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G/ossary

The following acronyms and abbreviations are used extensively in these
explanatory notes:

ATO Australian Taxation Office

CGT Capital Gains Tax

Clv Collective investment vehicle

Commissioner The Commissioner of Taxation

CPI Consumer Price Index

Dictionary Dictionary starting at section 995-1

ITAA 1936 Income Tax Assessment Act 1936

ITAA 1997 Income Tax Assessment Act 1997

PDP Project Development Pool

Recommendations A Tax System Redesigned: Overview, Recommendations,
Estimated Impacts

Review Review of Business Taxation
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E stablishment of the Board of Taxation

Outline

1.

The draft legislation establishes a Board of Taxation (the Board)

to advise the Treasurer on how to improve the taxation system as far as it
affects business.

2.

3.

The Board will play a pivotal role in:

e monitoring the effectiveness of the integrated design process

set out in the Government’s Charter of Business Taxation (the
Charter) to be used in the development of taxation policy and
legislation;

fostering compliance with the defined national taxation
objectives and taxation design principles also set out in the
Charter;

reviewing annually the application of the policy framework
and processes relating to the anti-avoidance rules; and

reinforcing the need for wide consultation with parties likely
to be affected by a proposed policy change at the earliest
possible stage of development of the proposed change.

The Board will be the guardian of the Charter and will advise the

Treasurer on its operation and effectiveness. It also will recommend to
the Treasurer any changes to the Charter needed to ensure that it
adequately deals with contemporary conditions.

4.

Other functions of the Board will include:

e providing the Treasurer with an avenue for ongoing

independent and timely advice on Australia’s business
taxation system, including advice:

— inrelation to new policies to be added to the
Government’s forward work program for business
taxation matters;

— on the development and implementation of policy
initiatives already on the Government’s forward work
program or on such other matters referred to the Board
by the Treasurer; and
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— on appropriate consultation mechanisms for those
measures; and

e providing a means for research to be carried out on matters
referred by the Treasurer to the Board.

Context of Reform

5. The Review of Business Taxation in its discussion paper

A Strong Foundatiohighlighted shortcomings in the processes for
developing policy and legislation for, and administration of, the business
tax system.

6. The major shortcomings are:

¢ the development of policy without a sound conceptual
framework of national objectives and taxation design
principles;

e no integrated approach to policy change;

e a lack of specific accountabilities for the overall performance
of the business taxation system; and

e the minimal consultation that takes place with the ultimate
users of the system, the private sector, when policy is being
developed.

7. The establishment of the Board was recommended in the report
for A Tax System Redesigresipart of a package of measures designed to
address these shortcomings. The other main elements of the package are
the establishment of an Integrated Taxation Design Process and the
adoption of a Charter of Business Taxation.

The Integrated Taxation Design Process

8. The Integrated Taxation Design Process is given prominence in
the Charter. In accordance with this process staff from the Department of
the Treasury, the ATO and the Office of Parliamentary Counsel, as the 3
agencies most involved in taxation design, will work in integrated cross-
functional project teams with, where appropriate and possible,
representatives from the private sector.

9. This integrated arrangement enables the involvement of policy,
legislation and administrative and private sector expertise throughout the
design process. Such arrangements should ensure that:
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e administrative and compliance implications are at the fore
when policies and consequential legislative provisions are
drafted,;

¢ the policy intent is reflected accurately in the legislation and
its administration (recognising that legislation is the practical
expression of policy); and

e more generally, the feedback loops are strengthened between
policy formulation, legislative drafting and administration.

10. The Board will monitor the effectiveness of this integrated
process, and report on it in its annual report to the Treasurer.

The Charter of Business Taxation

11. The Charter will set out a sound conceptual framework for policy
development, enactment and implementation. The Charter as adopted by
the Treasurer will be published in the Gazette.

12. A significant component of the Charter is the national taxation
objectives and the policy, legislative and administrative design principles
that will guide the development of the law. The Charter, and the
Integrated Taxation Design Process contained in it, gives structure and
transparency to the consultation and legislative design process, and sets
out who is accountable for it.

13. As guardian of the Charter, the Board is responsible for
monitoring and reporting on the processes set out in the Charter, and for
recommending improvements to it so that it remains current.

14. Using the national objectives and principles contained in the
Charter as benchmarks, the Board will give the business sector an
enhanced, more formal and timely role in the development and
maintenance of the business taxation system. The Board presents the
private sector with a greatly improved opportunity to consult with
Government and thereby to have an earlier and more effective input into
the development of business taxation policy and legislation.

15. The Board may raise any concerns it has about compliance with
the national objectives and taxation design principles. This capacity will
have the effect of keeping the national objectives and principles at the fore
when tax design matters are being considered by the Treasury, the ATO
and the Office of Parliamentary Counsel.

16. The Board will report annually to the Treasurer, for tabling in the
Parliament, on how the Board has discharged its functions. This
requirement will strengthen and support the accountabilities within the
design processes set out in the Charter and achieve a more open,
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consultative, accountable and systematic approach to business taxation
matters.

Summary of new law

17. The Board is established to advise the Treasurer how to improve
the Commonwealth taxation system as far as it affects business. The draft
legislation sets out the Board’s functions, its membership and operation,
and the ethical responsibilities of the members and provides for the Board
to be supported by a Secretary who will have both technical and
administrative assistance.

Detailed explanation of new law
18. The draft legislation establishes the Board of Taxation.

19. The draft legislation is divided into the following Parts:

Part 1 — Preliminary
Part 2 — Board of Taxation
Part3 — Members
Part4 — Secretariat
Part 5 — Using information and position as officer
Part 6 — Miscellaneous
Part 7 — Rules for interpreting this Act

Board of Taxation

Preliminary

20. The Act will commence on a day to be fixed by proclamation or

if a commencement day is not proclaimed 6 months and one day after
Royal Assentsections 1 and 2]

21. The object of the Act is to provide for a Board of Taxation to
advise the Treasurer on the development and improvement of the
Commonwealth’s taxation system as far as it affects business. Included in
this system are those taxes which are collected directly from business,
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such as income tax, as well as other taxes, such as withholding taxes,
where the collection mechanism impacts on busigessn 3]

Functions of the Board

22. The draft legislation establishes the Board of Taxgttafion 4]
The Board’s functions indicate the range of duties that the Board is able to
performsection 5]

23. A primary function of the Board is to monitor and report to the
Treasurer on whether the processes, principles and objectives as set out in
the Charter are being followed in developing and implementing new
taxation policy{paragraph 5(1)(a)]

24. The Charter establishes a context within which Australian
taxation laws affecting businesses can be consistently developed and
readily maintained. The Charter serves as a benchmark against which
proposed changes to taxation law, and the policy and administrative
processes associated with their development and implementation, can be
judged more transparently.

25. The Charter has at its core 3 national taxation objectives:
e optimising economic growth;
e promoting equity; and
e promoting simplification and certainty.

26. These national taxation objectives require, among other things,
that the business taxation system encourage long-term economic
development, treat all taxpayers fairly and be as simple, certain, and easy
to comply with as possible.

27. The Charter sets out a regime of taxation design principles to
promote achievement of these objectives and to provide a broad, robust
framework for the development of business taxation policy and
legislation. These principlese of 3 kinds:

e policy design;
¢ legislative design; and
e administrative design.

28. The Charter provides for an integrated approach to the design of
the business taxation system, and sets out the accountabilities of those
responsible for it. Under the Integrated Taxation Design Process, officers
from the Department of the Treasury, the ATO and the Office of the
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Parliamentary Counsel will work together in integrated teams, with a
shared purpose and shared ownership of outcomes. Where appropriate
and wherever possible, these integrated teams would contain
representatives external to the public service and may also include
representatives from other parts of the public sector.

29. A further function of the Board is to advise the Treasurer on
improvements that may be made to the processes of developing,
legislating and implementing policies for the business tax system having
regard to the national objectives and the taxation design principles set out
in the Chartefsubparagraph 5(1)(b)()] The Board has the specific function

of advising the Treasurer of any changes needed to keep the Charter
current[subparagraph 5(1)(b)(ii)]

30. The Board will advise the Treasurer on the policies the
Government may consider appropriate for inclusion in a forward work
program in relation to the business tax system. This role consists of
suggesting new policies, or changes to existing policies, including policies
to overcome any current deficiencies in the system. In this role the Board
has a specific function of advising on the consultative approach
appropriate for a matter, including any consultations that the Treasury and
the ATO should undertake on a particular policy masteiparagraph

5(1)(b)(ib].

31. A defined forward work program for business taxation policy,
with appropriate consultation, approved by the Treasurer, is to be
established so as to ensure there is a visible, and public, agenda for
business taxation policy.

32. Initially, a draft forward work program for business tax policy

will be prepared by the Treasury, in conjunction with the ATO, for
preliminary endorsement by the Treasurer. Program items will be
supported by a project brief setting out policy objectives, resource
requirements, timeframe and revenue implications. Project briefs will also
include risk assessments, of the work not be undertaken and of not
achieving satisfactory outcomes.

33. The Board will provide assistance to the Treasury portfolio and
advice to the Treasurer on the development ofdiveard work program

and on the need for further consultation in respect of new policies for
business taxation. The Board will also be able to offer advice on the

relative priorities given to various proposals in the work program and
suggest areas of policy that have not been raised that need to be addressed.

34. Following initial consultation with the Board and others in the
business community and elsewhere, as appropriate, the forward work
program will be submitted by Treasury to the Treasurer for final approval.

10
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35. The Board will present to the Treasurer for approval an annual
work program for its own studies and research, and be able to request
other specific references during the year.

36. The business experience and expertise of the Board members will
be a valuable source of assistance to the Treasurer who can refer any
matter to the Board for advi¢gbparagraph 5(1)(b)(iv)] The Board’s

expertise will be particularly relevant in the development of policies that
affect business.

37. The Treasurer will also be able to refer any matter to the Board

for research. The Board will be able to commission research from either
the Board’s Secretariat or from other sources, including the engaging of
consultants to undertake the resedpalagraph 5(1)(c)]

38. The Board will also conduct an annual review of the application
of the policy framework and processes relating to anti-avoidance rules.

This review will cover the application of the general anti-avoidance rule

(GAAR) as well as specific anti-avoidance rul@aragraph 5(1)(d)]

39. The annual review will cover the application of the
anti-avoidance rules at the assessment (or amendment) stage or in public
and private rulings.

40. The Board’s review will examine why it was necessary for the
general or a specific anti-avoidance provision to be applied and whether
any structural defect in the law was highlighted by that application. The
Board will also monitor the progress of reforms to address any structural
defect that requires alteration. If no structural defects are involved, the
Board will examine whether the current method of dealing with the tax
avoidance (i.e. the GAAR or a specific anti-avoidance provision) is the
most appropriate.

41. In conducting its annual review the Board will monitor the policy
guiding the implementation of the anti-avoidance provisions and may
advise the Treasurer concerning any amendments to the GAAR. This may
involve public consultation if authorised by the Treasurer.

42. While the Board’s review may clarify the circumstances in which
the GAAR or a specific anti-avoidance provision applies and therefore
improve certainty for taxpayers, the Board will not ‘map the minefield’ for
taxpayers. The Board’s review will not examine the application of
anti-avoidance provisions on a case by case basis.

43. The review will be covered in the Board’s annual report, but
without disclosing the particular circumstances in which anti-avoidance
provisions applysubsection 35(3)]

11



Board of Taxation Bill 1999

Work requiring Treasurer’s approval

44, Public consultation by the Board is restricted to that approved by
the Treasurelparagraph 5(2)(a)] This provision is designed to limit

instances where public expectations are raised before the Government has
had an opportunity to examine a proposal.

45. This provision in no way limits the informal consultation that
Board members will constantly have with the business community. Such
consultation will be invaluable in the Board'’s role of advising on how to
maintain and improve the business tax system.

46. The Board may, without prior approval of the Treasurer,
undertake some preliminary feasibility work in preparing advice on
policies it may suggest to the Treasurer for the forward work program for
the Commonwealth taxation system. However, before any substantive
work in developing those policies could be undertaken the approval of the
Treasurer must be obtaing@ragraph 5(2)(b)]

47. The requirement for approval will ensure that any substantive
work undertaken by or on behalf of the Board on new policies accords
with the Government’s priorities. The Board should not be able to expend
significant public resources on developing policies that have no prospect
of being adopted.

48. The Treasurer can provide guidelines as to what constitutes
substantial worksubsection 5(3)]

Membership

49. The Board will consist of 10 members — 7 private sector
members (one of whom will be the Chair) and 3 public sector members
[subsection 6(1)] All members, including the Chair, hold office on a
part-time basigsection 12]

50. The draft legislation sets out a number of terms and conditions of
a member’s appointment. The Governor-General may determine other
terms and conditions not covered by the draft legislaskation 18]

Public sector

51. Two of the public sector members will be members by virtue of
the office they hold: the Secretary to the Treasury and the Commissioner
will be permanent members. The third public sector member will be a
person who is a Secretary of a Commonwealth Department or who has the
powers of a Secretary of a Departmgaibsection 6(1)] The Governor-

General on the advice of the Executive Council will appoint the third

public sector member in writingubsection 11(1)]

12
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52. The provision for the third member to be appointed and be able to
resign or be replaced provides flexibility, and makes it possible to vary the
public sector membership in accordance with changing needs. The
provisions also provide flexibility as to who is eligible to be appointed as
the third public sector member. Any person who is a Secretary of a
Commonwealth Department or equivalent level of an agency or similar
part of the Australian Public Service can be appointed to the Board
[paragraph 6(1)(d)]

53. Public sector members are able to appoint a person to act as the
public sector member on a meeting by meeting hagisection 19(1)]

Such appointments should be rare and usually would only be at the next
highest level of the Department or Agency.

54. Anything done in relation to a person purporting to be an acting
public sector member is not invalid merely because the appointment was
ineffective or had ceasgslibsection 19(2)]

55. This provision covers situations where the public sector member
appoints someone to act for an upcoming meeting on a particular date and
the date of the meeting is changed or an extra meeting called which the
acting public sector member attends. The acting member’s actions or that
of the Board should not automatically be void because of a technical
deficiency.

Private sector

56. The private sector members will be eminent people appointed for
their personal attributes, business, professional or academic expertise and
experience, without regard to any political affiliation. Private sector
members will not serve in a representative capacity, nor will they be able
to appoint anyone to act for them in their absence.

57. The private sector members will bring to the Board a national
interest perspective, and a range of relevant skills and experience. The
capabilities of the private sector members will provide the Board with a
mix of expertise and experience in business (large or small), a strong
taxation practice or taxation policy background from either a legal or
accounting viewpoint in a professional or academic field together with a
broad community perspective.

58. The Governor-General on the advice of the Executive Council
will appoint the private sector membégssbsection 11(1)] Generally the
appointment will be for a term of 4 years. However, the initial
appointments of private sector members will be staggered to ensure there
is continuity of membership when new members are appointed. The
initial membership will be appointed as follows: 2 members for 5 years;

3 members for 4 years and 2 members for 3 yearsections 11(2) and (4)]

13
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59. Private sector members will receive an appropriate rate of
remuneration to be determined by the Remuneration Tribunal, and
allowances as prescribggction 14] As the Chair has additional
responsibilities, it is expected he or she will receive more remuneration
than the other private sector members.

60. To ensure that the private sector maintains the majority of the
membership on the Board public servants or full time statutory office
holders are not eligible to be appointed as private sector members of the
Board[subsection 6(2)]

Ethical Responsibilities

Disclosing conflicts of interest

61. The people of most benefit to the Board are likely often to have
pecuniary or other interests in matters that come before the Board, due to
their involvement in business or the taxation profession. However, as the
Board is an advisory body and not a decision making body this is not seen
as a difficulty. In any event the Treasurer will be aware of the background
and interests that Board members (members) have when receiving their
advice.

62. Disruptions to the Board from having members constantly
declaring minor interests and removing themselves from deliberations and
decision making should be minimised. The standard of conflict necessary
for an interest to be disclosed will be different than if the Board was a
decision making body.

63. This standard takes into account the advisory nature of the Board.
The proper performance of that advisory function requires the member to
take account of their experience and perspective of the business taxation
system. Minor interests will not conflict with the proper performance of a
member’s duty.

64. Members will be required to disclose an interest that could
conflict with the proper performance of the members’ functions in relation
to a matter being considered by the Bdaudsection 10(1)]

65. The detail of any disclosure of an interest and what needs to be
recorded in the minutes of the meeting are likely to vary and will be left to
the Board. If a member discloses that he or she has an interest and does
not want to participate further, only the general nature of the interest

would need to be disclosed and recorded. If however, the member wants
the Board to make a determination, discussed below, so that he or she can
participate in deliberations and decisions then the nature of the interest
will need to be spelt out so that an informed determination can be made
[subsection 10(2)]

14
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66. For example, if the Board was examining a proposal to change
aspects of the petroleum resource rent tax (which affects very few
taxpayers) a member who is a director of one of the taxpayers affected
should disclose that he or she has an interest. However, it is likely that the
Board would benefit from the views of that member on the issue, provided
in the context of having that interest.

67. Conversely if the proposal concerned an aspect of dividend
imputation that affects companies and shareholders generally, members
would not need to disclose their shareholdings. The members’
shareholdings in those circumstances would not amount to a conflict. It
would be reasonable for the Treasurer, when receiving advice, to assume
that the members hold shares in companies.

68. If a member discloses an interest that could conflict with the
proper performance of his or her functions in relation to a matter being
considered by the Board, he or she must not be present during any
deliberation nor take part in any decision of the Board on the matter unless
the Board or the Treasurer determines that he or she can be present
[subsection 10(3)]

69. Members who have disclosed an interest in a matter must not be
present during the deliberations of, or take part in the making of a
determination by the Board on whether a member can participate in the
substantive deliberations or decision on that mgitiesection 10(4)]

70. The Treasurer has the power to determine that a member can
participate in deliberations and decisions of the Board despite a conflict
being declared.

Duty of confidentiality

71. Members have a duty not to disclose a document or information
about the Board’s deliberations or decisions that came into their
possession or knowledge because of their membership or was provided to
the Board in confidendeubsection 31(1)]

72. Some matters the Treasurer may refer to the Board for advice
may be strictly confidential. Other matters may need input from a wider
section of the business community. Communication of non-confidential
information for that consultation will be for the purposes of carrying out
their functions as members and within the performance of their duties as
membergsubsection 31(2)]

73. A public sector member may disclose a document or information
to another person in the course of the performance of the duties of their

full-time office. Such disclosure will not be a breach of his or her duty of
confidentiality[subsection 31(3)]

15
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74. The Commissioner should not be prevented from acting on any
information that he obtains from being a Board member to prevent or
rectify any risk to the revenue.

Prohibition on improper use of position or insider information

75. Two further obligations are imposed on members. Members are
not to improperly use either their position as a member, or information
obtained because of their position as a member, to gain an advantage for
any person or to cause detriment to the Board or another person. There
are both criminajsection 32]and civil[section 33]offences for breaching

these obligations.

76. There may be occasions when members receive information not
generally available to the public which could be used for personal
advantage, either for themselves or for their clients or for associated
entities. An unfair advantage may be obtained even if no document or
information is disclosed to another person (disclosure of information to
another person is a separate offence (see section 31)).

77. Examples of advantages gained include:

e contract dates being brought forward so that they are entered
into before certain provisions that have an adverse effect are
announced;

e decisions being deferred to take advantage of a concession not
yet announced; or

¢ selling certain assets before an announcement that will
decrease in value after the announcement.

Criminal penalties

78. It is a criminal offence for a member of the Board or the Board
Secretary to dishonestly misuse informafimsection 32(1)pr his or her
position[subsection 32(2)t0 advantage themselves or someone else or to
cause detriment to the Commonwealth or someone else. The information
in question must have been obtained because of his or her position.

79. This provision is based on the proposed subsections 26(2) and (3)
of theCommonwealth Authorities and Companies Act 1&gudsted to

comply with the requirements of the Criminal Code. Chapter 2 of the
Criminal Code applies to offences in the draft legislafiettion 36]

80. Whether a Board member’s or the Board Secretary’s use of
information or position is dishonest is determined on the basis of whether
ordinary people would consider the use dishonest and the member or
Board Secretary knows the use to be dishonest according to the standards

16
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of ordinary peoplégsubsection 32(3)] It would be difficult for a member or
Board Secretary to maintain that they did not know that the use of the
information or their position was dishonest if ordinary people would have
considered it dishonest.

81. In a prosecution the trier of fact, that is, the judge or magistrate or
justice of the peace, will determine whether the use was dishonest
[subsection 32(5)]

82. The penalty for a Board member or the Board Secretary being
convicted of dishonestly using information or their position is
imprisonment for up to 5 yeafsubsection 32(4)] TheCrimes Act 1914ets

a court fine the convicted person as well as or instead of imposing a gaol
term.

83. Anything done by a public sector member in the course of the
performance of the duties of their full time office is not to be regarded as a
misuse of their Board position or of information obtained because of their
membershigsubsection 32(6)]

84. This provision ensures that the public sector members are not
exposed to criminal actions if they use information they obtain because of
their membership of the Board in discharging the duties of their office. If
the Commissioner receives information on tax avoidance because of his or
her membership of the Board, he or she can use that information in
discharging the duties of his or her office.

85. This provision is based on the proposed section 26 of the
Commonwealth Authorities and Companies Act 1997

Civil Penalties

86. The improper use by a Board member or the Board Secretary of
information obtained because of their membership or position or the
improper use of their position is subject to civil penalties. The improper
use must be to either gain an advantage or cause detriment to a person.
The detailed civil penalty provisions in sections 24, 25 and 27A and
Schedule 2 of th€ommonwealth Authorities and Companies Act 1997
are incorporated with adjustmensction 33]

87. This provision provides the deterrent of civil penalties without
the need to establish the relevant mental elements necessary for the
criminal offences.

88. The criminal and civil penalty provisions apply in addition to any
other rule of law relating to Board members’ or the Board Secretary’s duty
or liability arising from their membership of, or position with, the Board.
Those provisions do not prevent proceedings being commenced for a

17
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Meetings

breach of any duty or in respect of a liability arising from being a member
or Board Secretary or in relation to the Bogtdtion 34]

Frequency

89. The Board must meet at least 4 times a[gebsection 7(1)]

Usually the Chair will give reasonable notice of meetings although there
may be occasions when the Chair convenes a meeting at very short notice
[subsection 7(2)] This arrangement will enable the Board to provide timely
advice to the Treasurer.

Quorum

90. A meeting of the Board needs 6 members for a quorum
[subsection 7(5)] This provision ensures the public sector members will be
unable to be in a majority at any meeting. Decisions of the Board will be
made by a majority of the votes of members ‘present’ at a meeting
[subsection 7(6)] TheActs Interpretation Act901allows a member to
participate in a meeting by telecommunications and that member is taken
to be ‘present’ in those circumstances. A tied vote will mean that no
decision is made.

91. The Board will determine its own procedures subject to the draft
legislation[section 9] It must keep minutes of all its meetings and provide
a copy to the Treasurgection 8]

Chair

92. The Chair will be appointed in writing by the Governor-General
on recommendation from the Executive Council, from the seven private
sector membernsubsection 11(3)] The Chair will preside at all meetings at

which he or she is presegatibsection 7(3)]

93. During an absence or vacancy in the office of the Chair, an acting
Chair may be appointed by the Treasurer from the private sector members
[subsection 13(1)] The acting Chair will preside at a meeting if the Chair is
not present, or if the Chair and acting Chair are not present at a meeting
the members present will elect a private sector member to preside at the
meeting[subsection 7(4)]

94. Anything done in relation to a person purporting to be acting as
the Chair is not invalid merely because the appointment was ineffective,
had not arisen or had ceasgadsection 13(2)] This provision would apply,

for example, where the Treasurer appoints someone to act as Chair when
the Chair was proposing to be absent from Australia and subsequently the
Chair cancels the overseas trip. A meeting called by the Acting Chair
would not be invalid because the Chair is not absent overseas.

18
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95. The Chair’'s powers include establishing specific committees to
report to the Board.

96. The Chair will remain as Chair for the length of his/her term.

Leaving the Board
Resignation

97. An appointed member is able to resign from the Board by giving
the Governor-General a written resignatissttion 16] The third public

sector member, as an appointed member, is able to resign. This gives the
flexibility of having the most appropriate membership as needs change
over time.

Termination

98. The Governor-General may terminate the appointment of
appointed members for reasons such as misbehaviour, physical or mental
incapacity or bankruptcy. The misbehaviour needs to either relate to the
member’s ability to discharge his or her duties as a Board member, or be
of a serious nature. It would include such matters as a conviction for
serious criminal offence, or a tax offence or an offence involving
dishonestysubsection 17(1) and paragraph 17(2)(a)]

99. Another ground for termination is if the Board member is absent,
except on leave of absence, from 3 consecutive meetings of the Board
[paragraph 17(2)(b)] The exercise of the discretion under this ground would
take into account the notice provided for the meetings and how closely
together the meetings were held. For example, if a very important issue
arose as a matter of urgency, the Chair may call 3 meetings within a week
at very little notice. Those circumstances would not warrant the
termination of a member’s appointment for non-attendance.

100.  The Treasurer may grant a member a leave of absence on terms
and conditions he or she determines. It is envisaged that the leave of
absence granted would only be for relatively short periods of say 2 to 3
months or on a meeting by meeting bésistion 15]

101. A members’ appointment could also be terminated if he or she:

e fails to disclose an interest that could conflict with the proper
performance of his or her functiofparagraph 17(2)(c)] or

e makes improper use, of his or her position as a member of the
Board, or of information obtained because of his or her
position as a member of the Board, to gain advantage or cause
detriment]paragraph 17(2)(d)]
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Secretariat

102. The Board will be judged by its contribution to the development
of Australia’s business taxation system and its capacity to relieve the
tensions in the current system between the public and private sectors. To
provide every opportunity for the Board to achieve its goals an
independent Secretariat will be established.

Secretary — statutory office holder

103.  The Board Secretary will be a statutory office holder whose role
will be to help the Board perform its functiosction 20]

104.  The Treasurer will appoint the Board Secretary after considering
the Board’s recommendation. The appointment will be in writing, on a
full time basis for up to 4 yearnsection 21] As the position of Board
Secretary is a full-time position he or she will be unable to engage in any
outside paid employment without the Treasurer’s appieselon 24]

105. The Board Secretary is appointed on the terms and conditions set
out in the draft legislation and on other terms and conditions the Treasurer
determinegsection 27]

106. The Board Secretary will be paid remuneration as determined by
the Remuneration Tribunal, or if no determination is made, remuneration
as prescribed, and allowances as prescidaetbn 22]

107. The Board Secretary will have the recreation leave entitlements
that the Remuneration Tribunal determines, subject to section 87E of the
Public Service Act 1922With the Treasurer able to grant other leave of
absences on the terms and conditions he or she dete[setnies 23]

108. During an absence from duty or vacancy in the office of the
Board Secretary, the Treasurer may appoint a person to act as the Board
Secretarysubsection 29(1)]

1009. Anything done in relation to a person purporting to be acting as
the Board Secretary is not invalid merely because the appointment was
ineffective, had not arisen or had ceagetksection 29(2)] This provision
would cover, for example, situations where the Treasurer appoints
someone to act for an upcoming period of recreation leave for the Board
Secretary but the Board Secretary cancels their leave part way through.

Ethical Responsibilities

110.  The Board Secretary will have the same ethical responsibilities as
the members of the Board.
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Disclosing conflicts of interest

111. The Board Secretary must disclose in writing to the Treasurer all
the direct or indirect pecuniary interests that he or she has or acquires, that

could conflict with the proper performance of his or her functions
[subsection 28(1)]

112. The Board Secretary must disclose in writing to the Chair any
direct or indirect pecuniary interests that he or she has in a matter being
considered or about to be considered by the Board as soon as possible
after he or she becomes aware @dubsection 28(2)] This is because the
Board Secretary may prepare papers or recommendations for the Board.
The Board should be made aware of any potential conflict of interest the
Board Secretary may have in weighing up the information or
recommendation.

Duty of confidentiality

113. The Board Secretary will have the same duty of confidentiality as
the members of the Boafgkction 31]

Prohibition on improper use of position or insider information

114. The Board Secretary will have the same prohibitions on
dishonestly or improperly using information or his or her position as apply
to the members of the Bogrebctions 32 and 33]

115. Examples of advantages to be gained by the Board Secretary are
the same as set out for Board members.

116. The criminal penalty provisigsection 32]is based on section 26

of the Commonwealth Authorities and Companies¥897. The detailed
civil penalty provisions in sections 24, 25 and 27A and Schedule 2 to the
Commonwealth Authorities and Companies #397are incorporated

with adjustment$section 33]

Resignation

117. The Board Secretary can resign from the office by giving the
Treasurer a written resignatigeaction 25]

Termination

118. The Treasurer may terminate the appointment of the Board
Secretary for reasons such as misbehaviour, physical or mental incapacity
or bankruptcy. The misbehaviour needs either to relate to the Board
Secretary’s ability to discharge his or her duties, or be serious in nature. It
would include such matters as a conviction for a serious criminal offence,
a tax offence or an offence involving dishongsiysection 26(1) and

paragraph 26(2)(a)]
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119.  Another ground for termination would be if the Board Secretary
is absent, except on leave of absence, for 14 consecutive days or for
28 days in any 12 montiysaragraph 26(2)(b)]

120.  The Board Secretary’s appointment could also be terminated if he
or she:

e engages in paid employment apart from being the Board
Secretary without the Treasurer’s apprdpalagraph 26(2)(c)]

e fails to disclose an interest that could conflict with the proper
performance of his or her functiofgragraph 26(2)(d)] or

e makes improper use, of his or her position as Board Secretary,
or of information obtained because of his or her position as
Board Secretary, to gain advantage or cause detriment
[paragraph 26(2)(e)]

Independent Secretariat

121. The Board will have its own budget, funded by the
Commonwealth to pay for its operations and its Secretariat. The
Secretariat may consist of both professional and administrative staff
engaged by the Board Secretary.

122. Having the Board Secretary as a statutory office holder with all

the powers of a Secretary of a Commonwealth Department provides the
flexibility of being able to employ public servants without them having to
resign from the public service. This capability for employment with the
Board, rather than secondment from a home Department or Agency, will
ensure that independence from a former employer, such as the Treasury or
the ATO, is maintainedsection 30]

123. Further, this approach removes any possibility of perceptions of
inappropriate influence if the Board Secretary and the Secretariat had been
housed within an existing Department or Agency.

Annual Report

124.  The Board must provide an annual report to the Treasurer who
will lay a copy before each House of Parliament. The report will cover
matters pertaining to the operations of the Board but will not disclose the
substance of any of the advice or reports the Board provides to the
Treasurer. The report may indicate that advice was provided on particular

areas of the law and how other functions of the Board were discharged
[section 35]
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Regulations

125. The Governor-General may make regulations to give effect to the
draft legislatiorsection 37]

Rules for interpreting this Act

126.  The draft legislation will form part of an Integrated Tax Code
which when complete will have common rules of interpretation, with
consistent definitions and drafted in a consistent style.

127. These common rules for interpretation set out:
¢ when defined terms are identifig@ction 38]
¢ when defined terms are not identifigdction 39]
¢ how to identify the defined term in a definiti@gection 40]
¢ what forms part of the Bilkection 41]

e what does not form part of the Bjdkection 42]

Dictionary

128.  The Dictionary section sets out the defined terms used in the draft
legislation[section 43]
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Chapter 1
How to use the Act

Outline of Chapter

1.1 This Chapter explains the structure of the draft legislation and
some of the important concepts that run through it.

Context of Reform

1.2 Division 2 will be a very broad Guide to the entire income tax
system. Division 3 will provide details about the draft legislation and
explain how it all fits together.

Summary of new law

1.3 Division 2 will be a non-operative Guide to the income tax law at
the broadest level. It will list the main questions that the income tax law
answers and outline the obligations it imposes.

1.4 Division 3 will also be a non-operative Guide that explains in
plain English how the income tax law fits together. It will also introduce
some of the important concepts in the law, such as the marking of defined
terms, the numbering system and the status of non-operative material.

Comparison of key features of new law and current law

15 Division 2 will largely replicate Division 3 of the ITAA 1997.
Division 3 will not be materially different from Division 2 of the
ITAA 1997.

Detailed explanation of new law

What the Act is about [Division 2]

1.6 Division 2 will be a Guide. In the draft legislation, a Guide
contains information that is useful to readers but is not an operative part of
the law (see paragraphs 1.28 to 1.33). Division 2 will not be a detailed
Guide — it will simply introduce some of the broad concepts in the law, list
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a few of the key questions that could be asked about them and signpost the
main places where the answers can be found.

1.7 It will explain that income tax must be paid for each year and that
most taxpayers will do so in instalmefsishsections 2-5(1) and (2)How

much tax, by when it must be paid, and when a refund can be obtained are
some of the key questions that the income tax law angsuggsction

2-5(3)].

1.8 The Division will end by listing the other main obligations the
draft legislation imposgsections 2-10 and 2-15]

How to use the Act [Division 3]

1.9 Division 3 will be a Guide. It will cover:

e how readers will find their way around the draft legislation,
using the navigation tools and other techniques supplied to
assist them;

e how the draft legislation is arranged in a logical structure that
conceptually resembles a pyramid,

e how to identify defined concepts and terms, and find
definitions;

¢ how to follow the numbering system; and

what legal status Guides and other explanatory features have.
How readers will find their way around [Subdivision 3-A]

1.10  The draft legislation is designed so that readers can start at the
front and navigate quickly to the area of the law that interests them

[section 3-1] It does this by setting out the main rules (called ‘the Core

rules’) near the beginning and providing signposts to the other areas that
relate to those main rules. Each of those other areas itself signposts further
related areas with more detailed rules, and so on.

1.11  There is usually a Guide in each area to explain what the area is
about and how it fits into the overall scheme.

Structure [Subdivision 3-B]

1.12  The draft legislation is structured like a pyrasédtion 3-5] At
the top of the pyramid are the main rules explaining that there is a liability
to pay income tax and how, in broad terms, it is worked out.
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Diagram 1.1 The pyramid structure of the draft legislation

Core
Rules

Checklists

General Provisions

Specialist Groupings
(examples only)

Rules for Treatment of International Distributions
small particular aspects of by tax entities "\ annuation

business kinds of income taxation
expenditure

/ Dictionary of terms and concepts

1.13 Below those core rules are provisions that explain how the core
rules work in a range of common cases. Below them there are similar
provisions that are of interest only to specialist groups (e.g. small
businesses).

1.14  Each area is usually structured like a smaller pyramid — the core
rules for that area appear first and are followed by the more detailed rules
that expand or modify those core rules.

How can defined terms be found [Subdivision 3-C]?

1.15 In the draft legislation, defined terms are usually asterisked
(e.g. business)section 3-10(2)] The asterisk appears at the front of a
defined term the first time that it appears in a subsection (except in non-
operative materialsubsections 3-15(1) and (2)]

1.16  The asterisk links to a footnote on each page that directs readers
to the Dictionary in section 995-1. The Dictionary lists every term or
phrase defined in the draft legislation and either sets out the definition
there or signposts the place where it is.

1.17 In the definition itself, the term or phrase that is defined will
appear irbold italics[section 3-20]

1.18  The combination of these features makes it possible to know
when a term is defined and provides a way to find that definition quickly.
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1.19 A few defined terms will never be asteriskatisection 3-15(3)]
These will fall into 2 broad categories:

e key participants in the income tax system (e.g. the
Commissionerj)subsection 3-15(4)]and

e core concepts in the system (e.g. taxable incgsuieection
3-15(5)}

The draft legislation lists all these non-asterisked terms.

1.20  The reason for not asterisking these concepts is that they occur so
frequently that it would be distracting to asterisk them each time. Because
they are so commonly encountered, readers will always be aware that they
are defined.

What is the numbering system [Subdivision 3-D]?

1.21  The draft legislation uses a numbering system that has 2 stages
separated by a hyphen. In a section, the first stage of the number identifies
the Division the section comes from (e.g. section 70-30 is in Division 70)
and the second stage identifies the section’s order within the Division.

1.22 In a Part, the first stage of the number identifies the Chapter the
Part comes from (e.g. Part 2-15 is in Chapter 2) and the second stage
identifies the Part’s order within the Chapter.

1.23 Gaps will usually be left between Division numbers to
accommodate additionsection 3-30] Gaps will also be left between
section numbers for the same reason.

1.24 Usually, the gaps will be 4 Division or section numbers. If a gap
is not regular, there will be a link note to refer to the next number in the
sequence. For example:
[The next Division is Division 34]
1.25  This numbering system meets several aims:

e each unit of law has a unique number to identify it;

e the numbers are easy to read;

e the order of any 2 numbers is obvious;

¢ they can be spoken aloud without being ambiguous;

e each number identifies the area of law it belongs to; and

¢ the system copes well with insertions of large amounts of new
material.
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Adding new material

1.26 The numbering system is designed to make it easier to insert new
material into the law than the system used in the ITAA 1936 (which

simply numbered sections consecutively from 1 to last). That system has
led to a lot of alpha-numeric section numbers (e.g. section2587A)

that confuse readers.

1.27  The new system permits an entire Division (with any number of
sections in it) to be inserted with only a single letter. For example,
between Divisions 104 and 105, Division 104A could be inserted with an
unlimited number of sections.

What is non-operative material [Subdivision 3-E]?

1.28 The final part of Division 3 will explain the status of
non-operative material. Non-operative material will be part of the Act but
will not actually contain operative rules. Rather, it is material designed to
help readers both find their way around and better understand the
operative rulegSection 3-35]

1.29  The most obvious type of non-operative material is the Guides. A
Guide is a plain text statement at the front of a significant area of the draft
legislation. Generally, they summarise that area but they can also explain
its purpose or its place in the income tax scheme. Although Guides are
still a part of the draft legislation, they can only be used to interpret itin a

limited range of cases. Those cases are set out in section 950-150.
[Section 3-40]

1.30 Examples are also non-operative matgsation 3-45] Some

readers find that applying an abstract concept to a practical case
crystallises the concept for them. Because they do that, examples can help
those readers to understand the law sooner.

1.31  Anexample can aid in interpreting a provision but cannot
override it (section 15AD of thacts Interpretation Act 1901

1.32  The other main type of non-operative material is notes

[section 3-45] These are used to point readers to information relevant to the
provision they are reading. For example, if there is an exception to a rule,
a note is a good way to draw it to the reader’s attention. The exception
could instead be included directly in the body of the rule but that can
interrupt the flow of the provision and hinder comprehension.

1.33 Notes can provide information directly, like this:
Note: Subdivision 165-A is about the conditions a company must satisfy before it
can deduct a tax loss for an earlier income year.
or just signpost where the information is, like this:

For the same business test: see Subdivision 165-E.
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Chapter 2
How to work out income tax liability

Outline of Chapter

2.1 This Chapter explains the core provisions of the income tax law
dealing with the way in which income tax for an income year is worked
out. [Part 1-3, Division 4 and section 5-10]

Context of Reform

2.2 The core rules dealing with how to work out income tax liability
largely replicate those presently found in Division 4 of the ITAA 1997.
Some minor changes have been made, most of which do not affect the
substance of the law.

2.3 Generally speaking, income tax liability is still based on the
concept of taxable income. The major changes proposed by the draft
legislation deal with the way in which taxable income is calculated. These
changes are explained in Chapters 3 to 6.

Summary of new law

2.4 Individuals, tax entities and some other taxpayers are liable to
income tax. While different rules will apply, the fact that a taxpayer is a
foreign resident will not affect this basic liability to income tax.

2.5 Taxpayers work out their income tax for each income year. An
income year is generally a period of 12 months ending on 30 June.
However, with the Commissioner’s approval, taxpayers can adopt another
period of 12 months that does not end on 30 June.

2.6 Generally speaking, taxpayers work out their income tax by
undertaking the following steps:
e they work out their taxable income for the income year;

e they apply the relevant income tax rate or rates to that taxable
income, giving the taxpayer’s ‘basic income tax liability’; and

¢ they subtract their tax offsets from the basic income tax
liability.

Income tax liability = Taxable income Tax rate(s) — Tax offsets
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Comparison of key features of new law and current law

2.7 The differences between Division 4, section 5-10 and the
corresponding provisions in the current law are set out in the following

table:

New Law

Current Law

Income tax is payable by individuals,
tax entities and some other taxpayer|
A tax entityis a company, a trust, an
executor of a deceased estate, an
arrangement entered into outside
Australia that would be a trust if it ha
been entered into in Australia, or a
limited partnership.

Income tax is payable by individual
scompanies and some other entities
listed in Division 9 of the
ITAA 1997.

[

d

Youcovers any taxpayer, unless the
term is used in an expressly limited
way. There is no substantive change
the current law here as the definition
of taxpayeris the same as that eftity
in the ITAA 1997.

Youcovers any entity, unless the
term is used in an expressly limited
tway.

Same as current law.

Ancome yeals the year, the
events of which will determine
income tax payable forfanancial
year.

A company’s income year is
generally the financial year prior to
that in which income tax is being
paid.

For other taxpayers, the income year
is generally the financial year in
which income tax is being paid.

Same as current law.

A different period of 12 months can
be adopted as ancome yearwith
the Commissioner’s approval.

A taxpayer that is an Australian
resident may still be liable to income
tax, however, there will be specific
provisions dealing with different
residency circumstances. The core
provisions in the draft legislation that
are concerned with working out
taxable income only deal with a

taxpayer that is an Australian resident

throughout the year.

The effect of the assessable income
provisions in the ITAA 1997 is that
an individual or an entity that is not
an Australian resident may still be
liable to income tax.

Same as current law.

Tax liability depends upon taxable
income, prevailing tax rates and
entitlement to tax offsets.

36



How to work out income tax liability

Detailed explanation of changes

Who must pay income tax?

2.8 Every individual and tax entity is liable to pay income tax, as
well as some other taxpayéssction 4-1] Division 14 contains a list of
taxpayers by whom income tax is payapéetion 14-1]

2.9 Atax entityis [section 960-105]
e acompany (as defined in the draft legislation);
e atrust;
e an executor of a deceased estate;

e an arrangement entered into or arising outside Australia that
would give rise to a trust if it had been entered into or had
arisen in Australia; or

¢ a limited partnership (as defined in the draft legislation).

2.10  The termtaxpayet broadly covers all entities, including
individuals.[Subsection 960-100(1)]

2.11  Just because a taxpayer is liable to pay income tax does not mean
that tax will necessarily be paid. For example, a taxpayer may have no
taxable income, and will therefore not pay income tax.

2.12 Income tax may be payable even if a taxpayer is a foreign
resident, either permanently or for just a period of time. The draft
legislation contains a table which indicates where the different rules can
be found, depending on the taxpayer’s circumstan®asion 4-15]

The period over which income tax is worked out and paid
2.13 Liability to income tax is defined by references to years.

2.14  The draft legislation recognises 2 distinct years — the year, ending
on 30 June, for which income tax is paid (calledfth@ncial year)

[subsection 4-10(1)]and the year the events of which determine the income
tax to be paid for that financial year (called theome yeay [subsection

4-10(2)}

2.15 A company’s income year is generally the financial year prior to
that in which income tax is being paid. For other taxpayers, the income
year is generally the financial year in which income tax is being paid.
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2.16  With the Commissioner’s approval, a taxpayer can adopt another
accounting period of 12 months ending on another date asnb@me
yealr. [Paragraph 4-10(2)(b)]

Meaning of ‘you’

2.17  Yourefers to any taxpayer unless a specific exclusion is made
[section 4-5] This is essentially the same meaning as the current law. Even
though the current law refers to any ‘entity’ in the comparable provision,
the draft legislation defines taxpayer in generally the same way as the
ITAA 1997 defines entitysection 960-10Q]

2.18 Most of the draft legislation is drafted in the second person, using
the termyou For example, the draft legislation would generally say ‘you
are liable to income tax’ rather than ‘a taxpayer is liable to income tax’.

2.19  The use ofousimplifies the drafting and makes the law more
accessible.

What is a taxpayer’s income tax liability?

2.20 Generally, a taxpayer’s income tax liability for an income year is
the amount of tax that a taxpayer is liable to pay on their taxable income.
It is generally calculated using this formula:

Income tax liability = Taxable income Tax rate(s) — Tax offsets
2.21  The draft legislation contains a method statement which provides
a step by step approach for working out a taxpayer’s income tax liability.
[Subsection 5-10(1)]

What is taxable income?

2.22  Chapter 3 explains the principles involved in working out taxable
income.

Which rates apply?

2.23  The rates which are to be applied to work out a taxpayer’s basic
income tax liability are set out in tthiecome Tax Rates Act 1984ore
than one rate may have to be applied.

2.24  Forindividuals who are Australian residents, a progressive rate
system is used to determine income tax liability. That is:

e for taxable income up to a certain limit there is no rate of tax
applied; and

e for income above that limit, progressive rates apply across
particular taxable income bands.
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2.25 On the other hand, income tax is imposed at a flat rate for most
tax entities.

What are tax offsets?

2.26  Atax offsetreduces the basic income tax liability directly
[subsection 5-10(1), method statement, stepA]tax offset encompasses what
were previously referred to as rebates and credits.

2.27 Under the current law, if tax offsets exceed a taxpayer’s basic
income tax liability, there is no general entitlement to a refund. This is
also generally the case under the draft legislasigisection 5-10(3)]

2.28 However, some tax offsets, such as the private health insurance
rebate, are refundabjibsection 5-10(2)] The Recommendations propose
that excess imputation tax offsets for franked distributions made by a tax
entity to an individual who is, or a complying superannuation fund that is
a member of the entity, will also be refundablehis means that where a
taxpayer’s income tax liability is reduced to zero, any remaining balance
of these tax offsets will be refunded to the taxpayer.

2.29 Other tax offsets can be carried over to later years to reduce a tax
liability of those years, even though they can not be refunded in the
current year. An example of such a tax offset is a foreign tax credit.

1 See Recommendation 11.7
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Chapter 3
How to work out taxable income or tax loss

Outline of Chapter

3.1 The reformed income tax law will provide a new method
calculating the taxable income or tax loss of resident taxpayers. The
method looks at changinigx valuesof assets and liabilities as well as
receipts and payments. Tax value is not, in many cases, linked to
economic value. Gains on most assets are not brought into the tax net
until they are disposed of.

3.2 This Chapter discusses the new method, which is set out in
Divisions 5, 6, 12 and 36 of the draft legislation. Many of the provisions

in these Divisions are discussed in outline in this Chapter, with other
Chapters of these explanatory notes dealing with those provisions in more
detail.

Context of Reform

3.3 The revised method links the calculation of taxable income and
tax loss more closely to accounting concepts. The draft legislation,
however, is necessarily formulated in its own terms recognising tax policy
or administrative considerations.

3.4 The revised method also refocusses key questions about how
amounts are to be included in, or excluded from, taxable income. In
particular, the expenditure that is to reduce taxable income is identified by
reference to whether, first, it is private or domestic and then, if it is not,
whether it is made to acquire or improve an asset. This is in contrast to
the current law where questions of deductibility revolve around whether
the expenditure is to derive assessable income and whether it is of a
capital or private or domestic nature.

What is the existing method for working out taxable income or tax loss?

3.5 The existing method for working out the taxable income or tax
loss of a taxpayer basically involves determining assessable income and
subtracting allowable deductions. Diagram 3.1 summarises the existing
method.

1 Sometimes called the ‘cash flow/tax value approach’.
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Diagram 3.1 The current approach for working out taxable income
or tax loss

Taxable income (loss) =
Assessable income minus| | Allowable deductions

Expenses linked to

Ordinary income production of income but not
e.g. trading receipts, reward for capital or private or

personal services domestic expenses

Incentives and concessions

e.g. deductions for accelerated

depreciation, research and
development

Statutory income
e.g. some accrued gains, capita
gains, anti-avoidance rules

3.6 The allowable deductions under the current approach include
unused tax losses of earlier income years. These are normally deductible
to the extent that assessable income exceeds other deductions.

What is wrong with the current approach?

3.7 As illustrated by Diagram 3.1, the current law revolves around
pivotal concepts of ordinary income, capital and expenses linked to the
production of income. The boundaries of these concepts have been, and
continue to be, the subject of much disputation.

3.8 In addition, the income tax system has, over the years, been
modified to provide for the taxation of forms of income that are not
recognised by the ordinary income concept. Examples are rules dealing
with deferred interest securitfeand capital gains tax.

3.9 Another feature of the current law is the large number of
anti-avoidance rules that have been added over the years. These rules
have often been added to deal with particular tax avoidance schemes that
have arisen, often because of the lack of a sound structural framework in
the law.

3.10 These add-ons to the income tax system, together with the
difficult concepts of ordinary income, capital and allowable deductions,
have made the current law detailed and complex. The proposed new
method for working out taxable income or tax loss seeks, as far as
possible, to overcome these difficulties.

Division 16E of the ITAA 1936.
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Summary of new law

3.11 Diagram 3.2 summarises the new method for working out a
taxpayer’s taxable income or tax loss.

Diagram 3.2 New method for working out taxable income or tax lo8s

Taxable income (loss) =

Net income plus | | Income tax law adjustment

Net receipts

i.e. receipts minus payments Increasing adjustments
(both revenue and capital)

e.g. an adjustment under the
adjust for general anti-avoidance rule

Net change intax valueof

assets (other than money)

adjust for
Net change intax valueof
liabilities (other than a debit
balance in a money account) e.g. the reduction in the taxable
part of some capital gains

minus
Decreasing adjustments

Excludes private or domestic
amounts

3.12 Unused tax losses of previous years are normally subtracted from
the above result to the extent that it is positive. This gives the taxpayer’'s
final taxable income.

3.13 In considering the new method, the points set out below should
be noted.

¢ If the result of the above formula is positive, it is the
taxpayer’s taxable income. If the result is negative, it is the
taxpayer’s tax loss.

e The new method will apply to resident taxpayers, and
non-residents for much of their Australian sourced income. It
will not apply to bodies that are entirely exempt from income
tax (e.g. religious and charitable institutions).

¢ Receipts and payments will include constructive receipts and
payments.

e Thetax valueof assets will not, in many cases, equate to
economic value. For example, the tax value of real property
will be the cost of the asset to the taxpayer, meaning that any

3 Paragraph 3.23 sets out how changes in the tax value of assets and liabilities affect net income.
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‘paper’ gains will not be taxed. The tax value of a
depreciating asset will be the written down value of the asset.

e Capital gains and losses are brought into taxable income/loss
as part of net income. However, capital gains treatment will
apply to certain capital gains under the Review’s
recommendations.

¢ Modifications will be made to the way taxable income is
worked out for those taxpayers who are to be taxed on a cash
basis.

Why a new approach?

3.14  The new approach aims to provide a more logical structure for

the income tax law while keeping the same outcomes the current approach
would give with the RBT reforms added-on. In this sense it could be
expected to better place the income tax law to deal with the future. The
following table briefly sets out the main anticipated benefits from the new
method.

Table 3.1 Advantages of new approach

Review Explanation
objective

=

Simplification | The net income concept provides one unifying principle fo
calculating taxable income/loss. The whole law will flow
from this principle.

It is anticipated that many special rules under the current Jaw
will disappear into this general principle.

Certainty The new method is more structurally sound than the currgnt
law and, therefore, more certain. For example, under the|net
income formula, tax relief would be given for all business
expenditure unless Parliament enacts special rules to prevent
that.

Durability Future change is less likely under the new method becaus
outcomes are, as far as possible, determined by a unifying
principle rather than many special rules.

Also, the new method provides a clear structure for future
policy changes via the income tax law adjustment regime

Transparency | Policy incentives and concessions, and anti-avoidance rules,
are more transparently identified through the new method's
tax value and income tax law adjustment rules.

4 The concept of tax value of assets and liabilities is explained in general terms at paragraphs
3.48 to 3.52, and in some detail in Chapters 5 and 8.
5 The effect of the capital gains treatment is discussed in more detail at paragraphs 3.69 to 3.71.
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3.15 The various objects provisions in the Divisions dealing with the
new method broadly recognise these ideas and other relevant objects of
the draft legislation[Sections 5-50, 6-1, 12-1 and 36-1]

Comparison of key features of new law and current law

3.16  This table compares the key features of the new method for
working out taxable income or tax loss with the method under the current
law.

Table 3.2 Comparison of key features of new law and current law

New Law Current Law

Expenditure to acquire an asset doegs Capital expenditure is not normally
not normally immediately reduce immediately deductible.
taxable income.

Private or domestic expenditure does Expenditure without a link to
not reduce taxable income. derivation of income is not
deductible.

Capital and private or domestic
expenditure is not deductible.

Non-private non-domestic receipts | Ordinary income assessable.
included in working out taxable
income.

All capital receipts reflected in Some capital receipts are not
working out taxable income unless | assessable.

counter-balanced by an asset or
liability or cancelled by an adjustmen

—

Detailed explanation of new law

How is taxable income worked out?

3.17 A taxpayer’s taxable income will be calculated using this method
[subsection 5-15(1)]

Netincome + Income tax law adjustment — Unused tax losses

3.18 If the result is a positive amount, there is taxable income equal to
that amountsubsection 5-15(2)] If the result is zero or negative, the
taxpayer does not have a taxable income.

