included in assessable income. The former credit was capped at the lesser of the Australian tax that would be payable on the foreign income or the actual foreign tax paid. For a number of reasons, the former rules were abolished and replaced with a new set of provisions, rewritten into the ITAA97.

Division 770 ITAA97 contains provisions in relation to the availability and calculation of foreign income tax offsets (FITOs). Claiming a FITO of up to $1,000 is relatively straightforward. However, a FITO in excess of this amount requires detailed calculations. First, a taxpayer must work out their FITO limit. This is essentially based on the difference between the taxpayer’s actual tax liability and the tax liability they would have incurred were certain foreign taxed and foreign source income and deductions disregarded. This can have the effect of reducing the FITO able to be utilised and the foreign income tax paid in excess of the limit can neither be carried forward nor refunded.

One of the main issues with Australia’s FITO system is its interaction with other regimes, such as the CGT. This issue has manifested in recent case law. In Burton, due to the fact that only half the capital gain on an asset was included in the assessable income of an Australian taxpayer, only half the tax could be used as a FITO.19 Had Australia chosen instead to include the whole capital gain but tax it at half the otherwise applicable rate (which mathematically would have given rise to the same amount of tax), a full FITO would have arisen and it would have been consistent with the treatment in the US in that case.

A starting point may be to revisit the recommendations contained in the Review of international tax arrangements.20 A simple comparison of net foreign income and foreign tax paid may be a simple solution and draws on the former system. Revisiting the former system, and reassessing the ways in which issues in that system could be resolved, would also have the benefit of bringing Australia more closely in line with international practices. This should help reduce anomalous circumstances arising from a clash of systems, such as where Australia discounts capital gains but other jurisdictions instead use discounted rates.

Trusts and foreign income

Over the years, there have been a number of cases in respect of trusts and foreign income that have given rise to anomalous outcomes. Some such cases have been the subject of ATO rulings, though the guidance has done little to resolve systemic issues.

These outcomes have sometimes arisen due to the operation of s 99B ITAA36. Section 99B addresses the receipt of trust income not previously subject to tax and broadly provides for the reduction of the amount that would be included in a trust beneficiary’s assessable income for a number of reasons.21 Such amounts are treated as non-assessable non-exempt income.22

There have been incidences of perceived overreach by the ATO in respect of the application of s 99B. For example, ATO ID 2011/93 provides that an amount paid to an Australian resident beneficiary of a non-resident trust which is entirely attributable to foreign source income derived by the trustee when the beneficiary was, at the time, a non-resident, is to be included in that beneficiary’s assessable income.23 The trust had derived foreign source income, accumulated it as trust capital, and paid the (corpus) amount, which comprised previous income, to the beneficiary.

Along the same lines, TD 2017/23 and TD 2017/24, which relate to the treatment of capital gains that flow through foreign trusts, confirmed the ATO’s view that, as distinct from Australian trusts, capital gains do not retain their character as they flow through a foreign trust.24 The flow-on effect is that Australian resident beneficiaries are therefore taxed on distributed capital gains as ordinary income. This of course means that they cannot access concessional treatment through the CGT discount, where it would otherwise have been available. Suffice to say that the finalisation of the ATO’s view in this form was unexpected by many given that it was contrary to the established market view. The effect of TD 2017/23 and TD 2017/24 was to narrow the residency assumption in s 95 ITAA36 by taking the view that it is overridden by Div 855 ITAA97, and thereby expanding the scope of s 99B.

The issue continues in the context of capital gains and non-resident beneficiaries with TD 2019/D6 and TD 2019/D7, both of which remain in draft form.25 Compounding the effect of TD 2017/23 and TD 2017/24, in TD 2019/D6, the Commissioner takes the view that a foreign beneficiary presently or specifically entitled to a capital gain made by an Australian discretionary trust on a non-taxable Australian property (non-TAP) asset is assessable on the capital gain even though that would not occur if the foreign resident made the gain directly or through a fixed trust, rather than through a discretionary trust. In TD 2019/D7, the Commissioner takes the view that a foreign beneficiary of a discretionary trust is assessable on non-TAP capital gains irrespective of whether the gain is Australian sourced.

Most recently, in Greensill, a foreign resident beneficiary of an Australian discretionary trust received a distribution out of capital gains derived from the sale of non-TAP assets.26 Essentially, looking through the trust, the transaction involved the disposal of non-TAP assets by a non-resident. While, prima facie, this could be expected to fall outside the scope of Australian CGT, anomalies arising from the Australian rules governing the taxation of trusts meant that Australian tax was held to apply. It should be noted that, if the holding of the non-TAP assets were direct or through a fixed trust, this outcome would not have arisen.

The broader integrity concern in this context seems to be that discretionary trusts have been subject to manipulation for a number of reasons, including their closely held nature, the bespoke character of the governing document (being, the trust deed), as well as the lack of transparency and codified regulation (as distinct from companies). Therefore, actual or perceived avoidance or contrivance is the underlying issue. In contrast, the same integrity concerns do not seem to apply to other types of income flowing through discretionary trusts. This is clearly an anomaly and reveals an inconsistency in the underlying policy. Moreover, the ATO interpretation shows an inconsistency with the broad principles of territoriality of taxation; that is, that countries do not usually seek to impose tax on the foreign income of non-residents other than in exceptional circumstances. The Tax Institute recommends that the way in which avoidance and contrivance are addressed should be reconsidered. Doing so will address the underlying issues that give rise to such anomalous outcomes. Furthermore, it is recommended that the treatment of income flowing through trusts to non-residents be reviewed to ensure consistency across income and consistency with general principles of territoriality of taxation.


Options for reform

– Rebalance the tax mix to shift away from a heavy reliance on corporate and income taxes towards a greater reliance on consumption taxes.

– Incentivise foreign investment into Australia and the expansion of Australian businesses offshore through tax reform and incentives underpinned by sound tax policy.

– Reset the tax policy framework and reconsider who is best placed to undertake tax policy development and tax reform initiatives, keeping in mind a long-term vision for the tax system and the ever-changing economic landscape.

– Lower the corporate tax rate to no higher than 25% and eliminate the dual rate system.

– Revisit the imputation system and consider alternatives in line with international practices.

– Simplify the carry-forward and allow the carry-back of losses.

– Treat losses like other tax assets and change the negative connotations associated with the acquisition of loss-making companies.

– Simplify the CGT regime using a principles-based approach. Introduce correspondingly simplified roll-over relief that supports the fundamental policy.

– Simplify the tax consolidation rules to follow accounting principles in terms of grouping.

– Clarify and simplify the operation of certain aspects of the existing tax consolidation system if they are proposed to be retained.

– Abolish the TOFA regime, the CDF rules and other regimes (in tandem with a simplified but broader CGT regime), the transactions relating to which can be addressed in a simpler manner.

– Revisit and simplify the provisions dealing with the treatment of particular kinds of assets including Divs 40, 43 and 250 ITAA97.

– Enact a uniform domestic market value rule with appropriate de minimis and safe harbour provisions, as well as simplified record-keeping requirements to reduce administrative and compliance costs.

– Move from a residence-based to a source-based system of international taxation.

– Revisit Australia’s tax treaty network and consider gaps where agreements may be negotiated with existing or potential trading partners.

– Revisit the Review of international tax arrangements recommendations to resolve issues in the FITO regime.27 Resolve issues of interactions and clashes between different systems such as in the context of CGT.



Conclusion

As the above discussion demonstrates, the current corporate tax regime is unnecessarily complicated and is in need of overhaul. It creates anomalies and gives rise to administrative interpretation that ultimately represents a perceived overreach of the law and hampers investment. There is enormous opportunity to create a regime that instead fosters investment and productivity gains, as well as being attractive to overseas capital; a regime that reduces complexity and red tape.

The Tax Institute
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Introducing a patent box in Australia

by Louisa Wu, CTA, Special Counsel, Clayton Utz


A “patent box” is a generic term for regimes that apply a concessional tax rate to profits derived from eligible intellectual property. Currently, over 20 jurisdictions have patent boxes or other similar concessional tax regimes. This article explores the proposed introduction of a patent box in Australia, including how such a tax regime will likely interact with the existing research and development tax incentive, the OECD action plan on base erosion and profit shifting, and the recent release of TR 2021/D4 in relation to royalties and the character of receipts in respect of software.



Introduction

A “patent box” is a generic term for regimes that apply a concessional tax rate to profits derived from eligible intellectual property (IP). Currently, over 20 jurisdictions, including the United Kingdom, Singapore and many European countries (such as Belgium, France, the Netherlands and Switzerland), have patent boxes or other regimes that offer concessional tax treatment to IP derived profits.

The focus of Australian tax reform in the past decade has resided squarely in the quest against multinational tax avoidance and with maximising tax revenue. Consider the 2013 amendments to the general anti-avoidance provisions in Pt IVA of the Income Tax Assessment Act 1936 (Cth) (ITAA36), the introduction of the multinational anti-avoidance law (MAAL) in 2015, the introduction of the diverted profits tax (DPT) in 2017, the entry into force of the Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting (MLI) from 2019, and the ongoing discussion around the OECD action plan on base erosion and profit shifting (BEPS).

Hence, the Australian Government’s recent announcement of the introduction of a patent box is somewhat surprising. In proposing to introduce a patent box in Australia, it seems we may now be back to introducing incentives for multinationals to do business here, and to encouraging foreign investment in Australia. That is, the stated aim of the Australian Government’s patent box policy is to encourage companies to base their medical and biotechnology research and development (R&D) operations in Australia, to commercialise that innovation in Australia, and to retain associated patent profits in Australia.

Proposed patent box tax regime

On 11 May 2021, as part of the 2021-22 Federal Budget,1 the Australian Government announced that it will introduce a patent box for eligible corporate income associated with new patents in the medical and biotechnology sectors. The Australian Government indicated that it would also consult on whether a patent box would be an effective way of supporting the clean energy sector.

This was followed by the release of a Treasury discussion paper on the policy design of a patent box on 5 July 2021.2 Interested parties had until 16 August 2021 to comment on the consultation.

Following consideration of responses to the Treasury discussion paper, the Australian Government has indicated that it will issue and consult further on exposure draft legislation, prior to introducing legislation into parliament.

According to the Treasury discussion paper, the following broad design features will form the basis of Australia’s medical and biotechnology patent box:

– an effective concessional tax rate of 17% will apply to companies on eligible profits from patented inventions;

– only inventions claimed in standard patents granted by IP Australia which were applied for after the Federal Budget announcement on 11 May 2021 will be eligible; and

– the patent box will be designed to be consistent with the OECD/G20 Forum on Harmful Tax Practice (FHTP) framework governing IP regimes, including the OECD’s BEPS action 5 minimum standard. This includes that the concessional tax treatment will only apply to company profits from patented inventions in proportion to the amount of associated R&D that was conducted in Australia by the company.

Having regard to Australia’s commitment to the Paris Agreement and to achieving net zero emissions as soon as possible, consideration is also being given to whether the patent box should be extended to patented inventions relating to low emissions technologies.

The patent box is intended to apply to companies for income years commencing on or after 1 July 2022.

Profits eligible for the patent box

Not all medical and biotechnology patent profits will be eligible for the concessional tax rate under the proposed patent box.

Once a company starts producing revenue from an eligible patented invention, the Treasury discussion paper indicates that a company will need an apportionment mechanism to separate eligible revenue and non-eligible revenue for the purposes of the patent box.

The precise type of income that should be eligible for the patent box has been opened up for discussion. However, since the patent box will only apply to company profits from patented inventions in proportion to the amount of associated R&D that was conducted in Australia by the company, it may be surmised that the patent box concessional tax rate will only be available in respect of income that is generated reasonably directly from medical and biotechnology patents that have been developed and commercialised in Australia.

The Treasury discussion paper provides that the following revenue forms are most commonly associated with the commercialisation of patented inventions:

– royalty or licence fees derived from an eligible patented invention;

– revenue embedded in the sale of patented goods or services or the use of patented processes in production;

– revenue from damages or an account of profits for infringement of an eligible patented invention; and

– revenue by sale or assignment of an eligible patented invention.

Expenses that arise in developing, exploiting, generating and maintaining the relevant patented invention need to be subtracted from eligible patent revenue, and hence separated from non-eligible expenses that are unrelated to the patented invention.

Under s 6(1) ITAA36, royalty or royalties is defined to include the following:


“‘royalty or royalties’ includes any amount paid or credited, however described or computed, and whether the payment or credit is periodical or not, to the extent to which it is paid or credited, as the case may be, as consideration for:

(a) the use of, or the right to use, any copyright, patent, design or model, plan, secret formula or process, trade mark, or other like property or right;

…

(d) the supply of any assistance that is ancillary and subsidiary to, and is furnished as a means of enabling the application and enjoyment of, any such property or right as is mentioned in paragraph (a) …

…

(f) a total or partial forbearance in respect of:

(i) the use of, or the granting of the right to use, any such property or right as is mentioned in paragraph (a) …”



Similarly, under para 3, art 12 of the synthesised text of the MLI and the Convention between the United Kingdom of Great Britain and Northern Ireland and Australia for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to Taxes on Income and on Capital Gains, “royalties” is defined as follows:


“The term ‘royalties’ in this Article means payments or credits, whether periodical or not, and however described or computed, to the extent to which they are made as consideration for:

(a) the use of, or the right to use, any copyright, patent, design or model, plan, secret formula or process, trademark or other like property or right;

…

(c) the supply of any ancillary and subsidiary assistance that is furnished as a means of enabling the application or enjoyment of any such item as is mentioned in subparagraph (a) … of this paragraph;

…

(e) total or partial forbearance in respect of the use or supply of any property or right referred to in this paragraph.”



What is a “patent”?

It has been suggested that a patent box derives its name from the box on a US income tax form that companies check if they have qualified IP income.3 However, in order to critique the tax efficacy of the proposed patent box, it is necessary to understand what, in fact, is a “patent”, as distinct from other forms of IP.

A “patent” is essentially a monopoly right over an invention for the duration of the patent in a particular territory or territories.

Historically, British monarchs such as Elizabeth I granted general monopolies (“letters patent”) under the Royal Prerogative to promote certain industries. In response to public hostility against the perceived abuse of such monopolies, the grant of monopolies was later limited by the introduction of a Statute of Monopolies during the reign of James I in 1624. After the Statute of Monopolies, no significant patent legislation was introduced in Britain for the next two hundred years.4

In fact, the Imperial Act known as the Statute of Monopolies is still the basis of the patent system in Australia.

For income tax purposes, an item of “intellectual property” is currently defined in s 995-1(1) of the Income Tax Assessment Act 1997 (Cth) to include rights (including equitable rights) that an entity has under Commonwealth law as the patentee, or licensee, of a “patent”, or equivalent rights under a foreign law.

The Commonwealth law relating to patents in Australia is the Patents Act 1990 (Cth) (Patents Act), and the Patents Act expressly refers to the Statute of Monopolies.

Pursuant to s 13 of the Patents Act, a “patent” gives the patentee exclusive rights, during the term of the patent, to exploit the invention and to authorise another person to exploit the invention. The exclusive rights are personal property and are capable of assignment and of devolution by law.

Writing in the 16th century, Coke5 suggested that the life of a patent of 14 years (as it then applied under British patent law) was tied to the statutory duration of an apprenticeship at that time, which was seven years. Fourteen years was apparently chosen as the life of a patent, as it would enable the patentees to train two complete batches of apprentices. The 14-year monopoly remained unchanged until the 20th century.4

Currently in Australia, the term of a standard patent is 20 years from the date the patent is granted (or up to 25 years for pharmaceutical substances) (ss 67 and 77 of the Patents Act).

While the term of an innovation patent is eight years from the date the patent is granted (s 68 of the Patents Act), an innovation patent is not eligible for the patent box and is also in the process of being phased out (as of 26 August 2021, no new applications can be made for an innovation patent (refer to the Intellectual Property Laws Amendment (Productivity Commission Response Part 2 and Other Measures) Act 2020 (Cth), which received royal assent on 26 February 2020)).

As one would expect, not all inventions are patentable. Section 18 of the Patents Act provides that an invention is a patentable invention for the purposes of a standard patent if the invention, so far as claimed in any claim:


“(a) is a manner of manufacture within the meaning of section 6 of the Statute of Monopolies; and

(b) when compared with the prior art base as it existed before the priority date of that claim:

(i) is novel; and

(ii) involves an inventive step; and

(c) is useful; and

(d) was not secretly used in the patent area before the priority date of that claim by, or on behalf of, or with the authority of, the patentee or nominated person or the patentee’s or nominated person’s predecessor in title to the invention.”



Since patents represent only one specific class of IP, it can be expected that there may be many beneficial medical and biotechnology R&D activities which could not be expected to generate any patentable content. If resources are diverted away from those R&D activities in favour of developing patentable content, a patent box could have a distortionary impact on advancements in medical science.

Applying for a patent

In Australia, an application for a patent is made to IP Australia, an agency of the Australian Government which administers IP rights and legislation relating to IP.

Most relevantly, since the proposed patent box is aimed at the medical and biotechnology sector, and as applying for a patent involves significant time and cash flow, the likely beneficiaries of any concessional tax rate on patent profits are likely to be large multinational pharmaceutical companies such as Pfizer, Astra Zeneca, Hoffmann-La Roche, Novartis and GlaxoSmithKline.

It would appear that applying for a patent has always required dogged persistence and significant cost. In a short story by Charles Dickens published in 1850, A poor man’s tale of a patent, Dickens was particularly scathing of the British patent application process at that time. After being sent from office to office and being compelled to pay for the privilege each time, the poor inventor in the story, known as “Old John”, speaks of his experience thus:


“Thereby I say nothing of my being tired of my life, while I was Patenting my invention. But I put this: Is it reasonable to make a man feel as if, in inventing an ingenious improvement meant to do good, he had done something wrong? How else can a man feel when he is met by such difficulties at every turn? All inventors taking out a Patent MUST feel so. And look at the expense. How hard on me, and how hard on the country if there’s any merit in me (and my invention is took up now, I am thankful to say, and doing well), to put me to all that expense before I can move a finger!”



Fast forward to Australia in 2021. While the details have changed (no petitions to Queen Victoria etc), it would appear that applying for a standard patent continues to be an arduous and costly process, and not one that favours the cash-flow challenged, start-ups or small business enterprises.

In the publication A guide to applying for your patent, IP Australia indicates upfront that the process for a standard patent can take six months to several years, depending on the circumstances. Application fees are approximately $9,000, including maintenance fees over 20 years (but not including adviser fees).

Anecdotally, the process of applying for a standard patent in Australia is understood to take on average at least three to four years and to involve a cost of hundreds of thousands of dollars per standard patent.

Empirical evidence also suggests that, given the need for clinical trials and testing, the time between a patent first being obtained and the first commercial exploitation of a patent may mean that the commercial life of a patent could be greatly reduced from the 20 or so years of the grant.

Past examples include penicillin which involved a period of 16 years6 between the time when the patent was first obtained and the first commercial exploitation of the patent, ibuprofen (an anti-inflammatory drug) which involved a period of eight years,7 and loratadine (a non-sedating anti-histamine) which involved a period of eight years.8

Unlike the R&D tax incentive, the patent box is a “back-end subsidy” based on profits after sale, rather than a “front-end subsidy” based on inputs. Therefore, for a new patent that is developed after the Federal Budget announcement, we could be waiting at least three to four years for the patent to be successfully registered, and another 10 years for clinical trials and for approval of the good for sale by the Therapeutic Goods Administration9 before a pharmaceutical company could begin to enjoy the benefit of the patent box concessional tax rate.

The modified nexus

For those countries which have previously introduced a patent box without also requiring some nexus between the country and the place where the R&D activities are conducted, the literature on the efficacy of such regimes has been resoundingly negative.

Essentially, the consensus is that the existence of a patent box without a nexus requirement incentivises multinational enterprises to shift the location of their patents, without a corresponding growth in the number of inventors or a relocation of R&D activities.10

Transferring ownership of a patent from one country to another that has more favourable tax treatment is generally a straightforward and relatively low-cost procedure.11 By shifting profits into a patent box, as well as out of the patent box via internal debt arrangements, a patent box tax regime has been found to be costly for the patent box country, resulting in a reduction in the revenues that the patent box country ultimately collects from multinational enterprises.12 This means that incorporating a nexus or substantial activity requirement in the proposed patent box is critical for mitigating against harmful tax competition.13

The Treasury discussion paper indicates that, under the proposed patent box, the nexus will be implemented by requiring businesses to adjust their qualifying IP income by the R&D fraction — which represents qualifying Australian R&D expenditure as a proportion of overall R&D expenditure on the IP asset. The proportion of expenditures on associated R&D is therefore a proxy for substantial activities.

Long may be the process of engaging in innovation, applying for a resulting IP to be patented and then commercialising the patent, but by imposing the modified nexus requirement, the presumption is that, in the meantime, without any loss to the Revenue, more medical and biotechnology innovation will be undertaken in Australia, resulting in a growth of those sectors in Australia. In that sense, the patent box may foster the growth of the medical and biotechnology industries in Australia and create jobs in Australia. However, while you can certainly introduce a patent box tax regime with a jurisdictional limitation, the reality is that scientists do not operate in a box.

Consider the COVID-19 vaccines. According to the OECD’s website, the development of several effective COVID-19 vaccines in less than a year involved international scientific collaboration between many countries. For instance, scientists in the UK collaborated with scientists in Italy (7.9%), Australia (5.2%), Canada (3.8%), China (5.1%) and the US (14.2%). These percentages reflect the top five countries and economies with whom scientists in the UK collaborated, expressed as a percentage of total collaboration by scientists in the UK with scientists in all countries.14

Similarly, according to the Australian Government’s Department of Health website, the speed of development of the vaccines was thanks to the collaboration between (international) scientists, manufacturers and distributors, and an unprecedented level of global funding.15

Scientists work not only collaboratively across different jurisdictions, but may also build on the work of other scientists over decades and even generations, whether that research is publicly or privately conducted.

To address the worldwide shortage of COVID-19 vaccines in the face of the current international health emergency, calls have been made to remove the patent protection given to the relevant pharmaceutical companies in order to allow smaller manufacturers which have the production capacity to help produce the much needed shortage in supply, particularly to developing countries.

By their nature, patents grant a monopoly and protect “secret” advancements in medical science and biotechnology.

The timing of the Australian Government’s announcement of the introduction of a patent box as part of the Federal Budget was likely inspired by the current international health emergency.

For the reasons given above, empirical evidence suggests that a patent box without a nexus requirement will result in harmful tax competition. But at the same time, if you discourage collaboration across jurisdictions, that can only slow down the speed of innovation and result in a net loss to medical science.

For instance, what happens if R&D activities conducted in Australia after the Federal Budget announcement builds on R&D conducted in, say, Germany five years before? In those circumstances, is only a portion of the profits from any successful patent eligible for the Australian patent box? If yes, how will the apportionment be determined? Will the nexus requirement discourage researchers in Germany from sharing previous research with their Australian counterparts, so that they can maximise the tax outcomes under their own German patent box, even if it so happens that the best people for the job are now scientists located in Australia? Or, given the general mobility of not just capital, but also of labour (COVID-19 travel restrictions aside), will Australian scientists in that scenario simply be posted to Germany to undertake the R&D activities? If you also discourage people from building on work undertaken overseas, are you expecting scientists to innovate from scratch in Australia, which, it is reasonable to expect, never happens in the real world?

The modified nexus approach is still fairly new, so there is currently no empirical evidence available to assess the effectiveness of the approach in other countries. But, even if a data set were to become available over time, if the proliferation of patent box tax regimes encourages scientists to work in silos, the net losses to innovation can never be known.

It has also been suggested that IP box regimes with strict nexus requirements may also have a significant negative effect on the probability of firms being acquired, which would discourage precisely the wrong types of M&A transactions from an efficiency standpoint: namely, deals which might otherwise generate important synergies and productivity improvements.16

Patent box compared to existing R&D tax incentive

Arguably, by focusing on outputs rather than inputs, the patent box will discourage the registration of purely “speculative patents” and encourage the commercialisation of medical and biotechnology inventions that are most likely to have immediate real-world application.

Anecdotally, it is also understood that, in any event, businesses may find it difficult to convince ATO officers who have limited technical and scientific knowledge that they are entitled to the R&D tax incentive, unless they can link the R&D expenditure in question to a successful patent application.

However, as indicated above, given the focus on outputs and the need to commercialise the patent, a company looking to benefit from the patent box concessional tax rate will be looking at a much longer process compared to the R&D tax incentive. For start-ups and medium-sized businesses, they may run out of cash flow long before they can enjoy the fruits of their innovation labours.

A patent box will therefore be unlikely to encourage more innovation by businesses in absolute terms, even if it is successful in either encouraging multinational enterprises to shift the same R&D activities that they would otherwise have conducted elsewhere to Australia, or in encouraging pharmaceutical companies not to move their existing Australian R&D centres to other jurisdictions.

Patent box tax rates across different jurisdictions

Australia’s proposed patent box tax rate of 17% is much higher than that of other countries with a patent or innovation box (see Table 1). Consequently, will the proposed 17% concessional tax rate be enough to entice multinational enterprises to relocate their R&D activities to Australia, or to set up new R&D centres in Australia?

Multinationals are highly agile and there is empirical evidence to suggest that they will move to the jurisdiction where they will enjoy the most advantage, eg consider the failed takeover attempt by Pfizer of Astra Zeneca in 2014, which it has been suggested was tax motivated.9 Had that happened, we would probably only have had a Pfizer COVID-19 vaccine, instead of both a Pfizer and Astra Zeneca COVID-19 vaccine.

But even if Australia were to adopt a lower concessional tax rate, will it just be a “race to the bottom” and a case of making rich pharmaceutical companies even richer? That may be one reason for excluding manufacturing profits from the patent box.

Presumably, once the BEPS Pillar Two proposal of a global minimum corporate tax rate of at least 15%17 is widely adopted in the domestic tax law of each country with a patent box, any existing IP box rate that is much lower will be adjusted upwards as necessary, and will at that point become more comparable with Australia’s proposed concessional tax rate of 17%.

A disjointed approach on IP

On 25 June 2021, the ATO also separately released TR 2021/D4 for public comment by 30 July 2021. TR 2021/D4 focuses on software as a literary work that is protected by the Copyright Act 1968 (Cth). However, interestingly, software can also have patentable components. In the medical and biotechnology sector, this could include patents in medical diagnosis software and medical imaging software.

Relevantly, if TR 2021/D4 is finalised in its current form, the Commissioner of Taxation will adopt the approach that a payment to the owner of the copyright in software for a licence which permits the licensee to copy, modify or adapt the software, or to otherwise do something in relation to the software that is the exclusive right of the copyright owner, is a royalty, even if the licensee does not have access to the source code and the reproduction of the software is for the sole purpose of sales to the end-user (see para 64 and example 1 of TR 2021/D4).

For patents in software that were developed overseas, TR 2021/D4 means that software providers may simply bypass the Australian licensee altogether, so that Australia only provides the customer base for multinational enterprises. Increasingly, this may mean that not only will the local distribution of that software happen from outside of Australia (which, with the advent of downloadable software, was bound to happen anyway), but also that any local Australian support services that would normally be provided with the purchase of the software by Australian customers will cease to be provided from Australia.

Therefore, on the one hand, you have a patent box that is trying to encourage medical and biotechnology multinationals to invest in Australia, and on the other hand, you have TR 2021/D4 which, while trying to ensure that foreign businesses pay their fair share of tax in Australia, may have the perverse result of encouraging foreign businesses to bypass Australia altogether and to simply use us as a customer base.

Comparison with the UK patent box

The UK patent box legislation was first enacted in the Finance Act 2012 (UK) and commenced on 1 April 2013. Like other countries which had previously introduced a patent box, changes were later made to the preferential tax regime to ensure compliance with the international framework developed by the OECD in relation to countering harmful tax practices.


Table 1. A comparison of IP box effective tax rates




	Country

	Years with IP box

	Corporate tax rate

	IP box effective rate




	Australia

	Proposed from 1 July 2022

	30%, 25%

	17%




	Belgium

	2007 onwards

	25%

	5.1%




	Cyprus

	2012 onwards

	12.5%

	2.5%




	France

	1979 onwards

	26.5%, 27.5%

	10%




	Hungary

	2003 onwards

	9%

	4.5%




	Ireland

	1973–2010, 2016–2023

	12.5%

	0%, 6.25%




	Luxembourg

	2008 onwards

	17%

	3.4%




	Malta

	2010 onwards

	35%

	0%




	Netherlands

	2007 onwards

	25%

	7%




	Portugal

	2014 onwards

	31.5%

	15.75%




	Spain

	2008 onwards

	25%

	10%




	Switzerland

	2011 onwards

	12%–22%

	4%–9%




	UK

	2013 onwards

	19%

	10%









To incorporate the modified nexus approach into its patent box, the UK introduced an “R&D fraction” which links the beneficial rate on income from a qualifying IP right to the R&D expenditure incurred by the company.

The “new” UK patent box rules are now largely contained in the Finance Act 2016, and the changes commenced from 1 July 2016. However, those “new” UK patent box rules were phased in over several years, with the “old” UK patent box rules applying to some companies and IP during the transitional period lasting until 2021. The “new” UK patent box rules only commenced to apply to all companies and IP after 1 July 2021.

The HM Revenue & Customs website provides detailed guidance on using the UK patent box to apply the lower corporate tax rate of 10% on eligible profits.18 Certain aspects of that guidance have been extracted below.

What makes a patent eligible?

To benefit from the UK patent box, a company must own or exclusively license-in patents granted by:

– the UK Intellectual Property Office;

– the European Patent Office; or

– certain countries in the European Economic Area (Austria, Bulgaria, the Czech Republic, Denmark, Estonia, Finland, Germany, Hungary, Poland, Portugal, Romania, Slovakia and Sweden).

A company (or another group company) must also have undertaken qualifying development for the patent. It must have made a significant contribution to either:

– the creation or development of the patented invention; or

– a product incorporating the patented invention.

Exclusively licensing-in patents

Patent holders may wish to license their inventions for others to develop.

If a company holds licences to use others’ patented technology, it may use the UK patent box if it meets all the following conditions. The licensee must have:

– rights to develop, exploit and defend rights in the patented invention;

– one or more rights to the exclusion of all other persons (including the licensor); and

– exclusivity throughout an entire national territory (rights to manufacture or sell in part of a country would not qualify).

The licensee must meet one of these conditions:

– be able to bring infringement proceedings to defend its rights; or

– be entitled to the majority of damages awarded in successful proceedings relating to its rights.

Income from exploiting patented inventions

Not all of a company’s profits may come from exploiting patented inventions. To class profits as IP income, they must come from at least one of the following activities:

– selling patented products, including:

– the patented product;

– products incorporating the patented invention; or

– bespoke spare parts;

– licensing out patent rights;

– selling patented rights;

– obtaining infringement income; or

– obtaining damages, insurance or other compensation related to patent rights.

Companies in the manufacturing and service sectors can generate qualifying income for the UK patent box if they:

– manufacture using a patented process; or

– provide a service using a patented tool.

In these circumstances, a notional royalty can be treated as income from IP.

Patent box calculation steps

The calculation steps create a deduction which reduces the profits so that the reduced rate of 10% is applied to the relevant profits.

Profits are worked out by streaming IP income in one of two ways (by IP item or by product sub-streams), and by tracking and tracing R&D expenditure to the IP income streams.

Net profit is then reduced by the routine return calculation (10% × expenditure), the result being the “qualifying relevant profit” (QRP), which is simply the profit with routine return removed.

There then needs to be consideration as to whether marketing assets return (MAR) applies and, if it does, the relevant deduction made for each stream. This is the element of profit attached to the branding or goodwill of the product and not directly to the exploitation of the IP, so is not to be included within the patent box. A transfer pricing calculation may be required to determine the MAR.

If there is a MAR, the QRP is reduced by the percentage of additional profit which comes from ubiquitous marketing using leading actors.

Under the new UK patent box rules, there is an additional stage to calculate the relevant profit for the patent box. An R&D fraction has to be applied to the relevant profit in each sub-stream.

Relevant profits = Net profits from an IP income stream × R&D fraction

The “R&D fraction” will be 1 and UK patent box deductions will be unrestricted if:

– there are no acquisition costs; and

– all the R&D is undertaken within the company or by third-party sub-contractors.

Otherwise, the R&D fraction links the beneficial rate on income from a qualifying IP right to the R&D expenditure incurred by the company. There needs to be an R&D fraction for each sub-stream. The fraction is created by dividing any relevant R&D expenditure directly undertaken by the company plus any relevant R&D expenditure subcontracted to an unconnected third party, for each sub-stream, by total relevant R&D expenditure for each sub-stream (which includes the above plus relevant connected party R&D subcontracting expenditure and acquisition costs relating to the qualifying IP right(s) within the sub-stream from the relevant period).

That is, the R&D fraction is:

(D + S1) × 1.3/(D + S1 + A + S2)

CIRD274000 explains that D is direct R&D expenditure, S1 is unconnected third party R&D sub-contracting expenditure, S2 is connected party R&D sub-contracting expenditure, and A is the acquisition cost of IP.

There is a 30% uplift (×1.3) applied to the “good” R&D expenditure on the numerator which is permitted by the OECD rules, increasing the fraction to allow for various circumstances in which substantive activity by the company would not contribute to qualifying expenditure, for example, because of its group structure.

The patent box deduction is:

Relevant profits × (MR – IPR)/MR

where:

MR = main CT rate; and

IPR = IP rate = 10%

(which is the same as relevant profits × 10%).

Given the tendency of Australia to be heavily influenced by the UK, many of the above elements may find their way into the exposure draft legislation of Australia’s proposed patent box.

Interestingly, since the UK patent box is also available to companies in the manufacturing and service sectors, this appears to be a much more generous concession compared to the proposed patent box to be introduced in Australia.

Conclusion

The proposed introduction of a patent box tax regime in Australia has arrived at an interesting historical and geo-political moment.

Perhaps the Australian Government has been spurred by the urgency of the dual threats we now face: the world health emergency that is the pandemic, and the threat of climate change. Or perhaps the Australian Government is doing what it has historically always done best — like the introduction of the MAAL and the DPT in previous years, what’s good enough for the UK is good enough for us.

Assuming that the 17% concessional tax rate will be low enough once the BEPS Pillar Two proposal of a global minimum corporate tax rate of at least 15% is widely adopted, is the global competition for tax revenue enough to justify the introduction of a patent box in Australia? Is a patent box merited so long as multinational enterprises carry out the same innovation and commercialisation in Australia which they would otherwise have carried out elsewhere, or we are successful in encouraging any pharmaceutical companies with existing Australian R&D centres not to shift those activities to other countries?

If we go back to the nature of a patent as a monopoly right over a finite period, giving pharmaceutical companies access to a concessional tax rate on their royalty income will likely only make them richer, at the expense of the Revenue.

It is yet to be seen whether Australia can share in those riches if the patent box is enacted in accordance with the current proposed design features, and how long we will need to wait for that outcome.

Louisa Wu, CTA

Special Counsel

Clayton Utz
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Tomorrow’s tax practice: part 2

by Steve Healey, CTA (Life), Director and Partner, RSM Australia, and Adrian Cartland, Principal, Cartland Law


The tax practice is now being influenced by constantly developing artificial intelligence. Like many other professions, technology will influence and change how the industry works. However, despite what many think, it isn’t something us humans haven’t dealt with before. There was a time before cars, there was a time before the radio, there was a time before the internet, and we are now in the time before robots.



The unique risks of technology and the need for more regulation

Emergent technologies

Technological changes have an emergent nature and are therefore inevitable. “Emergence” is the population-scale independent coordination and ordering out of a disordered situation by “spontaneous” creation in the absence of centralised institutions. For example, social conventions, language, flocks of birds or ecological systems.1

Although history remembers the winners, if that “winner” were not to exist, someone else would have taken their place. A number of people simultaneously developed lightbulbs,2 combustion engines,3 powered aircraft,4 and the ability to run the mile in under four minutes5 at approximately the same time. The inevitable emergent nature of technological change should be a source of humility for innovators as they are not as special as they might like to think. For example, in Australia, Google is the dominant search engine, Facebook the dominant social media platform, and Uber the dominant ride-sharing service. But it could equally have been AltaVista, Myspace and Lyft (respectively), or Biadu, Weibo and Didi (respectively).

Emergence should also inform the regulation of new technology. A regulator could not have stopped the emergence of search engines, social media or ride-sharing6 as technologies. But a regulator could stop a particular non-core practice or a particular company. Just as music file-sharing services Napster and LimeWire were shut down, but eventually Spotify and Apple Music emerged with music streaming. The technology of downloading music for negligible cost was the emergent technology, and free peer-to-peer distribution a non-core technology that was stopped, and Napster and LimeWire companies that were directly stopped.

Pulling the string

Regulation is like a string: the string can be pulled and innovation discouraged, but it is difficult to push on the string and encourage innovation. No amount of hackathons or TED-style speeches can change the inherent disincentives to legal innovation. There is a cost to innovating and many reasons why lawyers would be reluctant to do so. First, law is traditionally a stable career option that will reliably produce an above average income. On the other hand, a career in technology will most likely lead to failure, a loss of money invested, and the opportunity cost of earning a good income. Second, it is easier to make innovation happen once one has acquired an amount of knowledge which would typically be achieved part-way into an otherwise promising legal career, heightening the opportunity cost for the lawyer-come-technologist. Third, it is advantageous for lawyers to have a risk adverse personality profile, making many lawyers temperamentally unsuited to high risk–high reward endeavours. Finally, there is a perhaps uncertain regulatory landscape and additional pressures that lawyers may face, ie disciplinary procedures or loss of right to practice, which are not risks to non-lawyers.7

Of course, pulling on the string cannot prevent an emergent order but merely ensure that it occurs elsewhere. That is, the effect of an unwelcoming regulatory regime in any field will ensure that the technology is created in another jurisdiction and entirely out of the influence of the regulators. In relation to law, there may be sufficient discouragement merely through regulatory uncertainty.