How to work out if there is a tax loss

3.19  Ataxpayer will have a tax loss for an income year if the result of
the formula set out below is negative (the amount of the tax loss is the
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amount worked out under this formula expressed as a positive amount)
[subsections 36-10(1) and (3)]

Netincome + Income tax law adjustment

3.20  The amount of the tax loss will be reduced if the taxpayer has a
net exempt income for the income year that is positive. In this case the
taxpayer will have a tax loss for the income year if the result of this
formula is negative (the amount of the tax loss is the result of the formula
expressed as a postive amoysithsections 36-10(2) and (3)]

Net income + Income tax law adjustment + Net exempt income

3.21  The tax loss for an income year is added to any unused tax losses
and may be able to be used in future income years to reduce taxable
income.

Who has to apply the new method for working out taxable income or tax

loss?

3.22  The new method will apply to residents, and to non-residents for
their Australian sourced income and gains that are not subject to a final
withholding tax. It will not otherwise apply to non-residents and it will
not apply to entities that are entirely exempt from income tax. Specific
rules for non-residents are anticipated but are not included in the draft
legislation. Cash basis treatment will apply to individuals, and to small
businesses choosing a simplified system.

How is ‘net income’ worked out?

3.23 ‘Net income’ has 3 components, as follgsestion 5-55]
e Net receipts (i.e. receipts minus payments).

e Adjust for net change in thax valueof assets (other than
money). Net increases in tax value will add to net income,
while net decreases will reduce net incdime.

e Adjust for net change in thax valueof liabilities (other than
a debit balance in a money account). Net increases in tax
value will reduce net income, while net decreases will add to
net incomé.

© 0w N O

See Section 17 & Tax System Redesigned

Steps 1 and 2 from the method statement set out at paragraph 3.25.
Steps 3 and 4 from the method statement set out at paragraph 3.25.
Steps 5 and 6 from the method statement set out at paragraph 3.25.

46



How to work out taxable income or tax loss

How is the net change in the tax value of assets and liabilities worked
out?

3.24  The net change in the tax value of assets is worked out by
subtracting the opening tax value of all assets held at the start of the
income year from the closing tax value of all assets held at the end of the
income year. The same process would be used to determine the net
change in the tax value of liabilities. This is illustrated at paragraphs 3.25
and 3.26.

The draft legislation includes a 6 step method statement to work out net
income

3.25  The draft legislation includes a 6 step method statement to work
out net income (net income may be positive, negative or peson
5-55]. That method statement is set out below.

Method statement
Step 1. Add up all the amounts you received during the income year.

Step 2. Subtract from the step 1 result all amounts you paid during the
income year.

Step 3. Add to the step 2 result the closing tax value of each asset (other
than money) that you held at taedof the income year.

Step 4. Subtract from the step 3 result the opening tax value of each
asset (other than money) that you held atsthé of the income
year.

Step 5. Subtract from the step 4 result the closing tax value of each
liability that you owed at thendof the income year.

Step 6. Add to the step 5 result the opening tax value of each liability
that you owed at thetart of the income year.

3.26  This method can be expressed as a mathematical formula in the
following mannert0

Closing Opening Closing Opening
Receipts — Payments | + |taxvalue — taxvalue | — tax value — taxvalue
of assets of assets of liabilities of liabilities
10 The assets considered exclude money. The liabilities considered exclude a debit balance in a

money account (see paragraph 3.28). Relevant private or domestic items are also excluded
(see paragraph 3.27).
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Most private or domestic amounts are not counted in working out the
net income of individuals

3.27 For individuals, most private or domestic amounts are excluded
from the calculation of net inconfeivision 12]. Private or domestic

payments would include, as under the current law, those for most clothing,
child care and travel between home and work. Certain private or domestic
assets will be included in the calculation so that capital gains in respect of

them can be included in taxable income. Chapter 4 provides a detailed
explanation of the private or domestic amounts that are not included in
working out net income.

Money and money accounts are excluded from assets and liabilities
used to work out net income

3.28 Money is excluded from the assets that are taken into account in
working out net income (see steps 3 and 4 of the net income method

statement). Also, a debit balance in a money account is excluded from the

liabilities that are taken into account in working out net incstsection
5-60(3)}

What is money?

3.29 Money is defined to include the things set out in this table.
[Subsection 995-1(1), definition of ‘money’]

Table 3.3 Meaning of money

Things that are money Comments

Money in hand. This covers money over which a
taxpayer has immediate legal control.
An example is cash physically held
by the taxpayer.

It also covers money in any currency,
whether Australian or otherwise.

Any credit balance in any money An example is a current account at a
account. bank which the taxpayer uses in their
day-to-day business activities.

The balance can be denominated i
any currency.

11

A rule will be included later to provide for money denominated in a foreign currency to be
converted to Australian dollars. Also, rules covering foreign exchange gains and losses are
being developed. These matters are discussédiax System Redesigned: Overview,
Recommendations, Estimated Impdste section 9).
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What is a money account?

3.30

the characteristics set out in the tgbl®sections 5-60(4) and (5)]

Table 3.4 Requirements for an account to be a money account

An account is a ‘money account’ for an income year if it has all

Requirement

Comments

The account must be held at an
authorised deposit taking institution
(as defined in th&anking Act 1950
or a similar institution in a foreign
country.

This includes banks, credit unions
and building societies.

The foreign institutions covered
would be those that are similar in
nature to these.

The taxpayer must choose for the
account to be treated as a money
account for the income year.

For the convenience of the taxpayer
the choice can be made after the en
the income year, such as when the

taxpayer’s income tax return is being
prepared.

Money accounts are intended to co
transaction accounts that a taxpaye
uses in their day-to-day business or
investment activities. The money

jgcount rules are designed to give :
taxpayer choice, as far as is
reasonable, about whether they watr
the account treated as an asset or
liability, or as part of their ‘cash
book'.

The balance in the account must not
a financial asset or financial liability
subject to accruals or market value t
value rules (see Table 3.5).

l@ains or losses on these assets an
liabilities are intended to be taxed o
an accruals or market value basis.
Treating them as money accounts

ver

)

=)

would defeat this intention.

3.31 Examples of money accou

nts are a savings account or an

overdraft account. Some taxpayers may carry out their business
transactions using credit cards. This may be their equivalent to a record of
receipts and payments. In these circumstances, their credit card account
could also be a money account, if that is how they want to treat it. A debit
balance in any money account is excluded from the liabilities taken into

account in working out net income.

Receipts and payments to or from
payments of the taxpayer

3.32
the draft legislation includes a prov

money accounts are receipts and

ision to the effect that amounts

To simplify the treatment of accounts that are money accounts,

received into, or paid from, a money account are taken to be receipts and
payments of the account holdsubsections 5-60(1) and (2)] This carries the
implication that any money transfer between the taxpayer (cash in hand)
and their accounts, or between their accounts, will always involve both a
receipt by, and a payment to, the taxpayer, and so can be ignored.
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Why is money excluded from the assets and liabilities used to work out
net income?

3.33  Assets and liabilities that are money, or in money accounts, do
not need to be considered under steps 3 to 6 of the method statement
because steps 1 and 2 take account of the net change in a taxpayer’'s
money assets and liabilities. It is necessary to keep track of all receipts
and payments because it may be necessary to examine each of them to
determine their effect on taxable income. For example, as discussed
above, it is necessary to determine which receipts and payments are of a
private or domestic nature, because they do not come into the calculation
of taxable income except to the extent they relate to a CGT asset.

What receipts and payments are included in net income?

3.34  The amounts covered by steps 1 and 2 will include all money
received, and all payments made, by a taxpayer in the income year. The
words ‘receipts’ and ‘payments’ (and their derivatives) will have their
ordinary meaning. The legal principles that apply in determining whether
a person has received or paid something will be relevant to steps 1 and 2.

Constructive receipts are explicitly included in net income under step 1

3.35  The new method explicitly includes constructive receipts as
amounts that are received for the purposes of working out net income
[subsection 5-65(1)] This constructive receipts rule is intended to
supplement, and not displace, general legal principles on when a person
has received something.

3.36 A generally accepted principle of current tax accounting is that an
amount accountable on a receipts basis can be income, even if it has not
actually been received, as soon as it is applied or dealt with in any way on
the taxpayer’s behalf, or as they direct. In other words, an amount is
treated as received as soon as the taxpayer gets benefit from it (this is
referred to as a constructive receipt). However, this rule will not apply to
amounts credited to a money accoutibsection 5-65(1)}2

3.37  Although the concept of ordinary income is not relevant under the
new method for working out net income, the same principle is to be
applied in working out whether an amount has been received. The draft
legislation will explicitly state this principle, confirming what is generally
accepted as one of the ordinary principles of tax accounting.

3.38  The constructive receipts rule is based on the rule under the
current law (see subsections 6-5(4) and 6-10(3) of the ITAA 1997).

12 Paragraph 3.32 explains how amounts credited to a money account are treated as receipts.
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Certain constructive payments are explicitly included in working out net
income under step 2

3.39  The new method also explicitly treats certain constructive
payments as amounts that are paid for the purposes of working out net
income[subsection 5-65(2)] This constructive payments rule will apply

where a taxpayer has a constructive receipt. The taxpayer will be taken to
have paid, to the person who actually receives the amount, an amount
equal to the constructive receipt.

3.40  This constructive payments rule is intended to supplement, and
not displace, general legal principles on when a person has paid
something.

Examples of constructive receipts and constructive payments

3.41  The following are examples of constructive receipts and
constructive payments included under steps 1 and 2.

Example 3.1 Money credited to a loan account

In carrying on his business, Mark has an outstanding loan account with
his bank (this account is not a money accotith paying amounts it
owes, one of Mark’s trade debtors credits amounts to his loan account.
These amounts reduce the amount he owes to the bank and are,
therefore, amounts he is taken to have received for the purposes of
step 1.

In this case Mark is also taken to have paid to the bank, for the
purposes of step 2, the amount credited to his loan account. Diagram
3.3 illustrates this example.

13

See paragraphs 3.30 and 3.31 for an explanation of the accounts that are treated as money
accounts.
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Diagram 3.3 lllustration of Example 3.1

Trade
Debtor

Actual payment

:i_:Constructive receipt

Example 3.2 Wages directed to a private health fund

On Homer’s instructions, his employer sends part of his after tax
wages to a health fund to meet his liability to pay health insurance
contributions to the fund for the benefit of him and his family. He is
taken to receive the amount when his employer pays it to the fund.

In addition to the receipt, Homer is taken to have paid the amount to
the private health fund. However, because the payment is private or
domestic in nature, it is not actually included as a payment under
step 2.

Example 3.3 Dividends credited to an account in a taxpayer’'s name

A company, of which Margarita is a shareholder, credits a dividend to
an account held in her name with the company. The amount of the
dividend is a constructive receipt to her. Margarita is also taken to
have paid the amount of the dividend to the company (the person with
whom the account is held). Additionally, the account will be an asset
to Margarita.

The character of a receipt as revenue or capital is not relevant

3.42  Whether a particular receipt or payment is revenue or capital is
irrelevant to the calculations under step 1. This means that all receipts and
payments (except those of a private or domestic nature) are included in
working out net receipts.

What is the effect of including receipts and payments under steps 1
and 2?

3.43  The interaction between steps 1 and 2 (net receipts) and steps 3 to
6 (net assets and liabilities) ensures that receipts and payments that relate
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to the tax value of assets and liabilities do not affect the net income of a
taxpayer. Rather, they will be taken into account in determining the tax
value of an asset or liability. The following examples illustrate this.

Example 3.4 The purchase of an asset

Hassan buys an asset at a cost of $100,000 (the asset’s tax value is
equal to its cost)* The effect on net income is zero because the
payment is matched by the closing tax value of the asset. This is
illustrated as follows (see Diagram 3.4):

e net receipts are$100,000 under steps 1 and 2 (i.e. zero
(receipts) minus $100,000 (payments));

¢ the net change in the tax value of assets is $100,000 under
steps 3 and 4 (i.e. $100,000 (closing tax value of assets) minus
zero (opening tax value of assets)).

Diagram 3.4 Effect on net income of purchase of an asset

100,00 ;
$100,00p Closing tax
value of asset
$100,000 .
0 Effect on net income =0
Payment for
asset
100,000
-$100,000 $

Example 3.5 A loan is taken out

Fishton borrows $100,000. The effect on net income is zero because
the receipt is matched by a liability to repay the $100,000. This is
illustrated as follows (see Diagram 3.5):

e netreceipts are $100,000 under steps 1 and 2 (i.e. $100,000
(receipts) minus zero (payments));

e the change in the net income-£100,000 under steps 5 and 6
(i.e. $100,000 (closing tax value of liabilities) minus zero
(opening tax value of liabilities)).

The value of the liability will decline as the loan principal is repaid to
match the deduction Fishton gets for the repayments.

14 The concept of tax value is discussed at paragraphs 3.48 to 3.52 and in Chapters 5 and 8.
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Diagram 3.5 Effect on net income if loan is taken out

$100,00 Receipt of loan
principal
$100,000 .
0 : Effect on net income =0
Closing tax
value of liability
$100,000
-$100,000

What is an asset?

3.44  An asset is a thing (such as land, chattels or a right) that
embodies future economic benefiisosection 6-15(1)] An asset usually

has economic benefits because it can be used or sold. Money is an asset
but is excluded in working out the net change in the tax value of a
taxpayer’s assets (see steps 3 and 4 of the method statement).

When does a taxpayer hold an asset?

3.45 Normally, a taxpayer holds an asset if they own it. However,
other rules will apply to determine who holds certain kinds of assets for
the purposes of the income tax la8ubsection 6-15(3)]

3.46  Chapter 5 contains a detailed explanation of what an asset is and
by whom an asset is held.

What is a liability?

3.47  Aliability is normally a present obligation to provide future
economic benefitgection 6-20]1> So, it would include an obligation to
pay money, or to provide another kind of asset or a service. Chapter 8
contains a detailed explanation of what a liability is.

What is the tax value of an asset or liability?

3.48  The draft legislation contains rules to determine the tax value of
assets and liabilitiglsections 6-40 and 6-75] The tax value of assets will, in
many cases, differ from their economic value. For example, the tax value
of many assets will be their cost, so that gains will only be taxed when the
asset is disposed of.

3.49 Chapters 5, 7, 8, 9, 10 and 11 contain a detailed explanation of
how the tax value is determined for particular types of assets and
liabilities. However, Table 3.5 briefly sets out the tax value of the main
kinds of assets.

15 However, a liability that has not been incurred has a zero tax value (see section 6-75).
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Table 3.5 Tax value of assets

Kind of asset

Tax value

An asset whose increase in value is
be taxed only upon realisation.

This covers many assets capable of
ownership (such as real property ang
some legally enforceable rights). It
also covers some other assets not
capable of ownership, such as
knowledge acquired from someone
else.

tdrhe asset’s codf. (The main
components of an asset’s cost are |
original cost plus the cost of any

j improvements).

IS

Certain rights to receive an amount
(e.g. trade debtors where the terms f
payment are 6 months or less and
entitlements to receive an amount of
demand).

The amount to be received.
or

Depreciating assets (e.g. items of
plant, equipment and fixtures).

Written down value based on
effective life or relevant depreciation
or amortisation schedules (see
Chapter 9).

Trading stock.

The lower of cost or net realisable
value.

A taxpayer can also make a genera
irrevocable election to have the tax
value of a class of trading stock set
market selling value (see Chapter 1

Goodwill (e.g. the goodwill
component of brand names and
mastheads).

If the goodwill is acquired from
someone else (i.e. when a business
franchise is bought), its tax value is
its cost at that time. Otherwise the
tax value is zero.

Assets whose annual increase in valu€he value worked out using the
is to be taxed using an accruals systeappropriate accruals methodology

(some financial assets).

ly

as
D).

or

(see Chapter 7).

16

The draft legislation defines ‘cost’ — see Subdivision 6-E and Chapter 5.
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Kind of asset Tax value

Assets for which an election has begnThe market value of the asset.
made to value the asset at market
value. (This election can only be
made for some financial assets.)

Assets that should not, for policy or | Zero.
pragmatic reasons, be recognised by
the income tax system.

Examples are:

e certain rights (such as some of
those arising under routine
leases});’

¢ intangible advantages not capable
of ownership (such as the market
penetration that may arise from ja

successful advertising campaign).

What is the closing tax value of an asset or liability?

3.50 The closing tax value of an asset or liability will be the tax value
of the asset or liability at the end of the income ygaurbsection 5-70(1)]

What is the opening tax value of an asset or liability?

3.51 The opening tax value of an asset or liability will always be the
same as the closing tax value of the asset or liability brought to account in
working out net income in the preceding income year. Thus, if there was
no closing tax value brought to account at the end of the preceding year,
the opening tax value of the asset is zgsnbsection 5-70(2)]

3.52  This opening tax value rule does not, however, apply to a balance
in a money account that ceases to be a money account for the next income
year and, therefore, becomes an asset or liability. In this case, the opening
tax value of the relevant asset or liability is the balance in the account at
the end of the income year when the account stopped being a money
accounfsubsection 5-70(3)] This is illustrated in this example.

Example 3.6 Henry changes the way he treats one of his accounts

Henry operates an overdraft account, which is invariably in debit, in

the course of carrying on his business. In Year 1 he chose to treat the
account as a money account, and at the end of that year it had a debit
balance of $5,000. However, at the start of Year 2 he decides to
rearrange his finances and, in so doing, decides not to treat the account
as a money account in that year.

17

See Division 96 of the draft legislation.
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The opening tax value for Year 2 of the liability that is in the account
is $5,000. If the opening tax value of the liability was instead zero (as
it would be in the absence of subsection 5-70(3)), Henry would
effectively get a ‘double deduction’ for his expenditure.

What is the ‘income tax law adjustment’?

3.53  The ‘income tax law adjustment’ is intended to adjust the net
income to arrive at a taxable income for the taxpayers for whom
adjustments to net income are to be made. These adjustments will mainly
be necessary for policy or anti-avoidance reasons.

How is a taxpayer’s income tax law adjustment worked out?

3.54  Ataxpayer’s income tax law adjustment is worked out as
[subsection 5-90(1)]

Increasing adjustments — Decreasing adjustments

3.55  Anincreasing adjustment will add to taxable income while a
decreasing adjustment will reduce taxable income.

3.56  The income tax law adjustment can, as a result of the application
of the above formula, be a positive or negative ampubdection 5-90(2)]
If the result of the formula is zero, there is no income tax law adjustment.

What are the increasing and decreasing adjustments?

3.57  Various provisions throughout the draft legislation will specify
when an increasing adjustment or decreasing adjustment arises. The rules
dealing with the calculation of taxable income or tax loss provide tables
that:

e set out some of the key adjustmegséstion 5-95] and

e direct the reader to where in the draft legislation these various
provisions can be founéection 5-100]

3.58 Table 3.6 sets out some of the key increasing adjustments while
Table 3.7 sets out some of the key decreasing adjustments.

Table 3.6 Key increasing adjustments

Increasing adjustment Rationale for the adjustment
If the taxpayer has a negative net | Because exempt amounts are not
exempt income, an increasing taxable (see Table 3.7), any expenses
adjustment for the amount by which that arise in respect of them should not
it is negative. usually reduce taxable income. This|is

For example, a taxpayer with a net the position under the current |a.

18 See section 8-1 of the ITAA 1997.
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Increasing adjustment

Rationale for the adjustment

exempt income of$100 has an
increasing adjustment of $100.

The meaning of the term ‘net exem
income’ is set out at paragraphs 3.¢
to 3.67.

[Subsection 5-95(1), item 5 of the table

|

P _ ,
sexpenses will have reduced net incor

A taxpayer will have a negative net
exempt income if any such expenses
exceed the exempt amounts. These

(as either payments or liabilities) and
therefore, must be added-back to
ensure the correct outcome.

An increasing adjustment equal to
the amount of any gift or
contribution (except to the extent
that it is covered by Division 30 of
the ITAA 1997) from which the
taxpayer dichotintend to gain an
economic benefit.

This adjustment will not cover a gift
or contribution that is not taken intg
account in working out net income
(i.e. as a payment or change in the
tax value of an asset or liability). Al
example is a gift that is private or
domestic in nature.

[Subsection 5-95(1), item 10 of the
table]

nthe approach under the current law,

Under the current law, gifts may be
deductible under section 8-1 of the
ITAA 1997 (e.g. because they are
necessarily incurred in carrying on a

business for the purpose of producing

assessable income). Alternatively, th
may be deductible under Division 30.

Under the new approach, all non-

private non-domestic gifts will have
reduced net income (as either payme
or liabilities). However, maintaining

only these gifts are intended to reduc
netincome:

e (Qifts that are made to obtain a
benefit; or

¢ (ifts to bodies that qualify for

nts

(4]

deduction under the tax law (these

are set out in Division 30).

Accordingly, it is necessary to add
back gifts not meeting these criteria.
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Increasing adjustment

Rationale for the adjustment

An increasing adjustment equal to
the amount of angaymenbf
income tax, but only to the extent t
payment is not characterised as
private or domestic.

[Subsection 5-95(1), item 20 of the tab
and subsection 5-95(2)]

nehemselves intended to reduce taxab

Payments of income tax (which may
reduce net income under step 2) are hot
income (this is the position under the
current law)t? It is therefore necessa
clo add them back.

An increasing adjustment equal to
the amount of any:

increase in the income year of
anyliability to pay tax imposed
by an Australian law; or

any right to a refund of tax
imposed by an Australian law.

However, this adjustment will only
apply to the extent the liability or
right cannot be characterised as
private or domestic.

[Subsection 5-95(1), items 30 and 35 g
the table and subsection 5-95(2)]

decrease in the income year of liability to pay them arises. This is

Payments of tax (other than income
tax) are intended to reduce taxable
income, except to the extent they carj
be characterised as private or domest
However, they are not intended to
reduce taxable income when the

C.

also true of liabilities to pay income
tax. The reverse is true of refunds of
tax. These increasing adjustments
achieve the intended outcome.

An increasing adjustment to reflect
apportionment for the private or
domestic part of amounts that have
reducednet income. An example is
the decline in tax value of a

depreciating asset that is used partlyoutgoing that is private or domestic.

for private or domestic purposes.

[Subsection 5-95(1), item 1 of the table
section 5-100, items 7 and 8 of the
table]

It is the intention that losses or
outgoings that are private or domestic
should not reduce taxable income. T
achieve this outcome, it is necessary
add-back the portion of any loss or

This is required because sometimes
-only wholly private or domestic
amounts are excluded from net income.

Chapter 4 explains these issues in
detail.

An increasing adjustment when the
general anti-avoidance rules apply.

[Section 5-100, item 13 of the table]

Taxpayers may enter into schemes tq
reduce or defer their tax liability. The
general anti-avoidance rules are

intended to address these schemes.

Where the general anti-avoidance rul
applies to address this problem, an
increasing adjustment may be
necessary to restore the taxpayer’s tax
position to what it would have been in
the absence of the scheme.

See section 25-5 of the ITAA 1997.
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Increasing adjustment

Rationale for the adjustment

An increasing adjustment equal to
the amount of any distribution of
profits (this would only apply where
the taxpayer was a company or trus
(called a ‘tax entity’)).

[Section 5-100, item 3 of the table]

Under the new entity taxation
arrangements, tax entities are to pay
income tax, at the entity tax rate, on

sttheir taxable profits. This includes
those profits that they eventually
distribute to members.

Since such distributions will reduce n
income (as payments), it is necessary
add them back to achieve this policy
outcome.

to

Table 3.7 Key decreasing adjustments

Decreasing adjustment

Rationale for the adjustment

If the taxpayer has a positive net
exempt income, a decreasing
adjustment for the amount by which
it is positive.

For example, a taxpayer with a net
exempt income of $100 has a
decreasing adjustment of $100.

The meaning of the term ‘net exem
income’ is set out at paragraphs 3.¢
to 3.67.

[Subsection 5-95(1), item 5 of the tablg

Exempt amounts are not intended to
taxable. Such amounts will be
1included in net income as either a
receipt, increase in the tax value of
assets or a decrease in the tax value
liabilities. Consequently, there needs
to be a decreasing adjustment to ens
that the exempt amounts are not

Plaxable.
b5

I

of

ure

A decreasing adjustment equal to t
amount of any gift or contribution
that:

e is not taken into account in
working out net income (e.g. a
gift that is private or domestic
in nature); and

¢ covered by Division 30 of the
ITAA 1997.

[Subsection 5-95(1), item 15 of the
table]

né gift not included in working out net
income (e.g. a private or domestic gif
will not reduce net income. This is
appropriate unless the gift is made to
body listed in the gift provisions of
Division 30. In these cases itis
intended that a taxpayer be able to
reduce their taxable income by the
amount of the gift. This adjustment
achieves that outcome.

)

a

A decreasing adjustment to reflect
apportionment for the private or
domestic part of amounts included
working out net income that have
increasedhat net income. An
example is a gain on disposal of a
depreciating asset that has been us
partly for private purposes.

[Subsection 5-95(1), item 1 of the tablg;

section 5-100, item 7 and 8 of the tableg

It is intended that amounts that are
private or domestic should not be

irtaxable. This adjustment will ensure
that outcome.

Chapter 4 explains these issues in

detail.
sed

—
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Decreasing adjustment Rationale for the adjustment

A decreasing adjustment equal to th&@hese amounts are not intended to be
amount of any receipt that is a refupthxable.
of income tax. However, this
adjustment will only apply to the
extent the receipt cannot be
characterised as private or domestic.

[Subsection 5-95(1), item 25 of the

table]
A decreasing adjustment equal to th@hese adjustments deal with the same
amount of any: issues as discussed in the fourth row|of

f Table 3.6 (dealing with increasing
adjustments). A decreasing adjustment
is necessary so that a decrease in a
liability to pay tax, or an increase in a|
e increase in the income year of| right to a refund of tax, does not affeg

any right to a refund of tax a taxpayer’s taxable income.

imposed by an Australian law.

e decrease in the income year o
anyliability to pay tax imposed
by an Australian law; or

—*

However, this adjustment will only
apply to the extent the liability or
right cannot be characterised as
private or domestic.

[Subsection 5-95(1), items 30 and 35 qf
the table and subsection 5-95(2)]

A decreasing adjustment for an The general anti-avoidance rules may
application of the general anti- operate to increase the taxable income,
avoidance rules. or reduce the tax loss, of a taxpayer.

[Section 5-100(2), item 13 of the table]| Where this is the case, it may be'
necessary to reduce the taxable income,

or increase the tax loss, of one or mare
other taxpayers.

This decreasing adjustment will
achieve that outcome, if necessary.

A decreasing adjustment for For policy reasons, the Parliament may
expenditure concessions. provide for a taxpayer’s expenditure on
an asset, or an inflated proportion of a
taxpayer’s expenditure, to immediately
reduce taxable income. Decreasing
adjustments will achieve this outcome.

For example, a decreasing adjustment
will be needed to fully achieve the tax
incentives for research and
development expenditurgSection
5-100, item 6 of the table]

Unused tax losses reduce taxable income

3.59  All or part of a taxpayer’s tax losses from earlier years may be
used in an income year if the taxpayer’s ‘net income’ plus their ‘income
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tax law adjustment’ is positive. The draft legislation is not complete in its
treatment of losses. Accordingly, the paragraphs that follow discuss the
anticipated treatment of prior year losses.

3.60 It is intended that only a taxpayer’s prior year losses meeting the
relevant tes#® can be carried-forward to reduce taxable income in future
years. Also, a tax loss will first reduce the amount of a taxpayer’s net
exempt incomé& (if positive) before it is used to reduce taxable income.

If a taxpayer’s net exempt income is negative, it is not relevant to working
out how much of a tax loss is used-up.

What will ‘unused tax losses’ be?
3.61 The ‘unused tax losses’ will be:

¢ the sum of all the taxpayer’s allowable tax losses from earlier
income years that have not previously been used;

less
e the amount of a taxpayer’s net exempt income (if positive).
How much of a tax loss will be used in an income year?

3.62 Some of a taxpayer’s unused tax losses may be left over for use

in future years. The amount of the unused tax losses used-up in an income
year is set out in Table 3.8. However, tax entities subject to entity

taxation will be able to elect whether or not to use a tax loss in an income
year?2

Table 3.8 Amount of unused tax losses used-up in an income year

If the result of [net income + income The amount of the tax loss used-up
tax law adjustment] is: is:

n

Equal to or greater than the tax loss The whole amount of the tax los

O

Less than the tax loss An amount of the tax loss equal t
[net income + income tax law
adjustment]

In what order will tax losses be used if there is more than one?

3.63 A taxpayer may have a tax loss from each of 2 or more earlier
income years. In this case, the tax losses are used up in the order in which
they are incurred. This is also the position under the current law. This
means that:

20
21
22

Such as the continuity of majority beneficial ownership tests applying to companies and trusts.
The meaning of the term ‘net exempt income’ is set out at paragraphs 3.65 to 3.67.
See Recommendation 11.5.
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e net exempt income (if positive) first reduces tax losses in the
order in which they arose; then

e the amount of [net income + income tax law adjustment]
reduces tax losses in the same order.

3.64  Example 3.7 illustrates how unused tax losses are used.

Example 3.7 A taxpayer has a tax loss from each of the previous two
income years

Jacob is preparing his tax return for the 2004-2005 income year. For
that income year he has:

¢ netincome of $50,000;
e anincome tax law adjustment-€$10,000; and
e net exempt income of $30,000.

Jacob also had a tax loss of $40,000 in each of the 2002-2003 and
2003-2004 income years.

Jacob does not have a taxable income. This outcome is worked out in
the manner set out below.

¢ [Netincome + income tax law adjustment] is $40,000 (i.e.
$50,000 ++410,000));

e Unused tax losses are $50,000 (i.e. $80,000 (tax losses)
—-$30,000 (net exempt income))

e The $40,000 [net income + income tax law adjustment] is
reduced by the $50,000 unused tax losses, resultinglid, 000.

¢ Jacob does not have a taxable income because the result of this
process is not positivés,

All of Jacob’s 2002-2003 tax loss has been used-up. He has $10,000
of his tax loss from 2003-2004 left over to be carried-forward to future
income years.

A ‘net exempt income’ may need to be worked out

3.65 A taxpayer may have to work out whether they have a ‘net
exempt income’. This is relevant to whether they have an increasing
adjustment or decreasing adjustment (see Tables 3.6 and 3.7) and to the
amount of their unused tax losses that may reduce taxable income (see
paragraph 3.61). The draft legislation does not set out the provisions for

23 See paragraph 3.18.
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working out net exempt income. Accordingly, the paragraphs that follow
discuss the anticipated framework for doing that.

3.66  There is a variety of areas throughout the income tax law that
make various amounts exempt. Examples are the exemption of some
social security benefits and the exemption of distributions that have been
subject to family trust distribution tax.

How will net exempt income be worked out?

3.67 Net exempt income will be worked out using the same method
used to work out net income (see the method statement at paragraph 3.25).
However, only certain receipts, payments, assets and liabilities will be
taken into account in applying the method statement. These are as set out
below.

¢ Only receipts (calleexempt receipifsthat the income tax law
defines to be exempt will be included. Examples are exempt
social security benefits and distributions subject to family trust
distribution tax.

e Only payments made, and liabilities taken on, in order to get
an exempt receipt will be included.

e Only assets and other liabilities that the income tax law says to
include in working out net exempt income for an income year
will be included. For example, if a gain on the disposal of an
asset is intended to be exempt, the receipt for the disposal
would be included in working out net exempt income, as
would the opening tax value of the asset.

What is the treatment of non-cash transactions?

3.68  The draft legislation does not contain comprehensive rules to deal
with arrangements involving the exchange or giving (without
consideration) of non-cash benefits (e.g. a barter transaction).
Consideration is being given to the development of these rules. They will
be important to ensure that taxpayers are properly taxed on all their
income, and that all their expenses are properly recognised.

How will capital gains be treated under the new method?

3.69  The draft legislation does not deal with capital gains treatment.
The paragraphs that follow discuss the anticipated framework for dealing
with gains subject to capital gains treatment in the context of the cash
flow/tax value approach. Full details of the capital gains treatment
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proposals are discussedAnTax System Redesigned: Overview,
Recommendations, Estimated Impa&éts

3.70  Capital gains and losses will be brought into taxable income/loss
as part of netincome. In order to maintain the appropriate treatment for
capital gains and capital losses, it will be necessary for a taxpayer to
determine whether they have a net capital gain or loss for an income year.
A taxpayer will need to do this in any income year in which one or more
capital gains events occur (such as the disposal of an asset subject to
capital gains treatment).

3.71  Table 3.9 sets out, in general terms, the anticipated effect capital
gains treatment will have in working out taxable income or tax loss for
these cases:

e where a portion of a gain is not to be included in taxable
income25 and

e where capital loss quarantining applies.

Table 3.9 Effect of capital gains treatment on calculation of taxable
income/tax loss

If there is a net capital gain: If there is a net capital loss:

There would be a decreasing There would be an increasing
adjustment equal to the portion of anyadjustment equal to the amount of the
net capital gain that is not to be taxednet capital loss (this would achieve
guarantining). Any net capital loss
could be carried forward to offset
future capital gains as set out in the

Recommendatiorn$

How are cash basis taxpayers affected?

3.72  The method for calculating taxable income will need to be
modified to accommodate those taxpayers who, for policy reasons, will be
taxed on a cash basis.

24
25
26

See Recommendations 4.10 and 4.11 and Section 18.
See Recommendations 18.2(a) and 18.3(i)
See Recommendation 18.4.
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Chapter 4
Excluding private or domestic items

Outline of Chapter

4.1 This Chapter describes the circumstances in which the concept of
‘private or domestic’ is relevant in calculating an individual's income tax,
and explains the meaning of the expression in the different contexts in
which it arises. The relevant part of the proposed legislation is

Division 12. This concept is not relevant to taxpayers other than
individuals.

Context of Reform

4.2 The draft legislation introduces a new formula for working out
how much income tax is payable by an Australian resident. It replaces the
old method, which uses the expressions ‘assessable income’ and
‘allowable deductions’, with one that embraces ‘receipts’, ‘payments’,
‘assets’ and ‘liabilities’.

4.3 However, some classes of these new items will be excluded from
the formula. In the case of individual taxpayers, an exclusion will most
commonly turn upon whether the expression ‘private or domestic’ could
be said to apply in the particular circumstance.

4.4 Under the new system, a taxpayer’s income comprises the excess
of money receipts over money payments plus the change in tax value of
net assets and liabilities over the year. Such a system attracts a number of
advantages, including the extension of tax relief to business related
expenditure that is ‘preliminary’ and therefore not ‘incurred in deriving

the assessable income’ (often called ‘blackhole expenditure’).

4.5 Such a simple system is not suitable for individuals without some
modification. For individuals, some receipts, such as gifts, and many
payments, such as expenditure on food, clearly should fall outside the tax
calculation. In a similar vein some liabilities, such as certain debts to a
parent, and the falling tax value of assets used up through personal
enjoyment should also be excluded.

4.6 The present law makes these kinds of exclusions by applying the
notions of ‘income’, ‘capital’, ‘private or domestic’ and ‘incurred in
deriving the assessable income’. Under the draft legislation all receipts,
payments, assets and liabilities are included unless they are specifically
excluded.
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4.7 In making these kinds of exclusions the draft legislation will rely
solely upon the idea of ‘private or domestic’. This test will have a role to
play in accounting for receipts, payments, liabilities and some assets.

Summary of new law

4.8 The process of working out the tax liability of an Australian
resident will comprise a number of steps:

¢ the tax liability for any year is worked out by applying the tax
rates to the taxpayer’s taxable income and then subtracting tax
offsets[section 5-10]

¢ taxable income is worked out by determining net income,
adding the income tax law adjustment and subtracting unused
tax lossegsection 5-15]

e net income is worked out by subtracting receipts from
payments and adding (or subtracting) the net change in the tax
value of assets and liabilitigsction 5-55] and

¢ the income tax law adjustment is worked out by subtracting
decreasing adjustments from increasing adjustnfssation
5-90]. Increasing adjustments and decreasing adjustments are
specifically listedsections 5-95 and 5-100)]

4.9 For individuals, considerations of ‘private or domestic’ will arise
in the process of working out both the net income and the income tax law
adjustment.

‘Private or domestic’ and net income

410  The draft legislation excludes items from the net income
calculation if they contain private or domestic features:

e receipts and payments will be excluded to the extent to which
they are of a private or domestic natjseetion 12-10]

¢ liabilities will be excluded if they are wholly of a private or
domestic naturgection 12-15 and subsection 12-20(2Nnd

e some assets will be excluded if they are for private or domestic
purposesgsection 12-15 and subsection 12-20(1)]

4.11 Some assets, such as a main residence and decorations for valour,
that have private or domestic aspects are subject to special treatment
[section 12-50]
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‘Private or domestic’ and the income tax law adjustment

4.12 Increasing or decreasing adjustments will arise whetns 5-95
and 5-100]

¢ there has been a change in the tax value of a liability that is
associated with some private or domestic advantage;

¢ in the case of certain kinds of assets, there has been a change
in the tax value of an asset partly used or intended for use for
private or domestic purposes; and

e assets are disposed of, and liabilities are satisfied or disposed

of, when some use or intention for private or domestic
purposes has occurred.

Comparison of key features of new law and current law

4.13  The following table highlights the key features which can have
the effect of excluding items from the tax calculation:

New Law Current Law
Receipts are generally included in Income according to ordinary
taxable income, but private or domesticconcepts forms the basis of taxable
receipts are excepted. income.

Payments generally reduce taxable | In order to reduce taxable income,
income, but private or domestic outgoings must be:

payments do not. Payments that result in
an asset that remains at the end of an
income year do not qualify for
immediate deduction. and not be:

e private or domestic; or

e incurred in the course of
deriving the income;

e capital.

Detailed explanation of new law

4.14  Basic to the process of calculating a person’s income tax under
the new method is the concept of net income. Under the statutory formula,
the net income is worked out by subtracting receipts from payments and
adding (or subtracting) the net change in the tax value of assets and
liabilities (see Chapter 3).

4.15 For individuals the application of this formula is modified in
order to take into account private and domestic considerations. Without
such modifications, individuals would be subject to taxation on family
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gifts and would obtain tax relief for their expenditure on food and
entertainment.

4.16 In order to avoid such results, the law provides that in the case of
individuals all receipts, payments, liabilities and some kinds of assets will
be excluded from the tax calculation to the extent that they have a private
or domestic character or use. Furthermore, many individuals will have
their incomes calculated on a cash basis. As such, many assets and
liabilities will not need to be brought to account at all.

4.17  There are 3 mechanisms by which the taxable income can be
modified to take into account private or domestic considerations:

¢ generally speaking, where an item of the net income formula
could be described as ‘wholly private or domestic’, that item is
excluded altogether from the net income formssations 12-10
and 12-15]

¢ generally speaking, in those cases where a receipt or payment
is partly of a private or domestic nature, it will be excluded to
the extent that it has this natysection 12-10] and

¢ in those cases where liabilities and certain assets are used or
intended for private or domestic purposes, there will often
arise an increasing or decreasing adjustmsections 5-95 and
5-100}

What does ‘private’ mean?

4.18  ‘Private’ is a word that can carry a number of shades of meaning.
The meaning that it carries in the context of taxation laws is one that can
be contrasted with ‘income earning’ or ‘commercial’ or ‘business’. A
transaction of a private character and a private use of an asset or liability
are typically associated with the enjoyment or sharing of wealth in contrast
to its creation or growth. ‘Private’ does not carry the shade of meaning
that can be contrasted with ‘public’, being the meaning it bears in, for
example, ‘private property’ and ‘a private income’.

What does ‘domestic’ mean?

4.19 ‘Domestic’ can be used to describe those things that are of or
pertaining to the household. Its meaning is similar to, though less general
than, ‘private’.

4.20 Further explanation about the meanings of ‘private’ or ‘domestic’
is best done in the various contexts in which they arise.
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Applying ‘private or domestic’ to receipts and payments
What are receipts and payments?

4.21  The vast majority of cases will, as one would expect, involve the
passing of money from one party to another.

4.22 However, under the new system of taxation there are provisions
that deem a receipt or payment even if there has been no money changing
hands.

The ‘on behalf of rule

4.23 Receipts and payments are taken to occur where there is a
transaction not directly involving the taxpayer, but which occurs on the
taxpayer’s behalf. It is taken to involve both a receipt and a payment by
the taxpayelSection 5-65]

Example 4.1

Thomas conducts a car dealership business and Lydia is an accountant.
She decides to extend him some credit. Over a period she provides him
with $80,000 worth of accounting services. Instead of asking him to
settle up with a direct payment, she asks him to pay the money to one
of her creditors in partial satisfaction of a debt. Upon payment, Lydia

is taken to have received a payment of $80,000 in satisfaction of
Thomas'’s debt, and is taken to have spent the money in reducing her
own liabilities.

Special treatment of receipts and payments of individuals

4.24  For individuals, there is a general rule that receipts and payments
are not taken into account to the extent that they are private or domestic in
nature[section 12-10]

Example 4.2

Thomas pays the newsagent $120, half of which covers newspapers for
personal use and the other half is for stationery items that he will use in
his business. The payment is private to the extent of $60.

4.25 However there is a major exception to this general rule. Where a
payment is made to acquire or improve an asset, or an amount is received
upon a sale of the asset, the payment or receipt will be wholly included or
wholly excluded, depending entirely upon whether the asset itself will be
or has been includgsubsections 12-25(2) and (3)All assets are included

unless they are intended to be used for private or domestic purposes, and
even then only if they fall into certain categories (see paragraphs 4.65 to
4.75).
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Example 4.3

Lydia buys a computer costing $8,000 for her accountancy business
but she intends to use it partly for private purposes. The whole of the
$8,000 is included as a payment.

4.26 Liabilities are treated in a symmetrical W@ybsections 12-25(4)
and (5)]

Example 4.4

Lydia borrows the $8,000 from a financial institution. Even though the
funds will provide some private advantage, the resulting liability is
included and the whole of the $8,000 loan principal is included as a
receipt.

4.27 It will be necessary for individuals to examine their transactions
to determine to what extent they are of a private or domestic nature.

4.28 Of course in a vast number of cases this will be so simple that
taxpayers would not turn their minds to the matter at all. The tax
implications of such obviously private payments as those for family
groceries will not concern the taxpayer at the time of purchase or at the
time of preparing an income tax return.

4.29 Indeed the system countenances such behaviour by deliberately
excluding wholly private or domestic transactions from the net income
formula in order that individuals are released from any requirement to
record and account for these innumerable transactions.

Which kinds of receipts are private or domestic?

4.30 Generally speaking, the kinds of receipts that are presently taxed
because they constitute ‘income’ within the ordinary meaning of that word
would not be expected to be excluded under the proposed regime on the
basis that they could be considered to be private or domestic. This is
because it has always been inherent in the notion of ‘income’ that the
expression tends not to embrace non-commercial, private or domestic
affairs. That is, the meaning of ‘income’ already tends to exclude private
or domestic receipts.

Example 4.5

A father provides $10,000 to help his daughter in carrying on her
meals-on-wheels business. The decision to make the payment has little
to do with the nature of the business and much to do with the family
relationship. As such, the receipt would be private and would not
constitute income.

On the other hand, if the daughter was entitled to a subsidy of $10,000
because of the nature of her business, the receipt would not be private
and would constitute income.
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431  The converse does not apply. There will be many receipts which
are not income but which the new method will now bring to account —
while ‘income’ does not include capital amounts, there is no such
exclusion inherent in ‘receipts’.

Example 4.6

Phoebe decides to buy a new tractor and borrows $20,000 for that
purpose. Of course the amount does not constitute income, but at the
time the funds are handed to her there will arise a ‘receipt’ (the
resulting liability to the lender ensures that Phoebe is not taxed on her
receipts).

Windfalls and gifts

4.32 Windfall receipts, such as lottery wins, would have a private
nature and the same would generally apply to gifts. However amounts
received in relation to income earning activities, such as tips or bonuses,
would not be excluded from the net income formula.

Example 4.7

Phillip is a talented footballer and wins the official fairest and best
award. A television station rewards him with a payment of $20,000.
The receipt is not private.

Wages etc.

4.33 Salaries, wages and fees for services provided would rarely be
private, although the situation might arise in a purely domestic situation.
For example, a child might be paid an allowance for performing
household chores. This would not give rise to taxable income. In
providing services, if a receipt is not for the services themselves (say, the
painting of a room), but is merely a reimbursement of costs incurred in
performance (the cost of the paint), then the receipt may well be private.

Inherently non-private receipts

4.34 Interest, rent, company dividend and trust distribution receipts
would not be expected to have a private or domestic nature.

Receipts on disposal of assets

4.35 Receipts that are for the disposal of assets are subject to specified
treatmen{subsection 12-25(3)]As such, there is no need to determine

whether the receipt itself is wholly or partially of a private or domestic
nature. Instead, the rule is that the receipt will be included only if the asset
is included. All assets are included in the net income formula, and then a
range of specific exclusions, sharing a private or domestic theme, are
provided for in sections 12-15, 12-20 and 12-50 (see paragraphs 4.65 to
4.75).
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4.36 Even though the receipts upon disposal attract no ‘private or
domestic’ scrutiny, the disposal itself may give rise to an increasing or
decreasing adjustment, and the notion of ‘private or domestic purpose’
may well have a part to play in determining the existence and extent of
these adjustments. The interplay between assets and ‘private or domestic’
is discussed later in this Chapter.

Borrowed principal

4.37  Similarly, it is not necessary to determine whether a receipt of
borrowed funds from a lender, being a receipt giving rise to a liability, is
private or domestic. This is because, in a way that mirrors the treatment of
assets, the receipt will be included if and only if the liability is to be
included[subsection 12-25(4)]Liabilities generally are included in the net
income formula, with the exception of those liabilities that are wholly of a
private or domestic natufsection 12-15 and subsection 12-20(2)]

Debt defeasance receipt

4.38 A receipt which constitutes consideration for taking over
someone else’s liability (a debt defeasance receipt) would be treated in the
same way as the borrowings in the paragraph 4.37.

Repayment receipt

4.39 It is not necessary to determine whether a receipt which
constitutes the repayment of a loan previously made by the taxpayer is
private. The right to be repaid is an asset and, as is generally the case with
assets, proceeds upon disposal will be included in receipts only if the asset
is included in the formuldSubection 12-25(3)]

Categories of treatment for receipts

4.40  This diagram shows the different kinds of treatment that can
apply to receipts.
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Diagram 4.1
A receipt in A repeipt giving
return for ceasing nse to_ or Any other receipt
to hold an asset| Increasing a
liability
A 4 A 4
Is the asset Will the liability be
included in the net included in the net
— income formula? — income formula?
(‘private assets’ not (‘private liabilities’
included) not included)
YES NO YES NO
A v
Exclude the Exclude the
whole receipt whole receipt
from the net from the net
income formula income formula
v
A4 A/ Include the receip
Include the Include the in the net income
whole receipt in whole receipt in formula except to
the net income the net income the extent it is
formula formula private or domesti

What kinds of payments are private or domestic?

441  There will be many more payments of a private or domestic
nature than there will be receipts of this kind. This is not surprising when
one bears in mind that a vast array of consumption transactions —
purchases by non-business consumers of goods and services — involve a
business receipt on one side but a private payment on the other.

4.42 Under the current law, expenditure comes within the general
deduction provision (section 8-1 of the ITAA 1997) if it fulfils a number
of requirements, including the requirement that it not be of a private or
domestic nature. As such, all expenditure that currently qualifies as
deductible under that section will not fail to provide tax relief under the
new law solely on the basis that it is private or domestic in nature.

4.43 Payments will be of a private or domestic nature if they are
calculated to achieve a private or domestic purpose. For the avoidance of
doubt, the law will provide that some types of expenditure are private, for
example, certain self education experises.

Gifts

4.44 A gift would usually be of a private or domestic nature, although
there would regularly be occasions where a gift is not private because it is

See Recommendation 4.12.
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made by a business to further its reputation and so sustain or improve its
profitability.

Example 4.8

Leong voluntarily contributes to the construction costs of a bypass
road so that heavy vehicles do not detract from the amenity of a small
town. Such a payment would not be private if it was to secure the
favour of the local community in respect of Leong’s business interests.

Food and drink

4.45 Normally an individual’'s payments for food and drink would be
of a private nature, and this is the case even where an employer has
prescribed the type and amount to be consumed.

Example 4.9

Matthew is a professional footballer who would be a more effective
player if he was bigger. His coach tells him to build himself up by

eating lots of steak and potatoes and drinking more beer. The payments
for the food are private.

4.46 On the other hand, expenditure on such items may not be private
if it is made in the context of work related travel.

Example 4.10

Nicholas conducts a rice exporting business and regularly travels to
Japan to maintain contacts. During these trips his payments for food
and accomodation would not be private.

4.47 Clearly such expenditure is not private if the food and drink
constitutes trading stock or is consumed by one’s employees in a work
context.

4.48 It can be seen that whether or not a payment is private is to be
determined not primarily by reference to the nature of the item or service
that has been purchased, but by the nature of the advantage that the item or
service will procure.

Child minding

4.49 Payments to obtain child minding services provide another
example of this proposition. Such payments would normally be private
even in the case where it is necessary to make such payments in order to
earn one’s income.
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Example 4.11

Timothy is the sole parent of a 3 year old boy. It would not be possible
for him to continue his employment in a department store unless he
uses child care facilities. The cost of this care is private.

4.50 However, if an individual carrying on business makes payments
to secure child minding benefits for his or her employees, those payments
would not be private or domestic.

Travel to and from work

451  Travel payments, too, illustrate the proposition. Costs of travel to
and from work are normally private, even in the case where relatively
expensive taxis are necessary because of the absence of public transport.
However, if a person is required to transport to and from work bulky items
associated with his or her income earning activities, payments in respect
of that travel may not be private or domestic.

Example 4.12

Freya plays in a symphony orchestra and is paid for doing so. Her
instrument is the double bass and she is required to transport it to and
from performances. It is so bulky that she needs to use a station wagon.
The travel has a business flavour and so would not be private.

4.52 It is not intended that the new law would set up a departure from
the current tax treatment of travel to and from work. Indeed many kinds of
expenses would be expected to have their tax treatment remain the same.

Wages, rent etc.

4.53 Payments of wages will be private where a private or domestic
advantage accrues. This will apply for example to payments to a cleaner in
respect of service at the employer’s own residence.

454  Payments for rent, hire and leasing will be private to the extent to
which the property is used for private purposes.

Interest

4.55 Interest is private, and so excluded, to the extent to which the
borrowed funds are being used for a private purpose.

Example 4.13

Benny borrowed $100,000 and used the funds to purchase 10 hectares.
He uses half the land to operate a hobby farm, and leases out the other
half. Each year he pays interest of $8,000. The liability for the

$100,000 is included in the formula, but $4,000 of the interest payment
is excluded as private.
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Payments for assets

4.56 Payments that are consideration for the acquisition or
improvement of assets are subject to special treatment. As such, there is
no need to determine whether the payment itself is wholly or partially of a
private or domestic nature. Instead, the rule is that the payment will be
included if and only if the asset is to be inclugi@dsection 12-25(2)]

Assets generally are included in the net income formula, and then a range
of specific exclusions, sharing a private or domestic theme, are provided
for in sections 12-15, 12-20 and 12-50.

Extending loan funds

457 A payment that constitutes the extension of loan funds is
effectively consideration for the acquisition of the resulting debt, which is

an asset. As such the payment is subject to the special treatment discussed
above.

Repaying a loan

4.58 Payments that are for the release from a liability are subject to
special treatmensubsection 12-25(5)]As such, there is no need to
determine whether the payment itself is wholly or partially of a private or
domestic nature. Instead, the rule is that the payment will be included if
and only if the liability was included. Liabilities generally are included in
the formula under section 5-55, but those that are wholly private or
domestic in nature are excluded by section 12-15.

4.59 However, even though the payments upon release attract no
‘private or domestic’ scrutiny, the release itself may give rise to an
increasing or decreasing adjustment, and the notion of ‘private or
domestic purpose’ may well have a part to play in determining the
existence and extent of any such adjustment (see paragraphs 4.79 and
4.80).

Debt defeasance payment

4.60 A payment made in order that another person will assume a
liability (a debt defeasance payment) has the same effect as a repayment,
and the treatment of such a payment is described in paragraph 4.59.

Categories of treatment for payments

4.61 Diagram 4.2 shows the different kinds of treatment that can apply
to payments.
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Diagram 4.2
A payment for A payment to
starting to hold obtain release Any other
or improving an from or reduction payment
asset of a liability
A 4 A 4
Will the asset be Is the liability

included in the net
income formula?,
(‘private liabilities’

included in the net
income formula?
(‘private assets’ not

whole payment
from the net
income formula

A4

Include the
whole payment
in the net income
formula

whole payment
from the net
income formula

included) not included)
YES NO YES NO
v v
Exclude the Exclude the

A4

Include the
whole payment
in the net income
formula

v

Include the paymerjt
in the net income

formula except to t

extent it is private

domestic

Applying ‘private or domestic’ to assets and liabilities

4.62  As well as including the year’s receipts and payments, the net
income formula requires that the tax value of assets and liabilities at the
end of the year be taken into accofsattion 5-55] And as with receipts

and payments, ‘private or domestic’ considerations can cause assets and
liabilities to be excluded from the formula, and the ‘conversion rule’

means that assets and liabilities can move into and out of the formula even
in the absence of a transaction. Such considerations can also cause assets
and liabilities to give rise to increasing or decreasing adjustments.