Regulation does not need to be expressly antagonistic towards innovation to “pull on the string” and discourage it. A mere lack of clarity can discourage lawyers. That is, a lawyer with a conservative attitude (a typical lawyer) would respond to uncertainty as to whether or not something is permissible by saying the answer is “no”. On the other hand, a technologist with a higher tolerance for risk will be more likely to see uncertainty as an opportunity. Regulatory uncertainty therefore encourages Uber-like technologists to take the place of lawyer-technologists.

Importance of Australian professionals in tax innovation

Why should this matter? Put simply, because the creator of any product subtly impresses it with their own morality. Invention does not occur by peer-reviewed process; instead, it happens by inspiration and engineering-style tinkering. Technology (and especially AI) is created because it just “works”,8 and there are thousands of minute decisions made during that process that will influence its outcome. This means that an Australian professional will subtly make different decisions in the creation of technology than would a venture capital-backed Stanford technology drop-out or a company owned by an authoritarian government regime.

For example, it is not technically difficult to undetectably9 change a machine learning algorithm used in a legal process to maximise the generation of profit rather than fairness. Or to discriminate against people who hold anti-government beliefs. Examples of routine choices that can be made during machine learning include the number of times the model is “trained” over a particular set of data, the number of “nodes” in a “neural net”, the weighting to give to different “vectors”, “tensors”, “clusters” etc. Not to mention the data issues that are in common with common statistics and that are typically raised as issues with machine learning, eg data bias, outliers, smoothing etc.

So, what is to stop such unpleasantness? Only by having the technology created by lawyers who hold a rigorous training in the rule of law.

Besides obviously bad examples of technology, the future of law might still not be desirable to the present profession (myself included). For example, I’ve met blockchain enthusiasts who are openly anarchists and who believe that all of law and government can and should be replaced with an algorithm on the blockchain ledger. Other legal technologists wish to provide law for free (a noble desire) but describe a business model of cross-selling financial and other products to clients and earning referral fees.10 In my view, technology and lawyers should act symbiotically and for mutual benefit.11 But notwithstanding that, I hold my view earnestly, have considered it deeply, and have significant skin-in-the-game for it to occur; it is just my view. I could be wrong, and competing views of the world which would potentially destroy the profession as we know it might win out — there has certainly been significant money invested by successful people behind them.

Don’t all technologists hate regulation?

We do not need to break the regulatory wall down and let everything in. Instead, we can significantly reduce the barriers for lawyers who are innovating by increasing clarity around legal regulation, removing inappropriate restrictions, and making regulations that deal with the unique risks of technology. That is, regulators should set out clearly what is allowed and what is not if they wish to provide an environment that is suitable to Australian lawyers taking part in legal innovation. Indeed, a bright-line “no” in relation to technology at least provides clarity so that those guidelines may be built around, or technology forced to emerge in, other jurisdictions.

Even better would be a process by which some specific certainty could be obtained, such as seeking regulatory approval for a particular technology, or time-limited sandboxes which allow new technology for a period, giving the regulator time to assess the technology in the real world rather than as a hypothetical.

Increasing clarity of laws can only be a good thing for one who believes in the rule of law.

Kardashians, lawnmowers and terrorists

The Kardashians unwittingly raised an important risk of legal technology, which I believe needs new regulation to address. Kim Kardashian tweeted an observation by the US Statistician General on how many people were killed by lawnmowers and suggesting that we should not be worried about terrorists because, in 2017, there were nine people killed by terrorists in the US and 69 people killed by lawnmowers, ie lawnmowers are a greater risk than terrorists.

The statistics and risk theorist Nassim Taleb responded quite correctly that there is a big difference between these: you shouldn’t compare them because lawnmowers aren’t trying to kill you.12 More technically, the probability densities13 of lawnmowers are normally distributed, ie a “bell curve” distribution similar to the height of the population: the smallest person in the world is 3½ feet and the tallest person is 9 feet. Everyone is inside that distribution; you will not find anyone who is a hundred feet tall.

This can be contrasted with wealth, for example, which is obviously not normally distributed. There might be a lot of people of median wealth, but there are people with hundreds of billions of dollars. Terrorist attacks have a fat-tailed distribution.

In 2017, the number of people who died from terrorist attacks in the US was nine, but the probability density is very thin in comparison with lawnmowers. This means that there is a small likelihood of any particular number of people dying from terrorist attack, but there is a non-zero chance of something extreme happening. There might be nine people killed or zero people killed, or one thousand, or two thousand, or 10 thousand. There is also a non-zero chance of a hundred million deaths from terrorist attacks. But there is a zero chance that such extreme numbers of people die from lawnmower accidents.

Regulating different risk distributions

The effective regulation of normally distributed risks is very different from fat-tailed risks. Think: financial planner negligence versus financial system collapse;14 food poisoning versus GMO (genetically modified organism) environmental destruction;15 petty criminals versus terrorists.16

Indeed, regulations that are effective in normal distributions will often merely mask long-tailed risks. For example, the probability density of road deaths caused by individual drivers is normally distributed. Autonomous vehicles may reduce the average number of road deaths.17 However, if the roads were full of driverless cars under centralised control, there is a non-zero probability of a software malfunction to cause every car to simultaneously crash!

Human professionals present normally distributed risks. For example, misappropriating trust funds, negligent practice and dishonesty are all risks of human lawyers. The present regulations are (at least) reasonably suited to prevent and deal with these risks.

Technology will typically have safeguards against these risks already built into it, and so the regulation will at best be redundant. But legal technology presents long-tailed (low probability–high impact) risks.

The long-tailed risks are accelerated by the asymmetry of penalties for failing. If a failure is big enough, it is common for government to intervene and soak up the losses. However, this leads to a distortion of incentives for the creators of the technology: “Heads I win, tails you lose.” For example, banks will pay big bonuses to executives who grow their business and take hidden systemic risks. And when the banks fall over, the government is forced to intervene to stop widespread catastrophe.18

The best prevention against long-tailed risks is to create “skin-in-the-game”. There would be far fewer banking collapses if, instead of bailing out failed bankers, the government allowed them to fail but then jailed all of the executives.

The failed blockchain hypothetical

An example was given by the futurist Mark Pesce at the 2018 Australian Judicial Administration Conference as to what blockchain could be used for in the future of legal services. Mr Pesce proposed a blockchain-based smart contract that holds funds in escrow until certain conditions are met. The blockchain would provide a transparent ledger (preventing fraud and enabling trust in the system without any regulatory supervision), automate the transaction (reducing transaction time and costs and uncertainty for the parties), and not be susceptible to the interference of an individual (eg dishonest or even merely frustrating behaviour).

Notwithstanding these potential benefits, it would be practically impossible for a South Australian lawyer to comply with their trust account obligations vis-à-vis such a system. For example, each “smart contract” transaction would breach reg 28(2) of the Legal Practitioners Regulations 2014 (SA) because funds in escrow are “trust money” and there is no BSB number to record, notwithstanding that recording, say, the “public key” (a blockchain address) is actually more accurate. This is assuming that the funds used are even Australian dollars, let alone cryptocurrency, which would almost certainly render the whole trust account non-compliant.19

A discourse on the potential legal regulatory breaches of this one example is deserving of a separate article. The regulatory string has been pulled on those hypothetical smart contracts in South Australia, and their development and nature ceded to non-lawyers and non-residents. The string cannot be pushed either: a law firm could not be forced to create this hypothetical system, nor the consumer market forced to use it.

But we still would face the systemic risks of such a system, which would include the loss of all funds and contracts on it from the non-zero risk of total failure. Notwithstanding the immutable nature of the blockchain, there have been many high-profile failures, including MTGox, DAO and widespread market manipulation.

The conundrum of modern search engines

The concept of searching the internet is an emergent technology. But a subset of this is an emergence in relation to searching legal information. Internet searches are the starting point for most consumer legal queries. They are usually the finishing point too. Even for lawyers, the internet is the starting point for most legal research, before moving on to traditional sources such as legislation, published commentary and cases.

Modern internet searches go well beyond their original keyword search modified by a web-links ranking system. Each search may have data fed into the algorithm based on: past searches of the user and others; the past browsing history of the user; age, gender, location, wealth, nationality and interests of the user; and emails, documents, videos and pictures browsed or created by the user. This is far from a complete list. Chatbots built by search engine companies can also interact with humans to the extent that they are difficult to distinguish as being robots. The tailoring of a “simple” internet search uses information beyond what many lawyers would obtain before giving legal advice. The results will often highlight a particular result as being the favoured one. That information may or may not be legally correct, and may or may not be relied on for the basis of informing legal decision-making.

Whether a modern internet search constitutes the provision of a legal service should be an intellectual dividing point: if you think artificial intelligence (AI) could constitute the provision of legal services, then surely AI in a modern internet search is already doing so. Alternatively, if it is not, then we do not need to bother with debates on whether the automatic provision of legal services is caught under present definitions as most specific legal technologies are less advanced.

I am of the view that modern internet searches do not constitute legal services and proceed on that basis. But I acknowledge that there is an alternative view that may be reasonably taken.

Benefits and risks of technologies

Advancements in searching technology make law more accessible — and this is certainly a net benefit to the public, the profession and the function of law. However, there are of course long-tailed risks that would not be present from human-provided legal services. While long-tailed risks are by definition difficult to predict, one example is the risk of disseminating widespread incorrect information — at a scale of error that would be impossible for an individual or law firm to fail at.

This is not hypothetical future technology — modern internet search engines are almost universally used, with advanced AI to satisfy legal needs. How they are regulated (or not regulated) sets is an important precedent that will inform future legal technology regulation.

Indeed, most legal technology (and most AI) is a derivative or subset of an existent creation of the “Big Nine” tech companies: the “G-Mafia” of Google, Microsoft, Amazon, Facebook, IBM and Apple, and “BAT” (Baidu, Alibaba, and Tencent). That is, most legal technology will use one or more components created by the Big Nine in their tech “stack”. Even at their most distant, legal technologies will be competitors to some technology created by the Big Nine. It is difficult to imagine how a legal technology company could innovate something that had not previously been by developed in any way by the Big Nine.

If there is to be any regulation of legal technology (and I think there should be), it must somehow be capable of regulating the mega-technologies that are present today. Besides the problems of emergence and string-pulling, it is practically impossible to force technologies such as internet search engines into the existing regulatory mould: their products and revenue models are radically different; their location base is changeable by a movement of a server; and their size and popularity would likely lead to popular legislative reaction against regulator enforcement, to mention but a few problems.

Suggested new regulations

My recommendation is that the following are necessary regulation for legal technology:

– a mechanism to provide certainty that new legal technology is permissible and separate to the existing set of human-centric regulations. This is needed so that the regulator does not force the emergence of the technology to be outside of its control, and dictated by laypersons. Simple examples include a “regulatory sandbox” for new technologies and binding regulatory rulings that developers can seek;

– separate regulations to counter specific potential harms of legal technology that become evident through use. For example, providers of legal information might be required to monitor it for correctness so that misleading information does not arise. Or providers of templates or legal automation might have a requirement to monitor that it is being used only for purposes for which it is suitable; and

– a new offence of “causing systemic risk”. Say, an in personam penalty against the creators of a technology if it causes a widespread harm. This is to ensure “skin-in-the-game” and motivate the creators of new technologies to act in ways that are in alignment with the interests of the legal system — they are the best-placed people to understand that harm during its development and to prevent it.

Innovation, AI and the future of the professions

There is pressure all around the world for professionals to provide more services for less cost. There are more regulations and risks and disputes that require legal assistance, but clients are not willing to pay for it to be completed under the traditional manner. Clients look at their flat screen television and see how much bigger and better it is than the screen that they had but a year ago, and wonder why their lawyer cannot likewise improve. The tropical storm of innovation that has long been gathering and hanging heavy above the legal profession has begun to burst, and with it will come a watering of gardens for well-placed practitioners, an unpleasant dampening for those out in the rain, and a relief at the sudden change in humidity from the general public.

Besides being the latest synergistic buzzword, what is innovation? It is merely a new idea. There are, however, two types: sustaining innovation and disruptive innovation.

Sustaining innovations improve the performance of established products, along the dimensions of performance that mainstream customers in major markets have historically valued. Most technological advances are sustaining in character.

Sustaining technologies in the law have been such things as the personal computer, electronic research, firm management software, and various forms of electronic communication. But, as beneficial as these things are, none of them are truly disruptive. The same law is done, just in increasingly efficient ways.

The next wave of sustaining innovation includes such things as improved firm management software, subcontracted “virtual” law firms, legal referral services, outsourcing, semi-permanent in-house counsel, and client communication tools. I hesitate to name any examples, for no doubt each wishes to characterise themselves as being “disruptive”. But in my view, a business model behind which there is ultimately a lawyer providing legal services will always be “sustaining” rather than “disruptive” innovation.

On the other hand, disruptive technologies bring to a market a very different value proposition than had been available previously. Generally, disruptive technologies underperform established products in mainstream markets. But they have other features that a few fringe (and generally new) customers value. Products based on disruptive technologies are typically cheaper, simpler and, frequently, more convenient to use. For example, digital photography began as a cheap and poor quality substitute for film photography. But over time, its quality improved and now it has relegated film to a niche market.

Disruptive innovation in the law is the automation of the provision of legal services. That is, where the core legal services are no longer performed by a person. Of course, one example of that is the online document generators. Most others involve some form of AI, which I shall come to shortly.

The potential for automation is greatly underappreciated. Imagine a future where an inquisitorial style “robot judge” automatically gathers facts for the case before it, sorts the information for relevance and generates documents from them, gives advice on the application of those facts, and then makes a legally binding decision. Inconceivable? Perhaps consider that, for a number of years, the ATO has collected data on all taxpayers from a variety of sources, electronically pre-collated this data, given advice on the application of tax law as a taxpayer reviews that data, and then electronically generated a decision that grants legal rights and obligations. And the ATO does this millions of times each year. If a lumbering behemoth such as the ATO can embrace technological innovation, surely the tax profession can too.

Why professionals aren’t innovating and how they can

What has held the legal profession back from change? In my view, it is the following things:

– existing firm incentives;

– the conservative nature of lawyers; and

– a lack of technology.

Firm incentives

Disruptive innovation is by its nature difficult. Doing so within an existing firm is nearly impossible as every part of the organisation that makes it successful at its present business will work against the disruptive technology. The disruption of the CD music market by MP3s (and other electronic music files) was led by software created by college students, such as Winamp (to play MP3s) and Napster (to illegally share them). Theoretically, CD manufacturers could have encouraged their engineers to come up with great new ideas to electronically distribute music, and could have transitioned from CD manufacture to MP3 distribution. However:

– no business would wish to cannibalise its own revenue;

– new business models are inherently risky. The most likely outcome is failure;

– conservatism and risk aversion in management brings stability to existing businesses, but is anathema to innovation;

– the firm will be unlikely to reward the hard work and creativity of the innovator with equity in the project, which perverts the incentives in the endeavour; and

– innovators are more likely to question and break rules, which upsets existing hierarchies.

But the tax profession has a further burden: tax is not a skill that one can easily learn hacking around in a garage. There is a learning curve that requires years of practice. Only once an autonomous skillset has been achieved could a potential legal innovator see a need for change and how to implement it. But if they progress in their career too long, there will be a large opportunity cost of leaving their lucrative source of income and gambling it on their dream of “Uber for Law”.

Respectfully, I suggest two ways in which the tax profession may overcome these disincentives:

1. firms should allow potential innovators to operate on a reduced workload for a period while they explore an opportunity. Any endeavour would have to be separate from the firm’s existing management and ownership structure; and

2. more senior lawyers who have sound knowledge of the practice of law should bring their skill, connections and business experience and team up with junior lawyers who have technological ability, creative vision and an aptitude for risk-taking and hard work.

If an idea succeeds, the potential upside for a firm which encourages innovation in either of these ways is tremendous. And if the idea fails, the firm will retain a talented and creative entrepreneur.

Nature of the tax profession

A professional who is risk averse will likely serve their clients well. They will have a heightened perception of potential risks, and can advise on how to minimise those risks. Many professionals spend their time dealing with the fallout from failed business deals, relationships and personal behaviour. This can only encourage cynicism. Creativity in legal ideas is likely to be inefficient compared to using a proven precedent, and hence discouraged by cost-conscious clients.

But a disruptive entrepreneur needs creativity, boundless optimism and a tolerance for risk. No wonder there are so few lawyers who have started Silicon Valley successes! However, there is no reason why lawyers cannot have these traits. For example, there have been notable tax lawyers who are (in)famous for these characteristics. Probably some judges too.

Technological barriers

It is not so long ago that having a firm website was an expensive and laborious proposition. But now such a thing can be created in an afternoon. Creating a legal iPhone app was once inconceivable, but now iPhone apps are routinely created within days, for the price of a few long lunches. It is true that not every forgone afternoon or long lunch will result in a legal equivalent of Google or Airbnb. Nevertheless, the availability of the technology that lawyers need to create new products is rapidly accelerating, and the cost and time barriers to using those technologies are rapidly decreasing. If an idea can be sufficiently simplified, there are minimal barriers to actually implementing it.

There are presently a very small number of lawyers who are able to program, and hence hack away on their own at creating software. But this barrier too is due to fall. Not due to lawyers miraculously developing mathematical aptitude, but instead because of the upcoming rise of “no-code” programming. That is, there are a number of platforms, present and future, on which one can create programs without having to learn a programming language. All that one needs is a solid grasp of logical structuring.

The reasoning developed from legal drafting will place lawyers extremely well to create “code-free” programs. Essentially, each legal document is like a program. Each has a sequence of logical rules and consequences. But, unlike conventional software, “legal document programs” are never run. Instead, they are read through and it is considered what would happen if hypothetically the “legal document program” was run.

Therefore, a rigorous education in concise legal reasoning places one exceptionally well to be a leader of technological change.

Artificial intelligence

It is wrong to think of AI as being a computerised human brain. It is not. Rather, AI is a collection of proxy ways of achieving a similar outcome to a human. The process of automation by AI begins with the movement of documents and services and analysis from bespoke to standardised, then systemised, then packaged, then commoditised, then automated.

Any legal process that could conceptually be systemised could be done by an AI. For example:

– gathering facts from a client and organising them;

– giving advice on discreet questions;

– writing letters of response within a confined field;

– negotiating terms within a certain bound; and

– making decisions based on agreed facts.

And indeed, AI is available that can do each of these things.

Where will AI stop, if at anything? Put simply, AI can learn many tasks that humans find particularly complex, and any task that a human does on automation. By “automation”, I mean the psychological description of the state of mind, whereby one is mindlessly doing something. Automatic thinking is to be contrasted with conscious or mindful thinking.

Examples of automatic processes are driving a car, walking and recognising words. A human can quite effortlessly and absentmindedly do all of these things. So too can an AI be trained to do these. The relevant limits of an AI are in contextual reasoning, lateral thinking, ethical reasoning and understanding humans.

An AI may be able to recognise a person’s face from an analysis of comparisons with similar pictures of that person, but will struggle to identify if that picture is in fact a person being reflected in a mirror. An AI may be able to optimise an outcome, but will be unable to realise that there is something else it should have considered. An AI may be able to drive a car, but will poorly decide whether to send the occupants into incoming traffic in order to avoid a pedestrian who has run onto the road. An AI may be able to predict what a person will buy, but is unable to understand what will make them truly happy.

Technology therefore performs best as an augmentation to humans, rather than as a replacement. Human lawyers will always be required to strategically interpret information in the context of the client’s situation, think laterally for options, and persuade other humans.

In my view, it is the tasks that humans excel at that are the most desirable and enjoyable parts of law. How could hours of due diligence ever compare with the joy of crafting a complex legal argument? How could entering details into template documents compare with solving a person’s problems? Put simply, they don’t. And the expansion of legal automation will remove mindless drudgery and leave a practice of law that is much more thoughtful and joyful.

The future of the profession

A tax professional whose practice predominantly involves creative or contextual thinking, or empathic or persuasive interactions, should feel particularly comfortable about the future. Clients will always need their amiable trusted adviser.

New professional roles are developing, such as the trainers and designers of AI and the supervisors and technicians of automated processes. The future of the tax profession is much more expansive than it is at present.

For professionals who rely on work that can be automated, they will need to, as quickly as possible, become the masters of AI. The first movers who take advantage of AI will ride on top of the wave of change.

There are, however, some risks. As the Luddites proved, attempting to stop industry disruption is fruitless, and leaves one on the wrong side of history. Humans are naturally fearful of change (until after it has occurred), and we (foolishly) try to control it. The most harmful thing for the profession is regulation. Attempting to stop the tides will lead to the nourishing waters flowing elsewhere — either to other professions, jurisdictions, or outside of the legal system entirely. Just as the common law courts once competed with Chancery, so too do they now compete with smart contracts such as Bitcoin or Ethereum.

And while this article has focused on the profession — and I hope conveys my optimism for the future — the outlook is even more positive for consumers of legal services. Clients will be able to access legal services faster, cheaper and more conveniently, just like they do with their TV shows on Netflix. This should in turn lead to more positive interactions with the legal system. And the changes will accrue first to those who are presently outside of the legal system, for disruption always starts at the bottom. Therefore, those who presently lack access to justice will be the greatest relative beneficiaries of the rise of AI.

Explainable AI

Explainable AI is all the rage at legal technology conferences currently. It is considered essential to algorithms that are used in law. Here is why I think that popular view is wrong, and why I generally dislike prediction algorithms anyway.

Machine learning is not statistics.

There is a popular joke circulating at the moment


When you’re fundraising, it’s AI.

When you’re hiring, it’s ML.

When you’re implementing, it’s logistic regression.



Now, behind every joke there is at least an ounce of truth. But the punchline of this joke is only funny if one understands that there is quite a serious difference between deep learning and a simple statistical analysis. The mathematics that we are more commonly familiar with, statistics regressions, a dependent variable and correlation between different factors, are all what we might typically think of as explainable, but they are done entirely differently to machine learning. For example, we might calculate a relationship between inflation and unemployment, or education and life-time earnings, and therefore draw conclusions based on those relationships. Under good scientific analysis, these regressions will be repeatable, with the assumptions made when calculating them explainable, and therefore we have the possibility of high-level transparency if we make decisions based on these regressions.

Machine learning, on the other hand, is often described as more art than science. Instead of picking factors by reason of their logical relationship (ie not data mining), machine learning will often use a huge number of variables that may not necessarily have a direct cause or relationship and will adjust the model based purely on “what works”. The process of machine learning is not necessary to provide a cause or relationship between two things, but instead to be able to make a prediction. Therefore, a machine learning model might identify what constitutes a cat not by the features that we might ascribe to it, but by a seemingly abstract set of requirements. In addition, although data sets might affect the outcome of machine learning, eg a data set trained only on a particular skin colour, there is no objective best way of training on any given data set. That is, the same data set might be used to create models with different levels of validity. This can be seen in machine learning competitions where standard data sets are used, such as a data set of handwritten numbers, and competitors must try and create the best machine learning algorithms to interpret, with varying levels of success. The level of success may depend on various complex decision that they make, such as the number of times the model is trained on that same data, the number of “hidden” layers of neural networks there are, the rate of that propagation, to name but a few. The real test is whether at the end “it works”.

Machine learning may not be explainable. For example, a model that trains based on the number of times it has gone over a particular set of data cannot simply be explained by reference to a procedure and footnotes, at least in any useful fashion. To use another simple joke (which will be funny if one understands Bayesian inferencing), at a job interview for a machine learning expert:


Interviewer: What is 10 + 10?

Candidate: 3.

Interviewer: No, that’s wrong.

Candidate: 7.

Interviewer: No, wrong again

Candidate: 15.

Interviewer: No, that’s wrong.

Candidate: 19

Interviewer: Wrong.

Candidate: 20

Interviewer: Yes, you got the job.



Just as the candidate here has a model of what 10 + 10 is, starting off hopelessly wrong (3), and gets better with time until eventually getting it right, we can assume that applying that mode to that question in the future will always result in the correct answer of 20. Where the “machine learning” comes into this is that, by using such a method, no one has told the machine ahead of time what answer is. It worked it out for itself. Therefore, we cannot simply open up the black box to look at the assumptions that have gone into it and work out how it makes its decision.

Instead, the way to understand how such an AI operates is to ask it a series of questions and understand what its answers are, essentially building an outside model of how the model works. For example, if there was an algorithm that was trained to identify food, you could place hotdogs before it, as well as not hotdogs, and see what it can identify. You might also then experiment by changing food from its ordinary shape and see whether it recognises a sausage sandwich as a hotdog or as a not hotdog.

What does that mean for law? The critical question now becomes: what if we are making legal decisions based on machine learning? How can we make decisions that are not explainable? First of all, we should be careful as to whether we are actually using machine learning or whether we are using a regression. Even if a statistical analysis can provide some level of accuracy in predicting the outcome of court cases or the likelihood of a person reoffending, I have a very negative view of the utility of such a system.

First, if you are going to make such a regression, you must prove that there is a causal relationship and that the causality runs in the correct way, so that you are not saying that the appearance of umbrellas causes it to rain. A propensity for judges to find a “guilty verdict” in the morning, as opposed to the afternoon, or plaintiffs with a particular name to having a better chance of success, is irrelevant. Similarly, is it that low socio-economic status causes a tendency towards criminality or does causality run the other way?

Second, and more importantly, almost all of the variables that are typically used in such an analysis are irrelevant. Picking up pieces of data, such as the court name, the general area of law, the solicitor’s firm name, the date and the jurisdiction, are all highly irrelevant to the actual question at hand in court cases. What matters in a case is the evidence before the judge, the law that is argued, and analysis of it in application to the facts, at the very minimum. To be blunt, any system that does not read over the words of the case and come to an understanding of them, and then seek to make a decision based on those words, must surely be using irrelevant data. That is why, in my view, so called “big data” statistical analyses that purport to predict cases are a mere novelty and little more than statistical junk. It does not matter whether these are explainable or not because they fall down for another reason altogether.

Why Bill Gates’ robot tax is either bad or scary

Bill Gates has suggested that, in response to robots taking the jobs of humans, there should be a robot tax. As a tax lawyer who builds AI (and known as the “Taxinator”), of course, I am going to have some comments.

His line of reasoning is that a “human worker who does, say, $50,000 worth of work in a factory … is taxed and you get income tax, social security tax, all those things. If a robot comes in to do the same thing, you’d think that we’d tax the robot at the same level”.

If you imagine C-3PO nudging a human out of their job on a production line, or driving a long haul truck, it almost sounds reasonable: why miss out on those tax dollars?

Here’s why is it is a bad idea.

Robots are not humanoid

It is nice to think of robots as humanoid-looking and thinking creations. Like a dorky person who is good at maths or heavy lifting but talks a bit strange: HAL, the Terminator, Robbie the Robot, and so on. But actually, it is really hard for robots to replicate or imitate humans. It is much easier for them to exist in a simpler world, with different modes of interaction.

A robot is most probably just an arm, or a smart remote control car, or a single-function piece of clever machinery attached to some other machinery. Not something that occupies the same space as a human. So while we can easily differentiate between humans, do the following constitute one robot or many:

– 50 robot arms over a conveyer belt;

– a warehouse full of wheeled robots that work together to retrieve items (ie operable only in conjunction with each other);

– an AI that operates via a distributed blockchain system; or

– R2-D2 and BB-8 welded together (after a bad crash)?

Put simply, a robot or an AI is not a worker. It is a piece of technological equipment just like your laptop, your car or your email account. While those things may reduce the demand for typists, farriers, and carrier pigeon trainers, it doesn’t make sense to attempt to conceive of them as standing in the place of a human. This means that you cannot tax robots or AI separately as you do humans.

It is a distortionary tax idea

You could probably tax robots if you levied a tax on expenditure on advanced plant and equipment, or advanced intelligent systems. So instead of trying to work out where one robot starts and another finishes, you instead tax gross capital expenditure on robots.

First, how do you determine whether a program constitutes an AI or not? This is something that people often disagree on. Do you tax the robot in the Ford factory that replaced the brutish guy who used to lift the cars up so people could inspect underneath? (Seriously, I met a guy who used do that as a job.) Or just the ones that can beat humans at board games? Even if you could get a working definition, you are going to incentivise businesses to use older, worse, more inefficient technology. Like taxing people if they upgrade from a Commodore 64.

Second, this is the exact opposite of how the tax system works. Capital expenditure is either a deduction against your income, or is depreciated over the life of the item. It is an expense that is used up over time to generate wealth, rather than a source of wealth in and of itself. While it is common in tax systems to tax wealth (such as houses, shares, money), the things that you expend and use in creating that wealth are deducted against income received. You simply don’t tax your pen, tool belt or forklift as items of wealth — they are expenses.

You aren’t missing out on tax

Human workers pay tax on their income. If you no longer have to employ a human to perform that job, that money doesn’t escape taxation — it gets taxed in the hands of the business that would have employed them. In the last 100 years, employment on farms has gone from 30% of the workforce to 3% as the result of technological change. If we were missing out on tax, we would have expected the amount of tax collected to massively decrease over that time. Instead, we have seen the exact opposite because:

– the business owner gets taxed on profits from machines; and

– the worker works in another job and gets taxed on their income there.

The result is increased wealth throughout the economy and increased tax revenue.

Right problem, wrong answer

For centuries, humans have worried that, when a task is made more efficient by technology, they will have nothing to do, even though a newer, better job is created. The people who lost their jobs to mechanical looms had children who lost their jobs to mechanical ploughs, whose children lost their jobs to railroads, whose children lost their jobs to flushing toilets, whose children lost their jobs to valve circuitry. Something new has always come up for humans, although it is often scary because we can never predict exactly what that next job will be. But would you wish on your children a job like yours or better? Or would you wish for them to be hand weavers, plough draggers, cart drivers, night soil men, or morse key operators?

But perhaps you really believe that this time (unlike every other time in human history) there will be a proportion of people who will not have a new job to work in (noting that, each previous time, people have thought that there would be nothing new for them to do). Then your answer is not on the tax side, but on the payment side. Under a scenario of mass unemployment due to technology, a logical answer is a universal basic income. And to fund that perhaps start with removing existing inefficiencies and complexities in the tax system before implementing more.

Why it is scary

There is actually an existing way of taxing artificial entities: by treating them as separate legal persons. Hence, companies are treated as a separate legal person, owning property in their own right, and being taxed on their own income. And we can and do extend the concept of legal person-hood further, for example, in parts of India, a religious shrine (which may consist of little more than a pile of rocks) can be given separate legal person-hood. It follows that we could give a separate legal identity to a robot.

Here are some scary legal issues to deal with if you granted robots legal person-hood:

– If I kick your Roomba vacuum cleaner, is that assault?

– Companies have directors, is there a robot equivalent (eg creator)?

– Who owns a robot built by a robot?

– If a self-driving car crashes, do you send it to jail or for maintenance?

– Can you marry a sexbot?

– Tax rates are progressive, so a million chatbots that earn $10,000 each, together pay less tax than Apple. But can they claim unemployment benefits if no one uses them for a while?

“If a lumbering behemoth such as the ATO can embrace technological innovation, surely the tax profession can too.”

Lawyers versus accountants: differences in thinking

Lawyers and accountants are two very similar professions. Indeed, in the area of tax law, the distinction between a lawyer and an accountant can be rather semantic. However, it has struck me that there are a number of interesting differences and thought patterns between accountants and lawyers. (This is not a dig at either profession.)

Growth versus risk mindset

Lawyers typically spend a lot of their time dealing with problems that have occurred and the disputes that flow from them. Lawyers will often use their expertise in understanding problems to try and prevent them ahead of time. Lawyers will typically advise on documentation to help resolve potential conflicts and risks. Interestingly, lawyers in personality tests will tend to have negative emotions and perceptions about risks compared with the population on average.

On the other hand, accountants typically deal with a more positive (on average) clientele and mindset. When a business starts to become successful, that is the time the business needs to see its accountant. When the business is making money, it needs to see its accountant on how to properly spend that money and make sure that it is not improperly taxed. This will help the business with projections and forecasts and planning for the future. Of course, the accountant will be there as the business goes up and down but, on the whole, and especially compared with lawyers, people see their accountants for more positive reasons.

Accountants might advise clients on the financial viability of a particular undertaking, but it will be a combination of positives and negatives rather than just a summation of negatives. It is for this reason that I find that accountants tend to have more of a growth mindset than lawyers. That is to say, they see more opportunities for improvement with clients and the potential for deals to happen. Sometimes it seems like the client is driving a race car and the accountant is sitting in the navigator’s seat suggesting to them where they can go and the lawyer is in the back seat screaming “we’re all going to die”. Of course, “not dying” (metaphorically speaking) is an important thing.

God versus the animals

Another difference between accountants and lawyers can be seen in the way that they draw structural diagrams. Accountants will typically place a business at the top, with the company that owns it underneath that, and the shareholders underneath the company. The business is at the centre of their thoughts, being the money-producing object from which income flows down to the company, and the company then pays dividends down to the shareholders.

Lawyers typically would draw this in reverse, with the shareholders at the top, the company in the middle, and the business below this. The reason is that lawyers consider who is in control, and the shareholders control the company and then the company and its directors control the business which is below. This is akin to the medieval hierarchies of order which would put God at the top, the angels below, humans below the angels, and animals below humans. God is the ultimate controller and so is at the top. According to the accountant’s way of thinking, the hierarchy is inverted, with animals at the top and God at the bottom. On the other hand, it does seem rather strange to pay dividends “down” to shareholders that are above the company.

Cost versus value

How much is something worth? This creates a difference in approach between accountants and lawyers. Accountants typically start from the point of view of what has something cost. Lawyers are generally more focused on what is something’s value. This difference can be seen most especially in the difference between accounting goodwill and legal goodwill. Accounting goodwill is the difference between the purchase price of a business and the cost of its assets. That is, it is the unexplained difference between cost and price. Legal goodwill is concerned with the actions and intentions of the public towards a particular business. Legal goodwill is much harder to quantify and to ascribe a value to.

Of course, each profession is familiar with both cost and value, as seen when accountants undertake business valuations and lawyers tally up their costs. The general tendency though is for accountants and lawyers to think more of cost and value, respectively.

Double versus single-entry accounting

It can be a very amusing exercise to see an accountant explain how double-entry accounting works to a group of lawyers. Typically, the lawyers will look confused for a while and then say something along the lines of: “So for the debit, is that a plus or a minus?” (I admit to asking such a question in the past.) Double-entry accounting is the foundational understanding of an accountant’s work. A system from which they know that their balance sheets balance (or don’t) and that income and expenses have been properly accounted for.

For lawyers, whose foundational understanding is rights and obligations between parties, their world is single entries. A borrower and a lender. A payer and a payee. Assets and liabilities. It seems incongruous that there could be a change in a right to payment and a change in a level of assets. Sure these things both happen and there is some correlation, but what lawyer would need to look beyond the ending of the immediate right? For an accountant, CR income and DR cash at bank is the most basic of statements. For a lawyer, that reads more like titles and names: Counsellor Income and Doctor Cash. Perhaps they have entered into a contract?

Backdating

Another interesting difference between accountants and lawyers that I wish to raise is the concept of backdating. The income for a year can only really be determined after that year has finished. Transactions will be reconciled and their nature determined mostly after they have been entered into. An accountant is constantly working on what has happened in the past and making determinations as to the characteristics of those things.

Lawyers are much more forward looking in terms of transactions. That is to say, from this day, forward legal rights are entered into. This can create an interesting conflict where accountants will see the need for some kind of legal right to have occurred and changed, and come to the realisation that it should have happened after the event. This can cause problems for accountants who wish to effect a change of legal rights if they come to that determination after the fact. The backdating of transactions can seem like a natural and perfectly reasonable thing to do. But a lawyer would say that the backdating is incorrect and false as the transactional rights were never entered into. Indeed, for lawyers who have a duty to present truthful information to the court, the creation of backdated documents and presentation of them as truthful can be a strike-off offence.

Proactive accountants will think of the transactions that need to occur before 30 June and enter into them and document them ahead of time. Sometimes problems can occur because the precise numbers in a transaction cannot be known until after 30 June or at least after prudent time for entering into the documents. I have seen some innovative solutions to this through clever drafting. This includes specifying a range and subsequently enabling the precise number to be determined at a later date, and delegating authority to an accountant who acts for both parties (usually such transactions are between related parties). Another solution is where the client instructs the lawyer that they had verbally created some rights (if those rights are able to be created verbally, eg they are not creating an interest in land) and then instructs the lawyer that they should merely document an acknowledgment agreement that details the verbal agreement entered into, but would be dated as of today.

Why does the difference matter?

What is there to gain by examining the general differences between accountants and lawyers? Accountants and lawyers are two very important professionals to clients, and understanding their differences helps in understanding how best to work together.

Further, a person’s disposition, their training and their experience can have a subtle or significant effect on how they view the world. If we consider how to automate some type of rule, the experience of the person who is automating may have great importance as to how they come to understand those rules. Given the subtle differences between two reasonably similar professions, consider the differences between, say, nurses and programmers.