The conversion rule

4.63  Conversion occurs where items, previously excluded from the net
income formula because they are being used privately, are required to be
included, and vice versa. In such a case it is taken that the taxpayer made
or received a payment equal to the market value of the item. And even
though that payment is not included as a ‘receipt’ or a ‘payment’, a tax

adjustment will arise equal to the amount taken to be [s&idions 12-30,
12-35, 12-40 and 12-45]
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Example 4.14

Lydia had bought a room heater for $800 and has used it at home, but
now decides to use it at her office. She could sell it for about $600.
The heater will be brought into the taxing formula as an asset, and
Lydia will be taken to have made a payment for it of $600. Even
though the ‘payment’ is not included in the formula, a decreasing
adjustment of that amount will apply.

4.64  The regime that applies ‘private or domestic’ considerations to
assets differs substantially from that which applies such considerations to
liabilities.

‘Private or domestic’ and assets
Exclusion from formula

4.65 Unlike the 3 other components of the net income formula —
receipts, payments and liabilities — assets are not excluded from the
calculation on the basis that they are wholly of a private or domestic
nature. Assets generally are included in the formula, and then a range of
specific exclusions, sharing a private or domestic theme, are provided for
in section 12-15 and the definition mfivate assein subsection 12-20(1).

4.66 Depreciating assets that are used or intended for use wholly for
private or domestic purposes are excluded from the formula. However if a
collectable depreciates, it will not fall within this exclusjsubsection

12-20(1), item 1 of the table]

Example 4.15

Robert is a professional portrait photographer and buys a small camera
so that he can take it with him on his holidays. The asset is excluded.

4.67  All tangible assets, other than depreciating assets and land,
costing $10,000 or less that are used or intended for use at least partially
for private or domestic purposes are exclu@eiskection 12-20(1), item 3 of

the table]

Example 4.16

Jamila buys a painting for $9,000. She intends to usually hang it in her
consulting rooms, but occasionally hangs it at home. The asset is
excluded.

However if Jamila had no intention to hang the painting, and was
holding it in safe storage with the intention to resell at a profit, it is
included.

4.68  Some special classes of assets that have a measure of private or
domestic character are subject to specialised treatment under other
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provisions. Such assets include an individual's main residence and a
decoration for valour or brave condyskction 12-50]

4.69  The law provides that, generally speaking, a depreciating asset
can be excluded only if it is us@dolly for private or domestic purposes,

and if not used, then intended to be us&dlly for those purposes. On the
other hand, non-depreciating assets are excluded as private on the basis of
their initial cost angbartly private usage.

What does ‘used for a private or domestic purpose’ mean?

4.70  As such, the meaning of the expression ‘used for a private or
domestigpurpose’assumes an importance. And the terminology differs
somewhat from ‘private or domesticmature’. However the differences
between the 2 expressions should not be taken to reflect different ideas.
Indeed payments will be of a private or domesttureif they are

calculated to achieve a private or domegticpose(see paragraph 4.43

and following).

4.71 A private or domestic purpose, in respect of the use of an asset, is
one which concerns the enjoyment or sharing of wealth rather than its
creation or maintenance.

Example 4.17

Adam is a travelling salesman and uses his car for these purposes. The
use is not private — he is looking to earn money.

Adam uses his car to inspect his rental properties. The use is nhot
private — he is looking to protect his income earning assets.

Adam uses his car to drive to the coast for a holiday. The use is
private.

Adam’s friend Ellie needs a car in her catering business, but hers is
temporarily off the road. Adam lets her use his car. The use is private —
Adam is sharing his wealth.

Tax adjustments for end of year assets

4.72  The formula requires that the tax value of included assets be
brought to account at the end of each year. This may give rise to tax
adjustments on account of private or domestic considerations in the case
of depreciating assets.

4.73 If a depreciating asset which is included in the formula has been
used for a private or domestic purpose, an increasing adjustment will
arise. The adjustment is equal to the part of the fall in tax value for the
year that is attributable to private or domestic use or holding. Section
40-80 provides for an increasing adjustment where a depreciating asset is
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used for non-taxable purposes, and subsection 40-25(3) defines
non-taxable purposes as including private or domestic purposes.

Example 4.18

Lydia’s computer had an opening tax value of $3,000 and a tax value
at year end of $2,500. It was used half the time for private purposes, so
an increasing adjustment of $250 will arise.

4.74  There is no provision for other kinds of end of year assets that are
used for private or domestic purposes to give rise to tax adjustments. This
is because their tax values will not change over the year, even if their
market values do.

Tax adjustments on disposal of assets

4.75  The disposal of a depreciating asset that has been held both for
private or domestic purposes and otherwise than for those purposes will
ordinarily give rise to an adjustment amount, and it may be either
increasing or decreasipgction 40-85] The adjustment copes with the
private use of the asset for the whole of the time during which it was held
by taking into account, amongst other things, previous year increasing
adjustments. This is fully explained at Chapter 9 which deals specifically
with wasting assets.

‘Private or domestic’ and liabilities
Exclusion from formula

4.76 Liabilities are excluded from the calculation if they are wholly
private or domestic in natufection 12-15 and subsection 12-202J[he

nature of a liability is determined by the nature of the advantage its
existence provides. In the case of a liability constituted by a borrowing, its
nature would usually be determined by an examination of the use of the
borrowed funds. Just as the use of borrowed funds can change, so can the
nature of a liability.

Example 4.19

Anna borrows $40,000 from the bank in January 2000 and uses the
funds to buy a car for her private use. As a result the liability to the
bank is wholly private.

In March she sells the car for $40,000, buys a cheaper model for
$20,000 and puts the other $20,000 in an interest bearing term deposit.
The liability is no longer wholly private and as such the conversion

rule applies. Anna is deemed to have received $40,000, but includes a
matching liability of $40,000 in the tax calculation formula.

Any interest paid in respect of the period after the sale would be
private to the extent of 50%.
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Tax adjustments for end of year liabilities

4.77 Liabilities can change their tax value over the course of a year.
For example, a borrower’s liability will increase if interest is capitalised.
The increase in the tax value of the liability will lower the borrower’s
taxable income for the year by just the same amount as interest payments
would have done if the interest was not capitalised.

4.78 If the loan funds were used to some extent for private purposes,
interest payments would be excluded from providing tax relief to that
extent. The same ultimate effect is expected to be achieved in the case of
capitalised interest by means of a tax adjustrizebdection 5-95(1), item 1 of

the table]

Example 4.20

At the end of June 2000, Anna arranges that the interest not be paid but
instead be added onto the outstanding balance (capitalised). On

30 June 2001 the balance of the loan has grown from $40,000 to
$44,000. An increasing adjustment of $2,000 will arise, reflecting the
proportion of private use of the borrowed funds.

Tax adjustments upon release from liabilities

4.79 For liabilities there is no equivalent to depreciation, which is
estimated in advance and then adjusted (corrected) upon asset disposal
with the advantage of hindsight. Because the kind of liability held for
private purposes is typically a borrowing, which has a value that can be
determined at any time (i.e. the amount owing), there is no need to adjust
for prior year estimations at the time of release. As such, the procedure for
adjustment upon release is expected to be similar to that applying to end
of year adjustments.

4.80  Anincreasing or decreasing adjustment is expected to arise upon
release from a liability where there is a variation between the tax value at
the beginning of the year and the payments to obtain release, to the extent
that the liability has been held for private or domestic purposes.

[Subsection 5-95(1), item 1 of the table]

Example 4.21

In December 2001 Anna repays the loan, which by this time has further
increased from $44,000 to $46,000. Her payment is, of course, $46,000
which is $2,000 in excess of the opening balance. An increasing
adjustment of $1,000 will arise reflecting the proportion of private use.
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Chapter 5
Assets and tax values

Outline of Chapter
5.1 This Chapter explains:
e what anassets;
e whoholdsan asset;
¢ the rules for working out an assetiax value and

¢ the rules for working out an asset@st

Context of Reform

5.2 While much of the current law seeks to assess changes in asset
values, it is not clearly expressed in those terms.

5.3 In particular, the current law fails definea concept of asset that
can be used consistently throughout the law. For example:

¢ the general deduction provision in the current law (i.e. section
8-1) applies the asset concept by referring to outgoings of a
‘capital’ nature — expenditures that provideesmluring
benefit — whereas, the capital gains and losses provisions (i.e.
Parts 3-1 and 3-3) apply that concept using, in part, the notion
of legal property.

54 As a result, assets dreatedin different and, often, inconsistent
ways. For example:

e some expenditures that give rise to items of a capital nature
may be deducted over time (e.g. plant and equipment),
whereas others cannot be deducted at all (e.g. takeover defence
COsts).

5.5 Contributing to the inconsistent treatment of assets is the current
law’s prescriptive approachFor example, the current law allows

taxpayers that own assets, which decline in value over time, to write-off
their cost over time, but only if the assets are specifically listed. As a
result, plant and equipment may be depreciated (as it is listed), but a right
for a fixed period cannot (as iti®t listed) even though they both have a
limited useful life and both will decline in value over time. The current
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law’s prescriptive approach in this area means that the law must regularly
be amended to include assets that were not previously listed. The latest
example of this type of amendment is the capital allowance provisions for
spectrum licences.

5.6 The new law will define aassetfor the whole law. It draws on

the meaning of asset for accounting purposes. This definition will help
make clear the scheme of the income tax law, making it easier to comply
with.

5.7 The current law taxes different taxpayers on the gains and losses
of an asset depending on what kind of asset it is. As a result, the taxpayer
who has to take into account the gains or losses of an asset could be the
asset’s legal owner, equitable owner or the taxpayer that paid for the asset.
The new law will set out in one place the provisions relating to who owns
or holds particular assets.

5.8 Under the new law, gains and losses from assets are included in
taxable income by means of changes in the tax value of those assets. An
important element in working out the tax value of most assets will be their
cost. The current law does not consistently define cost. The capital gains
and losses provisions refer to ‘cost base’, the trading stock provisions refer
to ‘cost price’ and other provisions refer to ‘cost’. Each of these terms can
involve different components. The new law will provide a single meaning
of cost.

Summary of new law

What will Division 6 do? Division 6 of Part 1-3 of the new law deals
with assets and liabilities and the concept of
tax values. This Chapter explains the
concept of asset and Chapter 8 explains the
concept of a liability.

What is an asset? An assetis something that embodies future
economic benefits.

Who holds an asset? In general, a taxpayéoldsan asset if it
owns the asset. But, there are special rules
for some cases (e.g. tenant’s fixtures and
assets that are not capable of ownership).

What is tax value of an asset? Thetax valueof an asset is the asset’s
value for income tax purposes.
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How is an asset’s tax value
worked out?

rules are summed up in these general
approaches:

The new law sets out rules for working out
an asset’s tax value. Very broadly, those

cost — the cost of creating or acquiring

an asset plus the cost of any
improvements;

estimated value — the cost of an asset

plus or minus an amount by which th
asset is estimated to increase or
decrease in value each year; and

market value.

How is an asset’s cost workedThe cost of an asset is comprised of

2 el

out?

ements:

costs in coming to hold the asset; an

e

d

costs that bring the asset to its present

condition and location.

Comparison of key features of new law and current law

New Law

Current law

The concept of aassets defined
and consistently used throughout {
entire law.

The concept of aassetis not
heonsistently applied. As a result, a
single concept of asset does not

emerge.

An asset is defined in commercial
and economic terms.

An asset is generally defined in legal
terms.

A taxpayer will be taxed on the
gains and losses from an asset if
theyholdit. The principle
underlying the concept of holding
an asset will be clear: a taxpayer
holds an asset if it economically
owns the asset.

It is not always clear who is taxed on
the gains and losses from an asset.
Sometimes it is the legal owner,
sometimes the equitable owner and

the asset. The principle that connect
these situations is not clear.

sometimes the taxpayer that pays for

The tax treatment of an asset’s ga
and losses will be principled.
Normally, gains and losses will be
subject to taxation when they are
realised. In some cases, unrealise
gains and losses are subject to ta
they are relatively certain.

and losses is by way of prescription.
general, the treatment that an asset’

dthe asset is singled out for a tax
treatment.

Thecostof an asset is defined and
consistently used throughout the
law.

Thecostof an asset is not consistent
defined. For example, the capital gai
and losses provisions use ‘cost base
and the trading stock provisions use
‘cost price’. These terms include
different elements.

nehe tax treatment of an asset’s gains

D

In

~

D

gains or losses get depends on whether
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Detailed explanation of new law

5.9 A taxpayer’s taxable income for an income year will include any
change in théax valueof anassetthat itholds[section 5-55]

5.10  Anincrease in the tax value of an asset will increase taxable
income, conversely a decrease will reduce taxable income.

5.11 A taxpayer wilhold an asset if it is the asset’'s economic owner;
that is, if the taxpayer is able to access the future economic benefits of the
asset while stopping others from accessing those benefits. In most cases,
the legal owner of an asset will be its economic owBabsection 6-15(3)]

5.12  The new law sets out rules for working outtthevalueof assets
[section 6-40] The result of these rules is that an asset’s gainschtaxed,

in most cases, until the asset is disposed of. This is achieved by giving
most assets a tax value equal to their cost.

5.13 Broadly, theostof an asset is equal to the cost of creating or
acquiring an asset (including any incidental costs) plus any costs of
improving the assefSubdivision 6-E]

What is an asset?

5.14  Anassets a thing that is able to provide economic benefits in the
future [subsection 6-15(1)]Assets embody future economic benefits in that
they are the source of those benefits. Put another way, assets are things of
positiveeconomic value.

5.15  Assets can take any number and manner of forms. They can be
tangible, or objects, such as motor vehicles, or intangible. Intangible assets
include rights, such as the right of access to someone else’s asset for a
period, as well as things that aret rights, such as knowledge and other
advantages.

5.16  Some things that meet the asset definition are not taken into
account in working out taxable income because they are given a tax value
of zero (see paragraph 5.42).

5.17  The asset definition does not require the precise measurement of
a thing’s economic value. It is sufficient in meeting the definition that a
thing has some positive economic value even if it is not ascertained or
brought to account.

Identifying the asset

5.18 Most assets have constituent parts. In some cases, the question
will arise whethethe asset is:

e a set of things; or
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e each of the things.

5.19  That question is one of fact and degree. It must be determined in
the light of all the circumstances of the particular case. Nevertheless, as a
general principle, a set of things that is functionally and structurally
complete usually constitutes a single asset. Therefore, it is necessary to
consider if a set of things is linked in a way that creates a single item with
its own functionsubsection 6-15(2)]

5.20 For example:

e a working motor vehicle is made up of a number of parts, but
the motor vehicle itheasset; and

e ashare in a company is made up of a number of rights (e.g. the
right to vote, and the rights to share in dividends and returns of
capital), but the share ibe asset.

5.21 In some cases the new law sets out special rules that help make
clear the identity of an asgegction 6-2%. For example, land is an asset

that is separate from any capital improvements madéittaritl of the table

in section 6-25]

5.22  The function and structure of assets can change over time. An
asset can be split into a number of asgetson 6-130] For example, a car
wrecker can split a motor vehicle into a number of assets by stripping the
vehicle of its parts and selling them separately.

5.23  Also, assets can merge into a single gssaibn 6-135] For
example, components such as a keyboard, hard-disk drive and
motherboard can be assembled to form a computer.

5.24  The identity of an asset is generally taken fromiftimg that
constitutes the asset. As a result, a tangible asset is identified by an object.
The identity and existence of a tangible asset may be confirmed by
viewing it (e.g. stock-take of trading stock).

5.25  Anintangible asset is usually identified by a right. The identity

and existence of intangible assets cannot be confirmdadmtly viewing

them. However, their identity and existence can be confirmed by
considering the transactions that gave rise to the rights. For example, the
right to use business premises into the future, which arises out of a
prepayment, may be identified on the basis of a tenancy agreement and
expenditures made (as ascertained from business and accounting records).
Rights recognised by the legal system (e.g. rights arising under contract)
are capable of ownership.

5.26 Intangible assets that avet rights can be more difficult to
identify. They will include knowledge and other advantages. Like rights,
they cannot be physically identified. However, unlike most rights, they do
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not generally result from agreements with others. Generally, the existence
of such assets can only be confirmed by examining the object sought in
making certain expenditures.

5.27  Assets that are knowledge or other advantages are often identified
or labelled by the object of the expenditure.

What is an economic benefit?

5.28  An economic benefit is a benefit that can be measured in money.
However, the benefit doe®t need to be capable of being converted into
money (see paragraph 5.32).

5.29 Economic value is a different way of looking at future economic
benefits: a thing will have an economic vah@wv if it is able to provide
economic benefits in tHieiture Thus, assets may be considered from 2
perspectives:

e as a stock of future economic benefits; or
e as a store of economic value.
5.30 Economic benefits come in 2 forms:

e cash inflows (e.g. a debt owed to a taxpayer will give rise to
cash receipts); and

e service or use (e.g. plant and equipment can be used to
produce goods or services).

5.31 Most assets provide both types of economic benefit. For example,
a computer can be used to run a program (providing a service bandfit)

it can be sold for cash (providing a cash inflow benefit). Therefore, the
computer has economic value because of what it can do (i.e. value-in-use)
and what it can be sold for (i.e. value-in-exchange).

5.32 A thing may still be an asset even if it cannot be sold. This will

be the case where the asset has value-in-use buboldes/e value-in-
exchange. For example, an item of specialised equipment may not have a
disposal value if nobody other than its current owner can operate it.
Nevertheless, the equipment would still constitute an asset if its owner
could use it to provide economic benefits.

Who holds an asset?

5.33  The change in the tax value of an asset is included in the taxable
income of the taxpayer thabldsthe assebteps 3 and 4 of section 5-55|n

this way only the holder of an asset accounts for the asset’s changes in tax
value.
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5.34  The new law sets out a table identifying the holder of different
kinds of assetgubsection 6-15(3)]Broadly, applying that table results in

the economic owner of an asset holding that asset; that is, the taxpayer that
is able to access the asset’s economic bemndfile stopping other

taxpayers from doing the same. New items may need to be added to the
table as the legislation is further developed.

5.35 In most cases, the economic owner of property is also its legal
owner. In the case of assets which are property, an owner’s ability to use

or exchange the asset and deny others from doing the same is protected by
the courts. On this basis, the new law recognises the legal owner of an
asset as holding that asgeém 6 of the table in subsection 6-15(3)]

5.36 In some cases, however, the legal owner of an ass#its
economic owner. This is most commonly the case with assets that a
taxpayer affixes to another’s land.

5.37  Assets affixed to land become part of land. Therefore, they are
owned by the land’s legal owner. For example, if a taxpayer refits the
premises that it rents, the office fittings become part of the land (especially
if they cannot be removed without damaging the premises). Therefore, the
fittings are legally owned by the landlord. However, the economic owner
of the asset is the taxpayer. It is the taxpayer that suffers the cost of the
fittings. It is the taxpayer that is able, during the rental period, to use the
fittings as well as being able to stop others from doing the same. In such
cases, the new law treats the taxpayer that incurs the cost of the fittings as
holding the asset, at least, for the period of the |¢iase 4 of the table in
subsection 6-15(3)]

5.38  Some assets cannot be legally owned. For example, knowledge
may be an asset, but it cannot be legally owned unless it is patented.
Nevertheless, such assets can have an economic owner.

5.39  Ataxpayeholdssuch an asset if it is able to:
e use the asset; and

¢ deny other taxpayers from using or accessing the asset’s
economic benefitgltem 7 of the table in subsection 6-15(3)]

Example 5.1 Client lists

Charities Inc. Pty Ltd is a profit seeking company that is used by a
number of charities to help raise funds. Charities Inc. keeps a record of
any entity that has ever made a donation. Each time a new fund raising
campaign begins Charities Inc. first approaches those entities that have
previously donated. Those entities are more likely than others to
contribute.
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That list of clients is an asset, but it is not property. Charity Inc. holds
the list because it can use it and by keeping it confidential can stop
others from using it.

What is an asset’s tax value?

5.40 While economic value is important in applying the asset
definition, it is generally not used in working out taxable income.

541 Instead, the new law contains special rules for calculating the
values of assets that are used in working out taxable income. That value is
called thetax value[Subdivision 6-C] The new law explains how to work

out the tax value of assgésction 6-40]

‘Nil" tax values

5.42  Some assets will not be recognised for tax purposes and will
therefore have a zero tax value. A zero tax value may be given to an asset
for policy or pragmatic reasons. The new law may also specify a zero tax
value to remove uncertainty. For example, an advertising campaign may
provide economic benefits into the future. However, given the difficulty in
determining the extent of benefits beyond a year in which the advertising
occurs this type of asset will be given a tax value of [geno14 of the table

in section 6-40]

5.43 Similarly, while knowledge that is not a form of property may
constitute an asset in that it embodies future economic benefits, it is given
a tax value of zero. The rules dealing with research and development will
give the appropriate tax treatment to knowledge acquired through research
and development.

How is an asset’s tax value worked out?

5.44  An asset’s tax value will be worked out usinigs set out in the
new law[section 6-40]

5.45 Different rules will apply to different kinds of assets. For
example, the tax value of:

e trading stock is worked out using the rules in Divisionita
1 of the table in section 6-40]

e depreciating assets are worked out using the rules in Division
40 [item 2 of the table in section 6-4ppNd

¢ financial assets are generally worked out using the rules in
Division 45Jitem 7 of the table in section 6-40]

5.46 In very broad terms, each of timesfor determining the tax
values of assets can be categorised into one of these ggym@dches
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Cost

5.47

e COSt;
e estimated value; and

e market value.

Where the tax value of an asset is set at its cost, gains or losses

will only be included in a taxpayer’s taxable income when the asset is
disposed of.

Example 5.2 How gains and losses are treated if the tax value of an

5.48

asset is its cost

On 1 May 2003, Kathy pays $150,000 for a vacant block of land.
Kathy holds the land as an investment.

The local council announces plans, on 15 June 2003, to redevelop the
local shopping centre. As a result, local property values improve. At
30 June 2003, the land is worth $180,000.

Kathy's taxable income for the income year ending 30 June 2003 does
notinclude her unrealised gain on the land of $30,000. This is because
the land’s tax value is its cost andtits market value. As a result,
Kathy's payment for the land of $150,000 is balanced by the land’s tax
value of $150,000.

On 1 August 2003, the local council announces that it is abandoning its
plans to redevelop the local shopping centre. As a result, local property
values decline. Kathy sells the land on 1 March 2004 for $130,000.
Kathy's taxable income for the income year ending 30 June 2004 will
take into account a loss of $20,000: Kathy has a receipt of $130,000
(the sale price of the land) and a decrease in the tax value of her assets
of $150,000 (the tax value of the land that she no longer holds).
Tax value will be calculated by reference to cost for:
e trading stock ifitem 1 of the table in section 6-40 and section 38:20]

— ataxpayer does not choose market selling value; and

— the cost of the trading stock is lower than its net
realisable value;

e some financial assefisem 7 of the table in section 6-40 and items 3
and 5 of the table in section 45-15]

e membership interests, such as ordinary shares in a company
[item 5 of the table in section 6-4D]
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e rights:

— to receive an amount that has become due and payable
[item 3 of the table in section 6-4D]

— to receive an amount for a supply on terms that require
payment within 6 monthiiem 4 of the table in section 6-4p]
and

— to have an amount applied in discharging a taxpayer’'s
liability to income taxitem 10 of the table in section 6-4]

e goodwill if it is acquired from another taxpay#sm 12 of the
table in section 6-4Q]

e assets that can be owned (which are not given an estimated or
market value, or covered above), such as figmal 11 of the
table in section 6-4Q]and

e assets that cannot be owned which have been acquired from
another taxpayer, such as a secret formiata 13 of the table in
section 4-50]

Estimated value

5.49 Under this approach, an asset’s expected gains or losses are
spread over time. This approach is appropriate if the amount and timing of
an asset’s gains or losses are relatively certain or can be reliably estimated.

5.50 However, depending on the kind of asset, different techniques
will be used in spreading an asset’s gains or losses:

¢ losses on depreciating assets will be spread according to
Division 40[item 2 of the table in section 6-40In some cases, this
will involve estimatingthe effective life of a depreciating
asset. (See Chapter 9).

e gains and losses on many financial assets will usually be
spread according to Division 4item 7 of the table in section
6-40]. (See Chapter 7).

Example 5.3 How losses from a depreciating asset are treated

Scotty’s Design Pty Ltd buys a computer that is to be used in some
graphic design work. The computer is purchased on 1 July 2001 and is
ready for use from that date. The computer costs $12,000. Scotty’s
estimate that the computer will have an effective life of 2 years.

Using the straight-line method of depreciation for depreciating assets
in Division 40, the tax value of the computer will decrease from its
cost of $12,000 to $6,000 at 30 June 2002 and $0 at 30 June 2003. As a
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How is an

result, Scotty’s taxable income will be reduced by $6,000 in each of
2002 and 2003.

Example 5.4 How gains from a financial asset are treated

On 1 July 2000, Finco Pty Ltd issues Simone with a promissory note.
The face value of the note is $121 and date of payment is 30 June
2002. The note costs $100.

Subject to the risk of default, Simone is certain to make a $21 gain
from the promissory note when it is paid on 30 June 2002. As the
amount and timing of the gain are relatively certain, it can be spread
over the life of the note.

Using the formula for financial assets in Division 45, the tax value of
the note will increase from its cost of $100 to $110 at 30 June 2001
and $121 at 30 June 2002. As a result Simone will be taxed on a $10
gain in 2001 and an $11 gain in 2002.

5.51 Under this approach, the tax value of an asset at any time will be
made up of two components:

e jtscost and

e the amount of the expected gain or loss which has accrued up
to that time.

5.52 For example, in Example 5.4, the promissory note’s tax value as
at 30 June 2001 is $110, being made up of its cost ($100) and the gain
which has accrued up to that time ($10).

Market value

5.53  Taxpayers can work out the tax value of trading stock and some
financial assets using market vajflt&ns 1 and 7 of the table in section 6-40]

5.54 However, this method will not apply automatically. Taxpayers
must make a choice to apply it to a particular class of assets.

5.55  Theruleswhich refer to market value in working out the tax
value of trading stock are set out in Division 38 (see Chapter 10).

5.56  The rules that allow the tax value of some financial assets to be
worked out using their market value are set out in Division 45 (see
Chapter 7).

asset’s cost worked out?

5.57  The general rules about working out the cost of an asset are
explained in Subdivision 6-E. For some assets, further rules replace or
vary the general rules. A table in Subdivision 6-E lists those assets and
signposts the provisions where the special rules can be faugneh
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6-140] Those special rules are explained in the appropriate Chapters of
these explanatory notes.

5.58 In general, there are 2 elements to the cost of anstsset

6-100] The first element broadly deals with what it cost the taxpayer to

start to hold the asset. That element will be part of the cost of every asset.
The second element is about what it cost the taxpayer to bring the asset to
its current condition and location. That element will only apply to some
assets.

5.59 The first element slwaysworked out as at the time when the
taxpayer began to hold the agsebsection 6-105(1)]If the taxpayer has

held the asset more than once (e.g. because it was sold, then repurchased
later), the relevant time is when the taxpayesst recentlypegan to hold

it.

5.60 The second element is worked out at a particular moment
[subsection 6-110(1)]When taxpayers need to know the asset’s cost, they
work out what it has cost thetm that pointto bring the asset to its current
condition and location.

First element of cost

5.61  The first element of the asset’s cost (essentially, what was paid to
start holding it) is explained by a tal@ebsections 6-105(2) and (3)[The

table lists the cases and identifies the amount of the first element for each
case. The cases are listed in a deliberate order. If more than one case
applies, only the last case is ug&dsection 6-105(3)]

Payment cases

5.62 The main case is simply paying money to hold the asset, in which
case the first element is that amojsabsection 6-105(3), item 1 of the table]

This would cover money paid tveatean asset (e.g. labour and materials)
as well as simple purchase prices. It would also cover payments incidental
to starting to hold the asset (e.g. stamp duty).

5.63 A similar case is incurringlability to pay money (or increasing

an existing liability to pay money) in order to hold the asset. In that case,
the first element is the liability’s tax value (or the increase in its tax value)
when the taxpayer began to hold the agabtection 6-105(3), item 2 of the

table]. If the taxpayer both paid monapdincurred (or increased) a

liability to pay money, the first element is the sum of the first 2 cases
[subsection 6-105(3), item 3 of the table]

5.64 If a single payment is for several non-cash benefits, only the
reasonable part of it is treated as being for each of the assets it covers
[section 6-120] What is reasonable will depend on the circumstances of
each case but a good guide will often be the market values of the various
things the payment was made for.
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Non-cash benefit cases

5.65 If the taxpayer provides a non-cash benefit (except a liability to
pay money) to hold the asset, the first element of the asset’s cost is the
asset’s market value just before the taxpayer started holdsagskction
6-105(3), item 4 of the tableBecause this item is later in the table than the
payment cases, it also covers cases where the taxpayer also made a
payment, or created a liability, as well as providing the non-cash benefit.
What is a non-cash benefit is explained at paragraphs 5.82 to 5.85.

Financial assets

5.66  The first element of the cost of most financial assets that a
taxpayer acquires by providing a non-cash benefit (except incurring or
increasing a liability to pay money) and nothing else, is the market value
of the non-cash benefit at the time it was provigeisection 6-105(3), item 5
and section 45-7Q]

Hire purchase and leased luxury cars

5.67 If the taxpayer holds the asset because of the special rule in
subsection 6-15(3) about assets taken on hire purchase, the first element of
the asset’s cost is its market value when the contract was entered into
[subsection 6-105(3), item 6 of the tablépimilarly, if the taxpayer holds the

asset because of the special rule in subsection 6-15(3) about leased luxury
cars, the first element of the car’s cost is its market value when the lease
was grante(subsection 6-105(3), item 7 of the table]

Split and merged assets

5.68 Sometimes an asset will be split into 2 or more assets and the cost
of each of those new assets will have to be worked out. The rule will be
that the first element of the cost of each new asset is a reasonable share of
the original asset’s tax value just before it was split into the new assets
[subsection 6-105(3), item 8 of the table; subsection 6-130(2)]

5.69 Similarly, assets are sometimes merged into a single asset. The
first element of the cost of the merged asset will be the sum of the original
assets’ tax values just before they were mefgedection 6-105(3), item 9 of

the table; subsection 6-135(2)]

Other cases

5.70  The final case is the default case if nothing else applies. The first
element of the asset’s cost will be its market value just before the taxpayer
began to hold ifsubsection 6-105(3), item 10 of the tahle[his case would

mainly cover taxpayers who receive an asset as a gift.
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Second element of cost

5.71  The second element of an asset’s cost (essentially, what was paid
to bring it to its present condition and location) is also explained by a table
[subsection 6-110(2)] The table lists the cases and identifies the amount of
the second element for each case.

5.72 The cases all deal with economic benefits that have contributed to
the asset’s present condition and location (e.g. bolting a machine to the
factory floor so that it could be used would be such an economic benefit).
The economic benefits could be assets, services or some combination of
both. So, first, taxpayers have to identify those economic benefits.

5.73 If a taxpayer paid money for economic benefits that contributed
to an asset’s present condition and location, the second element of the
asset’s cost includes that amo[sabsection 6-110(2), item 1 of the table]

Example 5.5 Paying for an economic benefit

Radius and Ulna Pty Ltd decides to add a new wing to the private
fracture clinic it operates. The materials and the labour that go into the
addition are economic benefits that contribute to the present condition
of the clinic. The payments the company makes for those economic
benefits would be included in the second element of the clinic’s cost.

5.74 If the economic benefit is only one of the things that a single
payment was for, only a reasonable part of the payment is treated as being
for the benefifsection 6-120]

5.75 A similar case is incurring a liability to pay money (or increasing
an existing liability to pay money). In that case, the second element
includes the liability’s tax value (or the increase in its tax value) when the
taxpayer received the bendéitibsection 6-110(2), item 2 of the tabldf the
taxpayeroth paid moneyandincurred (or increased) a liability to pay
money, the second element includes the sum of the first 2[sats@stion
6-110(2), item 3 of the table]

5.76 If the taxpayer provides a non-cash benefit (except a liability to
pay money) for the economic benefit, the second element of the asset’s
cost includes the economic benefit's market value when the taxpayer
received iffsubsection 6-110(2), item 4 of the tableThis item covers cases

where the taxpayer also made a payment, or created a liability, as well as
providing a non-cash benefit.

5.77  The final case is the default case for when nothing else applies. In
such cases, the second element of the asset’s cost will include the market
value of the economic benefit when the taxpayer receiysbgection

6-110(2), item 5 of the tableLike the first element, this would mostly cover

gift cases.
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Double counting second elements

5.78 In theory, one amount could be counted towards the second
element of an asset’s cost more than once. For example, the tax value of a
liability to make a payment for an economic benefit might have been
counted already but would be counted again when the payment was
actually made. In those cases, the amount can only be included once
[subsection 6-110(3)]

Special rule for land

5.79  The second element of the cost of land specifically includes
expenses directly attributable to the land (e.g. payments of rates, land tax,
and interest on money borrowed to pay for the land), but only to the extent
that the payments are private or domestic in nagubeection 6-110(4)]

This rule ensures that these payments, which would otherwise not be taken
into account because of their private or domestic nature, will reduce a
taxable gain made when the land is realised. It does that by making them
part of the cost of the land, so that they will be taken into account in
working out net incomgubsection 12-25(2)]

What is not part of cost

5.80 An asset’s cost will never inclugection 6-115]
e interest;
e rates or land tax;

e amounts paid, or non-cash benefits provided, to maintain,
repair or insure the asset. Whether something amounts to
maintaining or repairing an asset will draw on the distinction
the courts have drawn in the current law between repairs and
improvements. So, for instance, whether the asset has merely
been restored to its previous condition will be an important
factor.

5.81  That rule ensures that those expenses reduce the taxpayer’s net
incomeimmediatelyrather than only doing so when the asset is realised.
However this does not apply to the private or domestic payments
discussed in paragraph 5.79.

What is a non-cash benefit?

5.82 Non-cash benefiis the label for all assets or services that are not
Money[subsection 6-125(1)]

5.83 Further, a taxpayer who incurs a liability to another taxpayer, or
who increases an existing liability to another taxpayer, provides that other
taxpayer with a non-cash bengdiibsection 6-125(2)]So, for example,
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incurring a debt to a builder would be providing that builder with a
non-cash benefit and later increasing that liability would be providing the
builder with another non-cash benefit.

5.84 Similarly, a taxpayer who reduces all or part of a liability by
terminatingit, provides the taxpayer who owed that liability with a
non-cash benefjsubsection 6-125(3)]Reducing the liability by actually
satisfying the obligation wouldot be providing a non-cash benefit.

5.85 If a taxpayer doesn’t directly receive a non-cash benefit, but it is
dealt with on their behalf, or as they direct, that taxpayer is taken to have
received the non-cash benefit. That rule mirrors the constructive receipt
rule for money paymentsection 5-65] It ensures that avoiding receiving

the non-cash benefit doesn’t mean that it won’t be properly taken into
account. However, this rule won't stop the benefit also being treated as
provided to the taxpayer who directly received@Stibsection 6-125(4)]

Splitting and merging assets
Splitting an asset

5.86  When a taxpayer splits an asset into several assets (e.g. by
cannibalising a car for spare parts), the new law will apply as if the
taxpayer had stopped holding the original asset and started holding the
new assetBubsection 6-130(1)]

5.87  The cost of the new assets is worked out by dividing the tax value
of the original asset between the new assets (see paragraph 5.68).

Partial sales

5.88  The splitting rule applies when a taxpayer stops holdpaytaf
an asset. The taxpayer will be treated as having split the original asset into

the part (or parts) they stopped holding and the part they retained.
[Subsection 6-130(3)]

Merging assets

5.89 Similarly, when a taxpayer merges several assets into a single
asset (e.g. by building a car from spare parts), the new law will apply as if
the taxpayer had stopped holding the original assets and started holding
the merged asspubsection 6-135(1)]

5.90 The cost of the merged asset is worked out by adding up the tax
values of the original assets just before they merged (see paragraph 5.69)
[subsection 6-135(2)]
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Chapter 6

Applying the new method for working out
taxable income and tax loss

Outline of Chapter

6.1 This Chapter provides examples showing how, in practice,
taxpayers can work out their taxable income under the new rules. This can
be done by using accounting information which is prepared for financial
reporting reasons. However adjustments must be made, where necessary,
to ensure that the tax value of the assets and liabilities that are taken into
account are in accordance with the tax law. These adjustments are the
same as currently required in the differing treatment for financial and
taxation purposes, subject to the reforms of the tax system proposed in the
Recommendations.

How the new method can be applied in practice

6.2 In applying the process in therrentlaw for working out taxable
income, a business taxpayer is required to analyse items of revenues and
expenditures and items affecting assets and liabilities, to check whether:

¢ the item was ordinary income or statutory income;

e an expenditure or liability item had the necessary connection
to the derivation of assessable income to make it deductible;

e an expenditure or liability item was capital, or private or
domestic, in nature.

6.3 In practice, the taxpayer will often take the net profit of the
business for accounting purposes and adjust it upwards or downwards to
achieve the outcome required by the tax law.

6.4 The requirements of the draft legislation will continue to allow a
business taxpayer to start with the net profit of the business and make
adjustments necessary for tax reasons. Indeed, the process for working
out the taxable income or tax loss may become more straight-forward for
some taxpayers (e.g. a trading business with a turnover above the

$1 million threshold for the simplified tax system for small business or a
small trader not opting into that system).

6.5 The normal items that trading businesses will have to consider in
working out their taxable income or tax loss are found in the cash book,
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profit and loss statement and balance sheet. A small trader, who is
ineligible or does not elect for the Simplified Tax System, will typically
have to consider the assets and liabilities set out in Table 6.1.

Table 6.1 Assets and liabilities typically considered by a small trader

Assets Liabilities

Land and buildings Loan from bank

Plant and equipment Other borrowings
Debtors Trade creditors

Stock in trade Creditors for expenses

Pre-paid items
Cash assets at bank

Cash in hand

6.6 Most of these assets and liabilities are taken into account in
preparing the profit and loss statement of the business. Generally they are
assets or liabilities where the value at which the asset or liability is
included in the accounts is the same as the tax value. The depreciation
allowance deducted for plant and equipment for accounting purposes may
differ from the tax depreciation. Similarly some liabilities for accounting
purposes will not have a tax value.

6.7 The following examples illustrate how the new method for
working out taxable income and tax loss can be applied in practice.

102



Applying the new method for working out taxable income and tax loss

Example 6.1 A small business not electing into the Simplified Tax
System

6.8 It is likely that most small businesses will elect to be taxed under
the recommended simplified tax system which incorporates a cash basis of
calculating taxable income. However, some may still use the current
accrual basis of accounting, subject to the changes proposed in Section 4
of the Recommendations.

6.9 Sunshine runs a small retail business selling trinkets and pottery
and prepares her accounts using accrual based accounting. The profit and
loss statement in the first year of Sunshine’s business is as follows:

$ $ $

Sales 120,500
less Cost of Goods Sold

Opening Stock 0

add Purchases 71,000 71,000

less Closing Stock 13,000 58,000
Gross Profit 62,500
less Operating Expenses
Electricity 5,500
Telephone 900
Accounting 600
Rent 20,000 27,000
Net Profit Before Tax $35,500

6.10 In an example of this type where there are no income tax law
adjustments, Sunshine simply has to return the net profit as her taxable
income. It is assumed that all operating expenses are for business
purposes.

Example 6.2 A medium sized company

6.11  This case study shows how to work out taxable income under the
cashflow/tax value approach. While the cashflow/tax value approach
provides a more logical and coherent framework, it involves the same
information and the same kinds of calculations as under the current law.

6.12 This equivalence is illustrated in Section 4 of the
Recommendations, using the accounts of a large sized company.

Crowbar Pty Ltd — factual situation

6.13  Crowbar Pty Ltd is a family owned company carrying on a
hardware retail business, trading as The Paint Tin. The company started in
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the mid-1990s with one retail outlet and through innovative marketing and
competitive pricing, has expanded to run 4 outlets across the metropolitan
area. Crowbar owns the freehold for 2 of its outlets, and leases the others.

6.14 During the current financial year (Year 2), Crowbar trades
profitably. The following transactions and events are relevant to the
preparation of Crowbar’s accounts and tax return:

Crowbar’s accounting period and income year both run from
1 July to 30 June;

Crowbar uses the accrual system of accounting;

Year 2 is the first income year in which the cashflow/tax value
approach applies;

Smokescreen Pty Ltd — one of Crowbar’s best customers — was
wound up with no possibility of making payment. Accordingly
$50,000 was written off as a bad debt during Year 2;

In Year 2 the company implemented a policy to accept
deposits from customers to reserve the highly sought after
‘Nomadic Toolman’ range. As at the end of Year 2, $125,900
had been received,;

Crowbar makes provisions for employee entitlements,
including accrued wages, annual leave and long service leave.
It is assumed that, of these amounts, only the accrued wages
are allowable deductions under the current or proposed law;

Crowbar makes provisions for future warranty claims. It is
assumed that the provisions made are not deductible under the
current or proposed law;

Freehold has a market value of $9.8 million as at the end of
Year 2. This gain is not taxed as it is not a realised gain;

On the last day of Year 2 Crowbar sold 2 trucks for $137,840.
These vehicles had written down values of $100,000 and
$80,000 for accounting and tax purposes respectively;

Different depreciation rates are used for accounting and tax
purposes. See Appendices 6.1 and 6.2 to this Chapter for
further details;

Crowbar makes a $11,000 donation to a registered charity;
$9,000 is spent on non-deductible entertainment;

Crowbar had acquired ‘Who Cares Hardware?’, a boutique
hardware business for the Z-generation of hardware
enthusiasts, in a previous year. The excess of the consideration
over the fair value of net assets was $780,000. This is written
off for accounting purposes over 20 years, or 5% per annum,;
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e Crowbar paid tax of $765,056 and paid dividends to its
shareholders of $2,000,000;

e Crowbar paid $24,000 in research and development
expenditure. The tax law permits an extra 25% write-off, that
is, $6,000;

e In Year 2, Crowbar paid $400,000 for new equipment;

e Crowbar had made prepayments totalling $73,448 as at the
end of Year 2.

Financial Statements

6.15 Crowbar prepares the following Cash Flow Statement

(Figure 6.1) and Profit and Loss Statement (Figure 6.2) for Year 2. The
Balance Sheet as at end of Year 1 (Figure 6.3) and the Balance Sheet as at
end of Year 2 (Figure 6.4) are also provided.

Figure 6.1 Cash Flow Statement for Year 2

$ $
Cash inflows
Receipts from customers 53,630,000
Deposits from customers 125,900
Interest received 8,200
Consideration for sale of trucks 137,840
Dividends received 16,000
Loans received 2,694,000 56,611,p40
less cash outflows
Payments to stock suppliers 34,285,490
Payments to suppliers 7,448,957
Interest paid 649,320
Loans repaid 3,318,860
Purchase of new equipment 400,000
Payment of income tax 765,056
Payment of dividends 2,000,000 48,867)683
Net increase in cash held 7,744,25Y
Add opening cash brought 183,73
forward
Closing cash carried forward 7,927,998
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Profit and Loss Statement for Year 2

Figure 6.2 Crowbar Pty Ltd (trading as The Paint Tin)

Revenue

Sales revenue
Interest received
Dividends received
Profit on sale of trucks

Total Operating Revenue

less expenses

Cost of goods sold

Bad debts expense
Advertising

Electricity

Rent

Donations

Entertainment

Salaries

Postage and telephone
Research and Development
General operating

Interest on loan
Amortisation expense
Depreciation expense
Other employment expenses
Warranty expense

Profit Before Income Tax
less income tax expense
Net Profit After Tax

$ $

56,279,108
8,200
16,000
37,840

56,341,148

31,666,743
114,117
80,000
50,933
3,750,600
11,000
9,000
1,635,583
60,949
24,000
1,837,599
605,322
39,000
293,377
214,291
20,000 40,412,514

15,928,634
5,845,967
10,082,667
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Figure 6.3 Balance Sheet as at end of Year 1

Assets $ $ Liabilities $ $ Shareholders’ Funds $

Cash 183,736 Trade creditors 5,357,656 Contributed capital 4,000,000
Receivables 4,362,478 Accruals 1,902 Retained profits 1,516,387
less provision for Doubtful Debts 94,680 4,267,798 Borrowings 4,370,700

Inventory 4,674,896

Freehold 4,765,769 Provisions

Plant and equipment 2,395,178 Employee 331,046

less provision for Depreciation 760,130 1,635,048 Warranties 130,000

Goodwill 702,000 Tax 765,056 1,226,102

Investments 243,500

TOTAL 16,472,747 TOTAL 10,956,360 TOTAL 5,516,387

Net assets $ 5,516,387

Shareholders’ funds $ 5,516,387
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Figure 6.4 Balance Sheet as at end of Year 2

Assets $ $ Liabilities $ $ Shareholders’ Funds $
Cash 7,927,993 Customer deposits 125,000 Contributed capital 4,00
Receivables 6,961,586 Trade creditors 4,101,480 Retained profits 9,59
less provision for Doubtful Debts 158,797 6,802,189 Accruals 10,155

Inventory 6,037,467 Borrowings 3,745,840

Prepayments 73,448

Freehold 4,765,769 Provisions

Plant and equipment 2,595,178 Employee 577,241

less provision for Depreciation 953,507 1,641,671 Warranties 150,000

Goodwill 663,000 Tax 5,845,967 6,573,208

Investments 243,500

TOTAL 28,155,637| TOTAL 14,556,583 TOTAL 13,599,054
Net assets $13,599,054

Shareholders’ funds $13,599,054
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Applying the new method for working out taxable income and tax loss

How does Crowbar prepare its tax return?

6.16  Crowbar could prepare its tax return using either the cashflow/tax
value approach or the current method. If the assets and liabilities are
accounted for correctly, the calculations will give the same result. Even if
the accounts do not recognise assets and liabilities in the way required by
the tax law, adjustments could be made to either calculation to arrive at
the taxable income.

Cashflow/tax value approach

6.17  Crowbar’s taxable income for the Year 2 income year is worked
out using the formula in subsection 5-15(1):

Net income + Income tax law adjustment — Unused tax losses
Crowbar works out its net income

6.18 Net income is worked out by using the 6 step method statement
in section 5-55. This formula broadly comprises 3 elements: receipts
minus payments, change in tax value of assets and change in tax value of
liabilities.

Step 1 (Receipts) less step 2 (Payments)

6.19  All receipts not of a private or domestic character are included
under step 1.

Customers 53,755,90
Interest 8,20
Proceeds from sale of trucks 137,840
Loans 2,694,000
Dividends 16,000
TOTAL 56,611,940

6.20  All payments not of a private or domestic character are included
under step 2.

Suppliers 41,734,447
Interest 649,320
Income tax 765,05¢
Loan repayments 3,318,840
Dividends paid 2,000,000
Purchase of equipment 400,000
TOTAL 48,867,683
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6.21  These items are readily identifiable from Crowbar’s cash book or
bank statements. They represent the Cash Flow Statement for Crowbar

during the period. (See Figure 6.1)

Add step 3 (Closing assets) minus step 4 (Opening assets)

6.22  Steps 3 and 4 seek to measure the charigr Walueof assets

held by Crowbar at the end of the income year.

6.23  The assets held by Crowbar as at the end of Year 2 (Closing

assets) and their tax values are:

Receivables 6,961,58p
Inventory 6,037,467
Prepayments 73,448
Freehold 4,765,769
Plant and equipment 1,434,635
Goodwill 780,000
Investments 243,500
TOTAL 20,296,405

6.24  The assets held by Crowbar as at the beginning of Year 2

(Opening assets) and their tax values are:

Receivables 4,362,478
Inventory 4,674,896
Freehold 4,765,769
Plant and equipment 1,458,2%6
Goodwill 780,000
Investments 243,500
TOTAL 16,284,899

6.25  The cashflow/tax value approach requires Cash at bank to be
excluded from closing and opening assets to avoid the double counting
that would otherwise arise. The relevant change in cash balances over the
year is captured by taking into account receipts and payments in steps 1
and 2.

Less step 5 (Closing liabilities) add step 6 (Opening liabilities)

6.26  Steps 5 and 6 seek to measure the charige Wralueof
liabilities held by Crowbar at the end of the income year.
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6.27 Liabilities owed by Crowbar as at the end of Year 2 (Closing
liabilities) that affect taxable income are:

Customer deposits 125,940
Trade creditors 4,101,48p
Accruals 10,155
Borrowings 3,745,84(
Provision for employee entitlements 130,2[78
Contributed capital 4,000,000
TOTAL 12,113,653

6.28 Liabilities owed by Crowbar as at the beginning of Year 2
(Opening liabilities) with positive tax values are:

Trade creditors 5,357,65p
Accruals 1,902
Borrowings 4,370,700
Provision for employee entitlements 98,3/4
Contributed capital 4,000,000
TOTAL 13,828,632

Income tax law adjustment

6.29 Some receipts and payments are not intended to affect taxable
income and so must be reversed out from the calculation. Furthermore
sometimes specific policy decisions are made that affect taxable income.
This is achieved by an income tax law adjustment, which is explained in
Subdivision 5-C.

6.30  Anincome tax law adjustment is the net effect of increasing and
decreasing adjustmenfSubsection 5-90(1)

Increasing adjustments

6.31 Crowbar’s increasing adjustments for the income year are:

Income tax paid 765,05p
Dividends paid 2,000,000
Entertainment 9,00(
TOTAL 2,774,056
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Deceasing adjustments

6.32 Crowbar’s decreasing adjustments for the income year are:

Research and development (extra 25%) 6,p00
TOTAL 6,000

6.33  This gives rise to an income tax law adjustment of $2,768,056.

What is Crowbar’s taxable income under the cashflow/tax value
approach?

6.34 The new method can be summarised as follows:

Step 1. Receipts 56,611,940
Step 2: Less Payments 48,867,483
7,744,257
Step 3: Add Closing Assets 20,296,4D5
28,040,662
Step 4: Less Opening Assets 16,284,899
11,755,763
Step 5: Less Closing Liabilities 12,113,653
-357,890
Step 6: Add Opening Liabilities 13,828,632
Net Income 13,470,742
Income Tax Law adjustment (s. 5-90)
Increasing adjustments 2,774,056
Less Decreasing adjustments 6,000 2,768,056
Taxable income 16,238,794
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Same result as under the current method

6.35 Under the current approach, Crowbar would prepare a Statement
of Income Tax Reconciliation showing the adjustments required to
accounting profit to reveal taxable income.

Accounting Profit Before Income Tax 15,928,634
Add-back items
Accounting depreciation 293,377
Balancing charge on sale of trucks 57,840
Goodwill amortisation 39,000 390,217
Movements in non-allowable provisions
Doubtful debts 64,117
Employee entitlements 214,291
Warranty 20,000 298,408
Non-deductible expenditure
Entertainment 9,000 697,625
16,626,259
Less depreciation deducted
Tax Depreciation 343,621
16,282,638
Less Non-Syndicated Research and Development
Additional deduction — R&D 6,000
16,276,638

Less Other Subtraction Items
Profit on sale of trucks (accounting) 37,840

Taxable income 16,238,799

6.36 The same amount of taxable income is worked out under each
method.

6.37 Further supporting calculations are shown in the appendices to
this Chapter.
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Appendix 6.1 Accounting depreciation schedules

Plant and Cost Additions WDV Disposals  Effective life Year 1 Year 2
equipment Year 2 Year 2 Dep'n Dep'n
Buildings 600,000 25 24,000 24,00(
Trucks 560,000 100,000 8 70,000 70,000
Computers 358,590 5 71,718 71,71B
Equipment 876,588 400,000 10 87,659  127,6p9
2,395,178 400,000 100,000 253,377 293,377

Buildings Year 2 Year 1 Computers Year 2 Year ]
Cost 600,000 600,000 Cost 358,590 358|590
less Prov for Dep'n 96,000 72,000 less Prov for Dep'n 286,872 215,154

504,000 528,040 71,718 143,436
Trucks Year 2 Year 1 Equipment Year 2 Year 1
Cost 360,000* 560,040 Cost 1,276,588 876]588
less Prov for Dep'n 180,000 210,q00 less Prov for Dep’n 390,635 2¢2,976

180,000 350,0d0 885,953 613,612
*Sold 2 trucks at end of Year 2 with cost of $200,000 for $137,840.

Sale of Trucks
Plant & equipment Year 2 Year 1 Consideration 137,840
Assets 2,595,178 2,395,178 lewdtten down 100,00(
value
less Prov for Dep’n 953,507 760,130 Profit on sale of 37,84
trucks
1,641,671 1,635,048
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Appendix 6.2 Tax depreciation schedules

Plant and Cost Additions WDV Disposals  Rate Year 1 Year 2

equipment Year 2 ~ Year2 Depreciation Depreciation

Buildings 600,000 N/A 0 0

Trucks 560,000 80,000 15% 84,000 84,040

Computers 358,590 27% 96,819 68,133

Equipment 876,588 400,000 15% 131,488 191,488
2,395,178 400,000 80,000 312,307 343,621

Sale of Trucks

Consideration 137,840

less written down value 80,0P0

Balancing charge 57,8410
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Appendix 6.3 Prepayments and Accruals

Payments

Advertising
Electricity
Rent
Donations
Entertainment

Research and Development

Salaries

Postage and telephone

General operating
Interest

Cash Prepaid Prepaid  Accrued Accrued Expense
(Year1l) (Year2) (Yearl) (Year 2) (Year 2)
75,000 5,000 80,00p
48,256 2,677 50,938
3,750,600 3,750,60p
11,000 11,000
9,000 9,00p
24,000 24,000
1,603,679 98,374 130,278 1,635,%83
60,373 1,902 2,478 60]949
1,867,049 29,450 1,837,%99
649,320 43,998 605,332
8,098,277 0 73,448 100,276 140,433 8,064,986
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Chapter /
Tax value of financial assets taxed on an
accruals basis

Outline of Chapter

7.1 This Chapter explains how to work out the tax value of financial
assets — including bonds and indexed securities — to which the accruals
rules of Subdivision 45-C apply. The tax values of these and other assets
(and liabilities) are used, along with receipts and payments, in section 5-55
as a component of a formula used to calculate the taxable income of a
taxpayer (section 5-15), and ultimately to determine the taxpayer’s income
tax for the purposes of section 5-10.

7.2 The Chapter explains how, because of the way their tax values

are calculated, these financial assets are taxed on an accruals basis (subject
to an exemption for individuals and small businesses). This means that

their returns are subject to tax as they accrue rather than as and when they
are received. It also explains which financial assets are not subject to
accruals taxation treatment (including options and ordinary shares in
companies).

Context of Reform

7.3 Under the current law, the gains on most financial assets are
taxed only when they are realised.

7.4 The distortions and deferral opportunities arising from this have
been spelt out in some detail in Chapter B éflatform for Consultation,
and previous discussion papers put out by Treasury and the ATO in past
years for consultation.

7.5 Financial assets and liabilities providing the same before-tax
return can produce very different after-tax returns just because of the
deficiencies in the current law. By driving wedges between tax values and
commercial values, these deficiencies:

¢ inhibit commercial financial innovation;

e distort pricing, risk allocation and the timing and magnitude of
investment and finance decisions; and

e provide scope for exploitation of the law.
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7.6 The Review’s recommendations for reform will place the
taxation of financial assets on a more consistent and neutral basis.

Summary of new law

7.7 Under Subdivision 45-C, the gain or loss on a financial asset that
is certain is brought to account for tax purposes as it accrues. This is
achieved by making appropriate adjustments to the tax value of the asset.

7.8 The tax value of financial assets to which the Subdivision applies
is worked out by reference to 3 components which comprise the total
return on a financial asset, namely:

¢ the regular coupon or interest payment (if any);

¢ any discount or premium in relation to the asset (i.e. the
difference between its acquisition cost and its face, or
nominal, value); and

e any return linked to the value of an index (e.g. the CPI or All
Ordinaries Index).

7.9 Subdivision 45-C does not apply to:

¢ rights to receive payment within 6 months for the supply of
goods or services (and interest thereon);

e membership interests like ordinary shares in a company;
e options; or

e assets arising from the relationship between a tax entity and its
members.

These assets are taxed on a realisation basis. Nor does the Subdivision
apply to assets for which a mark-to-market election is made under
Subdivision 45-D. The tax value of Subdivision 4&$&sets is their

market value.

Individuals will generally be able to adopt (Recommendation 4.4), and
small business will be able to choose throughSineplified Tax System
(Recommendation 17.2), a cash basis to account for most of their
business income and day-to-day expenditure, rather than be subject to
accruals taxation. Rules are being developed to give effect to these
recommendations.

118



Tax value of financial assets taxed on an accruals basis

Comparison of key features of new law and current law

7.10 The adoption of accruals taxation for Subdivision 45-C financial
assets within the framework of the new method for calculating the taxable
income of a taxpayer provides a more coherent, certain and robust
approach than the current law. The key differences between the new law
and the current law are outlined in the table below.

Table 7.1 Comparison of new and current law

New Law Current Law

Gains and losses on financial assets th&tere is no coherent system for
are certain are systematically broughttaletermining when gains and lossefs
account for tax purposes as they accruen financial assets are brought to
account for tax purposes.

Tax arbitrage opportunities are Taxpayers can exploit the
minimised. asymmetry between the timing of
deductions in respect of certain
liabilities and the income of
corresponding assets.

Neutrality is enhanced by providing the Financial assets with the same
same tax treatment for equivalent before-tax returns but different
financial assets. forms can have very different after
tax returns.

Detailed explanation of new law

What are financial assets?

7.11  An asset is any thing (tangible or intangible) that embodies future

economic benefits. See Chapter 5 for a full explanation of these terms.
[Section 6-15]

7.12 Afinancial assetis to be defined in section 45-10.

What is the tax value of a financial asset used for?

7.13 The tax value of all assets and liabilities, including financial
assets and liabilities, is used in calculating the taxable income or tax loss
of a taxpayer. This is because the taxable income or tax loss of taxpayers
depends on their net income, and the calculation of net income uses a
formula that takes into account the tax value of their assets and liabilities.
The relevant formulas for these calculations, which are set out in sections
5-15 and 5-55 and explained in Chapter 3, are as follows:

Taxable income = Netincome + Income tax law adjustment — Unused tax losses

Net income = Receipts — PaymenrtsNet change in tax value of assets and liabilities
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7.14  The tax value of a particular asset or liability is not necessarily its
market value. In fact, the market value and the tax value will usually be
different, except at the time the asset is first held or where the mark-to-
market election applies to the asset. See Chapter 5 for a general
explanation of tax values of assets.

7.15 The tax value of a financial asset to which Subdivision 45-C
applies is worked out in the ways described below.

Which provisions govern the tax value of a financial asset?

7.16  The principal provision governing the tax value of all assets is
section 6-40, which is explained in Chapter 5. The table in that section
identifies assets which are taxed on:

e a market value basis (where the holder has elected to use the
asset’s market value as the relevant tax value at a particular
time);

e arealisation basis (i.e. at the time a gain or loss is actually
realised); or

e an accruals basis (i.e. as gains and losses accrue).

7.17  Subdivision 45-C applies fimancial assets which are taxed on
an accruals basis. Subdivision 45-C applies to all financial assets other
than:

¢ rights to receive payment within six months for the supply of
goods or services (and interest therdim 1 of the table in
section 45-15]

e membership interests (as defined in section 960-120 — for
example, ordinary shares in a compdhgth 3 of the table in
section 45-15]

e options[item 5 of the table in section 45-15]

e assets arising from the relationship between a tax entity and its
membersitem 4 of the table in section 45-15and

e assets for which a mark-to-market election is made under
Subdivision 45-D (i.e. assets for which the taxpayer has
elected to use market value as their tax vgla@) 6 of the table
in section 45-15]

When is the tax value of a financial asset calculated?

7.18  There are 2 types of occasions on which the tax value of a
financial asset to which Subdivision 45-C applies has to be ascertained:

120



Tax value of financial assets taxed on an accruals basis

¢ when the taxpayer begins to hold the asset (i.e. when it is
acquired) — the tax value at this time is determined by section
45-65; and

e at a later time when certain events happen — the tax value at
this time is determined by section 45-75 or 45-80, as
appropriate.

7.19  The person who holds an asset is identified by the table in
subsection 6-15(3). Apart from cases involving certain leasing or hire
purchase arrangements, the legal owner of an asset is usually the person
who holds the asset for the purposes of the new law. Chapter 5 provides
an explanation of who is the holder of a particular asset.

What is the tax value of a financial asset taxed on an accruals basis
when a taxpayer begins to hold it?

7.20  When a taxpayer begins to hold a financial asset to which
Subdivision 45-C applies, its tax value is the cost of the asset at that time,
reduced by any amount the taxpayer received in respect of the asset at or
before that timeSection 45-65]

7.21  Amounts received at or before the time a taxpayer begins to hold
an asset would include, for example, interest that is pre-paid by a borrower
to a lender at the time a loan is drawn down.

7.22  The cost of an asset when a taxpayer begins to hold it is defined
in section 6-105, which is explained in Chapter 5. As a general rule, it is
the amount, or amounts, paid in order to hold the asset. It would include,
for example, the asset’s purchase price, and payments incidental to
acquiring it. If the amount paid to acquire the asset is a non-cash benefit
(e.g. the provision of goods or services), the cost of the asset is generally
the market value of the asset immediately before it was acquired.

7.23  The cost of an asset does not include the payment of interest on a
loan taken out to acquire the asset, nor the other amounts listed in section
6-115.

Cost of a financial asset in certain cases

7.24 If a taxpayer provides only a non-cash benefit to acquire a
financial asset (other than by incurring or increasing a liability to pay
money) then section 45-70 prescribes the method for calculating the cost
of the asset (which is used in calculating its tax value under

section 45-65). An example of a non-cash benefit is the provision of goods
or services|Subsection 45-70(1)]

7.25 In these cases the cost of the financial asset is taken to be the
market value of the non-cash bengfitibsection 45-70(2)]
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7.26 In many cases the market value of a non-cash benefit would be
readily apparent. In other cases it may be necessary to calculate market
value (and hence the cost of the financial asset) by reference to the present
value of future benefits.

Example 7.1 Using present value of future benefits to calculate
market value of a non-cash benefit

Ahmed buys an antique vase from Zena on terms that require no down-
payment but, starting in one year, payment by instalments of $100,000
a year for 4 years.

Zena has a financial asset, representing her right to receive $100,000 a
year for 4 years starting one year after the purchase date, for which she
provided a non-cash benefit (the vase). The tax value of her financial
asset at the time she begins to hold it is its cost — that is, the market
value of the vase.

There is no ready market for antique vases of the kind Zena sold to
Ahmed and its market value is difficult to ascertain. However, because
Zena and Ahmed dealt with each other at arm’s length, it is reasonable
to determine the market value of the vase by reference to the present
value of the future benefits to be provided.

Under this present value calculation the future value of the payments
will be discounted by an appropriate discount rate. For these purposes,
an appropriate discount rate may be the average of the buy and sell
yields on a fixed-coupon, 4-year Commonwealth Treasury bond
(perhaps with a specified percentage loading added).

Rules for determining the appropriate discount rate
are to be developed.

Assuming that this discount rate is 6%, compounded annually, the
present value of the amounts Zena will receive is the sum of:

$100,000
1+ 6%

year’s time);

(the present value of the first instalment, to be paid in a

o 310009 1he present value of the second instalment, to be paid in
@+ 6%)

2 years’ time);

$100,000

* T’ (the present value of the third instalment, to be paid in 3

years’ time); and
$100,000

* arewm* (the present value of the fourth instalment, to be paid in

4 years’ time).

The sum of these amounts, $346,510.56, is taken to be the market
value of the vase and therefore the cost of the financial asset.
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What is the tax value at a later time?

7.27  After the acquisition of a financial asset it is necessary to
calculate its tax value at certain specified times.

7.28  As explained above in paragraph 7.13, a taxpayer’s taxable
income for an income year depends on net income for the year, which in
turn depends in part, on the net change during the year of the tax value of
the taxpayer’s assets and liabilities. To determine this it is necessary to
calculate the tax value of assets held at the end of the income year (the
closing value) and compare that value with the tax value of assets held at
the beginning of the year (the opening value). Therefore the tax value of
financial assets has to be determined at the end of each year of income.

7.29  The tax value, at a time after it is acquired, of a financial asset to
which Subdivision 45-C applies is calculated under one of 2 formulas:

¢ the first formula (in section 45-75) caters for cases where all
the future amounts to be received in respect of the asset are
certain;

e the second formula (in section 45-80) handles cases where
future amounts to be received are linked to variables
determined in advance (e.g. variable interest rates or the CPI).

These formulas, which are explained below, are therefore used to calculate
the tax value of an asset which a taxpayer holds at the end of an income
year.

7.30 The formulas are also used in certain circumstances to calculate
the tax value of an asset at other times. These circumstances are where:

e an amount is received in respect of the asset during the year
(e.g. an interest payment); or

e there is a change in one of the components comprising the
total return on the asset (namely, the interest rate or face value
of the asset).

Calculation of tax value by reference to 3 types of return

7.31  The tax value of a financial asset to which the formula in section
45-80 in Subdivision 45-C applies is worked out by reference to 3 types of
return which comprise the total return on a financial asset. These are:

¢ the regular coupon or interest payment (if any);

e any discount or premium in relation to the asset (i.e. the
difference between its acquisition cost and its face, or
nominal, value); and
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e any return linked to the value of an index (e.g. the CPI or All
Ordinaries Index).

7.32 Where there is no index or variable amount involved, the formula
in section 45-75 provides a convenient basis on which to determine the tax
value of a financial asset whose annual return derives from a series of
known future receipts. In this case, the regular coupon or interest payment
is reflected in the internal rate of return of the financial asset when it is

first held by the taxpayer.

7.33  The part of the returns attributable to the period for which the tax
value of the asset is being calculated will be added to the previous tax
value of such assets, resulting in that part being taxed even if it is not yet
received. In other words, that part will be taxed on an accruals basis.

7.34  The following table provides examples of financial assets
exhibiting these 3 types of return.

Table 7.2 Examples of types of return on financial assets

Description of asset Type(s) of return on asset Example
An asset with known e Agreed payment e An agreement by a
future payments. schedule. debtor to pay over
time for the

acquisition of a
tangible asset.

An asset whose only e Regular coupon or e Bond acquired at
returns comprise regular interest payment. par (i.e. a bond
payments calculated by with a face value
applying a specified rate tp equal to its

its face value. acquisition or issue

price — there being
no discount or

premium).
An asset which provides d e Discount. e Zero coupon bond.
single fixed return on
maturity.
An asset acquired at a e Regular coupon or e Interest-bearing
discount or premium interest payment. bond acquired at a
which provides regular _ discount or
payments calculated by * Discountor premium.

applying a specified rate t premium.

its face value.

O
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Description of asset Type(s) of return on asset Example
An asset which provides 8 e Return linked to e Non-interest
single fixed return on index. bearing equity-
maturity based on the level linked bond (i.e. a
of, or change in, a bond whose returns
specified index. are linked to the

value of a specifieg
share index).

¢ Non-interest
bearing CPI-
indexed bond (i.e.
bond whose return
are linked to the

o2

12

CPI).
An asset acquired at a e Regular coupon or e Interest-bearing
discount or premium interest payment. bond acquired at a
which provides regular discount or

e Discount or

payments calculated by premium which

applying a specified rate tp ~ Premium. provides a return
its face value and which e Return linked to linked to the CPI.
provides an additional index.

return on maturity based
on the level of, or change
in, a specified index.

Application of the tax value formula where all of the returns are certain

7.35  The formula in section 45-75 applies to a financial asset, all of
whose returns are certain. Therefore it applies, for example, to fixed-rate
bonds.

7.36  The formula represents a simplified version of the formula in
section 45-80, which is explained below. In effect, the internal rate of
return is calculated up-front from the cost of the asset (the initial tax
value) and the ‘certain’ future receipts. The tax value at successive later
times is then determined by adjusting the previous tax value by reference
to the internal rate of return (‘interest %’) and any receipts received at that
time. Thus the tax value formula is:

[Last tax valuex (1 + Interest %) — Receipts at the test time

7.37 Even though amounts received in respect of an asset reduce its
tax value, this does not mean that taxable income is reduced — the amount
received is a receipt which will increase net income.

7.38 Each of the components of the formula is explained below.
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What is the ‘last tax value’?

7.39  Thelast tax valueof an asset is defined in subsection 45-75(2) as
its tax value when it last had to be calculated, namely:

¢ when the taxpayer received an amount in respect of the asset
for a periodparagraph 45-75(2)(a)]

¢ the end of an income yefaragraph 45-75(2)(b)] or

¢ the time the taxpayer began to hold the gpaetgraph
45-75(2)(c)]

What is the ‘interest %'?

7.40 Basically, thénterest %in subsection 45-75(3) is the internal
rate of return on the asset.

7.41 If the only returns on a financial asset are paid at least annually,
then the internal rate of return is simply that annual rate. This would be
the case, for example, for fixed rate bonds acquired at par (i.e. neither at a
discount nor a premium). In other cases, the internal rate of return will be
different from the rate at which annual payments are made.

7.42 Subsection 45-75(3) provides that the interest % is the annual

compounded rate of return (expressed as a percentage) that, if used to
calculate the net present value of the following at the time the taxpayer
began to hold the asset, would result in that net present value equalling
zero:

e an amount equal to the cost of the asset at that time; and

e the amounts to be received after that time in respect of the
asset, on the assumptions that they will be received at the
earliest time that the taxpayer will become entitled to them and
that the asset is held for the rest of its life.

7.43 If the period starting at the previous time and ending at the test
time is less than a year, then the rate of return calculated above is
apportioned by multiplying it by:

Numberof daysn thatperiod
365

[Subsection 45-75(3)]

7.44  Examples 7.4(ii) and (iii) below show how the ‘interest %’
component of the tax value formula in section 45-75 is calculated.
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What are ‘receipts at the test time’?

7.45 Receipts at the test time defined in subsection 45-75(5) as the
total of all the amounts received in respect of the asset at the test time. If
no amounts are received at that time then the value of this component is
zero.

7.46  There will be an amount included in theceipts at the test tirhe
component of the formula if the reason for calculating the tax value of an
asset is because an amount is received in respect of the asset in respect of
a period (e.g. if an annual interest payment is made). At other test times
‘receipts at the test time’ would generally be zero unless, for example, the
test time is the end of the taxpayer’s income year and the asset provides a
return at that time.

7.47 Even though a receipt will reduce the tax value of an asset, there
is not a corresponding reduction in taxable income of the taxpayer. This is
because the receipt itself would be included as the first component in the

net income formula in section 5-55.

Application of the tax value formula where a predetermined variable is
involved

7.48 In essence, the formula in section 45-80, which applies if not all
the amounts to be received in respect of the financial asset are certain
when the asset is first held, determines the tax value of a financial asset at
a particular time after it is first held by:

e adding to (or subtracting from) its previous tax value amounts
relating to the relevant period that are attributable to the
interest rate, indexation component, discount or premium; and

¢ reducing the result by any amount received in respect of the
asset at that time.

7.49 The formula is as follows:

Last [Last face value x Amortisation Receipts
tax + (Interest % + Index %)] +of discountor — at the
value premium test time

7.50 For example, suppose the tax value (and face value) of a financial
asset at the beginning of a year of income is $100. If at the end of the year
it provides a 10% interest payment plus a change to its face value of 5%
by reference to an index, then its tax value at the end of the year will be:

$100 + [$100 x (10% + 5%)] — $10 = $105

Therefore there is a net increase of $5 in the tax value of the asset over the
income year.
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7.51 Each of the components of the formula is explained below.
What is the ‘last tax value’?

7.52  Thelast tax valueof an asset is defined in subsection 45-80(2) as
its tax value when it last had to be calculated. In addition to the times
mentioned above in relation to subsection 45-75(2) (see paragraph 7.39),
the tax value of a financial liability to which the formula in section 45-80
applies has to be calculated when there is a change in the components of
the formula. Therefore the tax value has to be calculated:

¢ when the taxpayer received an amount in respect of the asset
during the yeafparagraph 45-80(2)(a)]

¢ when the relevant interest rate changachgraph 45-80(2)(b)]

¢ when the face value of the asset changed by reference to an
index numbefparagraph 45-80(2)(c)]

¢ the end of an income yefaragraph 45-80(2)(d)] or

¢ the time the taxpayer first began to hold the gpaeigraph
45-80(2)(e)]

What is the ‘last face value’'?

7.53  Thelast face valueof an asset is defined in subsection 45-80(3)
as the face value of the asset at the time its tax value was last calculated.

7.54  Theface valueof an asset is its stated, or nominal, value. For
example, a 5-year bond may have a face value of, $100, which means that,
5 years after its issue, the issuer will pay the holder $100. Because
financial instruments may be issued at a discount or a premium to the face
value, the face value of a financial instrument may differ from its issue
price.

7.55 The face value of an instrument is also the amount to which a
specified percentage is applied to determine a return on the instrument.
For example, if the 5-year bond described above paid an annual return of
5%, the annual return would be $5 (i.e. 5% of its $100 face value).

7.56  Therefore section 45-80(4) defines the face value of an asset as
whichever of the following is appropriate:

e the amount on the basis of which a return on the asset is
calculatedparagraph 45-80(4)(a)] or

¢ the amount paid at the end of the asset’Jgdeagraph
45-80(4)(b)]
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What are the ‘interest %’ and ‘index %'?

7.57 In calculating the tax value of a financial asset, the formula in
subsection 45-80(1) requires the application of the sum antibieest %
(defined in subsection 45-80(5)) and thdex % (defined in subsection
45-80(7)) to the last face value of the asset.

7.58 The interest % is defined in detail in paragraphs 7.60 to 7.64 — it
is not the same as the interest % referred to in the simplified tax value
formula in subsection 45-75. In essence, it is the annual coupon rate of
return on the last face value of the asset (not necessarily in the form of
interest) for the period between the time the tax value was last calculated
(the ‘previous time’) and the time the tax value is currently being
calculated (the ‘test time’). This period is called the test period.

7.59  The index % is defined in paragraphs 7.65 to 7.67. If the face
value of the asset is changed at the test time by reference to the change in
an index (e.g. the CPI) then the index % is the change in the index
expressed as a percentage. In all other cases it is zero.

Example 7.2 Use of interest % and index %

Suppose a bond issued for $100 pays a fixed annual rate of 5% of the
last (indexed) face value plus any increase in the CPI over the year.
Assuming the last face value of the bond is $100, if there is a 2%
annual rise in the CPI then the component of the tax value attributable
to the interest % and the index % is:

$100 x (5% + 2%) = $7

Detailed explanation of Interest %

7.60 Interest % is defined in subsection 45-80(5) as the interest rate
(defined in subsection 45-80(6)see below) applicable during the test

period to the financial asset being tested. It is to be expressed as a
percentage. The interest rate represents an annual return — therefore, if the
test period is less than a year, the interest % will be reduced by an
appropriate amount. The reduction is made by multiplying the (annual)
interest rate by the following factor:

Number of days in the test period
365

7.61 For example, a bond may pay interest at the annual rate of 6%
twice a year. When the first instalment of interest is paid half-way through
the year the bond’s tax value needs to be calculated. The relevant
interest % used in calculating the tax value at that time will be half the
annual rate, namely 3%.

7.62 Interest rateis defined in subsection 45-80(6). It is the annual
rate of return which applies to the face value of an asset to calculate the
amount paid on the asset in respect of a certain period. For example, if an
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asset with a face value of $100 pays $5 twice a year, the relevant interest
rate is 10%. A return can be an interest rate within this definition
notwithstanding that it may not be ‘interest’ in legal form.

7.63  The annual rate of return is compounded as appropriate. This
means that, where a return relates to a period in excess of one year, the
annual rate of return is not the simple interest rate (calculated as the total
return expressed as a percentage and divided by the number of years in
respect of which it is paid), but is the compound rate.

7.64 For example, a bond with a face value of $100 pays a return of
$21 after 2 years. The annual rate of return for the purposes of calculating
its tax value at the end of each year is 10%. This is because the application
of a 10% annual interest rate on a compounding basis results in a $21
return after 2 years.

Detailed explanation of Index %

7.65 Index % is defined in subsection 45-80(7) as zero unless the test
time is anindexation time The indexation time for an asset is defined in
subsection 45-80(&s:

¢ the time when the face value of the asset changes by reference
to an index number; and

e the time when the asset came into existence.

7.66 If the test time is an indexation time, the index % is the following
amount expressed as a percentage:

Index at test time — Index at previous indexation time

Index at previous indexation time

7.67 Indexis defined in subsection 45-80(9) as the index number by
reference to which the face value of the financial asset changes. This may,
for example, be the CPI or the All Ordinaries Index. If the index number
relates to a particular period, the relevant number is the index number for
the last period that ends before the index time. For example, if the relevant
index is determined quarterly, the index number at a particular test time
that occurs within a quarterly period will be the index number at the end

of the previous quatrter.

Example 7.3 Calculation of the index % for a financial asset

A financial asset is issued on 1 August 2000 with a face value of $100.
At the end of each financial year (1 July to 30 June) the face value of
the asset increases by an amount equal to the change in the CPI over
the year. Assume that the CPI for the quarter ending on 30 June 2000 is
125, and on 30 June 2001 it is 128.
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The taxpayer’s income year ends on 30 June. Therefore it is a test time
for the asset (i.e. its tax value has to be calculated at that time). It is
also an indexation time, as is the issue date. To calculate the tax value
it is necessary to determine the index % in relation to the asset.

The relevant index % is calculated under subsection 45-80(7) as
follows:

128 — 125
_—_ = 0
175 2.4%

This percentage will be applied to the last face value of the asset (i.e.
$100) in accordance with the formula in subsection 45-80(1) to
determine the tax value of the asset at the end of the taxpayer’s income
year.

What is the ‘amortisation of discount or premium’?

7.68  Another component of the tax value formula in subsection
45-80(1) is theamortisation of discount or premiunfdefined in
subsection 45-80(10)). Basically, this is the amount of the discount or
premium on an asset amortised, or spread, over the test period.

7.69  Adiscount is the amount by which the issue price or purchase
price of an asset is less than its face value; a premium is the amount by
which that price exceeds its face value. For example, a one-year bond with
a $100 face value issued for $95 is issued at a 5% discount. If it is issued
for $105 then it is issued at a 5% premium.

7.70  ‘Amortisation of discount or premium’ is defined in subsection
45-80(10) as:

Adjusted cost — Last adjusted cost

7.71  Theadjusted costs defined in subsection 45-80(11) as the last
adjusted cost increased by the amortisation rate (defined in subsection
45-80(13) — see below). Thesst adjusted coss defined in subsection
45-80(12) as:

¢ the cost of the asset at the time the taxpayer began to hold the
asset, if that time was the last time the tax value of the asset
was calculated (the ‘previous time’); or

e in any other case, the adjusted cost of the asset at the previous
time.

7.72  Theamortisation rateis, in effect, the internal rate of return on

the asset which is attributable to the discount or premium. This rate is to

be calculated as an annual rate where the test period is the whole year, and
a part-year rate if the test period is less than a year. The part-year rate is
calculated by multiplying the annual rate by the following factor:
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Number of days in the test period

365

[Subsection 45-80(14)]

7.73 More specifically, the amortisation rate is defined in subsection
45-80(13) as the rate — expressed as a percentage — that, if applied on an
annual compounding basis to calculate the net present value of the
following at the time the taxpayer began to hold the asset, would result in
that net present value equalling zero:

e a payment by the taxpayer at that time of an amount equal to
the cost of the asset at that time; and

e a receipt by the taxpayer, at the earliest time that the taxpayer
will become entitled to it, of an amount equal to the face value
of the asset at the time of its acquisition, on the assumption
that the asset is held for the rest of its life (the face value in
this case is the amount paid to the holder of a financial asset at
the time it terminates or expires).

7.74  Example 7.4(iv) below shows how the ‘amortisation of discount
or premium’ component of the tax value formula is calculated.

What are ‘receipts at the test time’?

7.75  The final component of the tax value formula in subsection
45-80(1), which reduces the tax value of the asset being testeckiists

at the test timalefined in subsection 45-80(15). It is defined in the same
way as that component is defined for the purposes of section 45-75 (see
paragraphs 7.45 to 7.47).

Example 7.4 Calculating the tax value of various financial assets

The following examples show how the tax value of various financial
assets is calculated.

(i) Ordinary share

This example shows that ordinary shares are taxed on a realisation
basis (as are options).

Facts

On 30 June 2001 ABC Co. buys a parcel of ordinary shares in a
company for $1,000. No mark-to-market election is made in respect of
the shares. At the end of the 2001-2002 income year (30 June 2002)
the shares are worth $1,200. On 1 July 2002 ABC Co. sells the shares
for that amount.
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Calculation of tax value

On 30 June 2001 the tax value of the shares is $1,000.

At the end of the 2001-2002 income year the shares have increased in
value by $200. However, their tax value remains unchanged. This is
because gains and losses on ordinary shares are not subject to tax on an
accruals basis under Subdivision 45-C, but are taxed on a realisation
basis in accordance with item 3 of the table in section 45-15. At the

end of the 2002-2003 income year, ABC Co. no longer holds the

shares, resulting in a $1,000 reduction in tax value. During that income
year it received $1,200 as proceeds from sale of the shares.

Accordingly, its net income for that year in respect of the shares is

$200 ($0 — $1,000 + $1,200).

(i) Bond acquired at par

This example shows that, for a simple financial instrument like a bond
acquired at par which pays interest on an annual basis at the end of a
year of income, the tax value at the end of a year of income under
Subdivision 45-C will be the same as the tax value at the beginning of
the year, provided the bond is held for the whole of the income year.

Facts

Bruce acquires a 5-year, fixed-rate bond with a face value of $100 for
$100 on 30 June 2000. On 30 June 2001 the bond pays interest for the
year (calculated at 5%) of $5. Assume that the tax value of the bond at
the beginning of the 2000-2001 income year is $100.

Application of tax value formula

All the returns on the bond are fixed. Therefore, at the time Bruce
acquires it, all the amounts to be received are known and section 45-75
applies.

The payment of interest is an event which requires the calculation of
the bond’s tax value under section 45-75. The tax value of the bond

under that section is calculated in accordance with the following
formula:

[Last tax valuex (1 + Interest %) — Receipts at the test time

e The last tax value of the bond is $100.

e The interest %, calculated under subsection 45-75(3), is the rate
of return that, if used in working out the net present value of the
following cash flows on 30 June 2000, results in the net present
value equalling zero:

e $100 paid at that time; and

e the sum of the following amounts:
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— $5in one year's time;

$5 in 2 years’ time;

$5 in 3 years’ time;

— $5in 4 years’ time; and

$105 in 5 years' time.

It is not necessary to calculate this rate of return — since the only
return on the bond is 5% paid annually, the rate of return is 5%.

This can be demonstrated by applying a 5% discount rate to the
annual returns as follows:

$5
1+ 5%

$5
(1 + 5%F

$5
(1 + 5%}

$5
(1 + 5%f

$5
(1 + 5%§

The sum of these amounts is $100.

Therefore, the tax value of Bruce’s bond on 30 June 2001 is:
[$100 x (1 + 5%] — $5 = $100

Because 30 June is the end of Bruce’s year of income, the tax value of
his bond at the end of the income year (the ‘closing value’) is $100.
This is the same as its tax value at the beginning of the year (the
‘opening value”). Therefore, in calculating his net income for the year
under section 5-55, the change in tax value of his bond is zero.
However, the $5 interest payment he received is a receipt which will
be included in his net income.

(iif) Bond acquired at a discount
Facts

Suppose Bruce sells the bond described in the above example to
Cynthia on 30 June 2001 for $80. It is sold at a discount to its face
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value because, since its issue, variable interest rates have risen and
therefore the fixed rate of 5% on the bond is less valuable.

Application of tax value formula

The tax value of the bond when Cynthia buys it is its cost, namely $80
(section 45-65). This is also the opening tax value of the bond for the
2001-2002 income year. On 30 June 2002 it pays $5 interest, so its tax
value has to be calculated at that time using the formula in section
45-75.

The last tax value of the bond is $80, so the interest % is worked out
under subsection 45-75(3) as the rate of return that, if used in working
out the net present value of the following on 30 June 2001, results in
the net present value equalling zero:
e $80 paid on 30 June 2001; and
e the sum of the following:
— $5in one year’s time;
— $5in 2 years’ time;
— $5in 3 years' time; and
— $105in 4 years’ time.
In other words, what is the annual rate of return that would produce a
net present value of $80 for the given cash receipts? Using a financial

calculator, the relevant rate is 11.5180%.

Inserting these components into the tax value formula in section 45-75,
the tax value of the bond as at 30 June 2002 is:

[$80 x (1 + 11.529) — $5 = $84.21

Therefore, at the end of the 2001-2002 income year, the tax value of
the bond is $84.21. Consequently, there has been a net change in the
tax value of the bond over the year of:

$84.21 — $80 = $4.21

Cynthia will include this amount, together with the $5 interest receipt,
in her net income under section 5-55.

(iv) Indexed-linked bond issued at a premium

Facts

On 15 April 2001 Duke Co., an investment company, acquires a 4-year
indexed bond with a face value of $100,000 for $105,000 on the

secondary market (i.e. at a 5% premium). The bond pays 5% annual
interest in arrears calculated on the indexed face value, and a return of
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the indexed face value at maturity (which is in 3 years and 290 days’
time). The face value is indexed according to changes in a broadly-
based share index.

Application of tax value formula

Duke Co.’s 2000-2001 income year ends on 30 June 2001. It needs to
calculate the tax value of the bond at that time to determine its net
income for the year. Because some of the returns on the bond depend
on a predetermined variable (the indexation component), the tax value
is calculated according to the following formula in subsection
45-80(1):

Last [Last face value x Amortisation Receipts
tax + (Interest % +Index %)] + ofdiscount — atthe
value or premium test time

e The last tax value of the bond is its cost at the time of
acquisition, namely $105,000 (section 45-65).

e |ts face value at that time is $100,000.

e Under subsection 45-80(5) the interest % is the interest rate
during the period from 15 April to 30 June multiplied by:

Numberof daysin thetestperiod 76

365 365

(Note that, in calculating the number of days in the test period
(76), the day of acquisition is not counted.)

Under subsection 45-80(@)e interest rate is the annual rate of
return (5%) compounded as appropriate. In this case the rate is
paid annually and therefore no compounding is required.
Therefore the interest % is:

X IC = 1.041%
365

e The index % is calculated under subsection 45-80(7) as:

Index at test time — Index at previous indexation time

Index at previous indexation time

Assuming the relevant index at 30 June (the test time) is 103 as
compared to 100 at 15 April (the previous indexation time), the
index % is:

103-100
100

= 3%
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e The ‘amortisation of discount or premium’ component of the
formula is calculated under subsections 45-80 (10) andagl1)
follows:

Adjusted cost — Last adjusted cost
= [$105,000 x (1 + Amortisation rate)] — $105,000

The amortisation rate calculated under subsection 45-80(13) is
the annual compounded rate of return that would result in the net
present value of the following equalling zero:

e $105,000 paid on 15 April 2001; and
e $100,000 received iﬂ% years’ time.

In other words, what is the annual rate attributable to the
premium paid on acquisition that, when applied on a
compounding basis, would decrease $105,000 to $100,000 in

290 ..
35 Years? This is calculated as follows:

290
3564100000 1 100= —1.2776%
105000

The ‘amortisation of discount or premium’ component is
therefore:

[$105,000 x (1 + (—1.2776%))] — $105,000 = -$1,341.48

Inserting these components into the tax value formula in section
45-80, the tax value of the bond as at 30 June 2002 is:

$105,000 + [$100,006 (1.041% + 3%)] + (-$1,341.48) — 0
= $107,699.52

Therefore, at the end of the 2000-2001 income year, the tax value of
the bond is $107,699.52. The net income of Duke Co. from the bond
for that income year is:

$107,699.52 — $105,000.00 = $2,699.52
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How do the accruals rules affect individuals and small businesses?

Pursuant to Recommendation 4.4, there is a general exclusion fro
accruals tax treatment for individuals. The exclusion also applies,
under Recommendation 17.2, to small businesses, conducted by :
individual or an entity, that elect to be taxed under the Simplified T
System.

Under this exclusion, accruals taxation treatment will not apply to
financial assets and liabilities, subject to certain specified exceptid
For these purposes, a small business is one that has an annual ty
or annual receipts of less than $1 million, and whose leasing activ
do not provide more than 5% of the business’s turnover.

The exclusion allows eligible taxpayers to use a cash basis to acc
for business income and day-to-day expenditure in most circumsta
Under the cash basis of taxation, income is recognised for tax pur
when it is actually received, and, in most circumstances, expenses
recognised when they are actually paid.

There are exceptions to this general exclusion, which are listed in
Recommendation 17.2. The main exceptions relate to where a fing

asset or liability provides significant taxation deferral opportunities|

These significant deferral opportunities are considered to exist wh
financial asset or liability has a term of at least one year, and the 1|
return applicable to any effective discount or premium is more tha
a year, compounded annually. (The term ‘effective discount or

premium’ includes not just the discount or premium at which a seg
is issued, but also covers deferred interest and similar situations.)

Similarly, the exclusion will not apply to assets and liabilities,
including prepayments, relating to participation in a project or
arrangement managed by another person or entity in which a num
of taxpayers individually participate. These projects or arrangeme

m
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ere a
ate of
N 1%
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are generally referred to as ‘tax shelter’ schemes.
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Chapter 8
Liabilities and tax values

Outline of Chapter

8.1 This Chapter explains how to work out the tax value of a liability
held by a taxpayer (e.g. a liability to repay a loan or to pay for services
rendered) using the tables in section 6-75 and subsection 45-40(1). The tax
values of liabilities and assets, along with receipts and payments, are used
in section 5-55 as a component of a formula used to calculate the taxable
income of a taxpayer (section 5-15), and ultimately to determine the
taxpayer’s income tax under section 5-10.

8.2 The Chapter explains the effect that changes in the tax value of a
liability of the taxpayer has on the tax payable, and compares this with the
timing of tax deductions for liabilities under the current law.

8.3 The Chapter also explains that liabilities which have not yet been
incurred have a tax value of nil and therefore have no immediate effect on
tax payable.

Context of Reform

8.4 Under the current law, the calculation of a taxpayer’s taxable
income or tax loss can involve difficult questions relating to the
characterisation of receipts and payments as capital or not. This can lead
to uncertainty and inappropriate results.

8.5 Chapter 3 describes the proposed new approach for a more
coherent and comprehensive method for calculating a taxpayer’s taxable
income or tax loss on the basis of receipts less payments plus the change
in tax value of assets and liabilities. This approach focuses on the question
whether payments and receipts give rise to assets or liabilities for tax
purposes and the specification of the tax values of those assets and
liabilities.

8.6 The proposed methods described in this Chapter underpin the
effectiveness of the new approach through the specification of appropriate
tax values for liabilities. These tax values reflect, with greater certainty
and coherency than the current law, the commercial position of the
taxpayer by taking into account the time value of money where
appropriate and practicable.
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Summary of new law

8.7 The tables in section 6-75 and subsection 45-40(1) prescribe the
methods for calculating the tax value of the different types of liabilities a
taxpayer may have.

8.8 The new law identifies the following types of liabilities:
¢ liabilities that have not yet been incurred;

¢ liabilities which have been incurred but are not financial
liabilities (i.e. incurred liabilities that do not entail a monetary
obligation — for example, a liability to supply goods or
services);

¢ financial liabilities which have been incurred and which
involve an underlying physical transaction (i.e. liabilities to
pay for goods or services — performance by way of the supply
of those goods or services represents a physical transaction, as
compared to a purely monetary transaction under which only
money changes hands, as in a loan transaction); and

¢ other financial liabilities which have been incurred (e.g. a
liability to pay money in the future in exchange for money
provided today).

8.9 The tax value of liabilities that have not yet been incurred is nil
litem 9 of the table in section 6-]5AsS a result, such liabilities have no
immediate effect on taxable income.

8.10  The tax value of other liabilities is, wherever practicable,
calculated in the same way as the tax value of corresponding assets. This
ensures symmetrical tax timing treatment between liabilities and assets
that have equivalent characteristics.

8.11  The general principle governing the tax values of incurred
liabilities is that they should be determined on an *accruals’ basis, based
on the present value of the obligation to pay in the future. This reflects the
time value of money where there is a period of time between performance
(including payment) by one party and the requirement to perform
(including to make a payment) by the obligated party. Accruals tax
treatment recognises the fact that an obligation to pay an amount or to
provide benefits in the future is equivalent to an obligation to pay a lesser
amount, or to provide benefits of a lower value, immediately. Therefore,
the true cost of an obligation to pay money in the future is not the nominal
amount of money owed but a lesser amount, namely the present value of
the nominal amount.

8.12 There are 2 broad exceptions to the general principle. First, many
transactions involve a liability to pay money immediately on performance
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— in these cases there is no time period between performance and payment.
Second, there are many liabilities involving physical transactions where

the time period between performance on one side and performance on the
other is relatively short. The compliance costs involved in applying

accruals tax treatment in respect of these transactions are not justified. For
such liabilities their tax value simply reflects the nominal amount of the
money owed.

8.13 The new law also:

e enables the market value of eligible financial liabilities held by
a taxpayer who makes a mark-to-market election to be their
tax value (i.e. taxation on a ‘market value’ basis); and

e ensures that the tax value of financial liabilities that
correspond to a financial asset taxed on a realisation basis is
also determined on a realisation basis.

Recommendation 9.3 lists options and forwards as
examples of financial liabilities and assets that are
generally being taxed on a realisation basis. Rules giving
effect to this recommendation are being developed.

Individuals will generally be able to adopt (Recommendation 4.4), and small
business will be able to choose through the Simplified Tax System
(Recommendation 17.2), a cash basis to account for most of their business
income and day-to-day expenditure, rather than be subject to accruals taxation.
Rules are being developed to give effect to these recommendations.

Comparison of key features of new law and current law

8.14  The new law is designed to provide a coherent, certain and robust
system for enabling the liabilities of a taxpayer to be recognised for tax
purposes. The key design features of the new law as compared to the
current law are outlined in the table below.

Table 8.1 Comparison of new and current law

New Law Current Law

The accruals tax treatment of liabilitie$, The general provisions governing
which applies for most financial and | tax deductibility of losses and

long-term liabilities, recognises the timeoutgoings do not explicitly take int
value of money. account the time value of money.

1=
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New Law Current Law

A liability to pay an amount (or to As a general rule, the courts have
provide an asset or services) reduces|anot interpreted the general
taxpayer’s taxable income (subject to | deductibility provisions of the
any offsetting adjustment — for examplegurrent tax law as permitting present
a receipt) at the time the liability is value discounting of deductible
entered into by: payments. However, the nominal
e that amount, if the payment is to bgmount of a deductible payment
| does not represent the true cost o

made immediately or, if it is for th“th blicati hich is th \
supply of goods or services, withi € obligation, which IS the presen
value of that amount.

siXx months; or

=}

e the present value of that amount |n
other cases, unless the liability
corresponds to an asset taxed on a
realisation basis.

The tax value of liabilities generally | Asymmetrical tax treatment can
corresponds to the tax value of apply between the issuer of a
corresponding assets (i.e. assets financial asset and its holder so that
comprising the rights which arise from| tax deductions are available for th
the obligations imposed by particular | issuer’s liability before income is
liabilities). This promotes symmetrical | taxed to the holder of the asset.
tax treatment for the issuer and holdef of

financial assets and liabilities, thereby
promoting neutrality and minimising
opportunities for tax arbitrage.

1%

Detailed explanation of new law

What is a liability?

8.15  Aliability is defined in section 6-20 as a present obligation to
provide future economic benefi{Subsection 6-20(1)

8.16  This definition draws on the accounting definition of a liability. It
also specifically includes the balance of the contributed capital account of
a tax entity which is subject to the new entity tax rykassection 6-20(3)

What is an obligation?

8.17  An obligation is a requirement to do somethingh@ito do
something). To be a liability for tax purposes, it does not need not be a
legally binding obligation[Subsection 6-20(J)

8.18  An obligation involves at least two parties: one party owing the
obligation to another. Therefore, a taxpayer’s unilateral decision or mere
intention to do something is not an obligation. For example, the mere
decision of a taxpayer to spend money does not give rise to an obligation,
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even if the taxpayer creates an accounting provision for the planned
expenditure. In such a case there is no obligation to an external party.

8.19 Ordinarily, the obligation will be owed to the taxpayer to whom

the future economic benefits will be provided. However, this does not
have to be the case. For example if, under a liability assumption or an in-
substance defeasance arrangement, A enters into a contract with B to pay
C a fixed amount at a specified time in the future, A has a liability within
the meaning of section 6-20. This is the case even though A’s obligation is
owed to B but the relevant payment is made tisébsection 6-20(d)

8.20 Obligations can arise voluntarily (e.g. by contract or deed), or
they may be imposed on the taxpayer (e.g. by legislation).

What is a present obligation?

8.21  An obligation must be a present obligation if it is to constitute a
liability. That is, it must presently exist. Therefore a future obligation
cannot constitute a liability, even if it is certain to arise.

8.22 If an obligation is a contingent obligation, it will not become a
present obligation until the contingency occurs. For example, the
obligation of an insurance company to pay an amount under an insurance
policy becomes a present obligation only when an event occurs which
allows a claim to be made under the policy.

Example 8.1 Provision for car warranties

Henry runs a car yard. He commenced business on 1 July 2001. Each
car he sells is covered by a 3 year warranty. Henry keeps scrupulous
accounting and business records and he is able to show that on average
1 out of every 10 cars he sells in a year is the subject of a warranty
claim in that year, 2 in the following year and 3 in the year after that.

His records also show that on average each claim costs $200 in parts
and labour.

Henry has been in business for 2 years. He sold 10 cars in his first and
second year.

Henry recognises a provision for warranty claims in his commercial
accounts. In the year ended 30 June 2003, he recognises a provision for
$2,200. This is based on his records that show that he will receive 11
warranty claims in the future (3 in the current year, 5 in the following
year and 3 in the year after that) at an average cost of $200.

The provision can be separated into 2 parts. That part which relates to
the claims for the current year ($600) and that which relates to claims
in the next 2 years ($1,600).

The provision for $600 is a liability. The fact that Henry can show that
3 cars currently need to be fixed means that he is presently obliged
under their warranties to repair them. However, the provision for
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$1,600 is not a liability. Henry is not presently obliged to repair those
vehicles because they do not yet need to be fixed.

What are economic benefits?

8.23 A liability entails an obligation to provide future economic
benefits. This will be the case if the obligation involves transferring assets
to, or performing services for, another taxpayer where a monetary value
can be placed on the assets or services.

8.24 Natural love and affection is not an economic benefit.

What is a financial liability?

8.25  Afinancial liability is defined in section 45-35 as a liability to
provide some or all of the future economic benefits that are embodied in a
financial asset(to be defined in section 45-1Bction 45-3%. This

definition encompasses any liability to pay money.

8.26  This Chapter focuses primarily on the tax value of financial
liabilities referred to in section 6-75 and Subdivision 45-B. Rules for the
tax value of non-financial liabilities are being developed.

What is the tax value of a liability used for?

8.27  The tax value of assets and liabilities is used in calculating the
taxable income or tax loss of a taxpayer. This is because the taxable
income or tax loss of taxpayers depends on their net income, and the
calculation of net income uses a formula that takes into account the tax
value of their assets and liabilities. The relevant formulas for these
calculations, which are set out in sections 5-15 and 5-55 and explained in
Chapter 3, are as follows.

Taxable income = Netincome + Income tax law adjustment — Unused tax losses
Net income = Receipts — PaymentsNet change in tax value of assets and liabilities

8.28 The tax value of a particular liability will usually not be its
market value. Apart from the time that a liability is first owed, tax value
will usually correspond with market value only where the market value
election has been adopted.

8.29  The tax value of a liability is worked out in the ways described
below.

What is the tax value of a liability which has not been incurred?

8.30  The tax value of a liability which has not been incurred is always
nil. As a result, such liabilities will not affect taxable income until they are
incurred.[Iltem 9 of the table in section 6-75
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Meaning of ‘incurred’

8.31 For these purposes, ‘incurred’ takes the meaning that the courts
have given it in interpreting the general deduction provision of the current
law (section 8-1 of the ITAA 1997).

8.32  Therefore, for a liability to be incurred, the taxpayer obligated to
provide future economic benefits pursuant to the liability must be
‘completely subjected’ or ‘definitively committed’ to the obligation. A
liability will not be incurred if the taxpayer has the discretion or optioin

to provide the benefits.

Example 8.2 Provision for annual leave
Theresa carries on a business in which she employs Sanjay and Kylie.

Sanjay and Kylie are employed under an award which entitles them to
4 weeks’ annual leave after 12 months of service. Theresa is not
required under the award to pay for annual leave until leave is taken.

Sanjay is entitled to 12 weeks’ annual leave, having worked 3 years
without taking a holiday. Sanjay would be entitled to a payment in lieu
of his annual leave if his employment ceased.

Kylie has been employed for 6 months. Kylie is not entitled to annual
leave; however, she would be entitled to a payment under the award
equal to half a year’s holiday pay if her employment ceased.

Theresa records a provision for annual leave in the accounts of the
business. The balance in the provision equals the amount of wages
Sanjay is entitled to be paid while on annual leave, and the payment
that Kylie would be entitled to if her employment ceased.

The accounting provision is a liability for income tax purposes because
Theresa is under a present obligation to pay either wages for annual
leave or an amount in lieu of annual leave when the relevant event
which leads to such an obligation (i.e. taking annual leave or ceasing
employment) happens. However, the liability has not lianred
because Theresa is not ‘completely subjected’ or ‘definitively
committed’ to making the payments until the relevant event occurs.
Therefore it has a tax value of zero.

How is the tax value of a liability which has been incurred calculated?

8.33  As noted, the tax value of a liability which has been incurred is
calculated on the basis of one of 3 general approaches: realisation, market
value or accruals. To achieve greater symmetry of treatment between
assets and liabilities, and to obviate the need for separate tax value rules
for liabilities that duplicate tax value rules for assets, the tax value of a
liability is calculated, wherever possible, by reference to the tax value of
an identical asset that corresponds to the liability. In summary:
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e tax value is calculated on a realisation basis by reference to the
nominal amount of money to be paid for:

— a liability to pay money immediately;

— a short-term liability for the supply of goods or services;
and

— a financial liability that corresponds to a financial asset
taxed on a realisation basis;

¢ the tax value of a financial liability for which a market value
election has been made is the liability’'s market value; and

¢ the tax value of other liabilities is calculated on an accruals
basis by reference to the tax value of the identical
corresponding asset.

Liabilities taxed on a realisation basis

8.34  The table in section 6-75 provides that the tax value of a liability
to pay money immediately, or a short-term liability for the supply of goods
or services, is the (nominal) amount of money liable to be paid. This tax
value applies from the time the liability is incurred to the time the taxpayer
is no longer subject to iitems 1 and 2 of the table in section 6475

8.35 For these purposes a short-term liability is one that requires
performance within 6 months. Thus, a liability to pay in 6 months’ time
for services provided today is a short-term liabilitgm 2 of the table in
section 6-7%

8.36 Liabilities that relate to assets taxed on a realisation basis are also
taxed on a realisation basis. This is implemented by means of the
‘identical corresponding financial asset’ concept that is further explained
below in paragraphs 8.42 to 8.44km 3 of the table in subsection 45-40{1)

Example 8.3 Tax value of a liability to pay for goods within 6 months

Smith delivers an asset to Jones on terms that require payment in

6 months’ time. The asset is worth $95 but, because payment is
deferred, Jones undertakes to pay $100. Assume that Jones'’s year of
income ends 2 months after delivery, and that the asset has been
consumed in Jones’s business by that time.

The difference between the $100 paid for the asset and its $95 market
value reflects the time value of money. Because the obligation to pay is
within 6 months the tax value of the liability is simply the nhominal
amount of the money owed.

Therefore, disregarding any other transactions during the year, Jones’s
net income for the income year would be reduced by $100, because
that is the increase in the tax value of her liabilities (there is no
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corresponding increase in the tax value of Jones’s assets because the
asset is not on hand at the end of the income year).

This outcome is equivalent to what occurs under the current law if the
$100 is a deductible outgoing to which Jones is definitively committed
or completely subjected.

Liabilities taxed on an accruals basis
8.37 Liabilities are taxed on an accruals basis if they:

e do not involve an underlying physical transaction to be paid
for within 6 months;

e do not relate to assets taxed on a realisation basis; and
e are not the subject of a mark-to-market election.

8.38  Taxing liabilities on an accruals basis takes into account the time
value of money.

8.39 A taxpayer’s taxable income is reduced at the time the taxpayer
incurs a liability. (The reduction could be offset by the receipt of money or
by the acquisition of an asset.) If the liability is taxed on an accruals basis,
the amount of the reduction is the present value of the amount to be paid
in the future.

8.40  To implement this ‘present value’ approach, the table in
subsection 45-40(1) relies on the concept of an identical financial asset
corresponding to the liability whose tax value is being calculated. The tax
value of the liability is the tax value of that corresponding financial asset.
[Item 2 of the table in subsection 45-40{1)

8.41  As indicated, this concept also allows financial liabilities
corresponding to financial assets which are taxed on a realisation basis to
be taxed on the same (realisation) basisn 3 of the table in subsection

45-40(1)

What is an identical financial asset corresponding to a liability?

8.42 A liability comprises an obligation, or obligations, to pay money
or to do something other than pay money. Usually these obligations will
be owed to a single person or entity. If so, that person or entity will hold
an asset that corresponds to the liability — the obligations of the holder of
the liability will constitute rights of the holder of the asset. For example, if
A owes B $100, A has a liability representing the obligation to pay $100,
and B has an asset representing the right to receive $100.

8.43 Even if the obligations are not owed to a single person or entity
so that there is no single asset that corresponds to the liability, it is
possible notionally to construct an asset that corresponds to the liability.
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For example, if A has a single liability comprising an obligation to pay
$50 to B and $50 to C, neither B nor C individually holds an asset that
corresponds to A’s liability. However, an asset could be constructed that

does corre

spond to the liability, namely a right to receive $100. This could

be achieved by looking at what asset A would hold if, instead of having

the liability

, it was the party to whom the obligations were owed.

8.44 The table in subsection 45-40(2) explains how to identify a
financial asset that corresponds to a particular financial liability. The table
identifies 3 types of liability, namely:

a liability to provide future economic benefits that are
embodied in a single financial asset held by a taxpayer — in
which case the corresponding financial asset is that single
financial assefitem 1 of the table in subsection 45-40{2)

a liability to provide future economic benefits that are

embodied in two or more financial assets held by one or more
taxpayers — in which case the corresponding financial asset is a
notional financial asset that embodies all those future

economic benefitBtem 2 of the table in subsection 45-40{2)and

any other financial liability (e.g. a liability to provide only

some of the future economic benefits embodied in a single
financial asset) — in which case the corresponding financial
asset is a notional asset that embodies all the future economic
benefits that are to be provided to discharge the lialpikty 3

of the table in subsection 45-40(R)

Example 8.4 Constructing a notional financial asset

Giant Co. holds a single financial asset comprising:

Bo

a right to the return of principal plus an indexation amount
calculated by reference to changes in the All Ordinaries Index
from Big Co.; and

a right to receive a non-indexed, periodic return on the principal
from Small Co.

th Small Co. and Big Co. have financial liabilities. Item 3 in the

table in subsection 45-40(2) provides that:

the corresponding financial asset in relation to Small Co.’s
liability is a right to receive the periodic return; and

the corresponding financial asset in relation to Big Co.’s liability
is a right to receive the principal plus the indexation amount.
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How is the tax value of a liability calculated by reference to a
corresponding financial asset?