There are no “robot lawyers” and there never will be

It was a trend a few years ago for every other legal tech company to declare that it had created the “world’s first robot lawyer”. I think there were more claims of being “first” than Kim Jong-un at a North Korean Olympics. From search companies to document-assembly companies, to chatbots, to pretty basic forms on a webpage, it seemed there were “first” robot lawyers everywhere. But, just like the Supreme Leader’s claim of getting 11 holes-in-one the first time he played golf, there may be a bit of “mere puffery” involved.

The Turing test, or imitation game, is only a test for an analogy to intelligence, and not a test for humanity or some aspect thereof. The idea behind the Turing test is that, if a machine is able to imitate a human such that it is indistinguishable from other humans, it should be considered intelligent. There are chatbot competitions where the programs try and catfish humans, and if the robot is declared to have passed the Turing test, it is therefore “intelligent”. I think there have been more declarations of “first robot to pass the Turing test” than disease cures invented by the Supreme Leader. While there was an actual Alan Turing, there is no official Turing test, by design or by organisation, and so it is difficult to premature adulation. I do think that the Turing test is something that is difficult but reasonably achievable, like Kim Jong-un giving up Emmental cheese binges.

And so too can technology be achievable that imitates the work of lawyers. From finding an unhelpful precedent, to entering text into someone else’s precedent, to mindlessly repeating the same general advice, to filling in a terribly designed form, there is an expansive list of legal tasks that can, will and are done by machines.

But, in my view, the most essential duties of a lawyer are not replicable by a machine. Let me demonstrate with the design of a program for the “world’s first robot doctor”:

– step 1: ask patient how they feel;

– step 2: print “Take an aspirin and come back in 24 hours”;

– step 3: ask patient if they are cured;

– step 4: if “yes”, then end; if “no”, then go to step 1.

This “robot doctor” does imitate the actions of many human doctors, and is likely to lead to a recovery by the patient in a large percentage of cases. It could be improved by the incorporation of prayers to Kim Jong-un, as they are reported to have spontaneously cured both AIDS and cancer (but not starvation).

The absurdity of this “robot doctor” is obvious because of its simplicity. However, I am confident that I could genuinely fool people if I made it sufficiently complex using the “latest in machine learning” to derive a similarly useless program.

In my view, the fundamental problem with the “robot doctor” (even if it was a more complex program) is its inability to deviate from rules. That is, even though it may be a common “rule” or “system” for doctors to treat patients with low levels of illness with “take an aspirin and call me in the morning”, they are not actually bound to follow that rule. They could, at any time, decide that, even though they would normally treat a patient using a particular rule, in this case they will do something different. And that ability to break the “rules” is how rare or unusual conditions are treated with “lucky” results and advances to medicine pioneered.

In the field of law, there is much of the law and legal practice that can (and will) be systemised and then automated into programs. However, the critical aspect of a lawyer that only a human may possess is that they could at any time choose to deviate from the existing set of rules. A lawyer could say that a client’s case is bound to fail under existing laws and precedents but that, if new law was created at an appellate court, the unfairness against the client could be remedied. There might be some non-legal solution to the problem at hand — there are plenty of cases that are motivated by pride, revenge, jealousy or anger. Law is more than just the application and enforcement of rights and obligations.

Regardless of the complexity of the rules that a robot is given, it can never choose to challenge those rules. Even a program to change other parts of a program must adhere to that set of rules. A lawyer is one who is the master of the law (at least in their domain of it), and to have mastery of a subject is to not only understand its benefits, but also its flaws. And to have the potential (whether or not exercised) to challenge those flaws. Only a human is capable of such a challenge. That is why there is no such thing as a robot lawyer, and there never will be.

Except of course if the brilliant scientific mind of Kim Jong-un was ever applied to it. Because every law and creation that he has ever made has been met with 100% success and approval. Maybe North Korea is the future of legal tech?

Can machines have Ura and Omote understanding?

In Japan, there are twin concepts of Ura and Omote. Most commonly, they are used in a societal sense to describe the private or hidden aspect of a person (Ura) and their public persona (Omote). For a highly conformist and polite society like Japan, it makes a lot of sense why this concept is so widespread and why people would have a socially acceptable public persona and a (possibly) less acceptable private persona. However, my experience with Ura and Omote is through karate (I am a 3rd Dan in Goju Ryu), where it is applied to depth of understanding. That is, the distinction is between a surface level understanding (Omote) and a deep understanding (Ura).

Testing Ura

Some styles of martial arts have broad curricula, with dozens of techniques to learn. Not so for Japanese karate. The techniques learnt in the first six months are the same techniques that are taught for the next 60 years. A White Belt doing their first grading after, say, 50 hours of training will be tested on their Seiken zuki (straight punch), the same technique demonstrated by someone testing for 5th Dan Black Belt after approximately 10,000 hours of training. And what is the difference between a White Belt Seiken zuki and a 5th Dan Seiken zuki? A lot!

The Omote understanding of a Seiken zuki is the trajectory that the fist takes, having feet in the correct stance and correct body posture. The next things to learn about Seiken zuki include (in no particular order) gripping the ground with the toes, alignment of punching weight into the heel, pressure into the ball of the foot for forward stability, slight bending of the toes, sinking of weight, tension in the inside of the legs, rotation of the coccyx bone (tailbone) forward, freeing of the hips before the punch, rotation of the hips with the punch, locking of the hips on the completion of the punch, tension of the spine, contraction of the upper body muscles on completion of the punch, but without being contracted when in motion, rotation of the fist and alignment of the wrist, elbow and shoulders and striking with the correct knuckles.

But to know all of these things is still an Omote level understanding. To an extent, so is being able to do them. Where the depth of an Ura understanding of Seiken zuri comes in is when all of these aspects of the technique are correctly done, and repeated for (literally) thousands of hours. It is after almost endless repetition that the brain and the muscular system form around the understanding of the technique such that it is now part of the person. Doing a Seiken zuki with an Ura understanding is like putting on a well-worn pair of shoes — it is moulded to fit to a level of comfort that makes it feel innate.

Can machines learn to an Ura level?

In my view, for a machine to learn something to an Ura level, the knowledge would have to be learned to a depth that reflects on the machine itself. So thousands of hours of karate leads to permanent musculature changes, and thousands of hours of experience in a mental field leads to a rewiring and growth of the brain to accommodate that task.

Most machines use static logical rules and operations. That is, IF, OR, AND, THEN etc. A simple machine like a winding watch uses the following rule: IF there is sufficient compression in the spring, THEN turn the dials on the clock face in accordance with the timing set by the gears. The watch does not understand that IF, THEN operation to a deeper, Ura, level after thousands, or hundreds of thousands of hours, of turning.

All of our mechanical and digital machines utilise some combination of the fundamental logical rules to operate. The rather clever AI that we now take for granted to suggest a route in Google Maps, which uses complex learning algorithms that constantly improve their output with greater amounts of data (including from your usage), are still made up of basic logic (and really fancy maths and probability, which I am in no way downplaying). But fundamentally it is an optimisation.

That is, even AI which utilises complex techniques, such as deep learning which will develop the output algorithm based on large amounts of data, has a set bound within which the algorithm can train. Google Maps might output optimised routes based on its training. However, its type of output is not moulded by the task that it is giving.

Merely worn down?

One might say that I am making unfair comparisons and that I should not compare the framework of machines merely by their output. The correct analogy could be that, although a winding watch does not change from its IF, THEN logic, over time the gears and mechanisms wear such that they are moulded more specifically to the task that they are doing. And for AI that trains like Google Maps, one need not look past the optimisation of the solution.

Put that way, the Ura understanding of a karateka is a biological optimisation. The muscles are “better” at a given task; the developed neural pathways are no more than the wearing-in of the cogs of the mind.

But this to me does not seem to accurately capture the complexity in dealing with one large organism and its highly varying environment. And more particularly, the human brain’s understanding of that environment and adaptation to suit the tasks that it is given and also that it chooses for itself.

In my view, machines can only have an Omote understanding, if indeed they could be said to have any understanding at all.

Dangers of robotic humans

The discussion surrounding the dangers of automation typically centre on novel and futuristic application of AI. Even if we are not worried about Skynet terminating humans, we worry about the application of data, privacy, or robots making decisions. But, to the extent that these constitute problems, this is not because of AI; it is instead because of the problems of the relationship between technology and humans, and this means that we should not fear for a future dystopia — we need to be concerned now! Automation has encroached on the law in many negative ways already and we need to fix this. Advances in technology will not create some new problem, but it might accelerate existing problems that we already have. We can see these problems when law clerks use checklists.

Law graduates without legal skills

Equity law is one of the “Priestley 11”, the compulsory subjects that all students must complete in order to become admitted as lawyers. Therefore, at least theoretically, every law graduate should understand what a trust is, the different types of trust, and what a beneficial interest is. Apparently not, it seems. Although it is possible that some knowledge is crushed out of them by a corporate machine, this apparent lack of knowledge is evidenced by the entirely misconceived questions that come from the legal department of institutions that review trust deeds. Often the review is done by a fresh-faced law graduate wielding a checklist of questions.

For example, it seems rather a regular occurrence to request a list of all of the beneficiaries/beneficial interests of a discretionary trust. It must be that this question has appeared on some checklist, ostensibly for the purpose of “Knowing your customer”. I am utterly at a loss as to what the correct answer might be. For those who are faced with this question from the “All High Law Clerks With A Checklist”, who seemingly sit above the High Court on matters of trust law, the following are apparently not the correct answer:

– there is no list of beneficiaries required for a discretionary trust since McPhail v Doulton;20

– there are no beneficiaries of a discretionary trust, merely “potential beneficiaries”;

– potential beneficiaries do not have a beneficial interest in the trust property; and

– there is no requirement for both a legal interest and a beneficial interest. That is to say, the beneficial interest is held by no one.

Notwithstanding that these are all correct answers, there is functionally a “program” that exists that requires a certain input in order to proceed.

The only acceptable input is one that is wrong in fact and law, and the client is required to sign a statement attesting to the correctness of that incorrect fact. And of course, the responsibility is on the client to provide the correct answers to the questions and liability immures on them if they answer incorrectly or inaccurately.

More checklist failures

Another interesting dictate of the All High Law Clerks With A Checklist is regarding bare trusts, especially in limited recourse borrowing agreements — which I would have thought would be much easier to understand, given their simplicity. It seems not. Apparently, bare trusts cannot be established with a notional settlor in the same manner as other trusts, ie an unrelated party gives a nominal sum such as $10 to the trustee to establish the trust (this peculiar Australian method of settling is because of s 102 of the Income Tax Assessment Act 1936 (Cth) which could charge penalty tax rates of a trust established for the benefit of the children of the settlor). Instead, the All High Law Clerks With A Checklist require that there is no property in the bare trust other than the subject matter of the bare trust. This has resulted in one of two egregious errors appearing extensively in bare trust precedents in Australia:

– there being no property in the trust at its establishment. The trust therefore fails one of the three certainties required for validity: certainty of subject matter. Therefore, the trust is not in existence; and

– a valid trust comes into being after the acquisition of the subject matter of the trust. This of course leads to a separate dutiable transaction (ie double stamp duty) as per Farrar v Commissioner of Stamp Duties.21

There is a relatively simple method of avoiding both of these problems and that is to pay the (future) trustee a nominal sum so as to bind their conscience to hold the subject property on trust from the moment they receive it. The trust therefore springs into existence with only the subject property, and because the trustee never obtains the beneficial interest in the property, there is no second dutiable transaction.

Dead hand signing the deed

One of the most perplexing dictates from the All High Law Clerks With A Checklist was for all of the potential beneficiaries of a discretionary trust to go as guarantor for a loan taken out by the trust. After explaining McPhail v Doulton and the basic nature of a discretionary trust, and hence why this was an impossible task (let alone unreasonable), I thought that I made some headway when the requirement was altered: a guarantee was required merely from the persons named in the discretionary trust around whom the class was based.

Unfortunately, the fact that those persons were long dead did not matter to the All High Law Clerks With A Checklist.

Nor did it matter that the controllers of the trust (who all had substantial assets) who were actually the primary default beneficiaries were guaranteeing the loan. The signatures of the dead were required.

In an unusual effort at humanity, the All High Law Clerks With A Checklist suggested that I could change the beneficiaries of the trust — remove the listed primary beneficiary and replace that name with their children’s name. That this would totally change the class of potential beneficiaries under the trust and cause a resettlement (and capital gains tax and stamp duty) fell on deaf ears. However, given that the programming of the All High Law Clerks With A Checklist required only the removal of the name of the person, I varied the trust deed so that the name of the deceased no longer appeared, but the trust and the class of beneficiaries was actually exactly the same. This version (which had no substantive change) ticked the requisite box on the checklist and the dead were no longer required to sign.

Systems are automation

Even though a human may be involved, if they relegate their decision-making or thinking to some machine, the problems of automation will rear their head. In each of the above examples, the automated checklist should have been overridden by a human exercising judgment, lateral thinking, and contextual reasoning. These are skills that humans are, and always will be, better at than machines. The problems of automation are already on us, they can be dealt with both now and into the future by understanding the proper respective roles of humans and technology in their symbiotic relationship. Yes, it is true that a machine comprising a corporate system (such as a checklist) may exercise processing speed, reduce costs, and create consistency and reliability. However, a well-designed system will have suitable safety valves so that control may be passed to the human.

I am reminded of Lord Denning’s description of humans and machines in Thornton v Shoe Lane Parking Ltd:22


“None of these cases has any application to a ticket which is issued by an automated machine. The customer pays his money and gets a ticket. He cannot refuse it. He cannot get his money back. He may protest to the machine, even swear at it. But it will remain unmoved.”



Stop killer robots with statistics

Annihilation by robots is a black swan event. It has low probability but high impact. That is, it would be pretty bad if all of humanity was destroyed or enslaved or otherwise. The word robot is derived from the word slave. For most of human history (excepting the last couple of hundred years in many parts of the world), slavery has been a feature we understand and the risks of a slave uprising have been ingrained in our culture. That is, we are aware of the risk of robots turning against their masters. What shall we do to prevent this?

Problems with linear thinking

To understand whether I should be afraid that my toaster will murder me in my sleep, I must first understand what is the probability that my toaster will actually be capable of such murder and have such a desire. The first step in creating killer robots is to have immensely clever and powerful robots. When we look at Moore’s Law, which states roughly that the power of semi-conductors will double every 18 months and which we have consistently seen for nearly 50 years, we seem to be able to predict out that, in another 50 years, machines must be incredibly intelligent. If they can beat us at chess today, surely in 50 years, they must be able to beat us at everything. The problem is the assumption that Moore’s Law will be able to continue indefinitely, and also the assumption that artificial specific intelligence somehow leads to an artificial general intelligence. Both these things are false.

The problem with linear thinking can be easily illustrated by boiling water. If I slowly boil water, increasing it at a rate of 10 degrees every minute, and measure that up, I might predict that in an hour the water will be some thousands of degrees. Perhaps I will be able to make it hotter than the sun. Obviously, the water will stop increasing in temperature at 100 degrees and then change to steam. Another classic example of this is the turkey that thinks that it is doing well because it is fed by the farmer every day. However, the farmer has other plans for the turkey come Thanksgiving. Because we can see a linear increase on one level, it does not mean that we can continue ad infinitum. According to Moore’s Law, at some stage, they will reach the limits of physics. Or reach the limits of the artificial specific intelligence. Any prediction of more than a couple of years should be almost totally ignored. While a constrained model might work well, there is always a problem of endogenous factors. Anyone that lives in the real world should be able to see that turkeys should not count on living past Thanksgiving.

The problem of multiple long-tail risks

It is wrong to say that it is not possible that we will one day have killer robots. It is correct to say that it is possible and, being a long tail risk, we should prepare against it. That is, there is a small chance of catastrophic impact. So, although it is not certain that we will have killer robots but it is a potential and, given that potential, we must use resources to prevent this. This is partly correct. You see, against an existential risk, we might be tempted to devote all of our resources. That is, every dollar we make should be put aside to constrain robots from taking over the world. Why build schools and hospitals when we should be putting all of that money aside for preventing a robot uprising which would destroy all of humanity? The answer is that there are multiple ways in which humanity could end. There could be a killer asteroid, killer climate change, or killer plague. We could not devote all of our resources to defend against all of these simultaneously. Instead, there must be a balancing of the relative likelihood of any particular scenario, its likely harm, and the effort that should be made to prevent it. Of course, we should put effort into preventing killer robots but we don’t need to eradicate its possibility completely.

For an individual, a shark attack is a black swan event in their life. It has low probability but extremely high impact. Our response, developed over millennia of human survival, is to post lookouts on the beach, set up shark nets, and not swim in seal breeding grounds. We don’t avoid the sea altogether. There might also be other risks if we devoted all of our resources to preventing killer robots. We could cause mass unemployment, crime, starvation, technological backwardness, and so on. There are a very large number of more mundane problems that can become very serious if we don’t continue to address them. As there is always a very real trade off in our resources to doing one thing, we should not ignore that.

What should we do to prevent killer robots?

I am not saying that we should ignore the problem altogether but, in order to prevent killer robots, there are a few tried and tested methods.

First, we need “skin in the game”. If someone who is swimming at the beach tells you that it is safe to swim there, you might believe them. But someone who is elsewhere in the country might be less convincing, given that it is your skin that is in the game and not theirs. The simplest way to guarantee “skin in the game” is to make sure that the creators of new technology use it themselves, for example, the engineer of a train should ride it themselves and they will ensure that their machine does not fail. When someone calls for sacrifice to prevent a long tail risk, they should be doing so themselves and they should be spending their own money. If someone claimed that we should halt all AI research and not use any AI so as to prevent killer robots, they should have first given it up themselves and be living largely without the benefits of AI. This means that they must be living almost entirely apart from our society.

Second, we need to understand the importance of tradition in preventing long tail risks. For example, it is a tradition to treat others as you would have them treat you. This prevents against the long tail risk of you bothering others and they in turn bothering you in an unexpected manner. Simple heuristics and traditions go a long way to preventing this. These traditions have evolved through a natural selection of ideas that favours those who survive long tail risks.

Third, we need to trust that, because of skin in the game, proven rules and resources, human creativity will typically find a solution for long-tail risks. Hence, we have vaccines for the long tail risk of plagues that have troubled us for most of our history. Our Malthusian over-population problems were solved by increasing agricultural yields. Electronic tags can monitor the feeding and travel patterns of sharks. We are likely to invent a solution to overcome the long tail problem of killer robots. Just as we will invent new technological solutions to overcome viruses, climate change and killer asteroids. Human ingenuity will influence and assist society in moving forward and flourishing among robots.

Are robots killing jobs?