8.45 If the financial asset corresponding to a financial liability is taxed
on a realisation basis, the tax value of the liability at the time it is incurred

is the cost, and will remain the cost, of that ags&t 3 of the table in
subsection 45-40(1)]

8.46 A financial liability described in item 2 of the table in subsection
45-40(1) is taxed on an accruals basis. Its tax value is the same as what the
tax value of an identical financial asset corresponding to the liability

would be if it were held by the holder of the liability. At the time it is

incurred, the tax value of the liability is the tax value of the identical

financial asset calculated under section 45-65. At a later time it is the tax
value calculated under the formula in section 45-75 or 45t88.2 of the

table in subsection 45-40(]L)

8.47  Chapter 7 explains how to apply the formulas in sections 45-75

and 45-80. To apply the formula to a notional corresponding financial

asset it is necessary to make an assumption as to that notional asset’s cost.
The assumed cost of the corresponding financial asset is what the cost of
an asset of that kind would be, at the time the liability was entered into, if
the asset were held by the holder of the liability. The cost of a financial
asset is worked out under Subdivision GHems 2 and 3 of the table in

subsection 45-40(1)

8.48 Under the ‘corresponding financial asset’ approach to valuing
liabilities, when working out the tax value of the corresponding financial
asset (and thereby the tax value of the liability) any payments made
pursuant to the liability will be taken to be receipts in relation to the asset.
Therefore, whenever a payment of interest is made pursuant to the

liability, the tax value of the liability will be the tax value of the
corresponding financial asset, determined as if the payment made were a
receipt in relation to the asset. Therefore, just as the receipt of interest on a
financial asset reduces the asset’s tax value, the payment of interest
reduces the tax value of the liability.

Example 8.5 Tax value of a liability calculated on an accruals basis

Suppose that in Example 8.3, the liability was a financial liability

under which Smith lends Jones $95 in return for a promise by Jones to
pay $100 to Smith in 6 months, plus an additional amount if there is an
increase in the CPI over that period.

The identical financial asset that corresponds to Jones’s liability is the
right to receive $100 in 6 months (i.e. Smith’s asset).

The tax value of this corresponding asset under section 45-65 is its
cost, namely the $95 paid for(gee item 1 of the table in subsection
6-105(3)).
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Its tax value 2 months later (at the end of Jones’s year of income) is
calculated under the formula in section 45-80. This formula is used
because some of the returns depend on a predetermined variable (the
CPI). The formula is:

Last
tax +
value

Last Amortisation Receipts at
face  x (Interest % + Index %) + ofdiscountor — the test
value premium time

Assume that there is no change in the CPI over the relevant period.
Therefore the components of the formula are as follows:

The last tax value is $95
The last face value is $100
The interest % is zero
The index % is zero
The amortisation of discount or premium is:

Adjusted cost — Last adjusted cost

= [$95 x (1 + Amortisation rate)] — $95
The amortisation rate calculated under subsection 45-80(13) is
1.8%. This is the annual compounded rate of return, apportioned
over the 2 month test period, that would result in the net present
value of the following equalling zero:

—  $95 paid; and

— $100 received in 6 months’ time.

The ‘amortisation of discount or premium’ component is
therefore:

[$95 x (1 + 1.8%) — $95 = $1.71

Inserting these components into the tax value formula in section 45-80,
the tax value of the notional financial asset at the end of Jones’s year
of income is:

$95 + [100x 0] + $1.71 — 0 = $96.71

Therefore this is the tax value of Jones’s liability at the end of her
income year. Disregarding any other transactions during the year,
Jones’s taxable income would be reduced by $96.71, and increased by
the $95 she received from Smith, resulting in a net reduction of $1.71.

In the following income year when Jones pays $100 to Smith, her
liabilities will reduce to zero (resulting in $96.71 being added to
taxable income, offset by the $100 payment she makes — a net
reduction in taxable income of $3.29).
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As the CPI component turned out to be zero, the same result would be
obtained by applying instead section 45-75. The formula in that section
is:

[Last tax valuex (1 + Interest %) — Receipts at the test time
e The last tax value is $95.

¢ The internal rate of return (interest %), calculated under
subsection 45-75(3), is the annual compounded rate of return
that, if used in working out the net present value of the following
at the time the loan is made, results in the net present value
equalling zero:

e $95 paid at that time; and
e $100 received in six months’ time.

This rate, apportioned over the two month period, is, again,
1.8%.

Inserting these components into the tax value formula in section 45-75,
the tax value of the notional financial asset at the end of Jones’s year
of income is:

[$95x (1+1.8%)| -0 = $96.71

Again, the corresponding increase in the tax value of Jones’s liability
is $1.71, reducing her taxable income in the income year by that
amount.

Liabilities taxed on a market value basis

8.49  The new law will allow a taxpayer who uses market value to
determine profit and loss from particular financial assets and liabilities for
financial accounting purposes to elect to adopt the same basis for tax
purposes, subject to satisfying certain criteria to be set out in Subdivision
45-D. The tax value of a financial liability for which a market value

election has been made is the liability’s market vali¢en 6 of the table in
subsection 45-40(1)]

Liabilities relating to shareholders etc.

8.50 A tax entity may have a liability (other than contributed capital)

in relation to its members and certain other taxpayers. These liabilities are
listed in the table in section 6-145. They include the obligation of a
company to pay a declared dividend to its shareholders.

8.51 However, the tax value of a liability arising from the relationship
between a tax entity and its members, and certain other taxpayers, is
always taken to be nil. Therefore the taxable income of a tax entity is not
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How do the accruals rules affect individuals and small businesses?

affected by these liabilitiefitem 4 of the table in section 6-75; item 4 of the table
in subsection 45-40(1)]

Pursuant to Recommendation 4.4, there is a general exclusion fro
accruals tax treatment for individuals. The exclusion also applies,
under Recommendation 17.2, to small businesses, conducted by :
individual or entity, that elect to be taxed under the Simplified Tax
System.

Under this exclusion, accruals taxation treatment will not apply to
financial assets and liabilities, subject to certain specified exceptid
For these purposes, a small business is one that has an annual ty
or annual receipts of less than $1 million, and whose leasing activ
do not provide more than 5% of the business’s turnover.

The exclusion allows eligible taxpayers to use a cash basis to acc
for business income and day-to-day expenditure in most circumsta
Under the cash basis of taxation, income is recognised for tax pur
when it is actually received, and, in most circumstances, expenses
recognised when they are actually paid.

There are exceptions to this general exclusion, which are listed in
Recommendation 17.2. The main exceptions relate to where a fing

asset or liability provides significant taxation deferral opportunities|

These significant deferral opportunities are considered to exist wh
financial asset or liability has a term of at least one year, and the 1|
return applicable to any effective discount or premium is more tha
a year, compounded annually. (The term ‘effective discount or

premium’ includes not just the discount or premium at which a seg
is issued, but also covers deferred interest and similar situations.)

Similarly, the exclusion will not apply to assets and liabilities,
including prepayments, relating to participation in a project or
arrangement managed by another person or entity in which a num
of taxpayers individually participate. These projects or arrangeme

m

ns.
rnover
ties

ount
nces.
poses
5 are

ancial
ere a
ate of
N 1%

urity

ber
nts

are generally referred to as ‘tax shelter’ schemes.
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Chapter 9
Depreciating assets

Outline of Chapter

9.1 Division 40contains the rules for writing off the cost of
depreciating assets for the purpose of working out the taxable income of
an entity or individual which owns or controls the assets. It also
consolidates within one Division the disparate capital allowances —
including plant depreciation and mining, quarrying and primary producer
allowances — of the current law.

Context of Reform

9.2 The methodology set out in Division 5 for working out taxable
income requires a taxpayer to first work out the net income of an income
year. A key component of net income is the measurement of change in the
tax value of assets and liabilitigsbdivision 5-B] To work out the change

in tax value, the method statement in section 5-55 requires that the closing
tax value of assets be added to net receipts and the opening tax value of
assets be deducted. As regards depreciating assets, the difference between
opening and closing tax values — as calculated under new Division 40 —is
effectively the amount that is written off for tax purposes in working out
taxable income.

9.3 The decline in tax value of depreciating assets is recognised in
the current law: it is reflected in the written down or depreciated value of
these assets. However, current write-off arrangements are contained in
many different provisions which do not have a consistent basis of
deduction. Some, such as plant depreciation, provide deductions for the
cost of an asset over its effective life. Some provide a statutory,
straight-line basis of deduction of the specified cost (e.g. primary
producers’ telephone connections), while others allow write-off of the
original cost on a straight-line basis over a statutory life (e.g. income
producing buildings). Some, principally plant depreciation, provide for an
adjustment of deductions on disposal of the asset; others do not.

9.4 To the greatest extent possible, Division 40 will standardise the
basis for measuring the decline in tax value of depreciating assets. It will
apply to most depreciating assets, including new income-producing
buildings and other assets, such as an airport tarmac, which may not have
gualified for deduction previously under the plant depreciation rules. It

will apply whether a depreciating asset is a tangible asset or an intangible
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asset, and will allow write-off according to the decline in tax value of the
asset — based on cost — over its effective life.

9.5 To be more specific, Division 40 will replace the following
capital allowances contained in the ITAA 1997:

plant depreciation under Division 42;

capital works under Division 43;

software depreciation under Division 46;

exploration or prospecting under Subdivision 330-A;

mine (quarry) development expenditure under Subdivision
330-C;

transport expenditure under Subdivision 330-H;
rehabilitation expenditure under Subdivision 330-I;
intellectual property under Division 373;

spectrum licences under Division 380;

landcare operations under Subdivision 387-A;

water facilities under Subdivision 387-B;

horticultural plants under Subdivision 387-C;

grapevines under Subdivision 387-D;

forestry and timber operations under Subdivision 387-G;
environmental impact assessment under Subdivision 400-A;

environmental protection activities under Subdivision 400-B.

9.6 Certain capital allowances contained in the ITAA 1936 that have
limited future operation are not covered. These are:

development allowance under Subdivision B of Division 3 of
Part IlI;

drought investment allowance under Part XlI; and

special depreciation for Australian trading ships under section
57AM.
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9.7 Buildings and other capital works that qualify by 30 June 2000
for write-off under Division 43 of the ITAA 1997, as well as any additions
or improvements made after that time, will continue to be written off
under that Division.

9.8 At this stage, the following capital allowances have not been
incorporated into Division 40:

¢ Film licensed investment companies under Subdivision 375-H
of the ITAA 1997;

e Australian films under Division 10BA of Pdit of the ITAA
1936;

¢ Industrial property relating to copyright in an Australian film
under Division 10B of Paitl of the ITAA 1936; and

¢ Research and development under section 73B of the ITAA
1936.

The deduction entitlements currently available under these rules will be
preserved by way of a ‘decreasing adjustment’ under the scheme of the
draft legislation.

9.9 Proposed simplified depreciation arrangements, which are part of
the Simplified Tax System for small business taxpayers, are not included
in these legislative measures. Under the proposals, business taxpayers
with annual turnover of less than $1,000,000 will be able to elect to be
included in the System, which incorporates a cash basis for recognising
business income and expenditure, and a depreciation regime which gives
immediate write-off for assets costing less than $1,000 plus pooling of
other depreciating assets with effective lives of less than 25 years.

9.10 Division 40 does not contain a specific rule to adjust the amount

of write-down when a depreciating asset is disposed of for an amount
greater or less than its tax value. That is because under the general rules in
Division 5 for calculating net income, the disposal proceeds are brought to
account as receipts while the asset itself would no longer be reflected in
the closing tax value of assets. This provides an automatic balancing
adjustment on disposal of a depreciating asset.

9.11 Some existing concessions are preserved, including certain
primary production concessions, within the umbrella of Division 40. The
statutory write-off regimes for telephone and electricity connections are
also preserved under the amortisation rules in Subdivision 40-F.

9.12  Other specific categories of amortisable payments will also be
covered by Subdivision 40-F. They can be characterised as expenditures
for the establishment of a business or to enlarge a business structure —
company incorporation costs and loan or equity raising costs. The current
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law permits write-off of loan raising expenditure over the lesser of 5 years
or the loan term. However, the other expenditures are not deductible
because, whilst incurred in connection with the production of income, they
are capital in nature. They have a lasting value which adds to the business
structure and therefore do not have the character of immediately
deductible revenue expenditure. Consistent with Recommendation 4.14
dealing with blackhole expenditure, Subdivision 40-F will provide

write-off over 5 years or, in the case of expenditure to obtain a loan, the
lesser of 5 years or the loan term.

Summary of new law

What the Division will do Division 40 provides a standard set of rules
(in Subdivision 40-A) that can apply to all
depreciating assets.

Link to higher level rules The rules in Division 40 will measure the
decline in tax value of depreciating assets
over an income year. The amount of the
decline is an essential element in working out
net income. It reflects the difference between
the opening and closing tax values of an
asset.

What is a depreciating assetA depreciating asses an asset that loses
value because it is effectively used up to
produce taxable income. Its useful lifespan is
accounted for by writing down the value
until it reaches zero or the asset is disposed

of.
How is the decline in tax There is a formula that basically divides the
value calculated? cost of the asset by the number of years it is
expected to be commercially useful.
What rate applies? The rate used depends on whether a taxpayer

chooses the straight line or the diminishing
value method.

When does the decline in taxUsually, when the asset is able to be used to
value start? produce taxable income.

Adjustments An adjustment reduces the decline in tax
value if the asset is used for private,
domestic or exempt purposes. A further
adjustment may flow from this if the
taxpayer stops holding the asset.

Pooling Pooling can be used as an alternative to the
separate write-off of assets which cost
$1,000 or less, for assets that have been
written down under the diminishing value
method to $1,000 or less, for in-house
software and for project costs that do not
themselves produce separate assets.
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Jointly held depreciating Joint interests in an underlying depreciating
assets asset will be taken as separate assets for
write-off purposes.

Partially completed assets A limited write-off is available for an
incomplete asset where some part of it
generates income before the overall asset is

completed.
Landcare and primary The write-off for landcare assets, water
producers facilities, grapevines and other horticultural

plants differs from other depreciating assets
in 3 ways. These are:

e accelerated rates apply;

¢ write-off is always based on the cost
of the first holder; and

¢ only the prime cost rate is available.

Amortisable payments These payments are treated as depreciating
assets and written off over a statutory period.
Luxury cars Special rules establish the upper limit for the

cost of a car for the purposes of calculating
the decline in tax value.

Comparison of key features of new law and current law
Comparison with Subdivision 40-A: Core Provisions

9.13  The following table sets out the important differences between
the various capital allowances in the current law and the basic rules in
Subdivision 40-A. Some of the key features of the new law are subject to
exceptions as explained under later headings.

New Law Current Law

The core provisions will apply | The current law applies to depreciating
to all depreciating assets. assets that qualify as plant or articles,
and to expenditure on assets covered|by
specific provisions e.g. mining, primary
production, buildings. Some assets with
a limited useful life are not covered by
any provision, so no account is taken pf
expenditure on these assets (‘blackhole

expenditures’).
The taxpayeholdinga Depending on the provision that applies,
depreciating asset is entitled tg either theownerof the relevant asset o
write-off the asset. the entity thatncurs expendituren that

asset is entitled to the capital allowance.
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New Law

Current Law

A depreciating asset can be
written off when:

e jtis first used or installed
for a taxable purpose; or

e construction of the asset is

completed and it is used
for a taxable purpose; or

e a project commences
operation for a taxable

purpose and an asset is part

of the project; or

o if the asset is a right, whet
the right is first held.

When an asset starts to decline in value

varies from regime to regime. The mos

common variations are when the
expenditure is incurred and when the
asset is first used.

The cost of a depreciating assg¢
is generally the amount paid tg
hold it.

bfThe amount on which the decline in

value of an asset is based is either the

expenditure incurred on the asset or it
original cost.

There is a choice between the
prime cost rate and the
diminishing value rate for all
depreciating assets.

Most capital allowances are a straight
line deduction. For plant depreciation,

n

there is a choice between the prime cost

and diminishing value rates.

Comparison with Subdivision

9.14
the current law with regard to

40-B: Pooling

pooling.

New Law

Current Law

Certain ‘blackhole’ expenditure
that does not form part of the
cost of a depreciating asset ma
be written off over the life of thg¢
project to which it relates.

Capital expenditure that is not plant is
not deductible under the current law
wunless specifically provided for.

U

C

Any items which have been
written-down under the
diminishing value rate to $1,00
or less can be pooled and
written off over 4 years using
the diminishing value rate.

The current law has no equivalent
provision.
0

The following table sets out the differences between the new and

There are no rules to allow

pooling of assets which have theate may be pooled.

same depreciation rate.

Items that have the same depreciatior

Any items costing less than
$1,000 may be pooled and
written off over 4 years using

the diminishing value rate.

There is an immediate write-off of smg
items costing less than $300.
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Comparison with Subdivision 40-C: Jointly held depreciating assets

9.15
and the current law for jointly

held depreciating assets.

New Law

Current Law

The interests of joint holders a
recognised and capable of
separate write-off.

réThe current law is largely silent on
jointly held assets, and it is unclear
whether each holder’s separate intere
can be written off. This has been a
particular problem with respect to
depreciation allowances which are

based on a ‘unit of property’.

Comparison with Subdivision

9.16

40-D: Partially completed assets

and the current law for incomplete assets.

New Law

Current Law

A limited write-off is available
for that part of an asset that is
used to generate income befor
the asset is fully completed.

Write-off commences when an asset i

eand, in relation to buildings, when the
whole building is completed.

used or installed for a taxable purpose

The following table sets out the difference between the new law

Sts

The following table sets out the difference between the new law

Comparison with Subdivision 40-E: Landcare and primary production

9.17

The following table sets out the differences in how the new and

the current law deal with specific primary production depreciating assets.

New Law

Current Law

Assets used in landcare
operations on any land in
Australia will qualify for
immediate write-off.

The deduction for landcare operations
limited to capital expenditure on rural
land or land on which a primary
production business is carried on.

The write-off for a water facility
is only available while a

taxpayer holds the facility. A
later holder of a water facility

can write it off provided there i$
still some amount available and

it is used at least in partin a
primary production business.

The deduction for expenditure on a
water facility is available only to the
person who originally incurs it.

The write-off is adjusted to the
extent that the water facility is
not used in a primary productig
business during and income
year.

There is no reduction for non-primary
production use.
n

S
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Comparison with Subdivision

9.18  The following table sets out the important differences between

40-F: Amortisable payments

these payments in the new law and the current law.

New Law

Current Law

A later land holder of land to
which electricity and telephone
lines have been extended can
continue to write-off any
remaining part of the original
payment.

The deduction entitlement stays with t
taxpayer incurring the expenditure.
Subsequent owners have no write-off
entitlement.

The write-off depends on the

use of the electricity supply or
telephone connection being for
taxable purpose year by year.

Although there must be a connection
between the production of assessable
acome and incurring the expenditure,
that connection only applies for the fir

income year of the write-off. Once tha
test is satisfied, the write-off continues
until the original cost is exhausted —
even if the land is sold.

The write-off reflects the There is no pro rating for part year use.
number of days the taxpayer has
access to the supply or

connection in an income year.

Specified types of expenditure| Equivalent ‘blackhole expenditure’
will be written off in a straight | (apart from borrowing costs) is not
line over 5 years. deductible because of its capital nature.

[©)

Detailed explanation of new law

Subdivision 40-A — The core provisions

9.19  Subdivision 40-A contains the core provisions for working out

the decline in tax value of depreciating assets (the ‘write-off’) that are

used for income producing purposes. A depreciating asset’s opening tax
value for the year (or its cost when the asset was first held during the year)
is reduced during the year by the rate of decline determined from its
effective life and the selection of prime cost or diminishing value write-off
[section 40-10] The closing tax value at the end of the year is the opening
tax value for the next

9.20  The current law contains various rules as to the person entitled to
deductions under the different capital allowances. The primary rule under
Division 40 is that the person who holds the depreciating asset may
write-off its cost if it is used for a taxable purpose or is installed ready for
use and held in reserve for such a purpose. Those tests generally reflect the
tests for plant depreciation deduction under the current law.
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9.21  The eligibility of the *holder’ of a depreciating asset to write-off
the decline in its value under Division 40 reflects the broad economic
notions of ‘asset’ and ‘holding’ an asset in Division 6. An asset is a thing
such as property or a right that has economic value because it embodies
future economic benefits. The future economic benefits embodied in the
ownership of a motor vehicle, for example, are those that can be obtained
from using it, letting others use it, or selling it.

9.22 Holding an asset is not necessarily the same as owning it, but in
most cases the person who owns an asset would be the holder of that asset.
That is the consequence of the rule in section 6-15 that the holder of an
asset that is capable of being owned is the owner or, if there is both a legal
owner and an equitable owner, the legal owner. For other assets generally,
the holder is the person who uses the asset to gain economic benefits and
is able to regulate or deny others’ access to the future economic benefits
inherent in the asset. In some specific instances, a person who is not the
owner of an asset nevertheless will be treated as the holder of the asset,
e.g. a hire purchaser, a lessee of a luxury car, a lessee who has affixed
depreciating assets to leased premises.

9.23  Two or more persons who jointly hold a depreciating asset may
each write-off the decline in their share of the cost. This is intended to
give entitlement to each entity which has an economic interest in the asset
and therefore stands to lose from any decline in its value. Subdivision
40-Ccontains the relevant rules.

9.24 Section 40-20 excludes from the general depreciating assets
write-off rules the cost of assets used in landcare operations, water
facilities, grapevines and horticultural plants. In accordance with the
Government’'s commitment not to disturb primary producer concessions,
the existing method of write-off for those assets is preserved by
Subdivision 40-E. Landcare assets and water facilities are also excluded if
a tax offset is claimed under Division 388 of the ITAA 1997.

What is a depreciating asset?

9.25 A depreciating asset is defined in section 40-15 as being an asset
with a limited useful life. This covers assets of a wasting nature that
decline in value because of physical deterioration or obsolescence and
assets of an intangible kind such as copyrights and industrial designs that
have a limited lifetime due to statutory or contractual limitations. Land is
not ordinarily a depreciating asset — because it does not have a finite life —
but items of plant such as motor vehicles or machinery are depreciating
assets. A depreciating asset does not include:

e trading stock covered by Division 38;

¢ financial assets covered by Division 45;
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e routine leases or routine rights covered by Subdivision 96-A;

e non-routine leases or non-routine rights covered by
Subdivision 96-B; or

e an asset that is not capable of ownership.

9.26  The last of these exceptions would apply, for example, to an
intangible asset created by expenditure which, under the current law,
would be immediately deductible as a revenue outgoing, e.g. advertising
expenses that produce benefits that extend across more than one income
year.

9.27  The effect of subsection 6-15(2) is that taxpayers will have to
exercise judgment in identifying the particular asset to be written off

where the asset is made up of different parts and components. The ‘unit of
property’ basis of identification used in the existing plant depreciation

rules is being discontinued. However, in many instances the facts and
circumstances of a particular case may produce a similar outcome because
the functional separateness of a composite asset will lead to its being
identified as the particular depreciating asset. The importance of
identifying the asset rather than its constituent parts is that the life of the
asset on which write-off is based may very well differ from the life of the
component.

Is every depreciating asset covered by Subdivision 40-A?

9.28  As explained in Chapter 3 (How to work out taxable income or
tax loss), the change in the tax value of a depreciating asset is taken into
account in working out taxable income only if it is not used solely for
private or domestic purposes. Wholly ‘private or domestic’ assets
therefore are not covered by Division 40. Where an asset is used only
partly for private or domestic purposes, section 40-80 adds an amount (an
‘increasing adjustment’) to the calculation of taxable income to reflect the
degree of non-taxable use.

9.29  Some depreciating assets are given special write-off treatment
and are therefore not covered by Subdivision 40-A. See, for example, the
rules relating to landcare and other primary production assets contained in
Subdivision 40-E.

When does the tax value of an asset start to decline?
Start time

9.30  Section 40-25 introduces the concept of ‘start time’, that is the
time when the decline in tax value of a depreciating asset begins to be
measured.
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9.31  The general rule is that the write-off of a depreciating asset

begins when the asset is first used for a taxable purpose, or is installed
ready for use and held in reserve for such a purpose. That rule does not
differ from the current law in relation to plant and equipment. The same
rule applies if the asset is being constructed or created — write-off will not
commence until the completed asset is used, or installed etc., for a taxable
purpose. If the asset is a right — for example in copyright — its ‘start time’

is when the right is first obtained.

Completion

9.32  There are some special rules about when the write-off begins.
Subdivision 40-D provides limited write-off for some partially completed
assets that are used for a taxable purps®unts allocated to an
in-house software pool under Subdivision 4@eBnot begin to be written
off until the year following the expenditure.

9.33  Where the asset is being created or constructed as part of a larger
project, write-off starts when it is first used for a taxable purpose once the
construction or creation of the project is completed. For example, an
access road to a mine site facilitates the development of the site and
necessary infrastructure to enable mining operations to begin. Even though
it is actually used in the business before extraction commences, its tax
value stays at cost until that later time because the project has not
commenced taxable operatigpsragraph 40-25(2)(c)]

Taxable purpose

9.34  This is basically a use for the purpose of producing taxable
income. In the case of leisure facilities and boats the particular taxable
purpose required is stated specifically so that the asset has to be intrinsic
to the income producing activities or its use must constitute a fringe
benefit[subsections 40-25(3) and (4)]

How do you work out the change in tax value?

9.35  The effect of the formula in section 40-30 is that the tax value of
a depreciating asset is written down in an income year by applying the
relevant write-off rate to the asset’s base value. The reduction in tax value
is lower if the asset was not held by the taxpayer for the whole income
year.

9.36 Thus there are 3 elements to the ‘decline in tax value’ formula:

e base value: this is the opening tax value to which the rate of
write-off is applied. In the first year in which the asset is used
or installed for taxable purposes, the base value is its cost. In
later years, it is also cost if the prime cost (straight line) rate is
used, but the opening tax value if the diminishing value
(reducing balance) rate is used.
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e rate: this is either the prime cost or diminishing value rate,
based on effective life, that applies to the particular
depreciating asset. (Section 40-50 provides a choice between
the prime cost method and the diminishing value method.)

e days for which write-off applies: this is the period of the
income year during which the asset was held by the taxpayer.
(As explained above, section 6-15 defines the meaning of
holding an asset.) This element of the formula reduces the
full-year reduction in tax value if the asset was held for only
part of the year. That would normally be because the asset was
either acquired or disposed of part way through the year.

Example 9.1

A depreciating asset was purchased on thé& dag of the income year
for $10,000 and was immediately used for taxable purposes. |If the
applicable prime cost rate was 10%, the asset’s reduction in tax value
for the year would be:

$10,000x 10% x 265

365 = $726

Immediate write-off

9.37 For assets used in exploration or prospecting for minerals or
qguarry materials, the cost currently may be wholly written off in the first
year in which they are used, or installed ready for use, for a taxable
purpose (Subdivision 330-A of the ITAA 1997). Section 40-35 maintains
this effect by specifying a zero tax value for such assets at the end of that
year. The definition of ‘exploration or prospecting’ contained in the ITAA
1997 has been adopted in the new [@wsections 40-35(2) and (3)]

What is the cost of an asset?

9.38  Subdivision 6-E defines the cost of an asset (including a
depreciating asset) on which the write-off under Subdivision 40-A is

based. Cost is normally the amount paid, or required to be paid, to become
the holder of the asset. For example, cost would include any deposit paid
plus the value of any liability to make future payments. Cost also includes
any later costs that increase the economic value of the[sksset 6-110]

Where an amount is paid for an asset and other assets or benefits and no
cost allocation is specified for particular assets, the cost of each asset is
the proportion of the amount reasonably attributable[$edtion 6-120]

9.39  Another component of cost is expenditure incurred to

commission an asset. Because the commissioning process enables an asset
to become fully functional, it is appropriate to write-off these costs over
effective life. Initial production trials for a new item of manufacturing

plant would be part of the commissioning process, and any amounts
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Rates

received from the sale of goods produced by the trial will directly reduce
the commissioning cost of the plastction 40-40]

9.40 If no amount is paid or payable for a depreciating asset, for
example if the asset was received as a gift, the cost for write-off purposes
is the asset’s market val(iem 10 of the table in subsection 6-105(3)f an

amount was paid or payable, but the asset was not at first used for taxable
purposes, the cost is the asset’'s market value at the time it was first
brought into taxable ugeection 12-30]

9.41 A market value ‘cost’ rule also applies where a person who may
not otherwise be the holder of a depreciating asset — for example, a hire
purchaser or lessee of a luxury car — is treated as the holder for purposes
of the write-off under Subdivision 40-ftems 6 and 7 of the table in subsection
6-105(3)]

Apportionment of receipts

9.42 Section 40-45 requires that a person must apportion on a
reasonable basis undissected receipts only part of which relates to the
disposal of a depreciating asset.

9.43 For each depreciating asset, either the prime cost or the
diminishing value method must be chosen for the year for which the
asset’s decline in tax value is first calculated. The choice of method
determines the rate of write-off that applies to the particular asset. The
choice between prime cost or diminishing value, once made, cannot be
changedsubsections 40-50(1) and (2)]

The prime cost rate

9.44  The prime cost rate assumes that a depreciating asset loses a set
portion of itsoriginal value in each year. That is, it spreads the decline in
the asset’s tax value equally over each year of the asset’s effective life.
Theprime cost ratas worked out like thigsubsection 40-50(4)]

100%
Effective (life in years)

Example 9.2

If an asset’s effective life is 20 years, the prime cost rate will be:

100%
—— " = 5o
20 5%
The diminishing value rate

9.45  The diminishing value rate assumes that an asset loses a set
percentage of iteemainingvalue in each year. That is, it weights the
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decline in an asset’s tax value towards the start of the asset’s effective life.
Thediminishing value rateis worked out like thigsubsection 40-50(3)]

150%
Effective (life in years)

Example 9. 3

Using the previous example of an asset with an effective life of
20 years, the diminishing value rate will be:

- = 4)
20 = 7.5%

What is an asset’s effective life?

9.46  The effective life of a depreciating asset is the factor that
determines the prime cost or diminishing value rate that applies to the
asset.

9.47 For the first year in which the asset’s decline in tax value is first
calculated, it is necessary to either work out the effective life or use the
effective life specified by the Commissioner in published schedules
[subsections 40-55(1) and (2)]

9.48 In working out effective life — that is, how long (in years) it will
be before its useful life ends — a taxpayer must take into account how it
expects to use the asgeibsection 40-55(3)]

9.49  Subsection 40-55(4) provides that regulations may be made
which prescribe guidelines to assist taxpayers to work out the effective life
of a depreciating asset. In addition, subsection 40-55(5) authorises the
Commissioner to make a determination specifying the effective life of
depreciating assets. The Commissioner has published schedules of
depreciation rates based on estimated effective lives under the current law.

9.50 The effective life rules in subsections 40-55(1) to (5) do not
apply to in-house software. Subsection 40-55(6) specifies the effective life
of in-house software as/2 years. This is the rate of write-off that has
applied to in-house software under the current law (Divisions 42 and 46 of
the ITAA 1997) from 11 May 1998. An in-house software project is
computer software that has been developed or acquired principally for use
within an organisation rather than for commercial exploitation by the
software developer. It does not include software that can be wholly
‘written off’ in one year e.g. under section 40-35 as assets used in
exploration or prospectingubsection 40-55(7)]

Recalculating effective life

9.51 If in a later year the estimate is found to be no longer accurate, it
is permissible to recalculate the effective Jdigbsection 40-60(1)] This
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could happen, for example, if the particular asset is used more intensively
than originally anticipated or the asset is moved to another geographical
location which accelerates its deterioration.

9.52  When effective life is revised the rate must also be adjusted to
enable the tax value at that time to be written off over the remaining
effective life[subsections 40-60(2), (3) and (4)]

Additions and improvements

9.53  Section 40-65 requires that amounts expended on a depreciating
asset after it has been acquired, and which are added to the cost of the
asset under section 6-110 because the expenditure increases the economic
value of the asset, must also be added to the asset’s closing tax value. This
ensures the correct result in calculating net income. To correctly calculate
the asset’s future decline in tax value adjustments must be made to the
base value of the asset in the calculation formula in section 40-30. Where

a diminishing value method is being used, the base value must be
increased by the amount of the additions. For the prime cost method the
‘cost’ is altered to become the sum of the opening tax value for the

relevant income year and the amounts expended on the improvements. In
addition, the asset’s effective life must be recalculated, and the rate
adjusted using the appropriate calculation in section 40-60.

Example 9.4

A taxpayer pays $20,000 for a machine that has an estimated effective
life of 10 years. Its decline in tax value is calculated under the
diminishing value rate. At the start of the eighth year, its tax value is
$6,411. Its capacity is upgraded at a cost of $5,000. The effective life
is now 6 years. The base value is increased by $5,000 to $11,411.

In year 8, the asset would decline in value by $2,852

i.e. $11,41X (1.5+ 6). The closing tax value of $3,559

i.e. $6,411 — $2,852 is increased by $5,000 to give a new closing value
of $8,559.

Replacement statutory licences

9.54  Section 40-75 provides rules to cover a situation where a

statutory licence — that is, one issued by a government agency — is replaced
by one or more new licences that exactly replicate the rights conferred by
the original licence.

9.55  Where a single new licence replaces an existing licence, the rules
treat that new licence as if it were the original fsBsection 40-75(1)]In

the situation where the original licence is replaced by 2 or more new
licences, the rules treat this as if the original were split into the
replacement licencgsubsection 40-75(2)]These provisions give a neutral
outcome under the rules that calculate net income to recognise that the
substance of the taxpayer’s affairs has not altered. In both situations, the
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taxpayer holds exactly the same rights after the replacement as were held
before the replacement.

Accounting for non-taxable use

Adjusting the amount of the decline - General rule

9.56 If a depreciating asset is used to any extent for a private, domestic
or exempt purpose, an increasing adjustment is made to cancel the part of
the decline in the asset’s tax value that relates to thgessen 40-80]

This ensures that the decline in tax value of a depreciating asset is
recognised only to the extent that the asset is used for taxable purposes.

Example 9.5

An industrial cleaner purchased for $2,000 that has an effective life of
10 years would decline in value by $200 a year under the prime cost
rate. If in one year 5% of the asset’s use was to clean the taxpayer’s
own residence, there would be an increasing adjustment of 5% of the
$200, or $10.

Specific rule where particular car expense methods apply

9.57 The ‘private use’ increasing adjustment is different where the
depreciating asset is a car in respect of which the taxpayer has used
simplified substantiation rules to prove the car expenses. Where the ‘cents
per kilometre’ or ‘12% of original value’ substantiation methods are used,
the decline in the tax value of the car cannot be separately taken into
account because those methods create a self-contained car expense
allowance. Therefore, the increasing adjustment is the full decline in tax
value of the cafitem 1 of the table in subsection 40-80(3)]

9.58 Where the ‘one-third of actual expenses’ substantiation method
is used, the taxpayer’s car expense allowance, including any decline in tax
value of the car, is limited to one-third of the expenses. In that case the
increasing adjustment is two-thirds of the decline in tax value of the car
that has been taken into accofatn 2 of the table in subsection 40-80(3)]

Adjustments on disposal

9.59  Section 40-85 requires that either a decreasing adjustment or an
increasing adjustment be made in working out a person’s taxable income
in a year in which a depreciating asset which has not been used wholly for
taxable purposes ceases to be held by that person. It applies if the disposal
proceeds of the asset are more or less than its tax value at that time.

9.60  The formula in subsection 40-85(4) calculates the portion of the
nominal gain or loss on disposal of the asset that is attributable to the
‘non-taxable’ use of the asset while it was held by the taxpayer. If the
amount so calculated is positive, there is an equivalent decreasing
adjustment, and the reverse if the calculated amount is negative.
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9.61 In effect, the adjustments reflect the fact that gains or losses on
disposal of such assets are partly of a non-taxable nature.

Capital works

9.62 Section 40-90 makes clear that Division 40 will apply to

buildings and other structures of the kind covered by existing Division 43
only if they commence to be constructed on or after 1 July 2000. Nor will
the new write-off rules apply to extensions, alterations or improvements to
those kinds of structures that commence to be constructed before 1 July
2000. Division 43 will continue to allow write-off for eligible capital

works that commence to be constructed before that date.

Subdivision 40-B — Pooling

9.63 Subdivision 40-B provides a simplified write-off mechanism

for depreciating assets which cost $1,000 or less or have a base value
(under the diminishing value method) of $1,000 or less, for specified
project expenditures that are not part of an identifiable depreciating asset,
and for amounts paid to develop (or in having developed) in-house
software. Under section 40-125 a pool is a grouping of expenditure or
assets that is treated as a single depreciating asset the decline in which is
taken into account under Subdivision 40-A.

9.64 The mechanism allows the decline in tax value of low cost
depreciating assets to be calculated by including the cost of such assets in
a single pool which is written down at a diminishing value rate of 37.5%.
Assets added to the pool are written down at 18.75% in the first year.
In-house software expenditure is allocated to a separate annual pool and
written down over 3, years after the first year under the prime cost rate or
at a diminishing value rate of 60%. Pooled project expenditures are
written down at a prime cost or diminishing value rate as if the pool was a
single depreciating asset which has an effective life equal to the expected
life of the project.

Project development pools
What goes into a project pool?

9.65 Section 40-130 defines a PDP and lists the project amounts that
are required to be included in such a pool so that the decline in the tax
value of the pool may be taken into account in working out taxable
income.

9.66 Project amounts are specified in subsection 40-130(3). They are
amounts paid, as listed below, which are not included in the cost of a
depreciating asset but are part of a project that has a construction or
creation phase and which will be carried on for a taxable purpose after
completion of that phase:
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e to create or upgrade community infrastructure;

e for site preparation costs for mine or quarry development;
o for feasibility studies;

e for environmental assessments;

e for exploration, prospecting or mining information;

o for ornamental trees and shrubs; or

o for other expenses that are prescribed by regulation.

9.67 A project may have sub-projects if their expected lives are
different from the expected life of the main project, and project amounts
must be allocated between them on a reasonable[fastsction 40-130(2)]

Calculating the decline in tax value of a project pool

9.68 The decline in tax value of a PDP starts when the construction
or creation stage is finished and the project or sub-project begins to
operate for a taxable purpdgsection 40-145] In the year in which that ‘start
time’ occurs, the tax value of the PDP is its cost less the decline in tax
value using either a diminishing value or prime cost rate based on the
expected life of the project. In later years, the relevant rate is applied to the
PDP’s opening tax value for the year. These are the same rules that apply
generally to depreciating assets under Subdivision 40-A. However, to
reflect the fact that a PDP is an aggregation of expenditures rather than an
identifiable asset, the tax value reduces to zero in the year the project ends.
This allows the opening tax value of the PDP to be wholly written down

in that yeafsubsection 40-135(3)]

9.69 Section 40-140 establishes the cost of a PDP. In simple terms, it
is the sum of the project amounts allocated to the PDP. The cost increases
by any further amounts allocated after the project’s start time. Any such
increase will be added to the closing tax value for the year in which it is
paid and cause an adjustment to the base value component of the
diminishing value rate formula in section 40-30. The rate will have to be
adjusted so that the increased cost of the PDP can be written off over the
remaining expected life of the project.

Expected life of a project

9.70  The prime cost or diminishing value rate applicable to a PDP is
based on an effective life equal to the expected life of the project or
sub-project. The expected life is worked out by the taxpayer by estimating
how long it will be before it ends. It is permissible to recalculate expected
life if the estimate is no longer thought to be accuratgion 40-155]
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Low-value asset pools

9.71 Section 40-160 sets out the conditions for allocating assets to a
low value asset pool. A low cost asset that may be allocated to a low value
asset pool is a depreciating asset which costs $1,000 or less. Once a choice
is made to allocate a low cost asset to a pool, a taxpayer must similarly
allocate all such low cost assets acquired thereafter. In addition, a taxpayer
may allocate a depreciating asset to the pool if its opening tax value for

the income year is $1,000 or less, and its decline in tax value has been
calculated by the diminishing value method. (This option allows assets

with a long diminishing value ‘tail’ to be merged with other small value
assets and written off at the faster rate applicable to the low value asset
pool.) Assets may not be so allocated, however, if they have been used to
any extent for non-taxable purposes. Assets allocated to a low value asset
pool may not be removed.

9.72 The diminishing value rate is used to calculate the write-off for
a low value asset pool. There are 2 separate components. The first is
18.75 % of the cost of low cost assets allocated to the pool in the income
year. The second is 37.5% of the opening tax value of the pool for the
year, plus the opening tax values of any depreciated assets that are
allocated during the year. In effect, the pool declines at the rate of 37.5%
of the opening tax value each year plus 18.75% of the cost of low cost
assets allocated for the y¢gswction 40-170]

9.73 The tax value at any time during an income year of a low value
asset pool is its opening tax value for the year, plus the cost of low cost
assets allocated to the pool for the year, plus the opening tax values of
allocated depreciated assets, minus the 18.75% and 37.5% write-off
componentgsection 40-165]

9.74 Only part of the cost of a low value asset that is not to be used
wholly for taxable purposes is allocated to the pool. The amount to be
allocated is the cost of the asset reduced by the estimated non-taxable
percentage. If an asset from the pool is disposed of, any disposal receipts
are subtracted from the pool’s closing tax value. However, if only a
percentage of the asset’s cost was allocated to the pool, the same
percentage of the disposal receipts is deducted from the pool’'s closing tax
value[section 40-175]

In-house software pools

9.75 Section 40-180 allows a taxpayer to write-off amounts paid to
develop (or to get someone else to develop) in-house software by
allocating the amounts to an in-house software pool. Amounts so allocated
are the cost of the pool. It is not permissible to pool amounts paid unless
the software will be used solely for a taxable purpose. Once a taxpayer
chooses to create an in-house software pool in a year, all amounts paid in
that year and in subsequent years to develop (or to get someone else to
develop) in-house software must be pooled.
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9.76 In-house software-as defined in subsection 40-55(7) — is
computer software acquired or developed principally for the internal use
of an organisation. It does not include:

e software obtained or developed for commercial exploitation;
or

e software that can be written off immediately e.g. as an
exploration asset.

9.77 A separate pool is created for each year’s in-house software
expenditure. No additional amounts can be added to the pool after the end
of the income year. In the year of allocation the pool’s tax value equals the
total amounts allocated, and in later years it is the opening tax value less
the decline in the pool’'s tax value as worked out under section 40-190
[section 40-185]

9.78 There is no write-off for an in-house software pool in the year
the pool is created. The pool may be written down to zero over the next
2!/, years using the prime cost rates of 40%, 40% and 20%, or written off
using the diminishing value rate of 6Q%bsections 40-190(1) and (2)]

9.79 Items of software developed from amounts allocated to an
in-house software pool have a zero tax value to take account of the fact
that they are written off through the pool. This prevents double counting in
calculating net incompubsection 40-190(3)]

Subdivision 40-C — Jointly held depreciating assets

9.80 Subdivision 40-C has special rules that apply to taxpayers
holding an asset jointly. For example, a group of farmers who have their
own separate farming businesses may nevertheless band together to
purchase a harvester. The special rules will not apply to depreciating
assets which the members of a partnership or joint venture have elected to
treat as if held by one taxpayer rather than fractiofstyion 40-250]

9.81 The major effect is that the taxpayer’s interest in the
depreciating asset is treated as if it were a depreciating asset. The
underlying asset is absorbed into the interest held by a joint holder and
receives no separate treatment under DivisiogubSection 40-255(1)]

9.82 The effective life of the underlying asset is applied in working
out the decline in tax value of an interest iRubsection 40-255(2)]

Calculating the decline in tax value of an interest in a jointly held asset

9.83 A situation may arise where a taxpayer’s interest in a depreciating
asset is changed so that, after the change:
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¢ the taxpayer holds a joint interest in the asset in which
previously the interest was 100%; or

¢ the taxpayer’s previous joint interest is reduced but not
extinguished.

In either circumstance, it is necessary to work out the tax value of the
previous holding immediately before the change. That value is

apportioned between the interest retained and the interest disposed of. The
tax value of the retained interest continues to be written off by the
taxpayelfsection 40-260]

9.84  Section 40-265 also covers the case where a taxpayer’s interest in
the underlying asset is augmented but without achieving a 100% holding.
The amount paid for the additional interest is added to the opening tax
value of the interest already held, and the total written off under prime

cost or diminishing value rates — whichever applies — that are applicable to
the remaining effective life of the combined interest.

Subdivision 40-D — Partially completed assets

9.85 Subdivision 40-D enables a taxpayer to begin to write-off the
cost of a partially completed depreciating asset if it is being used for a
taxable purposgection 40-325]

9.86 To determine the cost of a partially completed asset on which
the write-off is based, the direct costs paid for the section of the partially
completed asset that is being used for taxable purposes are added to other
costs that have been paid for the partially completed asset that reasonably
relate to the section being ugegbsection 40-330(1)]

9.87 The write-off is calculated by applying the prime cost or
diminishing value rate that will apply based on the estimated effective life
of the asset when it is complet@dosection 40-330(2)]

9.88 Section 40-335 limits the amount of write-off in an income year
to the lesser of the decline in tax value of the partially completed asset and
the receipts directly obtained from the use of the asset. This prevents
substantial write-offs being available for partially completed assets which
generate small or even token amounts of income.

9.89 To provide for an asset to be progressively brought into taxable
use as it is progressively completed, section 40-340 stipulates that the tax
value of a partially completed depreciating asset is the total cost from time
to time less the total decline in tax value that has been taken into account
previously.
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Subdivision 40-E — Assets used for landcare and primary production

9.90  Subdivision 40-E preserves existing special rules for writing-off
grapevines and other living plants, and assets used in landcare operations
or water conservation. The structure of Subdivision 40-E is different from
Subdivision 40-A because, unlike for depreciating assets generally, only
the original cost of these assets is written off by the first and later holders
using prime cost. As well, accelerated rates apply, giving a faster write-off
than if the conventional effective life calculation in Subdivision 40-A
applied. For assets used in landcare operations, the write-off will no
longer be limited to rural or primary production land.

9.91 Because the write-off for all holders of such assets is based on the
first holder’s cost, there is an effect on tax value. The basic rule is as
contained in section 40-10. However, in the first income year that a
second or subsequent owner begins to hold a Subdivision 40-E asset its
tax value is modified to take into account the decline in tax value of all
previous owners. This ensures that the original cost of the first holder is
written off once only, and within the specified time frame commencing at
the original start timgsubsection 40-410(1)]The tax value of such assets
cannot fall below zerfsubsection 40-410(2)]

9.92 A water facility can be written off if its use includes primary
production. The write-off eligibility for horticultural plants and grapevines

is that they must be used in a primary production business. In the case of a
landcare asset, the use can be for any taxable purpose. The write-off for a
landcare asset or water facility is forfeited if the alternative tax offset is
claimed under Division 388 of the ITAA 19%&ction 40-405]

What is a landcare operation asset and an approved management plan?

9.93 Assets used in landcare operations are the same as those
specified in Subdivision 387-A of the ITAA 1997. These include fences,
levees and drainage works constructed to combat land degradation
[subsection 40-415(1)]

9.94 An approved management plan for land is one prepared by a
gualified person to show the location of fencing needed to separate land
classes to prevent land degradatkumnsection 40-415(2)[This reflects the
definition contained in Subdivision 387-A of the ITAA 1997. A qualified
person is one approved by the Department of Agriculture, Fisheries and
Forestry[section 40-465]Should an individual's approval be revoked or
denied that person can apply to the Administrative Appeals Tribunal to
have the decision reviewggtction 40-470]

What is a water facility and what is a horticultural plant?

9.95  The definitions of a water facility and a horticultural plant
correspond with the definitions contained in Subdivisions 387-B and C of
the ITAA 1997. A water facility is either equipment or a structural
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improvement for conveying or conserving water for use in a primary
production businegsection 40-420] A horticultural plant is a plant or
fungus grown in a primary production business for its products or parts
[section 40-425]

When does the decline in tax value commence?

9.96 Section 40-430 stipulates the time when the write-off for landcare
assets, water facilities and grapevines commences. The commencement
time is the start time identified in subsection 40-430(2). For landcare
assets and water facilities, the write-off commences when it is first used
for a taxable purpose. For a grapevine the start time is when the vine is
planted, even though it may not be productive for some years. The rule is
slightly different for other horticultural plants, where the write-off is
delayed until the income year in which the first expected commercial
season commences.

How is the write-off worked?

9.97 Landcare assets can be fully written off — by giving them a zero
tax value — in the year they are installed for a taxable pufpaagraph
40-435(1)(a)] Similarly, horticultural plants can be fully written off — to

zero — in the income year of their first expected commercial season if they
have an effective life of less than 3 yefaesagraph 40-435(1)(b)]

9.98 For longer life horticultural plants, water facilities and
grapevines, the write-off is spread over a number of yaars:ction
40-435(2)]

The calculation is according to this formula:

Cost x Rate x Days you hold the asset in the income year
365

The formula has 3 elements:

e COSt;

e rate; and

¢ the period of the year the asset is held.
Cost

9.99 For the first holder of a water facility or a landcare asset, the cost
is the amount paid to acquire or construgiuibsection 40-440(1)]This is

the basic rule that applies for depreciating assets generally, but for a later
holder of a water facility or a landcare asset the cost is the original
holder’s cost.
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9.100 Similarly, for grapevines or horticultural plants the cost for the
initial holder and any later holder will be the original establishment cost
[subsection 40-440(2)]This includes the cost of the plant or vine itself and
the cost of preparing the ground and planting. Amounts paid to clear or
drain land do not form part of the c@sibsection 40-440(3)]

Rate

9.101 The rates of write-off are specified in subsection 40-435(2).
Water facilities and grapevines are written off using rates of 33.33% and
25% respectively. Horticultural plants receive an accelerated rate that
depends on their effective life. Effective life is the estimated period from
the first to the last expected commercial season.

9.102 Alternatively, an effective life specified by the Commissioner
may be adoptepubsection 40-445(1)JOnce chosen, effective life cannot be
changed.

Non taxable use

9.103 If the asset is used to any extent for a private, domestic or exempt
purpose, an increasing adjustment is made to cancel the part of the decline
in tax value that relates to that ysection 40-450] This ensures that the

decline in tax value of one of these assets is recognised only to the extent
that the asset is used for taxable purposes.

Adjustments on disposal

9.104 There are 2 related adjustments made when some of the original
cost of the asset remains to be written off at the time the underlying land is
disposed of. The first adjustment is an increasing adjustment in working
out taxable income equal to the closing tax value of the asset at the time of
disposalsubsection 40-455(1)]

9.105 The second adjustment includes this same amount in the tax
value of the land. Therefore, to the extent that any of its cost has not been
written off, it is reflected in a smaller gain or a larger loss on the sale of
the land. This preserves the effect of the current law by ensuring that there
IS no separate balancing adjustment on the disposal of a landcare or
primary production ass@iubsection 40-455(2)].

Information requirements

9.106 When an asset is sold, the new holder can require the previous
holder to provide information about cost and when the write-off
commenced. For horticultural plants this must also include information
about effective life. The purchaser needs this information to calculate the
write-off because its write-off is limited to what is left of the original cost
based on original effective lifeection 40-460]
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Subdivision 40-F — Amortisable payments

9.107 Subdivision 40-F provides tax write-off for 2 broad categories of
payments. Firstly, it preserves the treatment in the current law for the
write-off of mains electricity and telephone connection expenditure.
Secondly, it establishes a 5 year statutory write-off for various specified
expenditures and for expenditures prescribed by regulation. The intention
is to provide write-off for expenditures relating to assets which decline in
value over time but the effective life of which cannot be calculated with
reasonable certainty and which are not clearly related to other depreciating
assets.

What payments are covered?

9.108 Subdivision 40-F will allow taxpayers to write-off, as
depreciating assets, payments:

e for a telephone line brought onto land that the taxpayer uses in
a primary production business;

e to make a connection to a mains electricity cable to the
metering point or to upgrade a connectipmvided the
electricity is used for a taxable purpose;

e to incorporate a company;

e for borrowing money that is to be used for taxable purposes;
e to raise equity; or

e that are prescribed by regulatigaction 40-525]

9.109 Because the specified amortisable payments are written off as if
they were depreciating assets, any asset that is created by the payments is
given a zero tax value. This prevents double counting in calculating net
income[subsection 40-525(3)]

Tax value of amortisable payments

9.110 The tax value of amortisable payments follows the basic rule
contained in section 40-10. However, in the first income year that a
second or subsequent owner begins to hold land to which an electricity or
telephone line has been extended, its tax value is modified to take into
account the decline in tax value of all previous owners. This ensures that
the original cost of the first holder is written off once only, and within the
specified time frame commencing at the original start time. For a taxpayer
who did not pay the amount but has acquired the telephone or electricity
supply connection by buying the land, the write-off available is limited to
that part of the original expenditure that has not been writtgseofibn

40-530}
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When does the write-off start?

9.111 The commencement of the write-off depends on the type of
paymentsubsection 40-535(1)]

9.112 The write-off for payments for electricity connections or
telephone lines commences at the time of the first business usage. In the
case of telephone lines, that business must be one of primary production
[paragraph 40-535(2)(a) and subsection 40-535(3)]

9.113 For payments to incorporate a company, the write-off commences
when the company is incorporatgdragraph 40-535(2)(b)]

9.114 For payments related to borrowing money or equity raising,
write-off commencement is when the loan is obtained and the borrowed
money is used for taxable purposes, or the equity is obtgiar@graphs
40-535(2)(c) and (d)]

9.115 As other amortisable payments are prescribed by regulation, the
write-off commencement time will be specified in the regulations
[paragraph 40-535(2)(e)]

Working out the write-off for electricity and telephone lines

9.116 A straight line method is used to calculate the amount of the
write-off for amortisable payments for installing electricity and telephone
line connections. The calculation is 10% of the amortisable payment,
reduced to the extent that the taxpayer did not hold the asset for the whole
of the income year. In the year when the start time occurs, the days of the
year prior to the start time are not counted as days when the taxpayer held
the asset. In a subsequent year, the taxpayer holds the asset for as long as
the land to which the payment relates is hlckion 40-540]

Working out the write-off for other amortisable payments

9.117 The same straight line method is also used to calculate the
amount of the write-off of other amortisable payments, but a different rate
of write-off applies. In effect, 20% of the amortisable payment is written
off each year. However, for payments to obtain a loan with a term of less
than 5 years, the write-off will be spread over the loan’s term. For any
amortisable payments that are prescribed by regulation, the rate of
write-off will be as prescribe@ection 40-540]

9.118 The write-off is adjusted in the first year to reflect the appropriate
period of entitlement, measured from the relevant ‘start time’ e.g. the start
time for payments to obtain a loan is when the taxpayer starts to use the
borrowed money for taxable purposes — see section 40-535 and the
amortisation formula in section 40-540.
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Non-taxable use

9.119 If the electricity supply or telephone line is also used for a
non-taxable purpose, an increasing adjustment is made to cancel the part
of the write-off that relates to that purpose. A similar adjustment is made

in relation to a telephone connection to the extent that the telephone line is
used during the year otherwise than in carrying on a primary production
businesgsubsections 40-550(1) and (2)J 0 cover the case where borrowed
money may be used for a non-taxable purpose during an income year, an
increasing adjustment to taxable income adds back the proportion of the
write-off that relates to the non-taxable (g@sections 40-550(3) and (4)]

Adjustments on disposal

9.120 There are 2 related adjustments made when a taxpayer disposes
of land to which a telephone line or electricity metering point is attached
and some of the original amortisable payment is still to be written off. The
first adjustment is an increasing adjustment in working out taxable income
equal to the closing tax value of the payment at the time of disposal
[subsection 40-555(1)]

9.121 The second adjustment includes this same amount in the tax
value of the langsubsection 40-555(2)|This preserves the effect of the

current law: there is no separate accounting for electricity connections or
telephone lines on disposal of the land. Instead, any part of the amortisable
payment that has not been written off forms part of the land’s cost base
just before the disposal. In turn, this will be reflected in a smaller capital
gain or a larger capital loss on disposal of the land.

Information requirements

9.122 The purchaser of such land can require the vendor to provide
information about any amortisable payment for electricity or telephone
connections that relate to the land and when the write-off commenced.
This enables the purchaser to work out any remaining write-off
entitlement based on the original amortisable amgsttton 40-560]

Subdivision 40-G — Luxury cars

9.123 Subdivision 40-G limits the cost of a luxury car for the purposes

of measuring the annual write-off of its cost as a component of taxable
income. It also provides for an increasing adjustment in the income year in
which the cost is reduced, and a decreasing adjustment in the income year
in which the car is disposed of, to reflect the fact that part of the cost is not
taken into account in calculating taxable income.

What is the luxury car limit?

9.124 The luxury car limit is explained in section 40-625. It means that
the cost of a car — as defined in section 995-1 of the ITAA 1997 — cannot
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exceed the luxury car limit that applies for the financial year in which a
taxpayer first holds the car. If the car is not used for a taxable purpose
until a later year, the cost in that later year cannot exceed either the car’s
market value or the luxury car limit for the year the car was first held,
whichever is less.

9.125 However, there are 3 exceptions. The first is for a car that is
used in a business of transporting paying passengers from place to place,
for example taxi and limousine services where a vehicle and driver are
provided. This exception would not cover in-house arrangements, for
example, where a company group provides chauffeur driven cars for the
use of senior executiv@saragraph 40-625(2)(a)] The second exception is

for a car used in a business of short-term hire to the public for hire periods
of up to one montlparagraph 40-625(2)(b)] The third exception is for a

vehicle that is modified so that a person with a disability can use it for
taxable purposes. This third exception applies where the cost of the car
would be under the limit but for the modificatidparagraph 40-625(2)(c)]

9.126 Subsection 40-625(6) prevents taxpayers exploiting the
short-term hire car exception by continuously re-hiring a luxury car.

9.127 Under Subdivision 960-M of the ITAA 1997 the luxury car
limit is indexed annually for inflation based on movements in the motor
vehicle purchase sub-group of the CPI. For the financial year ending 30

June 2001, the limit will be determined in the same y&ysection
40-625(3)]

Rules where the luxury car limit applies

9.128 The principal effect of the luxury car limit is that the write-off
under Subdivision 40-A of a car that cost more than the luxury car limit is
calculated on a cost reduced down to the limit. Where a car was
previously held by an associate of the taxpayer the Commissioner may
limit the cost to the associate’s cost. This rule is designed to prevent
arrangements to inflate the amount available for write-off beyond what
would be available if the associate had not transferred thsubsection
40-625(4)]

9.129 The part of the cost that exceeds the limit may not be written

off. To allow for that effect in calculating net income, section 40-630
provides for adjustments in the first income year the car is held and in the
income year it ceases to be held. In the first income year the car is held
there is an increasing adjustment to taxable income equal to the difference
between the actual cost of the car and the luxury car limit for that year
[subsection 40-630(2)]

9.130 A decreasing adjustment is made in the year in which the
luxury car is disposed of, to reflect the fact that the excess part of the cost
has not been available for write-off. In effect, the adjustment equals the
proportion of the disposal price which represents the portion of the cost
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for which no tax benefit is allowed. The formula in subsection 40-630(3)
produces that result as follows:

Disposal valuex Luxury car cost excess
Actual cost

9.131 A similar adjustment is made where a lessee or hire purchaser
of a luxury car has been treated as the holder of the car, but the car is
returned to the financier on termination of the lease or hire purchase
arrangement. The decreasing adjustment in that case is the proportion of
the opening tax value of the taxpayer’s liability under the lease or hire
purchase which represents the portion of the cost for which no tax benefit
is allowed. The formula in subsection 40-630(4) produces that result as
follows:

Opening tax value of liability« Luxury car cost excess
Actual cost

Division 43 — Deductions for capital works
Time limit on applying Division 43

9.132 Division 40 will apply to buildings and other structures of the
type which are currently deductible under existing Division 43, provided
those buildings or structures commence to be constructed after 30 June
2000. Division 43 will continue to apply to buildings and other structural
improvements for which construction commenced before 1 July 2000.
Extensions, alterations or improvements to capital works being written off
under Division 43 will also continue to be written off under that Division
[section 43-19]
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Chapter 10
Trading stock

Outline of Chapter

10.1  This Chapter explains the revised definition of ‘trading stock’
and the options for valuing trading stock.

Context of Reform

10.2 Under the current law, the cost of purchasing or producing

trading stock is generally deductible in the year in which it is incurred. An
increase in the value of trading stock on hand at year-end from that on
hand at the beginning of the year is assessable income while a reduction is
an allowable deduction.

10.3  The current law provides taxpayers with a range of options for
valuing trading stock, for the following reasons:

¢ to allow deductions for unrealised losses in recognition of the
fact that trading stock, if it is not disposed of within a
reasonable period of time, can often depreciate due to factors
such as obsolescence; or

e to ease compliance by allowing taxpayers to choose the
method of valuing trading stock that is easiest for them to

apply.

10.4  The concept of trading stock remains relevant in the new law for
determining the appropriate taxation treatment of assets held for trading
purposes, compared with investment assets, which will be subject to
capital gains and loss quarantining treatment. For example, land held by
an individual will be subject to that treatment except where it is trading
stock.

10.5  The current rules for valuing trading stock are extremely flexible.
Taxpayers have the option of annually valuing each item at its cost,
replacement price or market selling value. As well, where warranted by
obsolescence or any other special circumstances, taxpayers may elect to
adopt a lower value that is reasonable.

10.6 Because there is no requirement in the current law to value stock
on a consistent basis each year, there is the opportunity to manipulate
taxable incomes by adopting different values from year to year.
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10.7  Accordingly, the new rules for valuing trading stock will be less
flexible than the current rules and will therefore reduce opportunities for
tax minimisation. However, some flexibility is retained to allow for stock
declining in value due to obsolescence or deterioration or for compliance
cost reasons.

Summary of new law

10.8 The default method of valuing trading stock is the lower of cost
and net realisable value, the accounting method of valuing inventories.
That method allows deductions for unrealised losses but does not tax
unrealised gains.

10.9  Taxpayers will continue to be able to choose to value classes of
trading stock assets at market selling value if that would make the
valuation process easier.

10.10 The current special rules for valuing certain live stock remain
unchanged.

Detailed explanation of new law

Definition of ‘trading stock’
New definition is similar to definition in current law

10.11 The definition ofrading stockis the same as under the current

law except that it excludes intangible assets (e.g. shares and other
financial assets). The definition is not exhaustive but includes any tangible
asset produced, manufactured or acquired that a taxpayer holds for
purposes of manufacture, sale or exchange in the ordinary course of a
business. Also included is live stock, which has the same meaning as
under the current law. Land will continue to be treated as trading stock
where it is held for the requisite purpose. The meanirysihess

remains unchanged from that under the current[&astion 38-10;
definitions of ‘business’ and ‘tangible asset’ in subsection 995-1(1)]

10.12 Intangible assets such as shares and other financial assets can be
trading stock under the current law. They are excluded from the new law
because of the difficulty in distinguishing between individual items on the
basis of whether they are held for trading or investment purposes.
Financial services entities often account for their trading activities on a
mark-to-market basis and the proposed elective market value option will
allow such entities to achieve a match between tax and accounting
treatment.
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Tax Value of trading stock
Lower of cost and net realisable value — the default method

10.13 The tax value of each item of trading stock is the lower of its cost
and net realisable value unless the taxpayer has chosen to value that class
of trading stock at market selling valisebsection 38-20(1)]

10.14 That default method of valuing trading stock is the same as the
method of valuing inventories for accounting purposes — Australian
Accounting Standard AASB 1019 ‘Inventories’. The cost of an item of
trading stock is to be determined according to Subdivision 6-E, which
specifies what constitutes the cost of an asset. Broadly, the cost of an asset
includes the cost of acquiring it and all costs associated with bringing it to
its present location and condition. That is consistent with the accounting
meaning of cost.

10.15 The net realisable value of an item is the same as that for
accounting. Broadly, the net realisable value of an asset is the estimated

proceeds of sale, net of all further costs of completion and selling.
[Subsection 38-20(2)]

Option to value classes of trading stock at market selling value

10.16 Taxpayers will have the option of valuing classes of trading stock
at market selling valugubsection 38-40(2)] The option recognises that

some taxpayers might find it easier to determine market selling value than
determining the cost and net realisable value of assets.

10.17 The option to switch to or from market selling value takes effect
immediately unless the taxpayer nominates a later[timeections 38-40(6)
and (7)].

Option solely provided to ease compliance

10.18 The option is provided solely for the purpose of allowing
taxpayers to ease the cost of complying with the law. It is not provided as
a means of minimising tax liabilities. Accordingly, taxpayers will need to

exercise the option in a manner consistent with that olpebkection
38-40(1)]

10.19 What s an asset class is not defined. It is open to a taxpayer to
specify a class that is consistent with the purpose of the provisions
[subsections 38-40(3) and (4)Bpecifying an asset class based on the time that
the asset was acquired is not acceptable as it would enable identical assets
acquired at different times to be valued differefiijsection 38-40(5)]

10.20 A taxpayer will be able to revoke or vary a market selling value
election if the Commissioner is satisfied that there has been a material
change in circumstances warranting the variation. The variation must be
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consistent with the purposes of the provision and must be in writing.
[Subsection 38-40(7)]

Tax Value of live stock

10.21 The special rules for valuing certain live stock remain unchanged
from the current law.

Natural increase of live stock

10.22 Taxpayers can elect to value the natural increase of certain
animals at specified amounts in lieu of the actual cost of the animal — for
example, the natural increase of cattle and horses can be valued at $20 a
head. However, a horse acquired as a result of artificial insemination is
generally taken to have a cost equal to the service fees incurred in

breeding the hors¢Section 385-55; definitions of ‘live stock’ and ‘primary
production business’ in subsection 995-1(1)]

Breeding horses

10.23 There is an option to adopt special tax values for breeding horses
acquired under a contract if they are at least 3 years old before the end of

the income year. Broadly, the cost of male horses can be evenly written off
over 4 or more years. The write-off rate for female horses depends on the

age of the horse at the time the taxpayer last began to hold it for breeding,
but cannot exceed 33 1/3% of prime c{&ictions 385-60 and 385-65]
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Chapter 11
Routine leases and rights

Outline of Chapter

11.1 Legislative rules relating to the taxation of routine leases and
rights are currently being developed in accordance with Recommendations
10.2 and 10.7. This Chapter explains in outline form how that legislation

is expected to apply.

11.2  The legislative rules will specify how to calculate the amount of
gain or loss from a routine lease or right contract which a taxpayer must
bring to account in working out taxable income under the general rules
contained in Division 5.

Context of Reform

11.3  The methodology set out in Division 5 for working out taxable
income requires a taxpayer to first work out net income of an income year.
A key component of net income is the measurement of change in the tax
value of assets and liabilities — see Subdivision 5-B. To work out the
change in tax value, the method statement in section 5-55 requires that the
closing tax value of assets be added to net receipts and the opening tax
value of assets be deducted. The opening tax value of liabilities is also
added, while the closing tax value of liabilities is subtracted.

11.4  Within that framework, a lessor of a depreciating asset would

have to account for rental receipts under the lease, the change in tax value
of the leased asset (under the depreciating asset rules in Division 40), the
change in the tax value of the asset represented by the present value of
future lease receivables under the contract, and the change in the tax value
of the liability represented by the obligation to provide the leased asset to
the lessee over the lease term.

11.5  Correspondingly, the lessee would have to account for lease
payments, the change in the tax value of the asset represented by the rights
under the lease, and the change in the tax value of the liability represented
by the obligation to make future lease payments.

11.6  The current law does not provide a basis for taxing leases in a
way that properly reflects the changing values of the parties’ assets and
liabilities under a lease. This provides some opportunity for tax deferral
through uneven payments, and largely unrestricted capacity for transfer of
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the benefits of accelerated depreciation between taxable lessors and
lessees.

11.7 It is proposed that a tax code for routine leases and rights will
modify the application of Division 5 by providing a simpler calculation
methodology where a lease or other right over a depreciating asset
gualifies as a routine lease or right. It will also apply to routine leases and
rights in respect of non-depreciating assets, for example a lease of land or
a service contract where the periodic payments generally match the
benefits being provided.

Comparison of key features of new law and current law

11.8  The treatment of routine leases and rights under the new law will
not substantially differ from the treatment under the current law where the
parties to the arrangement are taxable entities.

11.9 Under the current law, a lessor of depreciable assets is required to
treat lease rentals as income in the year they are derived. For a business
taxpayer, that would generally be on the basis of rentals that are due.
Under the new law, a lessor will be required to include in the calculation

of net income rentals received and rentals due but unpaid. The lessee
would obtain a tax deduction under the current law for lease rentals
incurred during the income year. The requirement under the new law to
account for rentals paid and rentals due but unpaid is likely to produce a
similar outcome.

11.10 There is no fundamental difference between the new law and
current law in the treatment of the underlying leased asset. In either case,
the lessor will bring to account the decline in tax value of the asset. Under
Division 40, however, the decline in value is not accelerated by
depreciation rate loadings or asset broadbanding.

11.11 There is unlikely to be significant practical difference in the tax
treatment of routine leases or rights over non-depreciating assets as
between the proposed new law and the current law. That is because, where
regular payments are made which broadly match the timing and value of
the benefits being provided, the income derived and expenditure incurred
tests under the current law are likely to tax lessors or grantors on amounts
that are due but unpaid and, for lessees or grantees, allow deductions for
amounts payable but unpaid.
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Explanation of new law

Routine leases and rights over depreciating assets

What is the tax treatment of a routine lease or right over depreciating
assets?

11.12 The taxation treatment of routine leases or rights over
depreciating assets will be modified by Division 96 from the treatment
that would apply under Division 5 by taxing the lessor on the basis of
lease rentals that are received or due, and the lessee in an equal and
opposite manner.

11.13 The lessor will be treated as the holder of the leased depreciating
assefsubsection 6-15(3)]and changes in its tax value will be measured

under the effective life calculations in Division 40. The parties to a routine
lease or right will not be required to account for the change in tax value of
assets or liabilities such as the right to future receipts or the obligation to
make future payments under the lease or right except to the extent they are
amounts payable, prepayments or deferred payments in relation to the
relevant income year.

11.14 The only asset (apart from the underlying leased asset) the lessor
or grantor will have in relation to a routine lease or right at the end of an
income year is the right to receive payments referable to a period ending
on or before that date. The tax value of that asset at a particular time will
be the amount of those receivaljkstions 6-40 and 96-100]

11.15 Correspondingly, the only liability the lessee or grantee will have
to account for in relation to a routine lease or right at the end of an income
year is the obligation to make payments referable to a period ending on or
before that date. The tax value of that liability at a particular time will be
those amounts payab[8ections 6-75 and 96-100) lease rental paid in one

year that relates to rental periods of the next year will be brought to
account as an asset of the lessee or grantee in the first year but will have a
zero tax value at the end of the next year.

What is a routine lease or right?

11.16 Consistent with Recommendation 10.7, routine leases and rights
over depreciable assets will comprise:

e l|ease or rights contracts (other than hire purchase contracts and
leases subject to the rules for leases of luxury cars) for an
aggregate period of less than 12 months; or

e l|ease or rights contracts (other than hire purchase contracts and
leases subject to the rules for leases of luxury cars) with
specified equal periodic rental payments that:
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— are payable at least every 12 months;

— are based on the market value of the asset at the
beginning and end of the arrangement; and

— are for a period that is less than 90% of the effective life
of the asset, provided that:

= where the value of the leased asset is greater
than $0.5 million and less than $1 million, the
lease term is for 5 years or less; or

= where the value of the leased asset is greater
than $1 million and less than $5 million, the
lease term is for 3 years or less; or

= where the value of the leased asset is greater
than $5 million, the lease term is for one year or
less.

Routine leases and rights over non-depreciating assets

What is the tax treatment of a routine lease or right over a
non-depreciating asset?

11.17 Similar taxation treatment will apply to routine leases and rights
over non-depreciating assets. The lessor or grantor will bring to account
actual receipts under the lease or right agreement, and amounts due but not
received at the end of the income year. The lessee or grantee will bring to
account actual amounts paid under the agreement, and amounts due but
unpaid.

11.18 The only asset the lessor or grantor will have in relation to a
routine lease or right over a non-depreciating asset at the end of an income
year is the right to receive future payments that are referable to a period
ending on or before that date. The tax value of that asset at the end of the

income year will be the amount of those receivalsgsions 6-40 and
96-200]

11.19 Correspondingly, the only liability the lessee or grantee will have
in relation to a routine lease or right over a non-depreciating asset at the
end of an income year is the obligation to make payments referable to a
period ending on or before that date. The tax value of that liability at the
end of the income year will be those amounts payaédeéons 6-75 and

96-200]
What is a routine lease or right over a non-depreciating asset?

11.20 Routine leases and rights over non-depreciating assets will
comprise:
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e lease or rights contracts for an aggregate period of less than 12
months; and

¢ l|ease or rights contracts:

— with regular periodic payments that are payable at least
every twelve months;

— where the amounts of the payments reflect the benefits
received under the contract during the period to which
the payments relate; and

— reflect ordinary commercial practice in relation to such
contracts.
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Chapter 12
Overview of the consistent entity regime

Outline of Chapter

12.1  This Chapter gives an overview of Part 3-5. Divisions 150 to 156
in the Part apply a consistent tax treatment to companies, trusts and
limited partnershipstéx entitie3. They also treat consistently dealings
between those entities and their members. Division 150 provides an
overview of the rules for tax entities. This Chapter introduces the new
regime. Detailed discussion is contained in Chapters 18 to 21.

12.2  The balance of Part 3-5 contains other rules for tax entities.

Some are not part of the consistent entity treatment rules because they are
applicable both to tax entities that are excluded from those rules and to tax
entities that are included in those rules. Division 158 is concerned with
the mutuality exclusion; it has application to a range of tax entities both in
and out of the consistent entity treatment rules. Division 161 is concerned
with the application of the law to tax entities that are not legal persons; it
has application to all tax entities, in or out of the consistent entity
treatment rules.

12.3  Other Divisions include rules only for tax entities to which the
consistent entity treatment rules do not apply. Division 157 contains the
rules for the CIV regime. Division 159, not included in the draft
legislation, will contain rules for trusts that are excluded from the
consistent entity treatment rules.

Context of Reform

12.4  The aim of reforming the taxation of tax entities is to improve
integrity and fairness, through a consistent treatment of profits earned by
tax entities, and of transactions between tax entities and their members.
Reform is intended to simplify the tax code by applying, as far as possible,
common rules which apply alike to all entities, whatever their legal
structurgsection 150-5] A single set of rules will therefore be applied to tax
entities. These rules include the treatment of gains distributed to
members, contributions and returns of capital and rearrangements of
member interestsection 150-1]

12.5 Paragraphs 150-15(2)(a) and (b) clarify that for the purpose of
meeting the definitions of ‘company’ and ‘dividends’ in international tax
agreements, limited partnerships and trusts — that is, all the tax entities
receiving consistent entity treatment that are not companies — receive the
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same treatment as companies, and their distributions receive the same tax
treatment as dividends.

12.6 In certain limited cases, specific rules apply only to a certain type
of entity, having regard to its special characteristics. To provide ease of
compliance with the common rules or greater certainty in administering
the common rules, alternative rules, or additional clarifying rules, apply as
well as the common rules in limited cagestion 150-20] There are,

however, some additional rules that depart in some respects from the
consistent entity treatment. This draft legislation deals with some, but not
all, of these rules.

e CIVs receive special treatment to allow ordinary people to
enjoy the same tax position as those who can invest directly in
a broad portfolio of assets.

e Superannuation business (and superannuation business of life
insurers) remains in the special retirement income investment
regime designed to encourage savings for retirement.

e General partnerships, which do not confer limited liability and
in which members are jointly concerned through mutual
agency, are not tax entities and so are not subject to consistent
entity treatment.

[Section 150-10]

What do the consistent entity rules do?

12.7 The consistent entity rules are based on the principle that income
will be subject to the same overall level of taxation regardless of the type
of entity that earns [tection 150-5] This principle recognises that investors
(referred to as members) are the ultimate owners of an entity and benefit
from the income generated by the entity.

12.8 The consistent entity rules about distributions from the entity to
its members derive from the current full imputation arrangements applying
to companies and their resident individual shareholders. They extend
those arrangements through the provision of refunds of excess imputation
credits. This will mean that the tax rate applying to the underlying income
distributed by entities subject to entity taxation will be better aligned with
the tax rates of individual resident members.

12.9 Members who hold an interest in an entity have access to its
ongoing profits while they remain members. Thus, where a tax entity has
available profits (realised or unrealised), distributions by the entity to
ongoing members are treated as coming from those profits. Where there
are no available profits a distribution is taken to be from contributed
capital to that extent. This is the ‘profits first’ rys@bsections 150-25(3)

and (4)].
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12.10 Where members get a distribution from the entity as
consideration for giving up part of their relative interest in the entity, the
distribution will be treated as coming from the contributed capital and
taxed and untaxed profits attributable to the interest given up. This is the
‘slice’ rule [subsection 150-25(5)](For on-market buy backs this treatment
cannot be offered for practical reasons: a member selling on-market will
not know if they are selling to the entity or a third pgsigsection

150-25(6)])

12.11 Given the objectives of a consistent entity treatment, some of the
dealings between entities and their members need to be treated differently
from their dealings with other taxpayers. This reflects the special
relationship between entities and their members. Key features of an entity
tax system embodied in the consistent entity rules are:

e applying tax at the entity level on the taxable income of an
entity (this is achieved by the core rules);

e recognising distributions from an entity to its members,
including indirect distributions involving associates and third
parties (this is achieved in the dictionary);

e recognising amounts contributed to an entity to create or
increase membership value (contributed capital) and the return
by the entity of those amounts to its members;

e recognising tax paid at the entity level when profits are
distributed by an entity to its members (profits being any
amount other than contributed capital, whether previously
taxable to the entity or not);

e providing general objective rules to govern how much of a
distribution from an entity to a member is from available
profits and how much is from contributed capital; and

e ignoring certain assets and liabilities that arise for an entity
and its members in respect of distributions by an entity to its
members or contributions to an entity by its members (this is
achieved by the core rules).

[Section 150-30]
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Summary of new law

What the Divisions will do

Link to higher level rules

Which entities does the new
regime apply to?

Entity tax

Member tax

Divisions 150 to 156 provide consistent tax
treatment for most companies, trusts and limited
partnerships and for the distributions they make
to members (theonsistent entity rules

The core provisions contained in Part 1-3 of the
ITAA 1997 impose a liability to tax on a tax
entity. Taxable income of the entity and of its
members is worked out under the core rules.

The consistent entity rules supplement the core
rules by setting out the tax treatment of
distributions made by a tax entity.

Tax entities, which are companies (including
co-operatives and unincorporated bodies), trusts
(including executors of some deceased estates
and foreign arrangements that would be trusts in
Australia) and limited partnerships. But some
tax entities will not be subject to the entity tax
regime.

Some are excluded from the regime altogether
(e.g. complying superannuation funds) and some
from the application of particular entity rules

(e.g. ClIVs).

The entity pays tax on its taxable income at the
entity tax rate.

A member pays tax on profit distributions
received from a tax entity, with a credit for any
tax paid on those profits at the entity level.

A resident member (subject to some limitations)
can offset the tax credits against their tax
liability and resident taxable individuals and
complying superannuation funds are entitled to
a refund of any excess credits.
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Who is a member?

What is a distribution?

A memberof an entity has a particular kind of
right in relation to the entity (amembership
interes), directly or through a nomingsection
960-115]

Types of membership interests are listed in
subsection 960-120(1). They include a share in a
company, the interest of a partner in a limited
partnership, an interest in a registered managed
investment scheme, a beneficial interest in the
income or capital of a trust, and an interest in
the proper administration of a trust because the
person is an object of a discretion that can be
exercised by the trustee of a non-fixed trust.

Membership interests also include:

e an interest that carries a right to a return
from the entity that is contingent on the
performance of the entity or on the
discretion of the entity; interests carrying
more than protective (specified) voting
rights;

¢ interests issued by the entity that may or
will convert into a membership interest
(unless excluded by the debt test); and

¢ rights to participate in management or
control of the entity.

A member of the management committee of an
unincorporated association will be a member for
the purpose of the consistent entity rules
because they have a right to participate in the
management or control of the entity.

No interest that is a debt under an intended debt
test is a membership interest. Rules for this test
are not included in the draft legislation, and are
being developed in common with rules for the
taxation of financial arrangements.

In a contract of employment, remuneration
based on the employer’s economic performance
does not give a membership interest to the
employee.

A distribution is the passing of value from the
entity to the member (or to someone who has a
membership connection) because they are a
member. Rearrangements or membership
interests that shift value between members are
also distributions. So are indirect distributions
involving associates or third parties.

A benefit can take any form such as money,
property, services, or additional interests in the
entity.
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What is the amount of the  Its value less any consideration provided by the

distribution? recipient.
How is the distribution For the entity, the distribution to a member will
treated? generally be a payment but an increasing

adjustment is made where needed to ensure
there is no overall effect on income. Where the
distribution is of contributed capital, reducing a
liability, but is not a payment, a decreasing
adjustment may be needed for the same reason.

For the recipient, a profit distribution is a
receipt that increases net income. A distribution
from contributed capital is also a receipt, but it
will generally be offset by a reduction in the tax
value of the member’s interest in the entity.

What are available profits? Available profitsare basically theet market
value of the entity’s assetdet market value
equals the market value of the entity’'s assets
less its liabilities (which include itsontributed

capital).
How do you determine Generally, a distribution will be taken to have
whether a distribution is been made froravailable profitsfirst and then
from profits or contributed  contributed capital when profits are exhausted
capital? (the ‘profits first’ rule).

A distribution connected with the cancellation
of a member’s interest in a tax entity (e.g. an
off-market share buy back) will be taken to be a
return to the member of the slice of the entity’s
contributed capital and profits attributable to the
interest (the ‘slice’ rule). It will be first from the
slice of contributed capital, any excess will be
from the slice of taxed profits, and thereafter
from untaxed profits.

What is contributed capital? Broadly,contributed capitalis the contributions
made to an entity to secure, or in respect of, an

interest in the entity, less any returns of such
contributions.

Comparison of key features of new law and current law

12.12 The following table sets out the important differences between
the current law and the consistent entity rules in Divisions 150-156. Some
of the key features of the new law are subject to exceptions which are
explained in all entity Chapters.
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Table 12.1 Comparison of key fe

atures of new law and current law

New Law

Current Law

Trusts and their distributions will b
taxed like companies and compan
distributions under the consistent
entity rules.

eGenerally, the net income of a trust is
ytaxed to the beneficiaries who are
presently entitled. Trust income to
which no beneficiary is presently
entitled is taxed to the trustee. Corpor
unit trusts and public trading trusts are
already taxed like companies.

All co-operative companies will
generally be taxed on the same b3
as other tax entities subject to ent
taxation.

Co-operative companies that satisfy th
\gilefinition in section 117 of the ITAA
1y 936 are taxed on their retained profit

only.

The termmembelis used to refer to
taxpayers that invest in tax entitieg

Investors are referred to in a way that

.depicts their membership of a particulg
entity type e.g. shareholder (company
beneficiary (trust), and partner (limited
partnership).

The concepts of ‘dividend’ and
‘deemed dividend’ will be replaced
by the global, and broadly defined
termdistribution It will apply to
determine when value has shifted
from a tax entity to a member, in
their capacity as a member.

Shareholders are taxed on dividends
received from companies. For a
dividend to be income it must be paid
out of the available profits.

Some other payments by companies 3
deemed to be dividends (e.g.
distributions by liquidators) and some
are also deemed to be paid out of prof
(e.g. excessive remuneration paid by i
private company to a director).

share of trust net income to which they
are presently entitled.

\re

its

S

For trusts, beneficiaries are taxed on the

y

A tax entity is generally taken to
make distributions to members out
of profits first and then out of
contributed capital when profits ar
exhausted (the ‘profits first’ rule).

Companies can choose the source of
some of their distributions. However,
various anti-avoidance provisions app

® For trusts, beneficiaries are taxed on
their present entitlement to the net
income of the trust.

Y.

Tax entities that may be subject tag
entity taxation must keep a
contributed capital account, and
sub-accounts for each separate cl
of membership.

There is no general requirement to ke
a contributed capital account.

There is a definition of share capital
A& count for a company and special rul
about the consequences of tainting it

with other amounts.

€S

The imputation system will apply t
distributions by tax entities subject
to entity taxation.

b The imputation system only applies to
company dividends and distributions
made by other entities taxed like
companies.
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New Law Current Law

Members that are resident Excess credits are lost.
individuals, complying
superannuation funds, complying
approved deposit funds or pooled
development trusts will be entitled
to a refund of excess tax credits.

Detailed explanation of new law

12.13 The consistent entity rules will apply to both some tax entities
and their members and to certain transactions between them.

12.14 The types of transactions dealt with by the rules in this draft
legislation are:

the transfer of value from entities to members (for example,
distributions of entity profits) in their capacity as members,
and equivalent indirect transactions;

transfers of value from members to entities (for example,
contributions of capital by members to obtain a membership
interest — such as shares — in the entity), and other transfers for
membership interests; and

the provision by a tax entity of additional membership
interests to its members or a reduction in the number of
interests (rearrangements).

12.15 Rules will also be required for dealings in membership interests
between members and third parties — for example, when a member
disposes of their share in a company or unit in a unit trust to someone
other than the entity. These will largely be dealt with through the general
tax value rules that have not been fully developed for this draft legislation.

Major building blocks of the consistent entity system

12.16 The consistent entity rules rely on several major building blocks.
These are discussed in detail in Chapters 13 to 18. They include the

following:

tax entity (Chapter 13);
member (Chapter 14);
membership interest (Chapter 14);

distributions (essentially from an entity to a member),
rearrangements and unpaid entitlements (Chapters 15 and 16);
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o ‘profits first’ and ‘slice’ rules (Chapter 17); and

e contributed capital (of the entity) (Chapter 18).

Key features of the consistent entity system

12.17 The key features outlined earlier in this Chapter use the basic
building blocks as a foundation.

Applying tax at the entity level on the taxable income of an entity

12.18 An entity is liable for tax on its taxable income. The tax liability
is calculated by reference to the core rules. Gains that have not been
included in the entity’s taxable income — for example, because of the
availability of a tax concession — will be taxed in the hands of members
when distributed.

12.19 Undistributed profits retained in a tax entity are not allocated to
the members for tax purposes. Income preferentially treated in a tax entity
does not retain its tax-preferred character when distributed to members.
As noted, members are taxed on such distributions. Special transitional
measures (not included in this draft legislation) will prevent the
inappropriate impact of this feature on trusts in existence at
commencement of the consistent entity rules.

Recognising distributions to members of an entity, including indirect
distributions involving associates and third parties

12.20 The dictionary contains comprehensive rules which ensure that
all transfers of value to a member occurring because of membership of the
entity are recognised and are taken into account in the consistent entity
rules. It achieves this by:

e acknowledging that a transfer of value between an entity and a
member can occur directly or indirectly via an associate or a
third party; and

e recognising that a transfer of value can take any form.

Recognising amounts contributed to an entity for membership interests
(contributed capital) and the return by the entity of those amounts to its
members

12.21 Amounts contributed to a tax entity are not taxable to the entity.
These amounts are not profits of the entity and so they are added to the
entity’s contributed capital account.

12.22 By contributing capital, the member or contributor is investing in
the entity, and this investment adds to the assets of the members. The
treatment of returns by the entity of contributed capital is symmetrical
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with the contribution of capital to the entity. Contribution of capital
generally gives rise to a tax value for the membership interest acquired,
while a return of contributed capital reduces the tax value of the member’s
interest.

12.23 Where a member (or their associate) receives a distribution of
contributed capital greater than the tax value of the relevant membership
interest, the member’s taxable income will increase by the excess amount,
as that amount is a gain to the member on the investment. When members
can deal in (that is, acquire or dispose of) existing membership interests,
the tax value of their interests need not be the same as the contributed
capital for these interests.

12.24  An exception is provided where the membership interest has
never had a tax value. The exception covers those cases where the
contribution of an amount to an entity did not give rise to a corresponding
increase in the tax value of an asset that is a membership interest. For
instance, a settlor could have contributed the capital of a trust on behalf of
beneficiaries. The trust is a tax entity, and the beneficiaries are members,
but as they have made no contribution and incurred no cost themselves
they have never had a tax value for their membership interests.

Recognising tax paid at the entity level when profits are distributed by
an entity to its members (profits being any amount other than
contributed capital, whether taxable to the entity or not)

12.25 Entities pay tax on their taxable income. A member in receipt of a
profit distribution from an entity is entitled to a credit for any tax already
paid by the entity. To that extent, this treatment recognises the notion that
entities can be considered extensions of their ultimate owners.

12.26 The extent of this integration of ownership interests will be
increased by allowing resident individuals, complying superannuation
funds, complying approved deposit funds and pooled superannuation
trusts a refund of any credits they are not able to fully utilise. Overall, tax
on entity profits will generally be imposed at the members’ tax rates.

Providing general objective rules to govern the extent to which a
distribution is from available profits or from contributed capital

12.27 The way in which a distribution is taxed depends on whether it is
a gain or a return of contributed capital. The consistent entity tax regime
contains general objective rules for working out the source of a
distribution. In general, a distribution from an entity to a member will be
taken to be a profit distribution to the extent that the entity has available
profits. The distribution is sourced from contributed capital once entity
profits have been exhausted. This is the ‘profits first’ rule.

12.28 Members’ interests in an entity have an economic value that
exceeds contributed capital by available profits. When the entity makes a
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distribution and the members maintain an ongoing interest, it is the excess
of value over contributed capital that is reduced until no available profits
remain.

12.29 Were entities to be allowed a discretion to distribute capital ahead
of profits (as can happen under the current law) they could extend the
period of tax deferral that may arise in respect of retained profits even
after their value has been distributed to members. It would also allow
greater scope to stream contributed capital and profit distributions to
members depending on their tax circumstances.

12.30 The ‘slice’ approach will apply to distributions related to the
extinguishment of a member’s interest (for example, an off-market buy
back or a final distribution by a liquidator). This approach allows entities
to return contributed capital ahead of profits. It recognises that, on
extinguishment of a membership interest, what is being returned to the
member is the slice of the entity’s profits and contributed capital relevant
to their membership interest. Further, the order in which it is returned is:

¢ first, the member’s share of the entity’s contributed capital;
e second, their share of taxed profits; and
¢ third, their share of untaxed profits.

Ignoring certain assets and liabilities that arise for an entity and its
members in respect of distributions by an entity to its members or
contributions to an entity by its members

12.31 An entity and its members are treated separately for tax purposes.
To prevent double counting and to reflect a level of integration of
ownership, some entity/member transactions have no tax effect. For the
entity, a membership-related distribution does not reduce the entity’'s
taxable income because it is offset by an increasing adjustment under the
core rules. Likewise, capital contributed to the entity by members
(increasing the liability of the entity) is offset by a corresponding receipt

so that the entity’s taxable income is not increased.

12.32 Also, certain rights and liabilities for an entity and a member that
arise because of their relationship have a nil tax value for the purpose of
applying the net income formula. For example, the right to receive a
distribution arising as a result of a company declaring a dividend would be
ignored for the purposes of calculating the taxable income of the entity
and the membgsubdivision 6-F}

Interaction with the core provisions

12.33 The core provisions are contained in Part 1-3 of the ITAA 1997
and explain how to work out a taxpayer’s income tax liability. The new
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method for working out taxable income (see Chapter 3) is reflected in the
drafting of the consistent entity provisions already explained.

12.34 The core provisions take care of the basics. They impose an
income tax liability on both entity and member. They ensure that
payments, receipts and changes in the tax value of their assets and
liabilities are reflected in the formula for calculating net income. In some
cases it has been necessary to override the effect of the net income
formula for some entity/member transactions, see Subdivision 6-F.

12.35 The entity rules then supplement the core rules by, in some
circumstances, adjusting the tax value of membership interests. For
example, the tax value of a member interest is reduced to reflect a
distribution of contributed capital. The entity rules also contain increasing
and decreasing adjustments to the net income of entities and members to
arrive at their correct taxable income. Tax law adjustments are mainly
necessary for policy reasons.

Residency

12.36 The consistent entity rules, as currently drafted, apply regardless
of the residency status of entities and their members. The rules are being
reviewed for the purpose of determining whether any modifications should
apply to non-residents. Changes will be made where needed to reflect the
results of that review.

Where to find more detail

12.37 The following table shows you where to find a detailed
explanation of the draft legislation. The draft explains which tax entities
are covered by the new regime, how they are taxed and the tax
consequences of dealings between those entities and their members.

Table 12.2 Consistent entities Chapters

No Chapter
13 The entity

14 Entity members

15 Distributions

16 Unpaid trust entitlements and
rearrangement of membership interests

17 Source of distributions

18 Contributed capital

19 Collective investment vehicles
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What'’s not included in the draft legislation?

12.38 The draft legislation is not complete. Some topics are not covered
at all, for example:

e trusts excluded from the new regime (referred texatuded
trusts;

e transfer of a membership interest in an entity to someone other
than the entity; and

e franking and imputation.

12.39 In places, the draft legislation foreshadows the inclusion of
further rules on a particular topic (using italicised comments enclosed in
boxes). Where the nature of those rules is sufficiently known, they are
discussed in these explanatory notes.

Application and Transitional provisions
12.40 The consistent entity rules will apply to entities from 1 July 2000.

12.41 The Review has also recommended that they apply, from that
date, to non-commercial loans from a member to a closely-held entity if
the loan was in existence at the time of announcement by the Government
of legislative action in this area (or made subsequently), see
Recommendations 11.8 and 12.23.

12.42 Transitional measures will ensure the consistent entity rules do
not impact inappropriately on existing trusts. In particular, the
Government’s commitment to maintain existing tax treatment for assets
held in trusts before the date of announcement will be met, both for capital
gains realised on pre-CGT and on post-CGT assets. The amount of
currently untaxed gain (subject to the recommended change to capital
gains treatment) will be added to the contributed capital of the trust.

12.43 Also, measures will ensure that income that has been taxed in a
trust prior to commencement will not be taxed again if distributed after
commencement.

Consequential amendments

12.44 None of the amendments consequential on the consistent entity
tax regime are included in the draft legislation. It is anticipated that the
existing company tax provisions will be repealed and that Division 6 of
the ITAA 1936 will be rationalised for the purpose of taxing excluded
trusts.
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12.45 Amendments will also be required to ensure that new concepts
such as tax entity, membership interest, membership-related distribution
and the profits first rule fit properly with the rest of the ITAA 1997 and
the remaining provisions of the ITAA 1936.
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Chapter 13
The entity

Outline of Chapter

13.1 Division 151 explains which tax entities are subject to the
consistent entity rules.

13.2 Division 152 explains the effect on a tax entity’s taxable income
of capital contributions it receives and distributions it makes (including
returns of contributed capital, and on-market buy backs of membership
interests).

Context of reform

13.3  The consistent entity tax rules will apply to companies (including
unincorporated associations but not partnerships), limited partnerships and
most trusts (including executors and estate administrators) as announced
by the Government iA New Tax Systerithese entities are all referred to

in the legislation atax entities The concept of tax entity is one of the

major building blocks of the new system. A single all embracing term has
been used in the rules to simplify the legislation.

13.4  Two key features of the new regime are thakantityis
recognised as a taxable entity and dealings by a tax entity with its
members do not generally affect the entity’s taxable income.

Summary of new law

What the Division will do Division 151 explains that the new regime that
applies to companies (including unincorporated
associations but not partnerships), limited
partnerships and most trusts (including
executors and estate administrators).

Which entities are excluded?Complying superannuation funds, complying
approved deposit funds, pooled superannuation
trusts, deceased estates (within a 2 year period
for administration) and excluded trusts.

The rules are modified for: Collective investment vehicles.
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What the Division will do Division 152 explains how dealings between an
entity and its members are treated when an
entity is working out its taxable income.

What is the effect on entity There is no net effect on entity taxable income
taxable income after there other than where there is an on-market buy back
have been transactions with (for which special rules apply).

members?

Detailed explanation of new law

13.5  Theconsistent entity rulespply to all tax entities unless
specifically excludegkection 151-5] Some entities are excluded entirely
from the system, while others are excluded from the application of some
of the rules only.

13.6 Detailed rules have not been included in this draft legislation for
the franking and imputation of distributions.

What is an ‘tax entity’?

13.7 The ternmtax entityrefers to a company, a trust, or a limited
partnershigsection 960-105]‘Company’, for tax purposes, includes both
corporate bodies and unincorporated associafiefisition of ‘company’ in
section 6(1) of the ITAA 1936 and subsection 995-1(1) of the ITAA 193X entity
also covers a person acting in the capacity of executor administering a
deceased estate and an arrangement or situation entered into or arising
outside Australia which, had it been established in Australia, would have
given rise to a trust. The definition does not include individuals or
ordinary partnerships and so, in this regard, is narrower than the existing
definition of ‘entity’ in the ITAA 1997.

Trusts

13.8 A person acting in the capacity of executor administering a
deceased estate is specifically included because, under the rules of equity,
this type of arrangement may not technically constitute a trust and the
executor may not technically be a trustee. Under the current law, the
existence of a trust arrangement is governed by the extended definition of
trustee in subsection 6(1) of the ITAA 1936 which includes any executor
or administrator. This existing definition of trustee will not be used for
determining which trusts are covered by the new system. Rather the term
‘trust’ will take on its ordinary meaning so that only arrangements that
come within the equitable concept of a trust relationship will be trusts for
the consistent entity rules unless otherwise specified.

Co-operatives

13.9  The termax entityincludesall co-operative companies,
including both co-operatives that meet the criteria in Division 9 of the
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ITAA 1936 and co-operatives that do not meet those criteria. The
consistent entity rules will not disturb retention of the special deduction
(contained in paragraph 120(1)(c) of the ITAA 1936) that gives some
co-operatives a deduction for capital repayments of certain government
loans. Members of co-operatives with low marginal tax rates will also be
eligible to obtain early refunds of excess imputation credits from the
distributing tax entity.

Certain trusts not recognised as tax entities

13.10 A trustee may make a beneficiary presently entitled to an amount
of income or capital of a trust, but not actually pay it to the beneficiary.

The amount is held in the trust for the benefit of the beneficiary with the
present entitlement. Under trust law the legal status of this retained money
or property is unclear. Under one interpretation of the law it remains part
of the existing trust. Under another interpretation the retained money or
property is held under a separate trust.

13.11 Itis necessary to remove any uncertainty as to how an unpaid
trust amount should be treated for tax purposes, that is, whether it is
money or property of the existing trust or the contributed capital of a
separate tax entity. To achieve this subsection 960-105(2) provides that
where a new trust is taken to arise under the law of equity in relation to the
unpaid trust amount, and there is no express or implied agreement
between the trustee and the beneficiary either to hold the amount on a new
trust or to lend the amount to the trustee, then that new trust is disregarded
for taxation purposes and the asset is taken to form part of the estate of the
existing trust.

13.12 In such a case, the entity is not taken to have made a distribution
to the member under subsection 960-145(1).

Which tax entities are excluded entirely?
Superannuation funds

13.13 The consistent entity rules do not apply to complying
superannuation funds, pooled superannuation trusts or complying
approved deposit fundsubsection 151-10(1)]These funds will continue to
be subject to income tax under their own regime contained in Part IX of
the ITAA 1936.

Deceased estates

13.14 Adeceased estate any trust for the administration of the estate
of a deceased pers@nbsection 995-1(1)]Deceased estates will be
excluded from the consistent entity rules for a period. The rules begin to
apply to them only when their administration is finalised or at a time 2
years after the date of death, whichever occurgdinstection 151-10(2)]
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13.15 Generally, 2 years will be a sufficient length of time for the
executor to wind-up the deceased person’s affairs and distribute the
estate’s asset to beneficiaries. A time limit has been set for the exclusion
to prevent executors of deceased estates delaying the finalising of
administration and undertaking income producing activities. The 2 year
period may be extended by the Commissioner for legitimate cases where a
deceased estate cannot be wound up within the 2 year period; for example,
as a result of a genuine dispute regarding the deceased person’s will
[subsection 151-10(3)]

Excluded trusts

13.16 Some other trusts will also be excluded from the consistent entity
rules. Generally, these would be trusts that have been created or settled
only as a legal requirement or subject to a legal test or sanction. This is
designed to distinguish such trusts from trusts created at a settlor’'s
direction. Other exclusions are justified for practical reasons, for example,
trusts for an absolutely entitled beneficiary, constructive trusts, the bank
accounts of minors and short-term stakeholder arrangements.

13.17 Detailed rules for excluded trusts have not been developed for
this draft legislation (they are to be contained in Division 159). It is
anticipated that most excluded trusts will be taxed under a rationalised
Division 6 of the ITAA 1936.

Which entities are excluded from only some of the rules?

13.18 The consistent entity rules are modifiedcimitective investment
vehicles(CIVs). The modifications are contained in Division 156 and are
explained in Chapter 19.

13.19 Broadly speaking, a CIV is a unit trust which invests in assets of

a passive kind (although it could also trade in these assets) and distributes
all, or virtually all, of its taxable income for an income year to its

members in that year, or shortly afterwards (e.g. a cash management trust).

13.20 Taxable income of a CIV which flows through to its investors in
this way, retains its source and character in investors’ hands as if it had
been received directly by them and will be taxed at the investor level only.
Because of this, certain elements of the consistent entity source rules do
not apply to CIVs.

Entities that may move in and out of the system

13.21 Excluded entities, such as deceased estates not wound up within
2 years of the date of death and complying superannuation funds that
become non-complying, may move into the consistent entity system.
Likewise, a non-complying superannuation fund that becomes complying
may move out of the system. Detailed rules for movements of entities into
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and out of the system have generally not been included for the draft
legislation.

13.22 Chapter 19 explains the circumstances in which the modified
consistent entity rules for CIVs begin or cease to apply to an entity.

Applying the rules to entities that are not legal persons

13.23 The consistent entity rules include translator provigiovision

161]). These rules apply to tax entities that are not legal persons (trusts,
limited partnerships and unincorporated associatidihgy create a

standard set of equivalents for things done by or in relation to entities that
are legal persorisection 161-1] They ensure that the actions of a person on
behalf of a tax entity are recognised as actions undertaken by the entity
and that the person’s assets and liabilities on behalf of the entity are
treated for tax purposes as being those of the eftigyrules also identify
what assets are to be taken as assets of the entity.

13.24 This is achieved by the creation of the general category of
‘representative’ of such a tax entjgybsection 161-1(2)] The
representatives are:

e atrustee or any of the trustees acting as the trustee of the trust;
e a partner acting in the affairs of the limited partnership; and

e a member of the management committee acting in the
management of the association.

13.25 What such representatives do in their representative capacity is
done by the entity, and what is done to or in relation to such
representatives in their representative capacity is done, to or in relation to,
the entity. This is so, even if the representatives act beyond their actual
authority (but within their ostensible authoritjgubsection 161-1(1)]

13.26 In working out their net income, representatives do not take
account of anything that they do to or that happens to them in their
capacity as representatives, as these things happen to th¢seniory
161-5]

13.27 There can be more than one representative of an entity
Representatives are jointly and severably liable for the liabilities and
obligations of an entity, including tax liabilities and obligatigssection
161-1(3)}

Widely-held / Closely-held entities

13.28 The current law recognises a number of different systems for
determining the extent of public control of an entity. In the case of
companies, the tax law uses the terms ‘public’ and ‘private’. But this is
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not the same distinction as exists underGoeporations LawNor can it
be applied easily to trusts. The trust loss provisions of the current law use
concepts such as ‘very widely-held’, ‘widely-held’ and ‘closely-held’.

13.29 Under the new law, all entities will be treated as ‘closely-held’ or
‘widely-held’. This will provide a simple, consistent method of
classification as well as a comprehensive code which does not rely on
other statutory rules, such as tberporations Law

13.30 Closely-heldandwidely-heldare both defined in the new law
[subsection995-1(1)] The definition of ‘widely-held’ is linked to a detailed
explanation of the termgection 960-110] A tax entity is defined as
‘closely-held’ if it is not widely-held.

Why is this distinction relevant?

13.31 Classification as widely-held or closely-held is important for
several provisions in the new law, for example:

¢ there is a different treatment of non-commercial loans between
an entity and member depending on whether the entity is
widely-held or not;

e certain discounts provided by an entity to a member will not
be treated as distributions if the entity is widely-held; and

e CGT rollovers for scrip-for-scrip takeovers between
companies are allowed only where one of the entities involved
is widely-held.

What is a ‘widely-held entity’?

13.32 Generally, tax entityis widely-held if it has at least 300
members. However, even if an entity satisfies this test, it will not be
widely-held if it fails any one of 3 further concentration of ownership tests
[subsection 960-110(1)]

13.33 These tests deal with control and entitlements that members have
because of their membership interests. The tests ask whether 20 or fewer
individuals have (or hold between them) directly or indirectly and for their
own benefit membership interests carrying:

¢ fixed entitlements to 75% or more of the entity’s income
[subparagraph 960-110(2)(a)(i)]or

o fixed entitlements to 75% or more of the entity’s capital
[subparagraph 960-110(2)(a)(ii)]or

e 75% or more of the voting rights in the enfjiyrragraph
960-110(2)(b)]
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13.34 If the answer to any of these questions is ‘yes’, the entity is
closely-held. For the purposes of these tests one individual, regardless of
whether a holder of a membership interest in the entity, will be counted
together as one with the following other individuals:

e their associates; and

¢ their nominees who hold membership interests in that
capacity; and

e nominees of the individual’'s associates where the nominees
hold membership interests in that capacity.