We can apply the same reasoning of killer robots destroying humanity against other long tail risks. If you are concerned that a robot might pose as an existential risk to a particular profession or job, you should have “skin in the game”. If you have skin in the game, being an incentive to prevent a robot taking your job, you will need to think creatively on what you can do to make your job something that is not automatable. If your job involves standing in an elevator and pressing the buttons to go up and down, it is rather clear that you could be replaced by those mere buttons. Maybe you could do something else, such as provide a service along with being in the elevator, or assist customers in where they’re going, and so on. Apply these statistical insights to other large concerns that you might have. If you’re concerned about killer viruses, killer climate change or killer asteroids, you don’t need to devote all of society’s resources or spend your life panicking because we haven’t. We’re likely to come up with something clever that fixes it.

And if we don’t, well, we’re all gone, so it probably doesn’t matter.

Conclusion

Technological advancement is inevitable. Change in society and change in the way society operates are also inevitable. A robot going rogue and killing humanity would indeed count as a black swan event. However, the likelihood of such an occurrence is so small that you are better off defending Earth against a killer asteroid. Grander than this, it may be some time before regulations and the law permit robots to operate in a capacity that is completely separate to its creator. It is unclear when this change will take place, and how quick it will affect humanity, but in taking a utilitarian approach, it will be beneficial to humanity. There is no doubt that it may render some individuals without employment. However, there is little to no doubt that having this technology would increase output and efficiency.

Steve Healey, CTA (Life)

Director and Partner

RSM Australia

Adrian Cartland

Principal

Cartland Law

An earlier version of this article was presented at The Tax Institute’s 2021 Queensland Tax Forum held on 27 to 28 May 2021.
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A Matter of Trusts

by Will Monotti, Sladen Legal

Appointors: the problem of incapacity

This article aims to clarify some of the uncertainties and difficulties that arise on the appointor or guardian of a discretionary trust losing their decision-making capacity.

In the November 2019 issue of Taxation in Australia, this column reviewed some of the common problems that arise in relation to the position of appointor of a discretionary trust, being the entity empowered to appoint and/or remove the trustee of the trust.1 These issues included the difficulty in amending the clauses of a discretionary trust deed pertaining to the appointor when the deed’s variation power limits any modification to the “trusts”, instead of providing some other, more flexibly-worded authority, such as a power to amend the “trusts, terms and conditions” or “provisions”. In addition, conflict issues related to the exercise of the power of appointment were discussed, as well as the ways in which a joint appointment could inadvertently be extinguished on the death of one or more of the constituent appointors.

In this article, we revisit the position of appointor and, in particular, the problem of appointors (and guardians) of discretionary trusts losing decision-making capacity, and examine the relevant legislation and case law and some practical solutions to these problems.

Can the appointor’s power be delegated?

The position under the Victorian Powers of Attorney Act 2014 (the Act) as to whether an appointor of a trust can delegate their power under an enduring power of attorney is not settled. The Act is silent on the matter, and so whether the appointor is permitted to make such a delegation may depend on the wording of the relevant trust deed. If the deed itself is silent on the issue of delegation, and does not, in the schedule or definitions section, provide for the appointor to be succeeded by their legal personal representatives on their death or incapacity, it may be said that the parties to the original deed intended for a replacement person not to be appointed as appointor in the event of the appointor losing the capacity to make decisions.

Realistically, however, the issue of delegation is unlikely to be considered carefully at the time of the trust’s establishment, especially if the trust is created via an “off-the-shelf” trust deed. The problem can usually be resolved by a simple addition to the deed of a provision to empower the appointor to appoint a successor or replacement. But what happens when the trustee’s power of variation is not sufficiently broad to permit such an amendment, and the appointor lacks decision-making capacity?

The NSW Court of Appeal decision of Belfield v Belfield2 is of some guidance in relation to these questions, although it deals with matters specific to NSW law, including the notional estate provisions and s 163B(2) of the Conveyancing Act 1919 (NSW). In that case, the trustee of a discretionary trust entered into a “deed of appointment” with an individual, under which the trustee agreed to act in accordance with the directions of that individual in relation to a discretionary trust. Some decades later, the individual appointed one of her sons as her attorney under an enduring power of attorney. She subsequently lost capacity to make her own decisions, and then passed away. The court considered whether the failure of not only the deceased during her lifetime, but also the deceased’s attorney during her incapacity, to exercise powers provided by the deed of appointment in relation to the trust constituted a “prescribed transaction” under the notional estate rules.

In relation to the appointor question, it was noted that the Conveyancing Act 1919 (NSW) provides that “any power, authority, duty or function that a person has by virtue of occupying the office of a trustee” cannot be delegated to an attorney under an enduring power of attorney.3 However, the powers given to the deceased in this case under the deed of appointment were not powers given to a trustee, but powers given to an individual akin to those typically given to an appointor or a guardian, indicating that those powers could be so delegated.4

The decision thus serves as authority that, in certain circumstances, it may be possible for an attorney to act on behalf of another person in their capacity as appointor. However, an important factor in this case was the existence of the deed of appointment, which set out precise and particular directions to the deceased in relation to the trust — the case does not clarify whether the deceased’s attorney would have been empowered to make other decisions in relation to the trust outside the scope of the deed of appointment during the period of the deceased’s incapacity. Further, and as is discussed later in this article, an attorney should be aware that an appointor power delegated to them may carry fiduciary obligations.

Removal of incapable appointors

There is significant doubt as to whether an attorney, appointed for an individual who is the appointor of a discretionary trust, can seek to replace that individual as the appointor of the trust on the appointor losing decision-making capacity, unless direct authority to that effect is provided by the appointor prior to their period of incapacity. The Victorian case of Ash v Ash5 considered this issue. In the case, the daughter of Mr Ash was appointed as his attorney. Mr Ash’s health began to deteriorate, and he moved into an aged care facility. On this occurring, his daughter moved into his property under a lease she had drawn up, under which she paid rent at less than “market” value,6 and also issued additional shares in a company controlled by Mr Ash, that acted as trustee of a discretionary trust and superannuation fund, to herself. Further, Mr Ash’s daughter executed a document in her capacity as attorney purporting to remove Mr Ash as appointor of a discretionary trust, and to appoint herself in his place. Proceedings were brought to the Victorian Civil and Administrative Tribunal by Mr Ash’s other daughter, who was troubled by her sister’s actions, and eventually reached the Victorian Supreme Court.

McMillan J held that there was no evidence to suggest that Mr Ash wished to be removed as appointor of the trust in the event of his incapacity, or for his daughter to be appointed in his place in that circumstance. The submission of the defendants (which included Mr Ash’s daughter and her husband) was that Mr Ash’s removal as appointor by deed was something he wished to occur as a “natural corollary” and “natural consequence” of a general wish that Mr Ash’s daughter and her husband be “more involved in managing his financial affairs”.7 McMillan J dismissed this submission, and held that such a wish required more than mere “inference” to be substantiated.8 There was no indication that Mr Ash had been allowed an opportunity to provide informed consent in relation to the change of appointor, and further, it would not necessarily follow that a general desire for one’s daughter and son-in-law to be involved in assisting with personal finances would require them to effectively seize control of a discretionary trust through the appointment of the said daughter as its sole appointor.

What the decision makes clear is that, if a person who is an appointor of a trust becomes incapacitated, any decisions made by their attorney to change an appointor must be based on clearly expressed directions or wishes of the appointor, made with informed consent and prior the period of incapacity.

The variation power contained in the relevant trust deed was not referred to in the judgment of McMillan J, so it is not clear as to whether, prior to the loss of Mr Ash’s decision-making capacity and when he remained the sole controller of the trustee company, it would have been possible for an amendment to be made to the deed to allow for the succession of the position of appointor. It would have been sensible for the deed to have been reviewed and for an amendment to be considered at the same time as the enduring power of attorney was executed. Ideally, control would be diluted through the appointment of multiple appointors — one of which could be an independent person — or a corporate appointor with multiple directors and/or shareholders.

It is noted that the matters for which power cannot be given under an enduring power of attorney listed in s 26 of the Powers of Attorney Act 2014 (Vic) do not include appointor or guardian powers (as distinct from general non-enduring powers of attorney pursuant to s 7). Further, pursuant to s 50 of the Guardianship and Administration Act 2019 (Vic), an administrator may exercise powers to give consent and powers to appoint a new trustee.

Is the appointor’s power fiduciary?

Any attorney stepping into the shoes of an incapacitated appointor should be wary of the fiduciary obligations that apply to the position. The NSW decision of Harris v Rothery9 provides that the power to appoint and remove the trustee, generally the power common to an appointor in any discretionary trust, is considered fiduciary,10 while other aspects of the position may be considered “personal”, depending on the wording of the trust instrument.11 If an attorney was to appoint themselves as appointor (and, subsequently, appoint themselves or a company that they control as trustee) of a discretionary trust in place of an incapacitated person, the attorney risks committing fraud on a power if the appointment is determined to not be in good faith, for a proper purpose and in the interests of the beneficiaries of the trust as a whole. Written evidence of the appointor’s intentions in this regard, whether it be in a statement of wishes or the enduring power of attorney itself, would be most helpful in the event of any dispute arising.

Conclusions

To prevent the problems that arose in the cases discussed in this article, the following tactics should be considered as part of any trust or succession planning review:

– ensuring that the trust deed allows for the appointment of replacement or successor appointors, and if not, amending the deed to include such provisions;

– if the variation power does not allow for amendment to the appointor provisions, and the trust contains only one appointor with no successor, considering the delegation of appointor powers through an enduring power of attorney on the basis of Belfield. However, it should be noted in doing so that any instructions to the attorney must be clearly evidenced, made with informed consent, and made prior to the appointor losing capacity, and that a review of the trust deed should be conducted to determine whether delegation of the appointor’s power is possible;

– considering the appointment of multiple appointors or a corporate appointor to deal with the problem of one constituent appointor losing capacity (although the wording of the deed should be reviewed as to whether the power of a joint appointor is extinguished on the loss of capacity of one of its constituents); and

– ensuring that successor appointors are appointed by deed or other instrument (depending on the requirements of the trust deed), and that, if “legal personal representatives” are appointed as successor appointors, ensuring that appropriate persons are appointed as attorney and/or nominated as the executors for the appointor.

Will Monotti
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Superannuation

by Daniel Butler, CTA, DBA Lawyers

SMSFs: pros and cons of adding a member

Before adding a member to an SMSF, you should ensure that control and management of the fund is appropriately maintained by those best suited to this role.

Introduction

Self-managed superannuation funds can now have up to six members (prior to 1 July 2021, a limit of four applied). There has been considerable interest recently from many SMSFs wishing to add members, particularly parents wishing to admit their children.

While SMSFs are considered family friendly, family members still have disputes, get divorced or separate from their spouses, and may not get along well with each other. Indeed, adding children to an SMSF may result in the children outvoting their parents unless appropriate prior planning is implemented.

If you (ie the SMSF trustee) decide to admit a member, there are various considerations and decisions to make. Before adding a member, you should carefully consider the possible advantages and disadvantages set out below.

As a general rule, you should not add another member to an SMSF unless there is some material advantage in doing so and appropriate prior planning is implemented. This article focuses on the key considerations and strategies to minimise risk.

Company versus individual trustees

For SMSFs with individual trustees, before adding any members, moving to a sole purpose corporate trustee is a sound first step. There are many compelling reasons why a corporate trustee is far more superior than individual trustees. Moreover, where an existing company acts as an SMSF corporate trustee and also acts in one or more other capacities, it is recommended that a sole purpose corporate trustee be appointed for the SMSF. Otherwise, the new member may become involved in the company’s other activities.

We will assume that a sole purpose corporate trustee will be used before admitting a member.

Advantages of adding members

Some advantages to adding a member may include:

– greater family involvement in the family’s investments and keeping the family together;

– greater flexibility and potential diversification in terms of the amount and range of investments;

– potential cash flow benefits and cost savings; and

– potentially lining up succession to the SMSF for the future generation.

Disadvantages of adding members

Some disadvantages to adding a member may include:

– adding a member who subsequently separates from/divorces their partner/spouse may result in the SMSF becoming involved in an expensive and protracted family law dispute;

– other disputes may arise among members, eg the parents may want conservative investments while the children may want to take more risk, eg cryptocurrency. Parents will need to share information on their retirement savings and may not like being held accountable to their children for bad investment decisions;

– there are a number of risks with adding children as trustees/directors of an SMSF. In one case, the son with a drug addiction had access to the fund’s bank account (as he was an individual trustee) and misappropriated almost all of the fund’s assets (including all of his parents’ retirement savings) to feed his drug habit.1 The parents, as loving parents tend to do, then sought to cover up the misappropriation by their son until the auditor found out and notified the ATO. Other risks that might arise include family members who gamble or who are unable to manage their own finances; and

– an increased chance of death benefit disputes, including challenges to reversionary pensions to a surviving spouse, challenges to binding death benefit nominations (BDBNs), and similar disputes. Even with a BDBN in place, disputes may still arise challenging various items, such as the effectiveness of the SMSF deed, pension or BDBN documents, any change of trustee, or whether an attorney was acting appropriately under an enduring power of attorney (EPoA) or was in conflict.

The above advantages and disadvantages are a broad summary and are not an exhaustive list.

Maintaining control of the SMSF

Maintaining control of the SMSF is a key consideration. Planning who has control and management of the fund in advance is important before admitting a member. Some of the key considerations here include:

– whether the proposed new member should be admitted as an ordinary member or a conditional member. A conditional member is admitted subject to specified conditions which can result in them being ejected. Certain SMSF deeds include special provisions to facilitate a conditional member being rolled over to another fund or paid out (if they have satisfied a relevant condition of release) on the occurrence of a specific event or at a specified time, eg there is a material dispute or a member divorces or separates from their spouse. Note that a conditional member provides their consent to transfer or roll over their benefits on specified events on admission. Otherwise, transferring a member out requires the member’s written consent, which may prove time-consuming, costly and difficult to obtain;

– whether the new member should be appointed as a director of the corporate trustee. Indeed, certain people may not have the skills or capability to fulfil the usual duties and obligations imposed on a director. Moreover, directors are subject to a myriad of obligations and potential penalties. Where there are more than two directors, the accounts and financial statements must be signed by at least half of the directors each financial year under s 35B of the Superannuation Industry (Supervision) Act 1993 (Cth);

– alternatively, a member can be represented at the trustee–director level by an existing director. For example, a child being admitted as a member could appoint one or both of their parents as their attorneys under an EPoA to allow their parents to represent them as their director. Thus, an SMSF could have, for example, mum and dad and their four children as members, with mum and dad as the only directors provided each child has appointed their parents as their attorneys under their EPoAs;

– the SMSF succession planning should be considered. In particular, who is in line to take control of the fund in the event of one or more of the directors of the corporate trustee losing legal capacity or passing away. Certain company constitutions include special provisions to allow a director to nominate a successor director to fill their role as director immediately on loss of capacity or death. For example, both parents can nominate that, on the last of them losing legal capacity or passing away, their children are immediately appointed as directors; and

– the parents’ wills and succession planning should be addressed, including who is to receive the shares in the SMSF corporate trustee. Generally, a majority of shareholders hold the power to hire and fire the directors of a company. However, the SMSF deed will determine who has the ultimate control, ie the appointor power in relation to who hires and fires the trustee company. Under certain SMSF deeds, the member or members that represent the majority account balances in the fund hold the power to hire and fire the trustee. However, the terms of each deed need to be examined.

Example: SMSF set up to minimise the above risks

Harry and Emma have three children who they wish to admit to their SMSF. The trustee is Harem Super Pty Ltd. Having regard to the above points and in consultation with their children and their accountants and lawyers:

– Harry and Emma admit their three children as conditional members. Each child can be rolled over to another superannuation fund on certain events, such as if one of their children separates from or divorces their spouse;

– Harry and Emma’s three children are happy for their parents to act as the directors of the SMSF trustee, and each child appoints their parents as their attorneys under each child’s EPoA. Thus, as the three children are not appointed as directors, they do not have the responsibility and potential liabilities related to being a director;

– Harry and Emma nominate their three children as their successor directors who will become the directors of the SMSF trustee at the time the last surviving parent loses capacity or dies; and

– Harry and Emma leave gifts of shares in the corporate trustee in their wills to their children equally, and the parents also leave BDBNs that result in the superannuation death benefit of the last parent to die to be paid to their deceased estate (ie legal personal representative).

SMSF documents

Naturally, the SMSF deed must be up to date and provide flexibility to add a new member. If the deed has not been updated in the past two to three years, it should be reviewed and, if necessary, updated.

The ATO also makes it clear that there are a number of circumstances that may warrant a review of a fund’s investment strategy, including a market correction, when a new member joins or departs a fund, or when a member commences receiving a pension.

SuperStream changes

From 1 October 2021, member benefit roll-overs of superannuation moneys to or from an SMSF or a large industry or retail superannuation fund must generally be transferred via the SuperStream system. This will require, among other things, for a fund to be able to have its financial statements brought up to date quickly to determine the member’s account balance, including any accrued net earnings after tax up to the time of payment.

If a member requests a roll-over from an SMSF, the trustee must generally comply with the request within three business days. The trustee must request any missing information within five business days of receiving the request, and must then complete the roll-over as soon as possible or within three business days of receiving that information. In short, most SMSFs will find complying with the new roll-over rules that apply from 1 October 2021 difficult unless the departing member is cooperating with the trustee and is willing to wait for the accounts and financial statements to be brought up to date to allow an orderly exit. SMSF auditors must report contraventions of the SuperStream measures and administrative penalties and other ramifications may follow.

Conclusion

Careful consideration should be given prior to admitting a member to an SMSF. In particular, the chances for disputes and losing control of the fund increase when more members are added. Ensuring that control and management of the fund is appropriately and strategically maintained by those best suited to this role should remain a key long-term priority.

Even with appropriate planning and documentation in place, the increased risk of disputes occurring may outweigh any potential benefits of admitting a member. Accordingly, expert advice should be sought to ensure that SMSF trustees and members are well-informed and aware of the risks before admitting a member and are advised of ways to mitigate risk.

Daniel Butler, CTA
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Alternative Assets Insights

by Ken Woo, CTA, and Darren Mack, ATI, PwC

Corporate collective investment vehicles

The release of exposure draft legislation represents a leap forward for the CCIV regime towards a promised start of 1 July 2022.

On 27 August 2021, the government released revised draft tax legislation for the proposed corporate collective investment vehicle (CCIV), over two and a half years since the previous draft in 2019. To complement this, draft legislation was also released in relation to the proposed regulatory framework for the CCIV.

The policy driver informs the design criteria behind the CCIV, that is, to export financial services and import capital. In a nutshell, we need investment vehicles that foreign investors are familiar with. And for retail investors in our region, we need a special kind of investment company to compete with vehicles like the Luxembourg SICAV, the United Kingdom OEIC and the Singapore SVACC. So how hard might it be to copy?