[Subsection 960-110(4)]

13.35 In considering whether voting rights or fixed entitlements are
‘directly or indirectly’ held, account is also taken of the potential for rights
attaching to any membership interests to be varied or abrogated, regardless
of whether they actually are varied or abrogated. For this purpose, account
may be taken of:

e any part of the entity’s constituent document or of any
contract, agreement or instrument authorising any change to
the rights attaching to membership interests, or relating to
changes to or termination of the membership interests
themselvegparagraph 960-110(3)(a)]

e any contract, agreement, arrangement, option or instrument
empowering a person to acquire the membership interests
[paragraph 960-110(3)(bjJand

e any power, authority or discretion in a person in relation to
rights attaching to the membership intergstissection
960-110(3)]
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13.36 Where an entity has a discretion as to which member is entitled to
receive all or some of its income or capital, it will be treated as
closely-held. This maintains the existing approach in the trust loss
provisions, where any non-fixed trust is closely-held. Where a trustee has
a discretion, it is not possible to determine who really controls the income
or capital of the trust and the objects of the trust do not have an interest as
such in either the profits or capital of the trisabsection 960-110(5)]

13.37 Under the current law, any corporate limited partnership is taxed
like a public company. The widely-held rules mean that some limited
partnerships will not be widely held under the new law.

The entity’s taxable income

13.38 The consistent entity rules supplement the core provisions for
working out income tax liability contained in Part 1-3 of the ITAA 1997.

Effect of distributions of available profits or prior taxed amounts on the
entity’s taxable income

13.39 The consistent entity rules ensure that distributions of available
profits and prior taxed amounts do not affect the taxable income of the
entity. This is achieved by increasing adjustments to the entity to reverse
the effect of these distributions, where otherwise the distribution would
reduce the taxable income of the enfitlyis happens when a distribution

is in the form of a payment or produces a decrease in the tax value of the
entity’s assets, or an increase in the tax value of the entity’s liabilities
[subsections 152-5(1) and (2)]

13.40 The amount of the increasing adjustment will only be the extent
to which the distribution would otherwise reduce the taxable income of
the entity An example of a distribution that does not attract an increasing
adjustment is a distribution in the form of an interest in a trust asset that
vests in a discretionary beneficiasybsection 960-145(2)] No adjustment is
required because the distribution remains unpaid.

Effect of contributed capital distributions on the entity’s taxable income

13.41 A distribution of contributed capital reduces the contributed
capital of an entity. As contributed capital is taken to be a liability, a
reduction in contributed capital of a tax entity reduces the tax value of the
tax entity’s liabilities; equivalent in effect to the increasing adjustments
made for distributions of available profits or prior taxed amounts.

13.42 Where the contributed capital distribution does not result in either
a payment, a reduction in tax value of the entity’s assets or an increase in

the tax value of the entities liabilities (other than contributed capital), then

there is a decreasing adjustment made to ensure that the net effect on the
entity’s taxable income is zero. In these cases, the reduced tax value of a

liability (contributed capital) is offset by the decreasing adjustment to
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achieve a result of zero net effect on the entity’s taxable income.
[Subsection 152-5(3)]

Effect of receipts of contributed capital on the entity’s taxable income

13.43 A capital contribution by a member to an entity is a receipt to the
entity. The effect of this on the entity’s taxable income is reversed as the
contribution increases the contributed capital of the entity, and hence
increases the tax value of the entity’s liabilities. The receipt increases
taxable income, and the increase in tax value of contributed capital

reduces taxable income by the same amount, for no net ¢ftedtn
152-10]

Effect of an on-market buy back on the entity’s taxable income

13.44 A buy back by a tax entity of membership interests in itself will
only be aron-market buy backf the interest is listed for quotation in the
official list of a stock exchange in Australia or elsewhere and the
transaction occurs in the ordinary course of trading on the stock exchange.
A buy back transaction that is described as ‘special’ when reported to the
stock exchange under the exchange’s rules is not in the ordinary course of
trading[definition of ‘on-market buy back’ in subsection 995-1(1)]

13.45 In principle, consideration for an on-market buy back is as much
a distribution to the member as an off-market buy back or other
redemption of a member interest for consideratitmwever, the general
treatment is impractical because a member selling on-market will not
know who is purchasing their share, and so should receive the same tax
treatment regardless of whether the tax entity or a third party is the
purchaser.

13.46 Consideration given by a tax entity for an on-market buy back is
therefore not a distributiogubsection 960-150(5)]It is still, however, a

payment by the entity which, under the core rules, reduces its net income.
An increasing adjustment, equal to the amount or value of the
consideration to the extent it is from available profits or prior taxed
amounts, reverses the effect of the paynmgraph 152-15(1)(a)] To the
extent the consideration is from contributed capital, the resulting reduction
in the tax value of a liability achieves the same outcome.

13.47 Where the consideration for the on-market buy back includes a
component of taxed profit, there will also be a decreasing adjustment
equal tothe amount of the taxed profit compongiatagraph 152-15(1)(b)]
Without this adjustment, a second tier of taxation would arise in respect of
the taxed profits of the entity. An evaluation of the provisions dealing with
potential capital losses arising from the disposal of membership interests
after the distribution for pre-acquisition profits is noted in
Recommendation 6.6, and may have implications for this provision.

13.48 The amount of the taxed profit component is determined in the
same way as it would be if the consideration were a distribution subject to
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the ‘slice’ rule[subsection 152-15(2)]The ‘slice’ rule is contained in
Subdivision 154-D and explained in Chapter 17.

Core rules - assets and liabilities disregarded in entity’s taxable income

13.49 The tax values of some assets and liabilities that arise from the
relationship between the entity and the member are taken to be nil when
calculating the net income of the entity under the core rules.

13.50 The entity’s right to receive contributions of capital from
members, for instance uncalled amounts in respect of a share issue price,
is taken to be an asset with a nil tax value. The obligation of an entity to
make distributions, for instance to pay a declared dividend, is a liability
with a nil tax value. An obligation of an entity to repay a hon-commercial
loan (see discussion in Chapter 19 on what is a non-commercial loan)
from a member is also a liability with a nil tax valgebdivision 6-F]

These assets and liabilities have a nil tax value for the purposes of
calculating the net income of the entity to prevent double counting.

13.51 The right to enforce security in relation to any of these rights and
obligations is not expressly dealt with under the Subdivision. This is to
avoid the unnecessary inclusion of a series of linked provisions: it might
otherwise be taken to be necessary to take the tax value of any security of
the security to be nil, and so on and so on. The provision is considered
adequate to obviate such circular inclusion of these rights and obligations.
Moreover, even if security for such rights and obligations were not
implicitly dealt with, its value under the core rules will be no greater than
the excess over the value of the rights or organisations itself. Generally,
this value would be small.

13.52 The core provisions ensure that an entity’s dealings in relation to
membership interests with its own members do not affect its taxable
income. The consistent entity rules, to the extent they deal with the
entity’s taxable income, take the same approach.

Effect of the mutuality principle on the entity’s taxable income

13.53 The mutuality principle provides that where a number of persons
contribute to a common fund created and controlled by them for a

common purpose, any surplus arising in the fund is not income for tax
purposes. Receipts which do not arise from contribution to a common

fund are income for tax purposes. Commercial dealings between an entity
and non-members, and some such dealings between entities and members
will produce income, not mutual accretions.

13.54 The new law maintains the current tax status of mutual gains of
entities when working out the entity’s taxable income. It does this by
providing increasing or decreasing adjustments to neutralise the effects of
net reductions or net accretions in the common fund of the entity for the
income yeafDivision 158; section 158-1]This happens regardless of whether
the consistent entity rules apply to the entity.
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Chapter 14
Entity members

Outline of Chapter
14.1  This Chapter explains the special rules for members of entities.

14.2  Sections 960-115 and 960-120, in the dictionary, contain the rules
for determining who is a member of an entity and the nature of their
membership interest.

14.3 Division 153 contains special rules about how distributions from
a tax entity are taxed to the recipient. Distributions of gains are taxed
appropriately under the core rules without member-specific provisions.
Imputation credits and refundability of excess imputation credits will be
dealt with under provisions still to be drafted. The provisions of Division
153 are specifically concerned with distributions of contributed capital,
distribution of prior taxed amounts, and the effect of rearrangements of
membership interests. In each of these cases, special member rules are
needed to adjust the general effect of the core rules.

Context of Reform

14.4  The current law refers to shareholders, beneficiaries and partners
which reflects the separate treatment of the specific entities to which those
terms attach. As part of the move towards more consistent treatment, it
makes sense to have a common name for entity investors.

14.5  The identity of entity ‘members’ is relevant because:

e distributions received by them from the entity will be taken
into account in working out their net income; and

e contributions they make to the entity in exchange for obtaining
or enhancing a membership interest in the entity will become
part of the entity’s contributed capital.

14.6 A member’s interest in an entity is, itself, an asset that is taken
into account in working out the member’s net income. The tax value of
the membership interest is adjusted to reflect any return of capital by the
entity, and any further contributions of capital on the interest.
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Summary of new law

What the sections willdo  Sections 960-115 and 960-120 explain who is a
memberof an entity and the nature of their
membership interest

Who is a member? ¢ A memberof an entity is:

¢ the holder of a prescribed interest,
including:

— ashareholder in a company;

— amember of a registered managed
investment scheme,;

— apartner in a limited partnership;

— aperson who has a beneficial interest in
the assets of a trust estate; or

— aperson who has an interest in the
proper administration of a trust because
the person is an object of a discretion
that can be exercised by the trustee of a
non-fixed trust;

¢ a person who has an interest in the entity

that carries a right to returns from the
entity;

¢ a person who has voting rights beyond
specified security-related rights;

¢ a person who has a right to participate in
the management or control of the entity; or

¢ a person who holds an interest (not
excluded by the debt test) issued by the
entity that may or will convert into a
membership interest in the entity.

What the Division will do Division 153 adjusts the core rules by including
specific rules about the treatment of
distributions in the hands of a recipient.

How are distributions A distribution from profits adds to the taxable
treated? income of a member while one from contributed
capital generally does not.

Detailed explanation of new law

14.7 Distributions from an entity are taken into account in working out
the recipient’s net income. distributionis basically any benefit — any

value — that has been provided by the entity to a member because they are
a member, or to a person because they have previously been a member of
the entity or are likely to become one. A distribution can also be a transfer
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of value from an entity to an associate of any of those persmasision
960-C]

14.8  The definitions omemberandmembership interesare included

in Subdivision 960-B. The definitions applydt tax entities and not just

to those which the consistent entity rules apply. However, the relevance
of these terms in applying provisions outside the consistent entity regime
(e.g. the CGT provisions) and to entities excluded from the regime (e.g.
excluded trusts) is not explained as part of this draft legislation.

Who is a member?

149  Amemberof an entity is a person who hamambership
interestin the entity{subsection 960-115(1)]

Tracing membership through a nominee and bare trust

14.10 Where a nominee or bare trust is a member of an entity, the
beneficiaries of that trust will also be members of the efstibgection
960-115(2)] This rule only applies to a beneficiary who has, at all times
since the trust commenced, been absolutely entitled to the trust property
that is the trust’s interest in the entity. This ensures that a distribution by
the entity that by-passes the trust and is made directly to the beneficiary
will be subject to the consistent entity rules.

Joint membership

14.11 If 2 or more people jointly hold interests or rights that give rise to
membership of an entity, each of them is a mershesection 960-115(3)]
This covers the situation where 2 or more people:

¢ together hold the membership interest in the entity; or

e each hold a separate component of the membership interest —
for example, one person holds a bundle of rights that confer
membership and they assign the right to a distribution to
another person and retain the right of control — each person
will be a member.

What is a membership interest?

14.12 The definition omembership interest set out in a table in the
draft legislation. The table comprises both a list of examples of what is a
membership interest for a particular type of tax entity and a general rule.
This approach recognises the need to clarify the members of different
entity types.

14.13 Amembership interesincludes:

¢ holding a prescribed interest — that is:
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— holding a share in a company limited by shares;
— being a guarantor of a company limited by guarantee;

— holding an interest in a registered managed investment
scheme;

— having an interest in a limited partnership as a partner;

— holding a beneficial interest in the income or capital of a
trust estate;

— having an interest as a discretionary beneficiary of a
non-fixed trust, that is an interest in the proper
administration of a trust because the person is an object
of a discretion that can be exercised by the trustee of a
non-fixed trust;

¢ holding an interest carrying a contingent right to a return from
an entity, that is, a right to a return contingent on either the
performance or the discretion of the entity;

¢ holding voting rights in the entity beyond specified security
rights;

¢ having rights to participate in management or control of the
entity; or

¢ holding an interest (not excluded by the debt test) issued by
the entity that may or will convert into a membership interest
in the entity.

[Table, subsection 960-120(1)]

A membership interest does not include an interest in returns from the
entity which is remuneration under a contract of employment. Nor does it
include an interest which is characterised as debt according to the ‘debt
test’ in Recommendation 12.11.

Examples of membership interests

14.14 A person has a membership interest if they come within one of
the examples that link particular membership interests to certain entity
types. These rules put beyond doubt certain interests being membership
interests.

Corporations Law companies

14.15 A person has a membership interest in a company limited by
shares if they hold a share in the compamysection 960-120(1), item 1]JA
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person has a membership interest in a company limited by guarantee if
they are a guarant@ubsection 960-120(1), item 2’ he termsompany

limited by shareandcompany limited by guaranteleave the meaning
given to them in th€orporations Lawsubsection 960-120(2)this does not
require the companies to be established under that law, and companies
may be established under State or foreign laws.

14.16 A person will not have a membership interest in a company if
they hold redeemable preference shares or debentures in a company that
will be classed as debt under the recommended debt test. Also, the voting
rights ordinarily attached to a redeemable preference share will be
insufficient to bring the holder of the share within the control test.

Trusts

14.17 A person has a membership interest in a trust if they have a
beneficial interest in the income or capital of the trust or an interest in its
proper administration because they are the object of a discretion that can
be exercised by the trustgebsection 960-120(1), item 4T his avoids debate

as to whether a beneficiary’s interest in the income or capital of a trust
amounts to a right to receive it and whether the object of a discretionary
trust has an interest in the income or capital of the trust.

Managed Investment Schemes

14.18 A person has a membership interest in a managed investment
scheme that is registered with the Australian Securities and Investments
Commission (the ASIC) if they have an interest in the schsumhsection
960-120(1), item 3]Such schemes are generally trusts and involve persons
contributing money or assets to acquire interests in the scheme. The
contributions are pooled or used in a common enterprise to produce
financial or other benefits for scheme members. Life insurance and
superannuation funds cannot be managed investment scliefingsn of
‘managed investment scheme’ in section 9 of the Corporations Law]

14.19 Schemes with more than 20 members or that are promoted by a

person in the business of promoting such schemes must register with the
ASIC. A managed investment scheme that satisfies the definition of a CIV
will be taxed in accordance with the special rules for CIVs.

Limited partnerships

14.20 A person has a membership interest in a limited partnership if
they are a partner in the partnership, whether they are a limited partner or a
general partngsubsection 960-120(1), item 5]This avoids any contention

that a limited partner’s exclusion from day to day involvement if they

retain limited liability, coupled with some sorts of partnership agreement,
could exclude the partner from being a member under the general tests
should they exercise certain partnership rights.
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More on membership interests

14.21 Beyond the above specific membership categorieengbership
interestis an interest issued by the entity that carries a continuing right to
a variable or fixed return from the entity where the right itself depends on
the economic performance of the entity or flows from the discretion of the
entity [subsection 960-120(1), item 6] The interest may take any form and

need not be a proprietary right or a chose in action.

14.22 The coming into existence of a right to receive a particular
membership-related distribution does not itself constitute a separate
membership interest in the entigction 6-145, item 1]The consistent entity
rules tax actual distributions, though there are some overriding provisions
discussed in Chapter 16 (about unpaid trust entitlements).

14.23 Voting rights beyond those specified — consistent with security
interest protection — will give a membership intefasisection 960-120(1),
item 7], and so will rights to participate in management or control
[subsection 960-120(1), item 8]

14.24  Arright to returns is sufficient even if it is not accompanied by
control over the entity. Alternatively, control is sufficient even if there is
no right to participate in profits. The control test will be used, for
example, to identify the members of unincorporated or non-profit
associations who are members although they may not have a right to
participate in the association’s income or capital.

14.25 Control may be attached to significant voting rights. In looking at
what voting rights signal control of the entity, voting rights which are
accepted in th€orporations Lawas consistent with protecting the

interests of a non-member creditor are not, by themselves, sufficient; for
example, a right to vote on a return of capital to members or on a proposal
to wind up the entity would not constitute control of the entity. That is, the
ability to influence the distribution of profits or capital of the entity does
not, by itself, necessarily amount to control.

14.26 A person who is a member only by virtue of their right to
participate in the control or management of the entity ordinarily does not
have a tax value for their membership interest. Because they do not have a
tax value, they do not have anything against which to offset a contributed
capital distribution. Therefore, all distributions they receive from the

entity will be taxable, unless special rules (essentially for interests

provided by someone else, such as trust interests provided by a settlor)

apply.

14.27 Because interests issued by an entity that may or will convert into
a membership interest also provide a return affected by the economic
performance of the issuer, they are also membership intgrestgtion
960-120(1), item 9junless excluded by virtue of the proposed debt test). The
requirement that convertible interests be issued by the entity into whose
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membership interests they convert means that derivatives such as options
that are created by third parties over membership interests in an entity will
not be covered.

Employment contracts

14.28 Remuneration under some employment contracts is linked to the
economic performance of the employer. For simplicity, and to prevent
performance-linked salary bonuses being paid as franked distributions
rather than salary, the right to such remuneration under an employment
contract with the entity will not constitute a membership intgselstection
960-120(4)] This does not prevent an employee being a member, or having

a membership interest, on some other basis; for example, because they are
also a shareholder or they also have sufficient rights of management or
control.

A debt-like interest is not a membership interest

14.29 An interest that has the characteristics of a debt owed by the
entity to the member, according to the recommended debt testonilée

a membership interest. Common examples of debt-like interests are
debentures, redeemable preference shares and certain convertible notes.
The tax treatment of distributions differs markedly from payments an
entity makes in satisfaction of a debt. The former are frankable and the
latter deductible. These differences in treatment make the distinction
between debt and equity important. The intended debt test rules are not
contained in this draft legislation.

Non-commercial loan from a member to a closely-held entity

14.30 The debt test will not apply tanan-commercial loaty a

member (or their associate) to a closely-held entity. These loans are, in
substance, capable of taking the place of membership interests. In
widely-held entities, the interests of other members will generally limit the
use of such loans in place of membership interests. In closely-held entities
such safeguards are likely to be absent, so such debt needs to be treated as
a contribution of capital to the entiyubsection 154-40(6)]Therefore, the

loan is not a separate asset or liability for the purpose of working out net
income under the core rulgection 6-145, item 3]

14.31 A commercial loan must be in writing, carry an interest rate equal
to or greater than the standard home loan reference rate, and be for a term
equal to or less than the prescribed term (25 years if secured over real
property, 7 years if nofyubsection 995-1(1)] Many loans which are
uncommercial in a wider sense will nevertheless be commercial for these
purposes.

14.32 Repayments of principal or interest by the entity on such a loan
made after the date of announcement will be a distribution subject to the
profits first rule. This will prevent profit distributions being substituted by
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loan repayments that are not subject to the profits firs{sudeection
960-145(4)]

Class of membership interest

14.33 Membership interests that carry strictly identical or proportional
rights to distributions are part of a single class. Only the rights to
distributions need be equal. Other rights, such as voting rights, may be
different[definition of ‘class’ in subsection 995-1(1)]

14.34 Determining classes of membership interests is relevant to
calculating the slice of the entity being distributed as part of extinguishing
a membership interest, see Chapter 17 (about determining the source of a
distribution). It is also relevant to working out the tax values of
membership interests in existence after a rearrangement of interests, see
Chapter 16.

How are distributions treated?

14.35 A distribution is fully taken into account in working out the
recipient’s net income. The recipient does this using the core rules as
supplemented by the consistent entity rules in Division 153. The tax
treatment of the distribution then depends on the extent to which it is
sourced from the distributing entity’s profits, contributed capital or prior
taxed amountgSection 153-5]

When is a distribution taxed?

14.36 Generally, a distribution is taxed when it is received. Therefore, a
right to receive a distribution, as exists for example once a dividend has
been declared but before it has been paid, is not a distriljtisaction
960-150(7)]

14.37 The right to receive a distribution is also not an asset for the
purpose of working out net incomeaction 6-145, item1]Including the right

as an asset would result in the asset value being taxed. That result is not
appropriate if no payment or benefit has actually been received.

14.38 There is one exception to the principle that distributions are only
taxed when received. A right to receive a distribution from a discretionary
trust is treated as a distribution if, because of the exercise or non-exercise
of a discretion by a trustee, a trust asset vests in a person or an already
vested interest is preserved, and the beneficiary knows or ought reasonably
to know it[subsection 960-145(2)[The vested asset is taxed immediately to

the beneficiary and becomes a prior taxed amount of the trust to prevent it
being taxed again when eventually paid out, see Chapter 14.
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Receipt

14.39 A distribution is always a receipt in the hands of the recipient so
far as it would not otherwise add to taxable income, whether as a receipt,
an increase in the tax value of assets, or a decrease in the tax value of
liabilities. Adding together all receipts is the first step in working out net
income under the core rules.

14.40 A cash distribution will be a receipt within the ordinary meaning
of that term. An amount that is not actually received but is applied or dealt
with on the member’s behalf or as they direct will be a constructive receipt
[subsection 5-65(1)]

14.41 The catch-all rule in section 153-5 treats a distribution as a
receipt if the core rules fail to do so. The core rules are fairly
comprehensive. Therefore, the catch-all rule will have limited application.
But among other cases it will apply to deem a receipt in the case of an
unpaid trust entittement that is a membership-related distribution under
subsection 960-145(2) — no actual amount is received and the asset that is
the entitlement is ignored, see further discussion in Chapter 14.

Distribution of profits

14.42 A distribution from an entity’s profits is taxable in the hands of

the recipient. The distribution is a receipt that increases net income. No
offsetting adjustment is made, so there is no need for unique provisions in
relation to members to achieve the correct the tax treatment of members in
this respect.

14.43 The recipient will be allowed a (generally refundable) credit for
any tax already paid by the entity. The franking and imputation rules are
not included in this draft legislation.

Distribution of contributed capital (membership interest continues)

14.44 A return of an entity’s contributed capital is generally not taxable
(except to the extent that it exceeds the tax value of the member’s
interest). It is treated symmetrically with contributions of capital to the
entity [section 153-10]

Distribution to a member

14.45 The distribution is a receipt that increases net income, but it is
offset by a reduction in the tax value of the membership interest to which
it relategsubsections 153-15(1) and (3)This reflects the treatment of the
original contribution which was a payment offset by an increased tax
value of an asset that is the membership interest.

14.46 In this way, the tax consequences of the distribution are
effectively delayed until disposal of the membership interest, when the tax
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value reduction may result in a larger gain. Where the distribution relates

to more than one membership interest, the tax value reduction is spread
proportionately over all relevant interegisosection 153-15(4)]

Distributions that takes the form of rearranging or issuing new

membership interests are subject to separate rules discussed in paragraphs
14.61 to 14.65.

14.47 The tax value of a membership interest cannot be reduced below
zero, so any distribution of contributed capital after tax value is reduced to
zero will be taxable. Section 153-15 and the core rules for working out
taxable income together reproduce the effect of the CGT cost base
reduction rule in section 104-35 of the ITAA 1997.

14.48 The tax value of some membership interests in a trust is always
zero; for example, an interest held by a beneficiary of a testamentary trust
or the object of a discretionary trust (they are given their interest rather
than paying for it). There will be a decreasing adjustment if there is a
distribution from the contributed capital of a trust and the tax value of the
membership interest is zero and has always been zero. This will prevent a
tax on members to the extent of contributed capi¢ation 153-20]

14.49 Such treatment is not appropriate where a member’s interest has
been acquired by them for a cost, giving it a tax value.

Distribution to a former or prospective member

14.50 The rules that reduce the tax value of a membership interest do
not apply to a contributed capital distribution made to a person because
they have previously been a member of the entity or they are likely to
become a memb@ubsection 153-15(1)]

14.51 A former or prospective member will be taxed on a distribution

of contributed capital because there is no membership interest in existence
at the time of the distribution whose tax value can be reduced. The result
in this situation is consistent with a contributed capital distribution made

to a member whose membership interest tax value has been reduced to
zero as a result of previous capital distributions.

Distribution to an associate of a member (or a former or likely member)

14.52 A distribution of contributed capital to an associate of a member
(or a former or likely member) results in a receipt to the associate and the
reduction of the tax value of the member’s interf@stagraph 153-15(2)(c)]

14.53 Because the receipt and tax value reduction occur in different
hands, adjustments are made to obtain the correct result. For the associate,
the receipt will be offset by a decreasing adjustrifpanigraph

153-15(2)(a)] For the member, any reduction in the tax value of their
membership interest will be offset by an increasing adjustjpaagraph
153-15(2)(b)] For a former or likely member, there is no tax value of a
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membership interest to reduce and so there will be no potential deferral of
the tax liability.

14.54 If there is no reduction because the tax value has already reached
zero, the increasing adjustment will increase the member’s net income. If
there is no reduction because tax value was always zero, the increasing
adjustment is offset by a decreasing adjustrzention 153-20] These
adjustments ensure the same result as if the member (or a former or likely
member) had received the distribution instead of their associate.

Distribution that relates to pre-CGT interests

14.55 A distribution of contributed capital that relates to a pre-CGT
membership interest is not taxable. To the extent such an interest has a tax
value, it will be reduced by the amount of a contributed capital

distribution (in some circumstances, such an interest can have a tax value:
for instance, through a contribution of capital). To the extent the
distribution exceeds the tax value of the interest, there will be a decreasing
adjustmentsection 153-25] If pre-CGT assets do not have a tax value at all
(and those rules have not yet been written) then the rule for tax values that
have always been zero would apply to give a decreasing adjustment

[section 153-20]

Distribution of contributed capital (member interest ceases)

14.56 Where the distribution of contributed capital effectively
extinguishes the member’s interest in the entity because, for example, the
member has agreed to sell their interest back to the entity, there is no
membership interest whose tax value can be reduced. In that case, the net
income formula will treat the distribution of contributed capital as
consideration for disposal of the member’s interest.

Distribution of prior taxed amounts

14.57 There is a further category of distribution (in addition to a
distribution of profits or contributed capital) and that is a distribution by a
trust of income that has already borne tax, for instance under section 97,
98, 99 or 99A of the ITAA 1936 (callgatior taxed amounts Those
provisions tax the beneficiary on their share of the net income of the trust,
or the trustee if no beneficiary is presently entitled to the trust income.
Effectively tax has already been paid at the member [Beetion 153-40]

14.58 Prior taxed amounts will also include unpaid trust entitlements
that, although retained in the entity, have been taxed to a member as a
distribution under subsection 960-145(8lbsection 153-40(4)]

14.59 Atax-free recipients the beneficiary who was presently entitled
to the amount that bore tax, was a beneficiary at the time the trustee was
taxed or was taxed on the distribution under the new entity tax system.
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14.60 Prior taxed amounts will increase the trust’s available profits but
it is not appropriate that they be taxed again if distributed to the tax-free
recipient under the consistent entity rykestion 153-30] Therefore, a
distribution of prior taxed amounts to a tax-free recipient will not be
subject to the profits first rulgection 154-10jand will be offset in the
member’s hands by a decreasing adjustment equal to the amount of the
distribution[section 153-35] There is no decreasing adjustment if the
distribution is to someone who is not a tax-free recipient, that is, a
member who paid the prior tax or on whose behalf it was paid. Such
distributions are not to someone who has already been taxed or for whom
the tax was paid and will therefore be taxable.

14.61 Prior taxed amounts are an ongoing issue and a transitional one.
This is because every trust that is not always taxed under the new entity
rules may have prior taxed income, and so may every discretionary trust.
Prior taxed amounts are relevant to a trust that is taxed under the new
entity rules from the commencement of those rules. They may also be
relevant to a trust that, after commencement, is taxed under a rationalised
Division 6 of the ITAA 1936 but subsequently enters the new regime (e.g.
a deceased estate that is not wound up within 2 years of the date of death).

Distribution by rearrangement of membership interests

14.62 A distribution by an entity in the form of new membership

interests in the entity requires special rules. In principle, every such issue
could be seen as no distribution because the entity could be seen as
retaining the same overall value. This is not the recommended treatment,
because those able to benefit from increased value can do so equally by an
issue of new interests or by a more conventional distribution.

14.63 The provision of additional membership interests among
members of an entity (for example, by way of bonus units or a share split)
can be a substitute for a distribution, as discussed at pages 417 to 421 of
the discussion papér Platform for Consultatioby the ReviewTreating

such cases as distributions reflects the substance of the transaction and
assists, in conjunction with other measures, in limiting capital streaming,
so permitting the repeal of some specific anti-avoidance sections. While
the value shifting among members involved in cases other than
proportionate issues theoretically could be dealt with by value shifting
rules, in practice such rules would be unworkable. Distribution treatment
is the simplest approach to the issue and is used in a number of countries.

14.64 The amount of the distribution under the general rule will be the
fair value of the additional interest provided less any consideration paid by
the member for that interest. However, where members of a widely-held
entity have a choice between receiving a distribution or additional
membership interests (e.g. via bonus shares), the value of the alternative
distribution is usedSubsection 960-165(2)]
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14.65 The provision of additional memberships will not be a

distribution only if no substantive change occurs in the proportionate
interests of members in the entity. For example, additional interests may

be provided to all members in uniform proportion to their existing

holdings, such as through a general bonus share issue. In these cases, there
is not likely to be a shift in value between members arising from the
provision of additional membership interests.

14.66 Whether a distribution or not, adjustments may be required to the
tax values of the existing or additional interests or pethion 153-45]

The taxation treatment of the distribution includes an appropriate change
in the tax value of the existing membership interests and any new ones
[sections 153-50 and 153-55J ax value rules are also required in some cases
where the rearrangement or change in interests is not a distribution,
essentially because it does not increase the overall value of any member’s
interestgsections 153-60 and 153-65J ax value rules are discussed in

Chapter 16.

Liability to contribute further capital ignored

14.67 A liability of a member to make a further contribution of capital
to an entity, should the entity call for it, is not taken into account in
working out the member’s net incorpection 6-145, item 2]To do so would
give the member an inappropriate deduction for the liability.
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Chapter 15
Distributions

Outline of Chapter

15.1  This Chapter explains what is a distribution, and its amount.
Subdivision 960-C shows you how to work out whether a tax entity has
made a distribution and, if so, the amount of the distribution.

Context of Reform

15.2 Under the current law, a shift in value from the entity level to the
member level is not approached consistently. Taxing companies, trusts
and limited partnerships under a consistent entity taxation system requires
a single definition of distribution that applies to all of them.

15.3  All ways of transferring value to members should have the same
consequences, to minimise the ability to structure shifts in value so as to
avoid tax. To maintain the integrity of the system, the definition of
distribution should also include distributions effected through indirect
transactions involving associates of the entity or of the member.

Summary of new law

What the Subdivision does Subdivision 960-C explains how to work out if
an entity has made a distribution and, if so, the
amount.

What is a distribution? The giving of a benefit, for no or inadequate
consideration, by an entity to a member because
they are a member. There are also some special
rules as to what is or is not a distribution.

What is the amount of the  The value of the benefit less any consideration
distribution? paid by the member for it.

Detailed explanation of new law

15.4 Identifying and bringing to account a shift in value from the

entity to the member is the cornerstone of the consistent entity rules. In the
simplest case, a shift in value occurs when a tax entity directly provides a
benefit to its member for less than adequate consideration.
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Distributions to members

15.5  Adistribution is the giving of a benefit, for no or inadequate
consideration, by a tax entity to a taxpayecausehey are a member of

the entity[subsection 960-130(1)]The expression is wide so there is no
structural impediment to capturing shifts in or provisions of value. While
subsection 960-130(1) makes no reference to consideration, it needs to be
read with a later provision that states that a benefit for which market value
consideration is given is not a distributi@nbsection 960-150(2)]

15.6 A benefit will be regarded as having been given to a member
because of their membership unless a reasonable person would conclude
otherwisegsubsection 960-130(2)]This presumption exists because it would

be unusual for an entity to be giving a benefit for inadequate consideration
to a member for reasons other than their membership. However, there will
be no distribution if it is reasonable to conclude that the benefit was given
to the taxpayer in some other capacity, such as, as an employee. This is an
objective test, not a test of the actual subjective state of mind of the entity
or its representatives or controllers who decided to give the benefit.

What form can a benefit take?

15.7 A benefit can take any forgection 960-155] The term ‘benefit’ is
deliberately wide so that a distribution will occur whenever there is a shift
in or provision of value. However, as noted, there is no distribution to the
extent that the member provides market value consideration for the benefit
receivedsubsection 960-150(2)]

15.8  The concept of benefit is broader than the current law. It covers
the provision of goods or services by the entity at a discount or their
acquisition by the entity at an overvalue and granting the use of entity
assets at less than their fair value. It also covers the provision of additional
member interests (e.g. bonus shares). The provision of additional member
interests is not a transfer of an asset from the entity, because the interests
do not exist before the issue and are not assets of the entity — but they have
value and are provided by the entity and to the member. They are
specifically covered by paragraph 960-155(e), (f) or (i). While some
distributions may also come within the general value shifting rules, this
should now only happen to the extent that a distribution does not arise
from provision of the benefit.

15.9 Table 15.1 sets out specific benefits that the draft legislation lists.
The list is not exhaustive, nor is the generality of the rule intended to be
read down by reference to the particular examples.
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Table 15.1 Benefits

Type of benefit New law reference

Paying money to a person; this includes paying paragraph 960-155(1)(a)
amount in satisfaction of a right to an asset, such
as a ‘shareholder’s right to a declared dividend.

Reducing the liability of a person paragraph 960-155(1)(b)
Crediting an amount in a person’s favour paragraph 960-155(1)(c)
Transferring an asset to a person or making it | paragraph 960-155(1)(d),
available for their use paragraph 960-155(1)(e)
Providing services to a person paragraph 960-155(1)(g)

Conferring a right or privilege on a person or | paragraph 960-155(1)(f)
making a facility available to them

Applying money, an asset or services for the | paragraph 960-155(1)(h)
person’s benefit or at their direction (including by
reinvestment, accumulation or capitalisation)

Issuing a membership interest to the person paragraphs 960-155(1)(e),

(f) and (i)

Example 15.1 Types of benefit

Andrew is a member of Grapeco Distributors, a retail wine
merchant. He buys a bottle of wine from one of the entity’s
shops. The wine is offered at a discounted price, but the discount
is offered to all purchasers to increase customer loyalty, not just
to entity members. There is no distribution.

Margaret, a member of Softy (an entity that does not produce or
deal in software), is offered some software by the entity at no
charge. She directs that it be supplied and installed for the
benefit of her associate, James. The application by the entity of
the assets and the provision of services to James is a benefit to
Margaret, and therefore a distribution to Margaret.

Don and Liz are members of Grow, a manufacturing entity.
Goods are acquired by the entity from Don at a value greater
than market value and services are provided to Liz at a discount
which non-members do not receive. Don and Liz have both
received benefits. While they provided consideration, it is for
less than market value. Both have therefore received a
distribution. In Liz's case, the exception for loyalty schemes may
exclude the benefit from being a distribution, depending on the
circumstances.

Loans to and from members

15.10 A loan by a widely-held entity, or a ‘commercial loan’ made by a
closely-held entity, to a member is not a distribufibsection 960-145(3)]
However, under provisions to be drafted, for closely-held entities, failure
to repay the loan will trigger a distribution to the value of the entire
outstanding balance of the loan.
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15.11 For loans made by widely-held entities to a member, the general
distribution rules will apply to ensure a distribution to the extent the
interest charged by the entity is less than a commercial rate. Any part of a
loan balance forgiven because the borrower is an entity member will also
be a distribution[Sections 960-130 to 960-145]

15.12 Where a tax entity that is closely-held makes a non-commercial
loan to a member (or an associate, or a past member, or a member-to-be)
because of that membership, the amount lent is a distrilsiiigection
960-145(3)] Conversely, where a member (or an associate, or a past
member, or a likely member) makes a non-commercial loan to a
closely-held entity because of that membership, payments to that taxpayer
in respect of that loan are distributigesbsection 960-145(4)]

What is a non-commercial loan?

15.13 ‘Non-commercial’ loan as a defined term applies both to loans
from a closely-heldax entityto a person and from a person to a
closely-heldtax entity[see definition of ‘non-commercial loan’ in subsection
995-1(1)} A loan will be treated as ‘non-commercial’ unless 3 conditions
are met:

¢ the loan is made under a written agreement; and

¢ the interest rate payable on the loan, for years of income after
the year in which the loan is made, must equal or exceed the
‘Indicator Lending Rates — Bank variable housing loan interest
rate’ last published by the Reserve Bank of Australia before
the start of the year in which the loan is made; and

e the maximum term of the loan must not exceed 25 years for a
loan secured over real property, and must not exceed 7 years
for all other types of loans.

Distributions by liquidators and the like to be treated as by the entity

15.14 A benefit provided by an external administrator (such as a
liquidator, a receiver, a receiver and manager, an administrator under a
deed of arrangement with creditors or any person charged with winding up
or terminating an entity) will be taken to be provided by the efstityion
960-160] This removes the uncertainty that would otherwise arise as to
whether in these cases the relevant entity itself provides the benefit
required by section 960-130.

Benefits that are not distributions

15.15 There is a number of circumstances where a benefit is not a
distribution.[section 960-150]
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Table 15.2 Benefits that are not distributions

Not a distribution

Because

The creation of a right to receive
a distribution[Subsection
960-150(7)]

The system generally taxes distributiong
only when they are actually or
constructively received. Exceptions (abg
unpaid trust entitlements) are discussed
the Chapter 16.

A benefit for which market value
consideration has been provideg
[Subsection 960-150(2)]

Consideration in the form of a
cancellation of a membership
interest in the entity is ignored.

There has been no shift in value to the
|.recipient of the benefit.

If not ignored, a payment to a member 4
part of, say, an off-market buy back wou
not be a distribution.

A benefit given as consideration
for an on-market buy back by thg¢
entity of its own membership

interest[Subsection 960-150(5)]

The member will not know or be able to
> control whether the interest being sold W
bought by the entity or someone else an
so, regardless of the identity of the

purchaser, the member treats the amou
received as consideration for the sale of
their interest.

A benefit that takes the form of g
proportionate issue of new
membership interests.
[Subsection 960-150(4)]

1 The value of the member’s interests hav
not increased, or have done so only to tk
extent the member provided considerati
for them.

A benefit provided to a member
the benefit is also a distribution {
the member’s associate.
[Subsection 960-150(6)]

fTo also treat the benefit to the member ;
oa distribution would count it twice.
Therefore the distribution to the membe

is ignored. This rule acts as a ‘tie breaker’.

ut
in

[72)

Id

as

Nt

ne

AS

=

What is the amount of a distribution?

15.16 ltis either:

¢ the amount of the benefit less any consideration provided for it
(if the benefit is money|paragraph 960-165(1)(a)]Or

¢ the fair market value of the benefit less any consideration
provided for it (if it is in any other fornfparagraph

960-165(1)(b)]

15.17 As an exception, to reduce compliance costs and provide
certainty, where a distribution by a widely-held entity arises from

providing additional membership interests to members (a rearrangement)
and a member had a choice between receiving the additional interests or
another amount, the value of the distribution is that other amount

[subsection 960-165(2)]

15.18 For working out the amount of a distribution when it is in a form
other than the payment of money, thig market valueof a benefit that is
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not money is the market value the benefit for a person intending to make
the same use of it as the recipipobsection 960-165(1)]

15.19 Consideration in the form of a surrender, cancellation or
redemption of a taxpayer's membership interest is ignored when
determining the amount of consideration given by the pdsabsection
960-165(3)] As noted before, such consideration is also ignored in
determining whether the member has paid market value for the benefit
[subsection 960-150(3)]

Example 15.2 Consideration provided in an off-market buy back

In an off-market buy back Sandy, an entity member, provides
consideration in the form of cancellation of his membership interest.
The entity provides him with a bank cheque for the agreed value of the
extinguished interest.

Consideration in the form of cancellation of Sandy’s membership
interest is ignored when determining if there is a distribution, and in
determining the amount of the distribution.

Indirect distributions

15.20 Indirect shifts in value may also be distributions — either because
of the wide nature of the general rule or because of specific rules. They are
treated as distributions because they are the economic equivalent of a shift
in value from entity to member.

15.21 Shifts in value can occur indirectly in one of 5 ways:

¢ the benefit is provided to someone who is not a member, but
who has a membership connection;

¢ the entity arranges for an associate or third party to provide the
benefit on their behalf;

¢ the entity provides additional membership interests instead of
paying a distribution (the shift in value to the member in this
case is from other members rather than from the entity);

e a member of a trust agrees with the trustee that an asset to
which the member is presently entitled will be held on a
separate trust or lent by the member back to the trustee; or

e a member of a discretionary trust obtains a vested and
indefeasible interest in a trust asset that remains unpaid.

15.22 The first two shifts in value are discussed in this Chapter and the
last three in the Chapter 16.
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Benefits to non-members

15.23 There will be a distribution if a benefit provided by an entity to a
taxpayer, for no or inadequate consideration, has been provided because
the taxpayer is:

e aformer member;
e a prospective member; or

e an associate of a member, or of a former or prospective
member.

15.24 Because these persons are one step removed from actual
membership, there will only be a distribution if a reasonable person would
conclude that the benefit is given because of the person’s membership link
to the entitysection 960-135] This is an objective test, not a subjective test

of the provider’s actual state of mind (i.e. the state of mind of the
controllers or representatives of the entity).

15.25 Opportunities to shift value from an entity to a former or
prospective member or associates without the transaction being subject to
tax are reduced. Also, a person’s membership status at the time of the
distribution becomes less important to the taxation of the benefit.

Example 15.3: Benefits to a future member of an entity

Ann is about to join an entity. It gives her a benefit because she will
become a member soon. There is a distribution to Ann.

Entity arranges for an associate or third party to pay the benefit

15.26 In such cases, there would not normally be a distribution because
the benefit has not been paid by the entity.

15.27 There is one general exception. That is where the entity pays the
benefit to the associate or third party to pass it on to the entity member. In
that case, it can be said that in paying the benefit to the associate or third
party, the entity has applied the distribution amount for the member’s
benefit[subsection 960-130(1) and paragraph 960-155(Mjccordingly, there

would be a distribution under the general rule.

Benefits provided by an associated tax entity

15.28 However, there is a specific rule which says that any benefit
provided by an associate of the entity to a member of the entity is a
distribution made bthe associatgif the associate is also a tax entity
[subsection 960-140(1)]This specific rule does two things.
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15.29 First, it identifies a distribution where one might not otherwise
exist. That is, the associate will be taken to have made the distribution
even if they did not receive compensation from the entity for doing so.

15.30 Where the parties are associated, there may be no payment by the
entity to the associate for or on behalf of the member. An example of this
would be a wholly-owned private company group in which a parent
company simply directs a subsidiary to provide benefits to individual
members of the parent company without compensating the subsidiary for
the cost of providing those benefits.

15.31 Therefore, the rule applies regardless of whether the entity has
paid the associate to provide the benefit. The underlying assumption is
that, whenever an associate of the entity provides a benefit to members of
the entity, they do so because of their relationship with the entity.

15.32 Second, if the conditions of the rule are met, the distribution is
said to have been made by #ssociateand not the entity. This has been
done for practical and compliance reasons. Ascribing the distribution to
the entity (rather than the associate) would have required reversal of the
associate’s net income position and amendment of the entity’s return.

15.33 However, without more, it would be open to the entity to arrange
for the distribution to be made by an associate that did not have available
profits, thus avoiding the profits first rule. To prevent this, the associate is
deemed to have made the distribution out of available profits regardless of
whether profits actually exigtection 154-20]

Benefits provided by an associate (not a tax entity)

15.34 The specific rule is not appropriate if the associate is an
individual. For example, an individual in partnership with a closely-held
entity who gives an expensive birthday present to a member of the partner
entity because they are friends would otherwise be regarded as having
made a distribution under the specific rule.

15.35 Also, the consistent entity rules only apply to tax entities and to
their members. It would not be appropriate for them to treat as a
distribution an action by someone who fits neither category.

15.36  Accordingly, where the benefit is provided by an associate who is
an individual, the distribution is taken to have been made by the entity, but
only so far as the entity provides the associate with consideration to
provide the benefisubsection 960-140(2)]This proviso ensures there are no
tax consequences where an individual acts on their own initiative in
providing a benefit.
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Benefits provided by a third party

15.37 Unrelated third parties will generally only provide benefits to
non-members if they perceive an economic benefit. Where the entity pays
the third party to make a distribution to its members, the payment would
generally be viewed as a distribution by the entity under the general rule.
That is, the payment will be taken to have been made for the member’s
benefit[subsection 960-130(1) and paragraph 960-155(1)(h)]

15.38 However, a specific rule has also been included to cover the
situation. It takes the entity to have made a distribution if it gives
consideration to a third party to provide the bensilisection 960-140(2)]

15.39 The specific rule puts the matter beyond doubt. Also, it may
conceivably go beyond the general rule in that it applies regardless of the
nature of the consideration provided by the entity. The entity may simply
pay the third party for providing the benefit. Alternatively, the third party
could obtain a marketing advantage by providing discounts to members of
another entity. The specific rule covers both examples.

Interaction with other provisions
Fringe Benefits Tax legislation

15.40 In some cases a distribution may satisfy the definition of a non-
cash benefit in the fringe benefits tax legislation. However, such
distributions will be dealt with under the consistent entity rules in
Divisions 150 to 156 and not under fhenge Benefits Assessment Act
1986[note to subsection 153-5[The consistent entity rules will take
precedence over the fringe benefits tax legislation.

Division 6AA (about the income of certain children)

15.41 Division 6AA of the ITAA 1936 was introduced to discourage
income splitting by the allocation of income to children. Its effect is to tax
the unearned income of minors however derived at the top marginal tax
rate.

15.42 Division 6AA (or a redrafted equivalent) will continue to apply to
all distributions by an entity after commencement of the consistent entity
rules. It will apply regardless of whether the child’s income comes from a
company or a trust taxed under the entity tax system or an excluded trust.
The effects of current Division 6AA will thus be maintained.

15.43 The higher rates of tax under Division 6AA do not apply to the
income of most excluded trusts. That is, not because they are excluded
trusts, but because Division 6AA explicitly exempts income from most of
those trusts from the application of the Division’s higher tax rates.
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15.44 The fact that certain income of a child from a trust would be
excluded from the higher rates of tax under Division 6AA does not mean
that the trust shall be excluded from entity treatment. After all, the
Division 6AA rates apply regardless of whether the child’s income is earnt
directly, or through a company, or through a trust. Excluded income may
be earnt from a discretionary trust, or from other cases to which the
principles underpinning the list of excluded trusts do not apply.
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Chapter 16

Unpaid trust entittements and
rearrangement of membership interests

Outline of Chapter
16.1  This Chapter draws together the rules for:

e rearrangements of membership interests (where the entity does
something that changes the number of membership interests
held by a particular membgBubdivision 153-D] and

e unpaid trust entittements (where a member becomes entitled to
a trust asset that continues to be held by the trysteegn
960-145]

16.2  Their treatment turns on whether the entitlement or
rearrangement is a distribution. In both cases there is no direct shift in
value from a tax entity to its members, but there may be a shift in value
between members akin to a distribution which will produce similar tax
consequences to a distribution.

Context of Reform

16.3 Replacing the company-specific dividend concept with the more
comprehensive concept of distribution has provided a solid platform for
dealing with rearrangements and entitlements. However, some
adjustments are needed to ensure that certain rearrangements and certain
unpaid entitlements are properly dealt with.

Rearrangement of membership interests

16.4 Entities can provide additional membership interests to members
as a substitute for a normal distribution. A member receiving additional
interests may benefit from sharing in a greater proportion of the value of
the entity, so that there is a shift in value to the member from other
members. This can, in substance, be a distribution by the entity. An
example is a company providing a choice to members of receiving a cash
payment or a bonus share of equal value.

16.5 A consistent treatment of distributions by way of additional
interests or other means is therefore required, and is achieved by the
general distribution rules. However, where a tax entity provides additional
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interests proportionally to existing interests — for example, a general bonus
share issue — there is no shift in value between members and so nothing
akin to a distribution. Special rules are required to deal with these cases,
and the analogous case of the proportionate cancellation of interests.

16.6 Where relevant, the rearrangement rules will apply, excluding the
general value shifting rules that are being developed.

Unpaid trust entitlements

16.7  Taxing trusts like companies has meant that a beneficiary’s
present entitlement to a share of the income or capital of the trust is no
longer the trigger for determining when they will be taxed. Trusts will
now be taxed on their income (like companies and other tax entities) and
beneficiaries will be taxed when an actual distribution is made (like
members of other entities).

16.8 There are 2 clarifications of when there is taken to be a
distribution. First, where, in relation to a fixed interest, a beneficiary
becomes presently entitled to a share of the trust income, but directs the
trustee to reinvest it on their behalf in a new trust or as a loan back
[subsection 960-145(1)]Second, where the exercise of a discretion (or failure
to exercise a discretion) results in the beneficiary obtaining a new asset —
that is, a right to a payment or to an agsékection 960-145(2)]

16.9 In neither case has there been an actual payment, but the
beneficiary has received a benefit that should be taxed. In the first case the
entitlement has been applied for the beneficiary’s benefit and at their
direction (equivalent to a distribution and reinvestment). In the second
case either an asset has been created that was not previously held by the
member (the right to receive the payment or asset), or a contingent asset
has become absolute.

Summary of new law

Rearrangement of membership interests

What the Subdivision does Subdivision 153-D and related provisions set
out special rules for rearrangements regarding
distributions and tax values.

What is a rearrangement?  Where new or additional membership interests
are provided to existing members or existing
interests are cancelled.

Which rearrangements are Those that involve the non-proportionate

distributions? provision of additional membership interests to
members in their capacity as members for no, or
inadequate, consideration.
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What is the amount of the
distribution?

When do special tax value
rules apply?

Which rearrangements are
not distributions?

Unpaid trust entitlements

What the section will do

Member holds a fixed
interest in the trust

Member’s interest is
discretionary

When will there be a new
trust?

Generally, the difference between the fair
market value of the interest and any
consideration paid by the member.

When a rearrangement is a distribution or there
is a proportionate rearrangement. They do not
apply where market value consideration is paid
or given.

There is no distribution if additional interests

are provided to members in a way that maintains
each member’s proportionate interest in the
entity, or adequate consideration is provided.

Section 960-145 explains when a distribution
will arise where a member becomes entitled to a
trust asset that continues to be held by the
trustee.

There will be a distribution of an asset to which
a beneficiary becomes presently entitled if there
is an express or implied agreement between the
entity and the beneficiary that the asset be held
by the trustee on a new trust or lent back to the
trustee.

There will be a distribution if a trust asset vests
in a taxpayer (or a vested interest in an asset is
preserved) because of the exercise or
non-exercise of a discretion by the trustee.

A new trust will only be recognised if there is
clear evidence that the parties intend to create a
new trust.

Detailed explanation of new law

16.10 Rearrangements of membership interesesdiscussed in 3 parts:

e what is a rearrangement;

e rearrangements that are distributions; and

e rearrangements that are not distributions.

16.11 Unpaid trust entittementsre discussed in 3 parts:

e present entitlement is generally no longer relevant;

o first exception — the trustee and beneficiary agree that an asset
be held by the trustee on a new trust or lent back to the trustee;

and
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e second exception — trust property vests in the object of a
discretionary trust, who is or should be aware of it, but
remains unpaid.

What is a rearrangement of membership interests?

16.12 Arearrangement of membership interesasises from a tax

entity providing additional membership interests to existing members or
splitting, consolidating, cancelling or redeeming existing interests. That is,
a rearrangement is anything that changes the number of membership

interests in a tax entity held by existing members of that efstéstion
960-175]

16.13 Only unitised interests can be rearranged, for example shares in a
company or units in a unit trugptiragraph 960-175(a)] If interests are not
unitised, they can be extended or diminished, but this will not produce
separate interests requiring reallocation of tax values. For instance, if a
beneficial interest in a fixed trust is increased (say because another interest
ceases) the beneficiary whose interest has increased still has only an
interest under the trust, not ‘another’ interest.

16.14 There is also no rearrangement if additional interests are provided
to a taxpayer not currently a member (though there may still be a
distribution in such a case, for instance where the taxpayer was previously
a member or was likely to become one).

Rearrangements that are distributions

16.15 Only rearrangements that involve providing additional
membership interests can be distributions. Consolidating or cancelling
interests are rearrangements hoitbenefits, and so cannot be a
distribution. Consideration provided to a member in respect of a
cancellation — for example, consideration paid by a tax entity in buying
back an interest in the entity — clearly is a benefit, but the treatment of
such related benefits is not affected by the rearrangement rules. Such
consideration is dealt with as a distribution to which the ‘slice’ approach
applies.

Is there a distribution?