The CCIV has been challenging because of two compounding contradictions. First, the CCIV must be a single legal form company that paradoxically comprises “single responsible entity” sub-funds, each with segregated assets and liabilities. Second, the CCIV must “flow through” franking credits, discount capital gains and foreign income tax offsets to investors — this fundamentally contravenes our company tax rules which are based on legal form.

In competing markets, the first contradiction was overcome by enacting laws to deem the desired outcome. Treasury has wisely followed this approach and, in a leap forward, has kept going for the second. Accordingly, the draft legislation proposes that each sub-fund is deemed to be a separate (unit) trust that is a “trust estate” subject to the (Div 6 of the Income Tax Assessment Act 1936 (Cth)) trust tax rules. Each sub-fund may then satisfy modified managed investment trust (MIT) criteria to be eligible to qualify for deemed attribution MIT (AMIT) tax treatment.

Relevantly, this concept of deeming is not new. Existing provisions deem certain limited partnerships to be a company and the “foreign hybrid” provisions may revert partnership flow through tax treatment. Hence, Treasury has commendably followed this route to “deem” the desired outcome.

As currently proposed, the draft legislation broadly aims to enable each sub-fund of a CCIV to operate on an equivalent basis to a managed fund with a single responsible entity, under similar disclosure and investor protection rules applicable for “umbrella” fund arrangements. Importantly, sub-fund cross-investment, both within the one CCIV and between CCIVs, is contemplated. As with other markets, rules to mitigate conflicts of interest are foreshadowed.

The future of fund passporting?

The next challenge may invoke the principle of mutual recognition behind the Asia Region Funds Passport: reciprocity.

Foreign fund managers may, dare we say it, deem foreign domiciled CCIVs to be less competitive in Australia for lack of the flow-through tax treatment afforded to the CCIV. It remains to be seen if foreign markets consequently resist the distribution of the CCIV unless foreign domiciled funds can obtain (or be deemed) tax flow-through treatment to Australian investors, to “level the playing field”.

Accordingly, will the future of fund passporting require navigation of a further paradox on tax flow-through treatment, that we may be deemed if we do, and deemed if we don’t?

In detail

Based on the proposed regulatory regime, a CCIV will be a registered company under the Corporations Act 2001 (Cth) that is limited by shares and satisfies certain regulatory requirements. A CCIV should have at least one sub-fund, and the assets and liabilities of each sub-fund are segregated from the assets and liabilities of other sub-funds.

For tax purposes, it is proposed that each CCIV sub-fund (a “CCIV sub-fund trust”) will be deemed to be a unit trust, with the CCIV as trustee and the members of the sub-fund as beneficiaries. In this way, a CCIV sub-fund trust can qualify as an AMIT and therefore obtain all of the benefits and obligations of being an AMIT. For example, AMIT “fund payments” have a concessional rate of non-resident tax withholding on certain Australian-sourced income components.

Table 1 sets out some of the key tax features of the proposed regime (including a discussion of the tax-related points raised above).

What has changed from the previous draft?

Some notable points of comparison are summarised in Table 2. Key issues of concern from the earlier draft have been addressed, while others have no longer been mentioned.

The takeaway

The latest draft tax legislation represents a leap forward for the CCIV regime towards a promised 1 July 2022 start date. Treasury has commendably addressed the changes needed from a tax perspective to bring to market a globally competitive collective investment vehicle. In response, Australian fund managers now have an opportunity to bring to life the policy intent by expanding the cross-border distribution of CCIVs and growing our financial services sector.


Table 1. Key tax features of the proposed regime




	Key features

	Observations




	Deeming of a CCIV sub-fund trust




	A CCIV sub-fund trust is deemed to be a unit trust with the following features:

– shares of a CCIV sub-fund trust are taken to be units in the trust;

– the CCIV is the trustee of a sub-fund trust (or sub-fund trusts, if more than one);

– rights, obligations and other characteristics attached to a unit in the trust are taken to be the same, or as nearly as practicable, as the rights, obligations and other characteristics attaching to the share that is taken to be that unit;

– a beneficiary of the CCIV sub-fund trust is taken to have a fixed entitlement to a share of the income and the capital of the trust;

– a beneficiary of the sub-fund trust is taken to be presently entitled to a share of the income of the trust estate so that, in most cases, the CCIV is not subject to tax; and

– a beneficiary of the sub-fund trust is taken to have an individual interest in the exempt income or non-assessable non-exempt income of the trust.

	The deeming rule applies for all income tax purposes unless specifically carved out. This rule simplifies the drafting as it removes anomalies arising from a CCIV being legally a company.




	Treatment as an AMIT




	A CCIV sub-fund trust is treated as an AMIT where the AMIT eligibility requirements are met with the following modifications:

– the CCIV is not required to be a managed investment scheme (MIS);

– the widely held test is therefore modified to remove the MIS requirement;

– a sub-fund trust must be used for collective investment by pooling member contributions as consideration for a return on those investments;

– the CCIV, by virtue of satisfying regulatory requirements automatically, has clearly defined rights; and

– the irrevocable election to be an AMIT is removed.

As a consequence of qualifying as an AMIT, the CCIV sub-fund trust will have a number of attributes, including:

– full “flow-through” attribution of taxable income to investors (otherwise CCIV taxed);

– ability to treat certain tax adjustments as timing differences (unders and overs);

– ability to elect deemed capital gains tax treatment for certain “covered” assets;

– cost base increases to mitigate double taxation of investors; available to beneficiaries; and

– entitlement to the same double tax treaty benefits as an AMIT.

	The benefits and obligations of an AMIT are essentially replicated for CCIV sub-fund trusts.




	Implications of failure to meet requirements to be an AMIT




	Where a CCIV sub-fund trust does not qualify as an AMIT, it will be treated as either:

– a flow-through trust (subject to “present entitlement” of investors to trust income); or

– a deemed company (that is, it will be a public trading trust if it carries on or controls a trading business).

	In the previous draft tax framework for CCIVs, failure by one sub-fund trust to qualify as an AMIT would have rendered it a company subject to the corporate rate of tax with no ability to frank distributions paid to investors. This is a welcome change.




	Dealings between sub-fund trusts




	As each CCIV sub-fund trust is deemed to be a separate tax entity, transactions between CCIV sub-fund trusts (within the same CCIV) will be recognised for tax purposes as if they are conducted between separate tax entities.

In addition, CCIV sub-fund trusts are able to invest in another CCIV sub-fund trust where they are within the same CCIV (ie cross-investment).

	This provides additional flexibility for CCIV sub-fund trusts and is consistent with other comparable collective investment vehicles offshore.




	Discounting of capital gains at CCIV level




	Under the previous version of the draft tax framework for CCIVs, a CCIV sub-fund trust was not entitled to discount capital gains, consistent with the treatment for companies. However, under the character flow-through treatment, if the sub-fund trust received an amount which qualifies as a discount capital gain, the benefit of the discount could be passed on to investors.

	Discount capital gains are applied at the sub-fund trust level as per AMITs. If not, character flow-through would permit the investor to apply the discount where eligible.




	Roll-over relief and restructures




	Under the previous version of the draft tax framework, restructuring relief was provided to allow AMITs to transfer assets, losses and elections to a CCIV. These provisions have been removed in the latest draft.

	Not mentioned in current draft. Roll-overs would be expected to assist transitions to CCIVs.




	Tax consolidation




	A CCIV sub-trust cannot be a member of a tax consolidated group.

	Consistent with a CCIV being a “flow-through” trust for income tax purposes.




	GST




	A CCIV sub-fund trust is an entity as prescribed in the A New Tax System (Goods and Services Tax) Act 1999 (Cth) (GSTA99).

	This is to ensure that the GSTA99 operates as intended.










Table 2. Summary of key changes from previous draft




	Issue

	2019 draft

	2021 draft




	Catastrophic outcome if AMIT eligibility tests failed?

	Yes. Double taxation. CCIV sub-fund trust taxed as a company and dividends unfrankable.

	No. CCIV sub-fund trust can maintain tax “flow-through” status (unless a “public trading trust”).




	Proposal to lower the standard to incur penalties for tax adjustments (unders and overs)?

	Yes. Threshold lowered to include “lack of reasonable care”, as proposed for AMITs.

	No. A summary of key changes provided by Treasury indicates this proposal shall not proceed.




	Roll-over relief to switch into CCIV?

	Acknowledgment that roll-overs boost CCIV adoption.

	Not mentioned.




	CGT discount denied at fund level?

	Yes, in line with proposed removal for MITs/AMITs.

	Not mentioned.




	Application of withholding tax?

	Prescribed minimum level of investment management in Australia to qualify as a “withholding CCIV”. All sub-fund trusts must pass the test.

	AMIT withholding rules apply. Mechanics to be reviewed further.




	Trust loss recoupment rules apply to carried forward capital losses?

	No. Current year loss position less clear.

	No. Rules for trusts apply to a CCIV sub-fund trust and no exception noted.




	CCIV a qualified investor for widely held status of fund it invests in?

	Yes.

	Not specifically mentioned.




	New name?

	Attribution investment vehicle.

	CCIV sub-fund trust.




	Independent depositary required?

	Yes.

	No.









Consultation in relation to the draft legislation, both in relation to some of the tax issues discussed above and regulatory matters in relation to the corporate structure of the CCIV, is ongoing.

Ken Woo, CTA

Partner

PwC

Darren Mack, ATI

Director

PwC

[image: Illustration]


Successful Succession

by Tim Donlan, ATI, Donlan Lawyers

Trust a little bit of uncertainty

A recent Victorian case supports the proposition that an express trust can be properly constituted even where the named trustee does not then exist.

Law students are taught early about the three certainties required to establish an express trust: certainty of intention; certainty of subject matter; and certainty of objects.1

Those general trust law requirements in equity are usually also supplemented by statutory requirements and formalities in the relevant jurisdiction. Such formalities often include requirements that certain trusts be evidenced in writing.2 In most Australian jurisdictions, express trusts by declaration do not have to be “created” in writing, but can be “manifested and proved” later by some form of written evidence signed by the trustee or their agent.3

Importantly, a trust must be properly constituted. The trust property must be placed by the settlor into the hands or control of the trustee.4 The settlor must do all that is needed to be done to achieve the parting of the equitable interest in favour of the trustee. The requirements for that will generally depend on the nature of the property involved and whether the trust is established by declaration or transfer.

What if a trustee named in a deed establishing an express trust does not exist at the time the deed establishing an express trust was executed? One would expect that might be problematic.

In Re McGowan & Valentini Trusts,5 the Supreme Court of Victoria was called on to determine, by way of an application for advice inter alia, the validity or otherwise of the establishment of two discretionary trusts, each established by deeds. In that case, the interested parties made an application to the court for advice pursuant to the relevant court rules.

In brief, the advice sought was as to:

– whether the trusts were validly created;

– if validly created, whether various parcels of land became property of the trusts;

– whether the trusts continued, notwithstanding that the property vested absolutely in the beneficiaries in 1988 and 1991, respectively; and

– if the trusts did so continue, on what terms did the trusts continue after 1991 when the trustee purported to amend the deeds?

It is only the first two points that are more closely addressed in this article.

Background

Giuseppe and Iris Norma Valentini (Norma) were farmers and property owners. By two separate deeds dated 14 February 1977, they created two trusts, one for each of their children, Anna and Peter (the deeds). The settlor in each case was Doris Searle, a sister of Norma. The deeds appointed IN & G Nominees Pty Ltd (ING) as trustee, and it ostensibly executed the deeds by accepting its appointment as trustee by the application of the company seal and signature of Giuseppe and Norma in their apparent capacity as its directors.

The trusts expressed in the deeds were referred to as the Anna McGowan Trust and the Peter Valentini Trust. The property settled in each of the respective trusts was intended to vest absolutely in Anna and Peter when they each turned 30 years old.

ING was not registered until 25 September 1978. Although named in the trust deeds as the trustee, it was not in existence at the time of they were executed in 1977. On its incorporation, Giuseppe was appointed as the sole director of ING and Norma was appointed as its sole company secretary. Norma was later appointed the second director in November 1981.

Prior to the execution of the deeds (on 13 October 1976), Giuseppe and Norma had entered into a contract to purchase a property on Victoria Street, North Geelong. The contract provided for payment of the purchase price within 60 days. The contract and subsequent certificate of title for the property showed Giuseppe and Norma to have been registered as the joint proprietors. There was no mention in them of ING.

At the time of the court hearing the application, the directors of ING were Anna and her husband and Peter and his wife (with both Giuseppe and Norma having died).

The court proceedings

The court considered it appropriate to provide advice to the trustee as requested, given the various practical matters that arose for ING and its professional advisers, including its legal and accounting matters in managing the trusts and the property arguably subject to them.

When assessing the first question, Macaulay J commented:6


“In my view, the 1977 Deeds squarely meet the requirements of the three certainties as set out above: first, there is certainty of intention because the Settlor expressly declared two trusts, namely the Anna McGowan Trust and the Peter Valentini Trust; secondly, the deeds also set out with certainty the identity of the beneficiaries, namely Anna McGowan and Peter Valentini (or in the case of death, their children or each other) respectively; and thirdly, the deeds set out with certainty the trust property, namely, a settled sum of $10 on each Trust and property subsequently paid or transferred to the trustee with the intention that it becomes trust property.”



The court then went on to consider whether the validity of the trusts was affected by the non-existence of the named trustee as at the date of the deeds.

In Raftland Pty Ltd as trustee of the Raftland Trust v FCT,7 the court formed the view that equity will not allow a trust to fail for want of a trustee as that would generally be contrary to the settlor’s intention, and that provisions in a trust deed which permit additional or substitute trustees to be appointed, allow one to infer that the settlor would not intend that the trust fail for lack of a trustee.

Most discretionary family trust deeds have provisions for the replacement of a trustee who is unable to act for any reason. The relevant trust deeds in Re McGowan & Valentini Trusts included such provisions and therefore it was concluded that the settlor would not intend for the trusts to fail for lack of a trustee.

The plaintiffs in the subject application (including the trustee and other interested parties together) submitted that the preferable analysis is that:

– between the creation of the trusts in February 1977 and the incorporation of ING in September 1978, Giuseppe and Norma constituted themselves as trustees of the trusts; and

– on its incorporation, ING stepped into the role of the pre-incorporation trustees and became the trustee of the trusts.

The court observed that:8


“A person may be found to be the actual trustee of an express trust (as distinct from a constructive trustee), without appointment, by taking upon the custody and administration of the estate and thereby becoming subject to all the liabilities of an express trustee.”



Giuseppe and Norma had signed the deeds themselves, albeit in the mistaken belief that they were doing so in their capacity as directors and on behalf of the company. The court noted that it could be inferred that, in doing so, they were assuming responsibility to take on the role of administering the trusts.

In Rubino Investments Pty Ltd as trustee for the Rubino Family Trust v Chief Commissioner of State Revenue (Rubino),9 a declaration of trust had been made before the incorporation of the appointed corporate trustee. In issue was whether, in those circumstances, a valid trust had been created. The New South Wales Civil and Administrative Tribunal (Appeal Division) commented in obiter that:10


“It seems to me that even if the intended trustee had not been incorporated at the date of settlement, nevertheless the party executing the trust deed on behalf of the intended trustee prior to its incorporation becomes a trustee of the settled sum upon receipt, and holds the sum on trust. The corporate trustee … would ordinarily step into the place of the pre-incorporation trustee upon registration with ASIC and the ratification in some manner of the trust relationship.”



The court’s findings and advice

While the court in Re McGowan & Valentini Trusts would not be bound to follow the decision of the tribunal in Rubino, Macaulay J noted that the principle stated represented a “working principle” in similar circumstances, subject to the specifics and surroundings of any particular case.

His Honour held that to apply the Rubino “working principle” espoused by the tribunal in the circumstances as existed in Re McGowan v Valentini Trusts would not offend the settlor’s intention, and it would place the settled property in the charge of those individuals who actually executed the deeds, and who, but for the non-incorporation of the company, would likely have had the individual responsibility of managing it.

The next step for the court was to consider the status of the ownership of the Victoria Street property. It was ultimately found that there was sufficient evidence in writing to meet the requirements in s 53(1)(b) of the Property Law Act 1958 (Vic).

Section 53(1)(b) of the Act provides:


“(1) Subject to the provisions hereinafter contained with respect to the creation of interest in land by parol —

…

(b) a declaration of trust respecting any land or any interest therein must be manifested and proved by some writing signed by some person who is able to declare such trust or by his will;”



In Re McGowan & Valentini Trusts, the evidence relied on by the plaintiffs included the property being recorded in the financial statements of the trusts in later years, a prepared but unexecuted declaration of trust over the property prepared in the late 1970s, a lease over the property executed under a seal of the corporate trustee, and a reference in a subsequent deed made in 1991 to the trust deeds made in 1977. The court was otherwise satisfied that sufficient evidence in writing could be provided by Norma (as a person able to declare the trust) as to the declaration of trust over the property that would satisfy the requirements of s 53(1)(b).

It is noteworthy that, in Re McGowan & Valentini Trusts, both the Office of State Revenue and the ATO were notified of the application of the plaintiffs for advice and neither participated in the proceedings. Furthermore, the other plaintiffs in the application, who were potentially interested beneficiaries pursuant to the terms of the trusts, supported the position asserted by the trustee in all issues to be determined. As such, there was no active “contradictor” in the proceedings. The result as to the various issues, including satisfaction of the requirement of proof in writing to satisfy s 53(1)(b), may have been different had there been an active contradictor.

The court noted that there were no doubt taxation and land tax consequences of the Victoria Street property being treated as being held in the trusts, rather than as owned by Giuseppe and Norma personally over many years.

It was considered by the court that there were alternative scenarios as to the ownership of the Victoria Street property within the trust. One possibility open for the court to find on the evidence was that the property was beneficially owned by Giuseppe and Norma and that it became held on a different trust sometime after ING’s incorporation. That finding would likely have adverse duty and taxation consequences. Another possibility was that, rather than the property being held in equity by Giuseppe and Norma from the date of purchase on the terms of the express trusts, it was held by them as bare trustees for the corporate trustee only (without reference to the underlying beneficial trust interests). A subsequent splitting of the trusts may also have had adverse taxation and duty consequences.

What if both Giuseppe and Norma had died prior to giving any evidence in writing as to the background and circumstances of the trusts? If that were the case, it is difficult to see the relevant writing provisions to evidence the declaration of trusts being satisfied.

A far different outcome to that reached by the court in relation to the trustee issue may also have been reached if there had been beneficiaries of Giuseppe and Norma’s personal estates who took an active part in the proceedings, and who had an interest in maximising the assets forming part of the personal estates, rather than the assets being held in separate trusts.

Conclusion

This article touches on only some of the issues to be determined by the court in Re McGowan & Valentini Trusts. There were significant others.

Although the overall outcome in the case was favourable to the plaintiffs in all respects, it could well have been otherwise. The costs of the application and preparation would have been significant and could have been easily avoided. There are lessons to be learnt for trustees and advisers: trusts need to be properly constituted; named trustees need to exist at all relevant times; and ownership of trust property and evidence of acquisition need to be documented at all times.

A little uncertainty should certainly be avoided.

Tim Donlan, ATI

Principal

Donlan Lawyers
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Excess GST

passing on ...... 220

Expenditure

deductibility — see Deductions for expenditure

Express trusts

not validly created ...... 267–269

F

Fairness

tax system ...... 106, 107

Families

SMSFs, additional members ...... 260–262

Family trusts — see Discretionary trusts

Federal Budget 2020-21

corporate residency test ...... 165

loss carry back measures ...... 168

Federal Budget 2021-22

corporate tax residence ...... 119

employee share scheme reforms ...... 147

loss carry back measures ...... 59, 61, 168

patent box regime ...... 146, 235

tax cuts ...... 17

Fiduciary powers

appointors, discretionary trusts ...... 259

Financial accounts

SMSFs, valuation requirements ...... 182, 183

Financial arrangements

international tax ...... 227, 228

Financial planners

SMSF deeds ...... 125, 127

Fixed trusts

identifying beneficiaries ...... 72

Food and drink expenses ...... 217

Foreign beneficiaries

Australian trusts, CGT ...... 11–14, 35–37, 123, 124, 232

Foreign companies

corporate tax ...... 165

permanent establishments created by COVID-19 ...... 7

private companies, Div 7A ...... 31, 32

Foreign duty surcharges

discretionary trusts ...... 71

Foreign exchange rules ...... 228, 229

Foreign income

tax offsets ...... 231, 232

trusts ...... 232, 233

Foreign investment

corporate collective investment vehicles ...... 217, 263–266

corporate tax rates disincentive ...... 166

corporate tax regime ...... 164

encouragement ...... 165, 235

international tax complexity ...... 230

Foreign investors

property tax (NSW) ...... 131

Foreign persons

land tax surcharges ...... 42, 43

Foreign residents

discretionary trust beneficiaries, capital gains ...... 11–14, 35–37, 123, 124, 232

Div 7A, private companies ...... 31, 32

share sale agreements ...... 68

Foreign-source income

CGT ...... 36, 37

Forgiveness of debts

Div 7A ...... 25

France

corporate income tax rates ...... 15

IP box effective tax rates ...... 239

Franking credits

refund ...... 167

Franking distributions

company tax rates ...... 17

Fringe benefits tax

car parking benefits ...... 7, 8, 92, 93

Div 7A, anti-overlap provisions ...... 33

employee travel allowances ...... 217

living-away-from-home allowances ...... 217

skills training exemption ...... 6

G

Gender equity ...... 107

Germany

corporate income tax rates ...... 15

Global tax environment — see International tax

Going concern concession

sale and purchase of land, GST-free ...... 152

Goods and services tax

Australia compared with OECD countries ...... 105

cars ...... 7

consideration, acquisition of land ...... 219, 220

corporate collective investment vehicles ...... 265

default assessments ...... 218, 219

low-value imported goods ...... 91

reform ...... 105

sale and purchase of land, contractual issues ...... 152–155

supply of burial rights ...... 7

Granny flat arrangements

CGT ...... 6, 95–97

Groups — see Consolidated groups

Guardians

incapacity ...... 258, 259

H

Hardship

property tax (NSW) ...... 131

Henry review ...... 105, 108

Holding period and payment rules ...... 167

Housing affordability (NSW)

build-to-rent developments ...... 79

property tax rate ...... 129, 130

Hungary

IP box effective tax rates ...... 239

Hybrid mismatch rules

corporations ...... 163

I

Identity verification ...... 6

Imputation system

company taxation ...... 166, 167

integrity measures ...... 167

interaction with tax concessions ...... 167

reform options ...... 167, 168

refund of franking credits ...... 167

In-house assets

SMSFs ...... 179, 180, 182, 183

Incapacity

appointors or guardians ...... 258, 259

Income

foreign-source, CGT ...... 36, 37

Income stream assets

SMSF valuation requirements ...... 183

Income tax

Australia’s reliance on ...... 105

default assessments ...... 218

individual residents ...... 17

introduction in Australia ...... 166

Industry Innovation and Science Australia ...... 111, 117

Initial public offering

restructuring for ...... 156–159

Innovation

tax professionals ...... 246, 247

Insolvency

retention obligations ...... 6

Insurance tax

international tax ...... 229, 230

Integrity measures

imputation system manipulation ...... 167

loss carry back rules ...... 60

loss duplication arrangements ...... 227

R&D ...... 11

Intellectual property

patent box concessions ...... 146, 235–241

software distribution rights ...... 204

Intelligence quotient ...... 192, 193

Interest income

not base rate entity passive income ...... 16, 17

International investment — see Foreign investment

International tax

Australian tax treaty network ...... 231

business capital expenditure ...... 229

consolidated groups ...... 227

corporate tax residency ...... 119–121

corporations ...... 163–171, 227–233

foreign exchange rules ...... 228, 229

foreign income tax offsets ...... 231, 232

permanent establishments ...... 231

residence versus source-based taxation ...... 230, 231

tax consolidation rules ...... 227

taxation of financial arrangements ...... 227, 228

transfer pricing rules ...... 229, 230

trusts, foreign income ...... 232, 233

Interposed entity rules

Div 7A ...... 24, 25

Investment

corporate collective investment vehicles ...... 217

corporate tax regime ...... 164

Ireland

IP box effective tax rates ...... 239

Italy

corporate income tax rates ...... 15

J

Japan

corporate income tax rates ...... 15

Job creation and artificial intelligence ...... 191

K

Know-how

software ...... 100, 101

L

Land

consideration for acquisition, GST ...... 219, 220

sale and purchase, GST contractual issues ...... 152–155

sale and subdivision ...... 9

vacant, deductions ...... 147, 148

Land tax (NSW)

build-to-rent developments ...... 79

reform ...... 89, 129–132

Land tax (SA)

reform ...... 89

Land tax (Vic)

reform ...... 90

Land tax surcharges

discretionary trusts ...... 71

foreign persons ...... 42, 43

Landholder duty rules

aggregation of interests ...... 196–198

property tax (NSW) ...... 132

Large businesses — see Corporations

Leases

pre-paid rent, allowable deductions ...... 8, 9

vacant land ...... 148

Legal profession

accountants, distinctions between ...... 250–252

AI ...... 252

effect of AI ...... 191

innovation ...... 246, 247

Licensing

patents ...... 239, 240

software

– distribution rights ...... 202–204

– royalty withholding tax ...... 99–102

Limited recourse borrowing arrangements

SMSFs, non-arm’s length income and expenses ...... 179

Liquidation

retention obligations ...... 6

Litigation

SMSF professionals ...... 174, 181

Living-away-from-home allowances ...... 217

Loan agreements

COVID-19 measures ...... 91, 92

Loans

Div 7A

– 10-year loans ...... 29, 30

– 14-year amendment periods ...... 28

– debt forgiveness ...... 25, 32

– distributable surplus ...... 28, 29

– ordinary course of business ...... 32

– pre-4 December 1997 ...... 26, 30

– proposed rules ...... 29

– repayment ...... 22–24, 91, 92

– transitional rules ...... 30, 31

Loss carry back rules

claiming offset ...... 60

integrity rules ...... 60

temporary measures ...... 59–61, 168

Losses

business continuity test ...... 49–53

consolidated groups and MEC groups ...... 57, 58

continuity of ownership test ...... 45–49

corporations, utilisation ...... 168, 169

foreign exchange rules ...... 228, 229

loss carry back measures ...... 59–61

quarantining ...... 168, 231

strategies to utilise ...... 61, 62

tax consolidation rules ...... 53–59, 227

Low and middle income tax offset ...... 6

Low-value imported goods

GST ...... 91

Luxembourg

IP box effective tax rates ...... 239

Luxury car tax ...... 7, 216

M

Machine learning ...... 248, 249, 253

Malta

IP box effective tax rates ...... 239

Managed investment trusts ...... 263

Market valuation of assets

superannuation ...... 174–177, 182, 183

Market value substitution rules

SMSFs, non-arm’s length income and expenses ...... 178, 179

Matrimonial home

presumption of advancement ...... 221–223

Medical and biotechnology patents ...... 17, 91, 146, 235–239

Member Profile

John Elliott ...... 226

Mental health and wellbeing surcharge (Vic) ...... 90

Mergers and acquisitions

share sale agreements ...... 64–68

tax indemnity ...... 64–68

Minimum yearly repayments

Div 7A complying loan agreements and COVID-19 ...... 91, 92

Motor vehicles — see also Electric vehicles

car limit ...... 7

car parking benefits, FBT ...... 7, 8, 92, 93

car threshold amount ...... 7

luxury car tax ...... 7, 216

stamp duty ...... 89

Multinational anti-avoidance law

software distribution rights ...... 203

Multinational corporations

software, royalty withholding tax ...... 99–102

Multinational groups

hybrid mismatch rules ...... 163

Multiple entry consolidated groups ...... 227

loss rule modifications ...... 57, 58

N

National Tax Liaison Group meetings ...... 2

Negligence

accountants and auditors, SMSFs ...... 181–183

Netherlands

IP box effective tax rates ...... 239

New South Wales

build-to-rent developments ...... 79

tax incentives, electric vehicles ...... 216

tax reform ...... 89, 90, 129–132

wind farms, fixtures and valuation ...... 76–79

New Zealand

corporate income tax rates ...... 15

Non-arm’s length income and expenses

SMSFs ...... 148, 149, 178, 179, 199–201

Non-resident companies — see Foreign companies

Norway

electric vehicles ...... 216

Notional estate provisions ...... 258

Notional shareholders

continuity of ownership test ...... 47–49

O

Objections

extension of time ...... 150

OECD

global company tax rates ...... 15

Model Tax Convention on Income and on Capital ...... 101, 204

Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting ...... 165, 204, 230

Pillar One and Two reforms ...... 2, 230, 231

tax structure compared with Australia ...... 105

Onus of proof

default assessments ...... 93, 94, 218

Ordinary course of business

Div 7A loans ...... 32

Otherwise deductible rule ...... 217

Overtime meal allowances ...... 92

P

Patent box

concessional tax treatment ...... 146

introduction to Australia ...... 235–241

medical and biotechnology innovations ...... 17, 91, 146, 235–239

Payroll tax

state Budgets ...... 89, 90

Penalties

legal practice, unqualified entities ...... 127

SG statement, failure to lodge ...... 149

SMSF deeds, non-qualified suppliers ...... 126

Permanent

term not in definition of “commercial parking station” ...... 93

Permanent establishments

corporate residence ...... 231

created by COVID-19 impacts ...... 7

Pharmaceutical companies

patents ...... 236–239

Portugal

IP box effective tax rates ...... 239

Power of attorney

delegation ...... 258

Prepayment of rent

allowable deductions ...... 8, 9

Presumption of advancement

matrimonial home ...... 221–223

Primary place of employment

aircraft crew car parking benefits, FBT ...... 7, 8

Private companies

non-resident, Div 7A ...... 31, 32

Private unit trusts

landholder duty aggregation ...... 196–198

Productivity Commission ...... 164

“Profession” defined ...... 189

Professional indemnity

insurance ...... 126, 181

SMSF professionals ...... 175, 181

Professional liability

accountants and auditors, SMSFs ...... 181–183

Property tax (NSW)

reform ...... 89, 129–132

Property transfer

presumption of advancement ...... 221–223

Property valuations

SMSFs ...... 175, 176

Public cemeteries

GST, supply of burial rights ...... 7

Purchase of land

GST contractual issues ...... 152–155

Q

Quarantined losses ...... 168, 231

Queensland

tax reform ...... 89, 90

R

R&D

offset rates ...... 114, 115

patent box concession ...... 146, 235–241

tax incentives ...... 91, 111–118, 167

technology and risk ...... 243

Real and genuine consideration ...... 134–136

Receivers

retention obligations ...... 6

Record-keeping

transfer pricing ...... 229, 230

Reforms

consumption taxes ...... 163, 166

Div 7A ...... 22–33

employee share schemes ...... 147

imputation system ...... 167, 168

transfer pricing rules ...... 230

Related-party lease agreements

SMSFs, market valuation ...... 176, 177

Relationship breakdown

elder abuse ...... 95

Remote working ...... 188

Rent

build-to-rent developments (NSW) ...... 79, 131

pre-paid, allowable deductions ...... 8, 9

SMSFs, market valuation ...... 176, 177

Rental properties

carrying on a business ...... 219

Reporting obligations

sharing economy ...... 91

standard business reporting ...... 192

Research and development — see R&D

Residency — see Tax residency

Resident of Australia ...... 119

Resident trust for CGT purposes ...... 37

Residential property

foreign duty surcharges ...... 71

Restructuring

corporate collective investment vehicles ...... 265

for future initial public offering ...... 156–159

SMSFs, landholder duty aggregation ...... 196–198

Retirement phase accounts

SMSFs ...... 182

Retraining

FBT exemption ...... 6

Revenue or capital losses ...... 168

Ride-sharing ...... 243

Ride-sourcing

reporting obligations ...... 91

Risk

emergent technologies ...... 243–247

Risk distribution ...... 244

Robots ...... 190, 191, 249, 250, 252–256

Roll-over relief

corporate collective investment vehicles ...... 265

Royalties

patented inventions ...... 235–241

“royalty”, definition ...... 99, 204, 236

software distribution rights ...... 99–102, 202–204

S

Safe harbour

transfer pricing ...... 229, 230, 233

Sale of land

GST contractual issues ...... 152–155

Same business test ...... 49–51

Same share, same interest rule ...... 46

Saving provision

continuity of ownership test ...... 46

Self-managed superannuation funds

accountants and auditors, liability ...... 181–183

additional members ...... 260–262

deeds, non-qualified suppliers ...... 125–128

in-house assets ...... 179, 180, 182, 183

landholder duty aggregation ...... 196–198

litigation risks ...... 174, 181

market valuation of assets ...... 174–177, 182, 183

non-arm’s length income and expenses ...... 148, 149, 178, 179, 199–201

real and genuine consideration ...... 134

tax residency ...... 177, 178

unit trust investments ...... 199–201

Share capital tainting rules ...... 167

Share sale and purchase agreements

mergers and acquisitions ...... 64–68

restructuring for initial public offering ...... 156

Sharing economy

embracing change ...... 188

reporting obligations ...... 91

Similar business test ...... 50–53

Skills training

FBT exemption ...... 6

Small business CGT concessions

active assets ...... 147

Small business entities

base rate entities ...... 16, 17

Small businesses

transfer pricing reform ...... 230

Social media ...... 187

Social security

granny flat arrangements ...... 95, 96

Software

patents ...... 239

royalty withholding tax ...... 99–102

whether distribution rights are royalties ...... 202–204

Source-based taxation

versus residence-based ...... 230, 231
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tax incentives, electric vehicles ...... 216

tax reform ...... 89, 90

Spain

IP box effective tax rates ...... 239

Stamp duty

build-to-rent developments (NSW) ...... 79

property tax (NSW) ...... 129–132

state Budgets ...... 89, 90

Standard business reporting ...... 192

State Budgets

tax reform ...... 89, 90

Statutory construction

tax legislation ...... 13, 14

Statutory interpretation

corporate tax residence ...... 120

Succession and estate planning

fixed trusts ...... 72

real and genuine consideration ...... 134–136

SMSFs, additional members ...... 261

trust property ...... 267–269

trust splitting ...... 39–42

Superannuation

contribution reserving ...... 73, 74

remission of additional SGC ...... 149

Superannuation funds

self-managed — see Self-managed superannuation funds

Superannuation guarantee charge

remission of additional SGC ...... 149

Superannuation pension assets

valuation requirements ...... 182, 183

SuperStream changes

SMSFs, additional members ...... 261

Supply of going concern ...... 152
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tax reform ...... 89

Tax advisers

embracing change ...... 185–194

Tax agents

deregistration ...... 217, 218

monitoring by TPB ...... 214

Tax compliance

client identity verification ...... 5

tax professionals ...... 191, 192

Tax concessions

interaction with full imputation ...... 167

patent box regime ...... 146, 235–241

Tax consolidation

corporate collective investment vehicles ...... 265

interaction with loss recoupment ...... 53–59, 168, 227

Tax disputes

share sale agreements ...... 67
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Tax incentives

electric vehicles ...... 216

patent box ...... 91, 235, 237, 238

R&D ...... 111–118, 146, 167

Tax indemnity

carve-outs ...... 65

mergers and acquisitions ...... 64–68

tax warranties ...... 66

Tax liability

corporate residency ...... 165

future initial public offerings, restructuring for ...... 156–159

Tax losses — see Losses

Tax offsets

foreign income ...... 231, 232

loss carry back ...... 59–62, 168

low and middle income ...... 6

R&D ...... 111–117

R&D rates ...... 114, 115

Tax Practitioners Board

client identity verification ...... 5

monitoring tax agents ...... 214

tax agent, contempt of court ...... 217, 218

Tax professionals

AI ...... 163, 190, 191, 245–248, 255

client identity verification ...... 5

COVID-19 effects ...... 215

definition of “profession” ...... 189

embracing change ...... 185–194, 243–256

EQ/IQ balance ...... 192, 193

innovation ...... 243, 244, 247

robotics, automation and AI ...... 190, 191, 249, 250, 252–256

tax compliance, future of ...... 191, 192

Tax reforms

Australian tax system ...... 104–109, 144

build-to-rent land tax/stamp duty ...... 79

employee share schemes ...... 147

property tax (NSW) ...... 129–132

state Budgets ...... 89

Tax Institute submissions on ...... 2
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corporations

– rules ...... 119–121

– source-based income ...... 230, 231

– tax liability ...... 165

SMSFs ...... 177, 178

Tax returns

share sale agreements ...... 67
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alternative source ...... 166

corporate tax ...... 163, 164

future revenue-raising ...... 144

Tax treaties

Australian network ...... 231

“royalty”, definition ...... 99, 204

Tax warranties

tax indemnity ...... 66

Taxation of financial arrangements

international tax ...... 227, 228

Technological change

tax profession ...... 185–194, 243–256

Tenant protections

property tax reforms (NSW) ...... 131
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The Tax Institute
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professional development ...... 144
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Timing issues
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market valuation of assets ...... 174, 182, 183
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retraining and reskilling benefits, FBT ...... 6

Transfer pricing rules

Div 7A loans ...... 28

international tax ...... 229, 230

software distribution rights ...... 203, 204

Transparency

Australian tax system ...... 108

Travel allowances ...... 92, 217

Trust

Australian tax system ...... 108

tax professionals ...... 190

Trust deeds

express trust not validly created ...... 267–269

Trust distributions

resolutions ...... 214

Trust splitting

succession and estate planning ...... 39–42
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change of ...... 149, 150
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– 5% in-house asset rule ...... 180, 182, 183
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Unimproved land value (NSW)
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