16.16 The definition of distribution does not specifically include
rearrangements. They are treated the same as any other transaction
between a tax entity and its members. As providing additional
membership interests or splitting existing interests is a benefit (generally
under paragraph 960-155(e), (f) or (i)), there will be a distribution so long
as the benefit is provided to a taxpayer because they are a member of the
entity (or former or likely member, or associate of such a member),
subject to the exceptions discussed be[suhdivision 960-C]
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First exception — member pays market value for the benefit

16.17 There is no distribution if a tax entity provides membership
interests to members for which the members pay consideration equal to
their market value. In that case, no value will have been shifted to the
member[Subsection 960-150(2)]

Second exception — the rearrangement is proportionate

16.18 There is also no distribution if there is a proportionate
rearrangement, as in these cases there has been no shift in value to any
members and hence nothing akin to a distribution to any members
[subsection 960-150(4)]This exclusion only applies to rearrangements.
Where there is a proportionate rearrangement, adjustments (discussed in
paragraphs 16.37 to 16.44) need to be made to the tax value of relevant
membership interests even though there is no distribution in such cases
[sections 153-60 and 153-65]

16.19 The concept of a proportionate rearrangement is dealt with in the
definition of proportionate rearrangements of membership intereste

deal adequately with entities with multiple classes of membership
interests, a form of value shift test is employed — where as a result of a
rearrangement no change would reasonably be expected (other than in
respect of consideration paid or received) in the market value of each
member’s parcel of membership interests, there is no distribution. To meet
the test, it is not necessary to determine actual before and after market
values. This avoids the risk that other events, or changes in market

sentiment, might produce different before and after market valuations.
[Section 960-180]

16.20 In applying the proportionate rearrangement test, distributions
made pursuant to the same decision by the entity and made within a period
of 5 business days, are taken to all be made at the sanfectitioe

154-105]

Example 16.1 Proportionate issue of units

Corner Grocery unit trust has 2 classes of units — 60 Class A units
divided evenly between Mr and Mrs Smith and 40 Class B units
divided evenly between Mr and Mrs Jones.

The Class A units are entitled to 60% of the income and assets of the
trust and the Class B units to 40%.

The Smiths each receive 15 additional Class A units — one for every 2
units they already own. No consideration is provided by the Smiths.

The rearrangement is proportionate (both as between the 2 classes and
within Class A) as the market value of each members’ parcel of
interests can reasonably be expected not to change.
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Example 16.2 Bonus share plan that is not proportionate

Big Aussie company runs a bonus share plan. Members who sign up to
the plan agree to receive bonus shares instead of a dividend (cash
distribution). Not all members have signed up. Because some members
receive cash and others shares, a share issue under the plan is not
proportionate. The result is that members will be taken to have
received a distribution whether it is in the form of cash or bonus

shares.

Amount and source of the distribution

16.21 Where the provision of additional membership interests is a
distribution, the amount (with one exception) and source of the
distribution is worked out using the general entity rules. The amount of
the distribution will therefore be the fair market value of the additional
interests less any consideration provided to the entity by the recipient of
the benefifsubsection 960-165(1)]

16.22 The exception, done to reduce compliance costs and provide
certainty, is that where a distribution by a widely-held entity arises from a
rearrangement and a member had a choice between receiving additional
interests or another amount, the value of the distribution is that other
amountsubsection 960-165(2)]

Example 16.3 Bonus units issued at a discount

Cash Multiply, a widely-held unit trust, offers members the
opportunity of receiving a cash distribution of $5 per unit or an
equivalent amount of additional units valued at their stock exchange
listed price, discounted by 5%.

One of the trust's members, Dolores, agrees to take an additional 5,000
units. Dolores is taken to have received a distribution of $25,000, being
the amount of the cash distribution that she could have chosen to
receive.

16.23 Whether the distribution is from available profits, prior taxed
amounts or contributed capital is determined using the general profits first
rule or its exceptiongDivision 154]

Tax value of additional interests that are distributions and effect on net
income

16.24 The tax values given to additional interests arising from
rearrangements that are distributions, and adjustments to the tax value of
existing interests, depend on whether the distribution is entirely from
profits (or prior taxed amounts or both) or whether there is, in part or
whole, a distribution of contributed capital. In most cases a rearrangement
that is a distribution will be entirely from profits.
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16.25 These provisions do not cover the case where there is a
rearrangement under which a member’s interests are cancelled and a new
parcel of interests is provided. Further consideration is being given to
what rules are necessary in these cases.

16.26 In applying the provisions, the rule regarding distributions in
section 960-170 does not apply. That rule treats, for example, a reference
to a distribution being made from available profit, as a reference to a
distribution to the extent that it is from available profit (even if the
distribution is also in part from contributed capital). While generally
allowing for clearer drafting, it does not apply here as it is necessary to
distinguish the different parts from which a distribution by way of a
rearrangement is madsubsections 153-50(2) and 153-55(7)]

Where the distribution is entirely from profits and prior taxed amounts

16.27 Where the additional interest is a distribution entirely from
available profits or prior taxed amounts, the tax value assigned to the
additional interest is the same as if the entity made a cash distribution to
the member who then used that cash (and any additional consideration the
member supplied) to purchase the intefssttion 153-50]

Where the distribution is in whole or part from contributed capital

16.28 Where the additional interest distribution is entirely from
contributed capital, or in part from contributed capital with the balance
from available profits or prior taxed amounts, different tax value rules
apply. As well as providing for the tax values of any additional interests,

the tax values of a member’s existing interests are also adjis&i@idn
153-55]

16.29 Under general rules, a distribution of contributed capital reduces
the tax value of the interest in respect of which it was provided by the
amount of the distributiofsubdivision 153-B] An additional interest
purchased using the distributed amount would have a tax value equal to
that amount. The net effect on total tax values is zero. Hence, section
153-55 ignores contributed capital distributions in determining tax values
(as the net effect of them is zero), and the general rule that a contributed
capital distribution reduces tax values is turned off for distributions by
way of rearrangementsaragraph 153-15(1)(b)]

16.30 To reflect the shift in value between a member’s existing interests
and the additional interests, a part of the total tax values of a member’s
existing interests is allocated to the additional or new intek@stection
153-55(1)] Not all of a member’s existing interests need be adjusted — only
those to which the distribution relatesbsection 153-55(2)]

16.31 The allocation is based on the extent of the value shift from the
existing interests to the additional interests (measured in proportion to the
respective market valuehbsection 153-55(5)]
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e The amount allocated to the existing interests of a member is
apportioned among them on the basis of their previous tax
values. This preserves the relative differences in tax values for
these interest$Subsection 153-55(3)]

e The amount allocated to the additional interests of a member is
apportioned among them on the basis of market value. Where
the additional interests are all of the same class, this is
effectively a simple pro rata rulgsubsection 153-55(4)]

16.32 Any consideration paid by the member for the new or additional
interests, or the extent to which the additional interest is also in part a
profit distribution, is part of the tax value of the additional interests.

[subsections 153-55(4) and (6)]

Table 16.1 Tax value of membership interests where there is a
distribution by way of a rearrangement

Source of the distribution

Tax value of membership interests

The distribution is entirely
from available profits or prior
taxed amounts (or both).
[Section 153-50]

The tax value of an additional interest is:

¢ the amount of the distribution that
relates to that interest; plus

e any consideration paid by the member
for that interest.

Any part of the distribution is
from contributed capital (part
of the distribution may be
from available profits or prior
taxed amounts}Section
153-55]

The tax value of an additional (new) intereg
is:

¢ the amount of the distribution that is
from available profits or prior taxed
amounts attributed to that interest; plu

e any amount paid by the member
attributed to that interest; plus

e part of the tax value of the member’s
existing interests.

The tax value of a member’s existing interg
are reduced in proportion to the amount

—*

[72)

Sts

allocated to the additional interests.

16.33 The consequence of the tax value rules for the member is that
where a distribution is made to a member by way of a rearrangement, the
member’s net income will increase by the amount of the distribution that
is from available profits. Any part of the distribution that is from a prior
taxed amount receives the same treatment under the tax value rules as a
profit distribution, but there will be no change in the member’s net income
because of the decreasing adjustment that applies genesalby 153-35]
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Pre-CGT interests

16.34 The above rules do not apply to rearrangements in respect of

membership interests acquired prior to 20 September 1985. Rules for

pre-CGT interests are still to be developed. Consistent with the current
law, additional interests provided in respect of pre-CGT interests will in
certain circumstances also have pre-CGT status.

Contributed capital

16.35 A distribution by way of a rearrangement will, to the extent the
distribution is from contributed capital, reduce the contributed capital of
the entity under the general entity rujles:tion 153-15] On the other hand,
consideration provided by a member for the additional membership
interests will increase the entity’s contributed capital under the general
entity rules by the same amoustbsection 154-40(1)JContributed capital

will also be taken to increase by the amount of the distribution made by
way of the rearrangemeptibsection 154-40(3)]

16.36 The net effect on a tax entity’s contributed capital of a
rearrangement that is a distribution will be an increase equal to
consideration paid by members for the additional interests plus any part of
the distribution that is from available profits or prior taxed amounts.
Distributions from contributed capital have no net effect (being taken to
both reduce and then increase contributed capital).

Example 16.4 Example showing how the above rules apply to entity
and member

Alpha Co. is a company with 2 shareholders, Brian and Carmen, who
each hold 50 shares with a tax value of $2 each.

In an income year following commencement Alpha Co. issues Brian
with 15 new shares that have a market value of $5 each or $75 in total.
Brian gives no consideration for the shares.

The issue of the new shares is a distribution to Brian because the new
shares are a benefit provided to Brian for less than market value in
Brian’s capacity as a member.

The amount of the distribution is $75. As a result of applying the
profits first rule, $50 of the distribution is from available profits and
$25 from contributed capital.

Brian’s taxable income is worked out as follows

The tax value rules apply to work out the closing tax value of the
additional and existing shares. The tax value of Brian's existing shares
is spread over the existing and additional shares, for no net change,
while the profit component of the distribution adds to the tax value of
the additional shares, for a net increase of $50.
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The result is that Brian’s net income is increased by the amount of the
profit distribution, as reflected in the increase in the overall tax value
of Brian’s assets, i.e. $50.

Alpha Co.’s contributed capital is worked out as follows

Alpha Co.’s contributed capital account has a net increase of $50. The
contributed capital distribution reduces contributed capital by $25,
while the amount of the distribution made by way of the rearrangement
increases contributed capital by $75.

Rearrangements that are not distributions

16.37 There are 2 types of rearrangement that@raistributions but
for which special tax value rules are provided:

e the proportionate provision of additional membership interests
(specifically excluded from the definition of distribution) for
less than market valusection 153-60] and

¢ the proportionate cancellation or redemption of membership
interests (which is not a benefit and so cannot be a
distribution) for less than market val[section 153-65]

16.38 There is no need for tax value adjustments where market value
has been given or paid. As on-market buy backs will always be for market
value, the tax value adjustments described below will not apply to them.

Proportionate provision of additional interests for less than fair value

16.39 The provision of additional membership interests that is a
proportionate rearrangement is, as discussed above, the second exception
to the general rule that the provision of additional membership interests is
a distribution [Subsection 960-150(4)]

16.40 Where the proportionate rearrangement test isameif

involves the provision of additional membership interests for less than
market value, then section 153-60 applies. As a consequence, the tax
values of the existing and additional interests are determined as if there
had been a distribution of contributed capital. That is, in accordance with
section 153-55. This shifts tax value from the existing interests of a
member to the member’s additional interests in line with the shift in
market value between the 2 sets of interests.

16.41 For a proportionate rearrangement, the net effect on net income is
zero. That is, there is no increase in the tax value of a member’s assets,
except to the extent of any consideration paid by the member to acquire
the additional interests. As the consideration provided will be a payment
by the member, any increase in total tax values is exactly offset for net
income purposes.
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Proportionate cancellation of interests for less than fair value

16.42 The consolidation, cancellation or redemption of interests
satisfies the definition of rearrangement but can never itself be a
distribution as there is no benefit provided by the entity to a taxpayer
[section 960-13Q] Nor is there a benefit to members whose interests are not
cancelled if the cancellation is non-proportionate, even if value shifts from
the cancelled interests to those remaining.

Example 16.5 Proportionate cancellation
Bris company has issued 180 shares as follows:
¢ Bill - 30 shares;
¢ Lola- 60 shares;
¢ Norman — 90 shares.

Bris Co. decides to consolidate its issued shares by cancelling one
share for every 3 held. No consideration is paid by Bris Co. The
cancellations are proportionate so no change in the market value of the
parcels of shares held by Bill, Lola or Norman would reasonably be
expected. The following tax value rules therefore apply.

16.43 Where a cancellation of interests is a proportionate rearrangement
for less than market value, and no additional interests are issued in
connection with the cancellation, then the tax values of a member’s
remaining interests may be adjusted upwégassection 153-65(1)]The

purpose of the adjustment is to prevent a realisation loss arising for a
member simply due to the failure of the entity to pay full consideration.
Given that purpose, no adjustment is necessary if the effect would be to
reduce the tax value of the remaining interests (which would otherwise
reduce a taxpayer’'s net incom&josection 153-65(2)].

16.44 Rules relating to cancellations that are not proportionate
rearrangements, and that are not for market value, have not yet been
finalised. As noted at paragraph 16.25, further consideration is also being
given to entity reorganisations where a cancellation of interests is
combined with the provision of new interests.

Rearrangements summary table
16.45 The following table summarises the treatment of rearrangements.

Table 16.2 Treatment of a rearrangement of membership interests

Type of rearrangement Treated as

Non-proportionate provision of e adistribution; and
additional interests to a member for

less than market value e special tax value rules apply to
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additional interests and possibly to
existing interests.

Proportionate provision of e not a distribution; and
additional interests to members far

less than market value. e special tax value rules apply to

additional and existing interests.

Non-proportionate cancellation of| e not a distribution: and

interests for less than market value. )
e to be dealt with at a later stage.

Proportionate cancellation of e not a distribution; and

interests for less than market value. )
e special tax value rules apply to

existing interests.

Provision of additional interests of e not a distribution: and
cancellation of interests for market
value.

e no special tax value rules apply.

Present entitlement not relevant

16.46 Moving to tax trusts like companies means that a beneficiary’s
present entitlement to a share of the income or capital of the trust is
generally no longer relevant to determining either the tax liability of the
beneficiary or the trust. Specific rules provide for limited cases in which
an unpaid trust entitlement is recognised as a distribution. Present
entitlement may still be relevant to trusts that are excluded from the
consistent entity rules.

16.47 Itis common for beneficiaries to become presently entitled to an
amount of trust income which they do not actually receive. The unpaid
entitlement may be treated in the trust’'s books as a loan from the
beneficiary to the trust. Generally, in law, this does not give rise to a
debtor/creditor relationship but rather to a trust under which the trustee
holds the unpaid amount solely for the benefit of the beneficiary.

However, in practice, unpaid beneficiaries may have little knowledge of
their present entitlement, and the unpaid amount is often treated as another
aspect of the ongoing trust.

Interaction with the general distribution rule

16.48 Specific rules extend the general rule which relies simply on a tax
entity providing a benefit to a member because they are a member. More
specific rules cover unpaid trust entitlements because present entitlement
by itself is not a distribution. This is because the coming into existence of
a right to receive a distribution is itself not a distribufmsection

960-150(7)] There will only be a distribution if the additional conditions in
these rules are met.
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Trust distribution — agreement between trustee and member

16.49 There will be a distribution if the trustee of a fixed trust and a
member agree (expressly or impliedly) that an asset to which the member
is presently entitled be held by the trustee on a separate trust or lent by the
member back to the trustpabsection 960-145(1)]The member is taken to

have received a distribution that is reinvested in accordance with their
agreement with the trustee.

Consequences of treating amount as a distribution

16.50 Where the agreement is for the trustee to hold the amount on a
separate trust, the asset is transferred from the original to the new trust.
The reduction in value of the assets of the original trust is offset by the
general increasing adjustment for distributions.

16.51 The amount of the distribution and whether it is sourced from

profits or contributed capital are worked out using the general entity rules
[section 960-165].

The new situation

16.52 The entitlement ceases and is replaced by a new investment. The
member’s rights are now governed by the terms of that new investment.

16.53 If the asset is held on a new trust, the beneficiary will have a
membership interest in the new trust and, as a result, will be a member of
the new trust[Sections 960-115 and 960-120]

16.54 If the asset is lent back, its treatment depends on whether the loan
is on commercial terms. A commercial loan receives no special treatment
— it will be an asset of the member and a liability of the entity. A
non-commercial loan made by a beneficiary to a closely-held entity is an
asset to the member and a liability to the enfitypoth cases the tax value

is nil. The loan amount is a contribution of capital to the existing entity
(there is no new entity in the loan cage}tion 6-145, item 3]

Contributed capital

16.55 An amount held on a new trust forms part of the contributed
capital of the new trugsubsection 154-40(1)]A loan amount is only added

to contributed capital if the loan by the member is to a closely-held entity
and non-commercigsubsection 154-40(6)]

Subsequent distributions by the entity

16.56 These are subject to the general entity rules and will be treated in
accordance with the terms of the new investment.
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Trust distribution — vesting of an interest in a discretionary trust

16.57 There will be a distribution if, because of the exercise or
non-exercise of a discretion by a trustee, an interest in a trust asset vests
(or an already vested interest is preserved) and the object of the discretion

— the member — knows, or ought reasonably to have known, of the vesting

or the preservationSubsection 960-145(2)]

16.58 There is a distribution because the object of the discretion has
either:

e received a new asset (that is, a right to receive a payment or
asset) which is not reflected in the rights held immediately
prior to the exercise; or

e an existing contingent right to receive a payment or asset has
become absolute.

16.59  The entity has a liability to make the payment or transfer an
asset (though the liability is not part of the calculation of taxable income).
Value has shifted from entity to the member.

Examples of vesting and preservation of vesting

16.60 The legislation ensures a distribution in 3 situations. First, as a
result of a trustee exercising a discretion, an interest in a trust asset vests
in a taxpayer so they are absolutely entitled to the asset. There is a
distribution from the trust to the taxpaymubparagraph 960-145(2)(b)(i)]

16.61 Second, as a result of a trusteeexercising a discretion, an

interest in a trust asset vests in a taxpayer. This covers the situation where
default beneficiaries obtain an interest in the income or capital of the trust
if the trustee does not exercise a discretion in favour of one of the other
beneficiaries. Once the period for exercising the discretion has elapsed,
what was previously only a contingent interest in the trust property
(contingent on the non-exercise of the discretion) becomes a right to
payment. At that point there is a distribution from the trust to the default

beneficiaries[Subparagraph 960-145(2)(b)(i)]

16.62 Third, as a result of a trustea exercising a discretion, a
taxpayer’s vested interest in a trust asset is preserved. This covers the
situation where default beneficiaries have a right to income or capital
unless a discretion is exercised. The right is a vested interest, but it is
capable of being divested if the discretion is exercised. Once the period
for exercising the discretion has elapsed, the right becomes both vested
and indefeasible. At that point there is a distributisubparagraph
960-145(2)(b)(ii)]
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Knowledge

16.63 There will only be a distribution if the beneficiary knows, or
ought reasonably to have known, of their entitlenj@ntgraph

960-145(2)(c)] This requirement avoids the problems in the current law of
imposing tax liabilities on beneficiaries who both are unaware of their
entitlement and may be unable to pay the tax.

Asset and liability

16.64 The beneficiary’s right to receive a payment or asset is itself an
assetThe trust’s obligation to make the payment or transfer the asset is a
liability. Both have a nil tax valu¢Section 6-145, item 1]

Increasing adjustment does not apply

16.65 The increasing adjustment for distributions does not apply. The
asset that has vested (or in relation to which a vested interest has been
preserved) remains in the trust so there has been no payment by the entity
and no reduction in the tax value of its assets.

Distribution

16.66 The amount of the distribution and whether it is sourced from
profits or contributed capital are worked out using the general entity rules
[section 960-165].

Prior taxed amount

16.67 The vested asset becomes a prior taxed amount of the trust
[subsection 153-40(4)]

No new trust

16.68 Any new trust that arises by operation of law over the vested
asset that remains unpaid is disregarded for the purposes of the new law.
The vested asset remains part of the original fsulstection 960-105(2)]
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Chapter 17
Source of distributions

Outline of Chapter

17.1 Division 154 explains how to determine the source of a
distribution from a tax entity — that is, how much of the distribution is

from profits, how much is from contributed capital and how much is from
prior taxed amounts. Its source determines how it is taxed in the hands of
the recipient.

Context of Reform

17.2  The consistent entity rules allow deferral of member level
taxation on profits retained in a tax entity. The profits first rule stops this
deferral continuing after distribution by treating distributions as out of
profit (and so as a gain to the member) where the entity has profits
available and while the member’s relative interest in the entity is retained.

17.3 Deferral is not a concern for a distribution made in connection
with the cancellation of a member’s interest. A member who gives up
their interest is not postponing member level taxation of gains, as no
further gains from the interest are expected. Apportioning, under the
‘slice’ approach, a distribution into components of entity contributed
capital and profit allows the real economic gain to the member to be taxed
appropriately.

Summary of new law

What the Division will do Division 154 explains how to determine the
source of a distribution from a tax entity.

What are the possible Distributions can be either from profits,
sources of a distribution?  contributed capital or (relevant only to trusts)
prior taxed amounts.

What is the general source A distribution is from profit to the extent the
rule? entity has available profits (including unrealised
gains) and the balance is contributed capital.

What exceptions are there toPrimarily distributions connected with the

the ‘profits first’ rule? cancellation of a membership interest, and also
in certain cases for trusts (including prior taxed
amounts).
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Detailed explanation of new law

17.4  The tax treatment of a distribution at member level depends on
whether it is sourced from a tax entity’s profits, contributed capital or
prior taxed amounts (see Chapter 14). Its source will also determine
whether imputation rules apply. The primary rule for determining source
is the profits first rule.

Profits first rule

What is the ‘profits first’ rule?

17.5  Adistribution will be taken to be from profits to the extent that a
tax entity has available profits immediately before the distribution is made
[paragraph 154-1(a)] In general, while members hold their membership
interest they share the ongoing gains from the entity. So distributions are
taken to come from gains while the entity has gains.

17.6  Where the distribution exceeds the amount of available profits,
the excess is taken to be from the entity’s contributed cggitagraph
154-1(b)} Because prior taxed amounts are an exception to the ‘profits
first’ rule, they will be available for distribution or retention and are not
included in available profits. However, if a distribution exceeds both
available profits and contributed capital, it must be from prior taxed
amountgparagraph 154-10(2)(b)]

What are available profits?

17.7 Basically, available profits are thet market value of the entity’s
assetsTwo other adjustments are made that have limited application. The
formula works as follows:

¢ calculate the net market value of the entity’s assets;
¢ add the non-asset component of distribution; and
e subtract any prior taxed amounts.

[Subsection 154-35(1)]

What is the ‘net market value of the entity’s assets’?

17.8  The market value of the entity’s assets less the amount of its
liabilities [subsection 154-35(1)]JAvailable profits therefore capture all
accumulated profits, whether realised or unrealised, and whether taxable
at the entity level or not.

17.9 As contributed capital is taken to be a liability of the entity, the
net market value of an entity’s assets is reduced by the amount of the
entity’s contributed capital. Contributed capital is explained in more detalil
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in Chapter 18. It is basically whatever has been contributed to the entity
for or to add value to a membership interest in the entity. It includes
capital subscribed to establish a company and further raisings, and
amounts settled to establish a trust and subsequent settlements. Certain
other amounts (mainly as part of transitional arrangements for trusts
existing at commencement of the consistent entity rules) are also credited
to an entity’s contributed capital account.

17.10 Where a tax entity’s contributed capital would otherwise be less
than nil (which may occur, for instance, for some trusts as a result of the
transitional measures) it is taken to be nil in applying profits first (and
slice) rules[Section 154-75]

17.11 Any asset or liability of the entity that is treated as having a nil
tax value for calculating the net income of the entity under section 6-145
is disregarded in calculating the net market of agsetsection 154-35(3)]
Including them in the formula would produce a distorted view of available
profits (for instance, a decision to pay a dividend might otherwise be a
liability and hence ‘reduce’ available profits).

What is the ‘non-asset component of the distribution’?

17.12 The part of a distribution that is a benefit other than a payment of
money, or the transfer of a non-cash asset, or the reduction of a liability
owed to the entity by the recipigrtibsection 154-35(1)]This adjustment is

not relevant to cash distributions, and hence will have limited application.

17.13 Where a distribution arises from the provision of services, or
making an asset available for use, for less than market value then the
distribution will have a non-asset component. The non-asset component is
added to available profits to reflect the fact that the distribution is not
being made from the assets the entity has immediately prior to the
distribution. The value being provided by the distribution would otherwise
not have been included in the available profits of the entity, even though it
is there and is being made available by the distribution.

Example 17.1 Adjusting available profits for non-asset distributions

Commercial property worth $10,000 is settled on a trust that is a tax
entity. The net market value of the trust’s assets and liabilities
(including contributed capital) is zero ($10,000 less $10,000).

The property is used rent-free by a beneficiary of the trust. The use of
trust property is a distribution of an amount equal to fair market value
rental. Without the non-asset distribution adjustment, there would be
no available profit, and the distribution would be taken to be from
contributed capital even though contributed capital remains intact.

This is the same result as if the trust has charged fair market value rent
and then made an equal distribution to the member. The rental receipts
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of the entity would have ensured that available profits equalled the
distribution amount.

What are the entity’s ‘prior taxed amounts’?

17.14 Prior taxed amounts (explained in more detail in Chapter 14) are
amounts retained in a trust that have borne tax before the entity became
subject to the entity tax regime or unpaid entitlements that have been
taxed under subsection 960-145(2) of the consistent entity[subgsction
154-35(1) and section 153-40yVithout a deduction of prior taxed amounts, a
trust’s available profits would be overstated, and prior taxed amounts
would not be excepted from the profits first rule.

Reliance on accounting records

17.15 Tax entities may rely on their accounting records and statements
to determine that a distribution is wholly from available profits. This

would mean that valuation of the entities’ assets and liabilities is not
required before making a distribution. The provision is intended to reduce
the compliance cost of entities. For most ongoing entities, it will usually
be the case that the use of accounting records would see a distribution as
coming entirely from profitgSubsection 154-35(2)]

17.16 The use of this alternative is subject to 2 conditions. First, the
accounting records must indicate that the distribution can be wizally

from the entity’s profitgparagraph 154-35(2)(a)] If the accounting records

do not indicate the entire distribution can be from profits, the formula
approach must be used. This will nearly always be the case where ‘slice’
applies to a distribution, because it will be rare for accounting records to
show that there is no contributed capital referable to the interest being
cancelled for consideration.

17.17 Second, the records must be prepared and kept in accordance
with generally accepted accounting princigl@sagraph 154-35(2)(b)] In
considering the accounts, adjustments can be made as necessary for
differences between contributed capital for tax purposes (the tax value)
and capital for accounting purposes.

17.18 Where a tax entity’s accounting records show that a distribution
is madewholly from the entity’s profits, it is open to the entity to use the
formula approach to prove otherwise. However, even if strict use of the
formula would show that part of the distribution is not from profits, an
entity can still rely on its records (subject to general anti-avoidance
provisions). In other words, only the entity can look past the accounting
records if the records indicate a distribution to be wholly from profits.

[Subsection 154-35(2)]
Dealing with multiple distributions

17.19 Where the total distributions made to more than one member at
the same time exceeds the entity’s available profits at that time, each
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member’s distribution will contain a proportionate amount of available
profits [section 154-5] At the ‘same time’ may, as discussed at paragraphs
17.21 to 17.25, include all payments within a 5 day period.

Example 17.2 Multiple distributions

Distributions (subject to the profits first rule) of $10 each are made to
2 members of a company at the same time.

Available profits of the entity immediately before the distributions are
$16. Each member would be taken to receive $8 of profits and $2 of
contributed capital.

17.20 This provision provides for equal treatment between members,
and has a limited role in preventing profits being streamed to some
members and contributed capital to others.

Distributions made at the same time

17.21 To avoid the compliance costs that could arise from having to
determine available profits many times when a large number of
distributions are made within a short period of time, a grouping rule
applies. Distributions made within the same 5 business day period and
under the same decision of the entity are taken, for certain purposes, to be

made at the time the first of those distributions is m@desection
154-105(1)]

17.22 Distributions, made pursuant to a single decision of the entity,
that are spread over a period of greater than 5 business days will need to
be grouped into periods of 5 business days, with distributions in each
period taken to be made at the time of the first distribution in that period.
No day can form part of more than one such period; that is, such periods
cannot overlagSection 154-105(3)]

17.23 Available profits must be re-calculated for each period,
immediately prior to the first distribution of that peripédragraph
154-105(1)(c)] Distributions made in each period will be ‘multiple
distributions’, ensuring that for each period, each distribution will contain
a proportionate component of available prdfitsagraph 154-105(1)(d)]

17.24 The question of whether a rearrangement of membership interests
is proportionate must be answered as if all distributions in a period were
made when the first of them was made. So the expected effect of a
rearrangement on the market value of each member’s parcel of
membership interests must be ascertained under section 960-180 on that
basis [Paragraph 154-105(1)(e)]

17.25 Where several ‘'same period’ distributions each contain
contributed capital, the entity’s contributed capital account is reduced at
the time of the first to reflect the total reductietibsection 154-105(2)]This

is consistent with the calculation of available profits, which draws on the
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balance of the entity’s contributed capital account at the time of the first
distribution.

Example 17.3 Distributions made over a period of time

Several distributions are made between 1 June and 5 June under the
same entity decision. The distributions are treated as a single
distribution and available profits are calculated immediately prior to
the distribution on 1 June. If available profits are insufficient, each of
the distributions will have the same proportionate amount of profits.

On 9 June, a further distribution is made pursuant to the same entity
decision as before. The entity cannot treat the 9 June distribution as
falling in the same 5 day period as the 5 June distribution. A new
calculation of available profits must be done for the distribution.

The slice rule

What is the ‘slice’ rule?

17.26  For distributions related to the cancellation or termination
(whether formal or informal) of an interest in a tax entity, their source is
taken to be the contributed capital, taxed profits and untaxed profits
attributable to the cancelled interest. The slice rule is expressed as an
exception to the ‘profits first’ rule to ensure there is no gap in practice
between the 2 rulefsection 154-15]

17.27 The slice rule provides a means for tax entities to return
contributed capital along with profits in a manner which is fair as between
members, while placing a limit on dividend substitution and capital
streaming opportunities.

When does the ‘slice’ rule apply?

17.28 The ‘slice’ rule will apply when the distribution is made as part

of a process that results directly in a membership interest ceasing to exist.
A membership interest may cease to exist by being cancelled or redeemed,
by an obligation being satisfied, by the entity ceasing to exist, or otherwise
[subparagraph 154-15(1)(a)(i)] The membership interest which ceases to

exist is then the interest in relation to the distribufp@aragraph 154-

15(2)(a)}

17.29 Examples of where membership interests may cease to exist are
an off-market share buy back; a share cancellation as part of a capital
reduction; cancellation of a unit in a unit trust; an in kind distribution of

an asset to a partner leaving a limited partnership where the partner has a
right to the asset; or the vesting of the assets of a discretionary trust.

17.30 The ‘slice’ rule also applies to a distribution if it is made as part
of a process that results directly in a taxpayer’s proportionate interest in
the income or capital of a trust or limited partnership being reduced
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[subparagraph 154-15(1)(a)(ii)] For example, where a beneficiary has a fixed
interest in 10% of the income and capital of a non-unit trust, and that
interest is reduced to 5% in return for a distribution. In such cases the
relevant share of the membership interest is treated as a separate,
cancelled interegparagraph 154-15(2)(b)]

17.31 The ‘slice’ rule does not apply to a distribution made by way of a
rearrangement of membership intergsisagraph 154-15(1)(b)] This would

be the case where a member’s existing interests are cancelled and new
interests (a distribution) are provided in return. Rules for such entity
reorganisations are to be considered.

17.32 Distributions by a liquidator may be made as part of an entity
termination process. As such, they are considered only under subsection
154-15(4), rather than subsection 154-156&ibsection 154-15(3)]

Distribution as part of an entity termination process

17.33 The ‘slice’ rule will apply to a final distribution to a member in
respect of a particular membership interest made as part of the process of
winding up, dissolution or termination of a tax enfiyragraph

154-15(4)(a)]

17.34 A distribution by a liquidator does not directly cause the
cancellation of membership interests. That occurs when the company is
subsequently dissolved. However, for practical purposes a final
distribution for a membership interest does extinguish the member’s
entitlement to any further distribution in respect of that interest.

17.35 A non-final (interim) liquidator’s distribution does not extinguish
a member’s entitlement to further distributions in respect of the interest,
and is not as such part of extinguishing either the interest or its value. As
such, ‘profits first’ is still applicable and appropriate to such interim
distributions.

Example 17.4 Liquidation distributions, ‘profits first’ and ‘slice’

A company in liquidation has ordinary and preference shareholders
(that are not debt interests). The company’s articles provide different
entitlements to distribution of surplus assets between the 2 classes in
the event of liquidation.

The liquidator, having paid all creditors in full, but not having realised
all company assets, pays a distribution of $1 per share to holders of
both classes. The liquidator advises holders of the preference shares
only that there will be no further distribution in respect of the
preference shares.

e The distribution in respect of the ordinary shares will be subject
to ‘profits first'.
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e The distribution in respect of the preference shares will be
subject to slice.

The liquidator, having now realised all company assets, distributes
$1.50 per ordinary share, being the extent of the administrator’s
capacity to pay dividends. The liquidator advises it is the final
dividend of the administration. ‘Slice’ will apply to this distribution.

17.36 The slice rule will also apply to a distribution made as part of a
process that results directly in the value of a tax entity’s assets being
reduced to nil or a negligible amoypdragraph 154-15(4)(b)] In such a

case, the entity and the membership interest may continue indefinitely, but
as a shell empty of value. Again, in this case, membership interests have
effectively terminated and are treated as such by applying the slice rule.
An interim liquidation distribution would not directly result in an entity’s
assets being reduced to nil.

17.37 Special rules apply to non-fixed membership interests in trusts to
limit the circumstances in which the slice rule applies. The mere exercise
of a discretion by the trustee in a member’s favour is not sufficient to
cause a non-fixed membership interest in a trust to cease to exist
[paragraph 154-15(5)(c)] This is because such an exercise does not of itself
limit the trustee’s capacity to exercise a discretion in that member’s favour
again.

e A distribution that was final in relation to a class of non-fixed
interests, or reduced the assets of a non-fixed trust to a
negligible amount, would still be subject to the slice rule.

¢ Non-fixed entitlements to a particular trust asset or trust assets
generally would also be taken to cease to exist if the trust ends
or the class of interests to which it belongs ends, so
distributions in bringing this about would be subject to the
slice rule.

[Paragraph 154-15(5)(d)]
Series of distributions under a single decision

17.38 To reduce the number of times where the components of the
‘slice’ of a tax entity need to be calculated, where a series of distributions
is made in relation to membership interests of a particular class and each
one in the series is subject to the slice rule, the components of each
subsequent distribution will be the same as those of the first distribution
[subsection 154-90(3)until one of the following events occurs:

¢ the franking account balance changes for a reason unrelated to
earlier distributions in the series (for example, the receipt of a
franked dividend]paragraph 154-90(3)(d}] Or

266



Source of distributions

¢ the relevant contributed capital sub-account balance changes
for a reason unrelated to earlier distributions in the series (for
example, the payment of an amount due on a sfparegraph
154-90(3)(e)] Or

¢ there is a change in the amount of the distributions to be made
in the series (keeping distributions to a uniform amount in
respect of each interest cancelled maintains the consistency
required to be part of the serigsjragraph 154-90(3)(f)]

17.39 In calculating the taxed profit component of a slice of a tax entity,
in those cases where the market value of the entity or its assets enter into
the calculations, this provision will remove the formal need to recalculate
the taxed and untaxed profit components as market values change.

17.40 On-market buy backs will usually not benefit from this provision
as the amount paid as consideration for buying back each interest will vary
and so not be uniform.

Calculating the ‘slice’ components

17.41 The ‘slice’ rule apportions a distribution into components of
contributed capital and profit relevant to the membership interest that
ceases to exist or otherwise termingdeissection 154-90(1)]Where a

relevant distribution contains a prior taxed amount, the slice rule applies

to the amount of the distribution less the prior taxed amount. (In effect,

the payment of a prior taxed amount can be seen as a separate distribution
to the one to which the ‘slice’ rule applies.)

17.42 The slice components are determined in a series of steps. The
membership interest’s share of contributed capital is worked out first. If
equal to or greater than the distribution, the whole distribution is
contributed capital. If less than the distribution, the remainder of the
distribution is from profit. The taxed profit component is then worked out,
and the excess remaining above the slice of taxed profit, if any, is untaxed
profit. [subsection 154-90(2)]

What is the interest’s share of contributed capital?

17.43 The calculation depends on how many classes of membership
interest the entity has and on the particular interest’s share relative to other
interests in the same clagSection 154-95]

17.44 Thdirst stepis to establish the amount of contributed capital
attributable to the class to which the interest belgsgbsection 154-95(1)]

e Where the entity has just one class of membership interests,
the contributed capital attributable to the class is the balance

of the entity’s contributed capital accousiubsections 154-80(1)
and 154-95(1)]
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o Where the entity has more than one class of interests, the
contributed capital attributable to a particular class will be the
balance of the contributed capital sub-account for that class
[subsection 154-95(1)]Contributed capital sub-accounts are
discussed in more detail in Chapter 18.

¢« Where the balance of the account would otherwise be less than
nil, it is taken to be niljParagraph 154-75(b)]

17.45 Thesecond stefs to establish the interest’s share of the
contributed capital account or sub-account relative to other interests
within its clasgsubsection 154-95(2)]The calculation of the share depends
on whether the interests in the class are:

e unitised (for example, a share in a company or a unit in a unit
trust)

— in this case, each single interest shares equally, based on
the number of such interests in the class; or

o fixed but not unitised (for example, an interest in a non-unit
fixed trust or limited partnership)

— in this case, each separate interest shares in proportion to
its share of all the interests in the class; or

e an interest in a discretionary trust

— in this case, each separate interest shares in proportion to
its share of the distribution to the whole class of interests
being cancelled.

[Subsection 154-95(3)]

17.46 The proportional share is called doatributed capital factor for
membership interesin the case of a unitised, or fixed interest, the
proportion is simply established (as set out above). However, with
non-fixed interests, the only objective method of establishing the factor is
by comparing the distribution to a particular interest with distributions to
other interests in the class (noting that the ‘slice’ rule can only apply to
non-fixed interests when an entire class terminai®g)section 154-95(2)]

17.47 Applying the contributed capital factor (proportional share) to the
balance of the relevant contributed capital sub-account determines the
interest’s absolute share of contributed capital.
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Example 17.5 Calculation of contributed capital component

Iltem Circumstances of | Balance of | Contributed | Interest’s
the membership | contributed capital share of
interest capital factor of contributed
sub-account| membership| capital
interest
1 A member has one $200 1/100 $2
share of 100 ordinary
shares in the class.
2 A member has rights $200 1/5 $40
to 20% of the income
and capital of a trust
3 Termination of a $400 1/8 $50
discretionary trust —
distribution for
interest $125; total
distribution $1,000.

Working out the taxed profit component of a distribution

17.48 Theaxed profit componerdf a distribution is treated as a fully
franked profit distribution, representing the interest’s share of the entity’'s
retained taxed profits. The calculation of the taxed profit component
differs from that of contributed capital as taxed profits are not
differentially allocated between classes. In effect, franking credits are
treated as being equally available for all of an entity’s profits regardless of
class.

17.49 The entity’'s franking account balance is a convenient and
objective measure of its retained taxed profits. The draft legislation
assumes that the franking account will be maintained on a tax-paid basis.
Consequently, the balance of the franking account is grossed up to
determine total retained taxed profisbsection 154-100(3)]The gross-up
formula for on-market buy backs differs as the buy-back amount is not
franked, and so taxed profits are estimated gross of entiggitaxction
154-100(4)]

17.50 The interest’s share of the grossed-up franking account balance,
as with its share of contributed capital, is determined by the interest’s
character and its share of all interests in its class. This share, as a

proportion, is called th&axed profit factor for the membership interest
[Subsection 154-100(1)]

17.51 As with contributed capital, where interests are unitised or fixed,
an interest’s position relative to other interests in its class is generally
clear. However, because an entity’s taxed profit is not attributed to
particular classes of interests, applying a simple proportionate approach
for these types of interests can only be done where the entity has just one
class of membership intereqiSubsection 154-100(2), items 1 and 2]
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17.52 Where a tax entity has more than one class of membership
interests, other formulas are used to establish the interest’s share of overall
taxed profitfsubsection 154-100(2), items 3, 4 and ]he formula in item 3

uses the market value of interests in a listed widely-held entity as a proxy
for the value of the entity’s assets. While the formulas for items 4 and 5

are the same, they are differentiated as item 4 will, and item 5 will not,
apply in preference to items 1 to 3 where they overlap.

Example 17.6 Calculation of taxed profit factors

An entity has 100 shares of a single class. The factor is 1/100.
[Subsection 154-100(2), item 1]

Mark has a 10 per cent fixed interest in the income and capital of a
trust. Judy has a fixed interest in the remaining 90 per cent of income
and capital. As their interests are strictly proportional, they are a single
class. The factor for John’s entire interest is 1/10. If only half of John’s
interest ceased to exist, the factor would be /& 2]

The market value of a membership interest in a widely-held and listed
company is $10, its share of contributed capital $6, the market value of
all membership interests in the entity is $1 million and the balance of
the entity’s contributed capital account $680,000. The factor is

[$10 — $6] divided by [$1,000,000 — $680,000] or 1/80 @6 3].

Thus, item 3 distributes taxed profits in proportion to the interest’s
share of market value net of contributed capital.

Using the figures from item 3 of the ‘calculation of contributed capital
component’ table in Example 17.5 — the factor would be [$125 — $50]
divided by [$1,000 — $400] or 1[Bem 4]. Thus, item 4 distributes

taxed profits according to the interest’s share of available profits.

A class of non-fixed interests in a trust terminates. The factor is the
distribution less the interest’s share of contributed capital, divided by
the available profits. Available profits, for this purpose, can only be
calculated via the formula approach in the profits first rule if the
contributed capital component is greater than zero (as accounting
records would be unable to show that the entire distribution is wholly
from profits).[Item 5]

Working out the untaxed profit component of a distribution

17.53 The untaxed profit component of a distribution is the balance of
the distribution: the amount, if any, that is neither contributed capital nor
taxed profit[Subsection 154-90(2)]

Other exceptions to the ‘profits first’ rule

17.54 There are 3 exceptions to ‘profits first’, other than the ‘slice’ rule.
The other exceptions relate to the circumstances of the distribution (e.g
payment to a non-member) or its source (e.g. from prior taxed amounts or
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certain realised proceeds). CIVs, discussed in Chapter 19, are also not
subject to the profits first rule.

Exception for prior taxed amounts

17.55 The profits first rule does not apply to a distribution from prior
taxed amounts, reflecting the fact that they have already been fully taxed.
A distribution from this source can be made regardless of whether the
entity has available profits from which the distribution could otherwise be
made [Subsection 154-10(1)]

17.56 To provide for certainty in interpreting the legislation, it is made
clear that under the ‘profits first’ rule a tax entity can make a distribution
of contributed capital even if it still has prior taxed amounts, and that
where available profits and contributed capital are exhausted, a
distribution must necessarily be from prior taxed amojpatsgraph
154-10(2)(b)]

17.57 Prior taxed amounts paid in respect of the termination of a
membership interest are also not subject to the ‘slice rule’. Prior taxed
amounts are discussed in greater detail in Chapter 14.

Exception for certain indirect distributions

17.58 Where a benefit is paid by an associate of a tax entity, then the
associate is taken to have made the distribution, provided the associate is
also a tax entitjsubsection 960-140(1)]

17.59 A distribution made in these circumstances is taken to be wholly
from the profits of the associate, regardless of whether that entity has
available profitgsection 154-20] Contributed capital of a tax entity can only
be returned in respect of membership interests in the entity.

Exception for certain realised proceeds of trusts

17.60 These rules are not contained in the draft legislation. They are
intended to maintain the effect of current CGT treatment of gains on
realisation of assets held in a trust at the announcement of the CGT
changes. These amounts include capital gains realised on pre-CGT assets
and the indexation component or goodwill exemption component of

capital gains, or substitute capital gains exemptions.

17.61 These amounts (as discussed in Chapter 18) will be credited to
the trust’s contributed capital account. Without an exception from the
profits first rule, they could not then be distributed until all available
profits were distributed. Consistent with the commitmemt idew Tax
Systemthe profits first rule will not apply if these amounts are distributed
in the same income year as the gains are reaj&ton 154-25]
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Chapter 18
Contributed capital

Outline of Chapter

18.1  Subdivision 154-C includes explanation of the amounts included
in a tax entity’s contributed capital and the accounts tax entities need to
keep to record this.

Context of Reform

18.2 A regime for taxing entities needs to recognise amounts
contributed to a tax entity for membership (contributed capital) and the
return by the entity of those amounts among its members. Receipt of
contributed capital by an entity is not taxable, and distributions to
members of contributed capital are treated differently from profit
distributions.

18.3 Identifying a tax entity’s contributed capital at any point in time
is central to determining whether a tax entity has available profits when
making a distribution to its members (under the ‘profits first’ rule), or,
when a distribution relates to the cancellation of a member’s interest,
determining the contributed capital attributable to the cancelled interest
(under the ‘slice’ rule).

Summary of new law

What the Subdivision does Subdivision 154-C explains the amounts
included in a tax entity’s contributed capital and
the accounts tax entities need to keep.

What is contributed capital? Contributions made to a tax entity for or in
relation to membership interests in the entity. It
includes amounts settled on a trust.

What amounts are treated asSpecific rules relating to trusts and companies

contributed capital? treat certain amounts as contributed capital to
maintain substantively the tax treatment of
certain realised gains and as part of transitional

arrangements.
What accounts must tax A contributed capital account, and sub-accounts
entities keep? where there are multiple classes of interests in a
tax entity.
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Detailed explanation of new law

18.4  Tax entities must keep a contributed capital account, and possibly
sub-accounts, for the purpose of applying the consistent entity rules. To do
S0, increases and reductions in contributed capital need to be identified
and taken into account.

What is contributed capital?

18.5  There are 7 ways in which a taxpayer can contribute capital to a
tax entity:

e contributions for the issue of membership interests;

e contributions to satisfy a liability in respect of a membership
interest;

e contributions that allow interests to be created,;
e contributions to enhance the value of interests or entity assets;
e contributions by rearrangements that are distributions;

e amounts paid for options that are not membership interests, to
acquire membership interests when the option is exercised;
and

e non-commercial loans made by a member to a closely-held
entity.

[Section 154-40]

18.6 For each amount contributed to a tax entity, there is a credit to the
entity’s contributed capital account (discussed in paragraphs 18.23 to
18.32).[Section 154-50]

Issue of membership interests

18.7  The contributed capital of a tax entity includes contributions

made to the entity as consideration for the issue of interests in the entity.
For example, consideration for the issue of new shares or units is
contributed capital. Giving consideration need not be the sole purpose in
this case as there is a clear relationship between membership interests and
a contribution[Paragraph 154-40(1)(a)]

18.8 A contribution may be in the form of a payment or transfer of an
asset. It need not be made at exactly the same time as the interest is issued
[subsection 154-40(2)]JAls0, it need not be made by the holder of the
membership interest; it could be made by someone else on their behalf.
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Satisfying a liability in respect of a membership interests

18.9 The contributed capital of a tax entity includes contributions
made to the entity to satisfy an obligation to the tax entity that attaches to
an interest in the entity. For example, a further payment on a share that
was partly paid or a payment under a guarantee to a company limited by
guarantee. Again, satisfying the obligation is not required to be the sole
purpose[Paragraph 154-40(1)(a)]

Allowing membership interests to be created

18.10 The contributed capital of a tax entity includes contributions

made to the entity with the sole purpose of allowing membership interests
in the entity to be creatgslibparagraph 154-40(1)(b)(i)]A sole purpose test
applies to this case, and to the enhancement of the value of membership
interests, in order to distinguish between dealing in respect of membership
interests and dealings between taxpayers and the tax entity not related to
membership interests.

18.11 An example of where this provision would be satisfied is cash or
assets transferred to a trustee by the settlor to be held on trust for the
purposes of the trust. The vesting of property in a trustee signals the
creation of a trust and, at that point, the creation of membership interests
of the beneficiaries. Another example is subscription for shares in a
company to be formed, or for additional shares in an existing company.

Periodic membership fees

18.12 A periodic membership fee is not contributed capital. It is neither
paid solely to allow an interest to be created, nor solely to enhance the
value of member interests or of the entity. Rather, it is paid for a periodic
advantage[Subsection 154-40(4)]

18.13 Further rules regarding periodic membership fees, not yet drafted,
are under consideration. One option could be to view the periodic fee as a
prepayment for discounted goods and services to be made available to the
member during the membership period, as the member is in effect paying
for the availability of those goods and services in advance.

Enhancing the value of membership interests or entity assets

18.14 Property settled on commencement of a trust can be added to by
subsequent settlements which will also be contributed capital. Such
settlements are examples of payments or transfers made for the sole
purpose of enhancing the value of existing interests (e.g. for fixed trusts)

or the value of the assets in respect of which a discretion may be exercised

in favour of members (e.g. for non-fixed trusf{Sybparagraphs
154-40(1)(b)(ii) and (iii)]
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Distributions by way of rearrangements that are distributions

18.15 Where there is a distribution by way of a rearrangement of
membership interests (i.e. additional interests are provided to members
non-proportionately and for less then market value) there is taken to be a

contribution of capital equal to the amount of the distribufi@msection
154-40(3)]

18.16 The treatment of distributions made by way of rearrangements in
effect assumes that the tax entity makes a cash distribution to a member
who then uses that cash to pay for the additional interest. Treating such
distributions also as contributed capital replicates the treatment the
payment of cash for the additional interests would have received.

Options to acquire membership interests

18.17 Where a tax entity issues an option to acquire a membership
interest in that entity then it will generally be a membership interest itself,
and amounts paid for that option will be contributed capital under the
rules discussed abo\8ubsection 960-120(1), item 9; subsection 154-40(1)]

18.18 However, where such an option is not a membership interest
because it fails a debt test then an amount paid to a tax entity for the
option will be contributed capital when the option is exercisédection
154-40(5)] This amount could otherwise be argued not to be paid for any
required sole purpose, or as consideration for the issue of a membership
interest, and so not to be contributed capital. Payment of a further amount
to acquire the interest on exercise of the option is contributed capital by
subsection 154-40(1).

Non-commercial loans

18.19 The amount of a non-commercial loan made by a member to a
closely-held entity is contributed capitalbsection 154-40(6)] Repayments
of interest or capital in respect of such loans are treated as distributions
from the entity to the member.

18.20 A non-commercial loan is one which is not made under a written
agreement; which bears interest in any year at less than the ‘Indicator
Lending Rates — Bank variable housing loan rate’; or which has a term of
more than 25 years (or 7 years if the loan is not secured over real
property).[Definition of ‘non-commercial loan’ in subsection 995-1(1)]

Reducing contributed capital

18.21 A tax entity’s contributed capital is reduced by the amount of a
distribution made from contributed capit@aragraph 154-55(a)]

18.22 ltis also reduced by the component of consideration for an
on-market buy back that is attributable to contributed cdpitalgraph
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154-55(b)] The consideration paid by the entity for the buy back is not
treated as a distribution to allow the treatment of the recipient member to
be akin to a sale by the member to a third party. However, in some
respects it is necessary at the entity level to deal with consideration as if it
is a distribution[Section 152-15]

Contributed capital accounts

18.23 Every tax entity must maintain both a contributed capital account
and sub-accounts for each class of membership interest where there are
separate classgSection 154-45]

Maintaining contributed capital sub-accounts

18.24  Entities with multiple classes of membership interests will need
to keep records of the contributed capital attributable to each class of
interest (calledub-accoun{s Where there is only a single class of
interests, the entity’s contributed capital account is also the sub-account
for that clasg$subsection 154-80(1)]

18.25 Membership interests fornthassif they all carry strictly

identical or proportional rights to distributions by the entity, even if they
carry different rights in relation to some other matter such as voting rights.
In a simple wholly discretionary trust, the objects of the trust form a single
class because each object has the same rights in relation to distributions as
every other — that is, no right beyond the right to have the discretions

administered. This is discussed in more detail in Chaptgtefidition of
‘class’ in subsection 995-1(1)]

What are sub-accounts used for?

18.26 Sub-accounts are used in applying the ‘slice’ approach. The
source of a distribution related to the cancellation or termination of a
membership interest is worked out using the slice rule. That involves
working out the share of contributed capital and profits attributable to the
cancelled interest. This is straightforward where the entity has only one
class of interests. But where there are multiple classes, calculating the
contributed capital attributable to each class is necessary to calculate the
slice components of a distribution in a way that is fair to all members.

Credits to sub-accounts

18.27 The sub-accounts, when added together, must equal (and may not
exceed) the total of the entity’s contributed capital. Each sub-account is
credited with the capital contributions attributable only to the particular
class of membership interests to which it relates, and with its share of

contributions that are attributable more widgbybsections 154-40(7) and
154-80(2) and (4)]
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18.28 The sub-account credit provisions are linked to the different ways
that contributed capital arises. Therefore, there is a credit to a sub-account
for a membership class if:

e an amount is contributed in relation to a membership interest
in that class under the general contributed capital rules
[subsection 154-40(7) and paragraph 154-80(2)(sand

¢ the entity’s contributed capital is otherwise increased by an
amount treated as contributed capital (a link to the asset
specific rules for trusts and companies discussed at paragraphs
18.36 to 18.48)paragraph 154-80(2)(b)]

18.29 Contributed capital amounts that cannot be allocated to a
particular class are distributed proportionately among all classes on the

basis of each sub-account’s existing balafregagraph 154-80(2)(c) and
subsection 154-80(4)]

18.30 Further rules for sub-accounts will be developed once the full set
of provisions regarding the contributed capital account balance of existing
entities when the consistent entity treatment rules begin to apply to them
(for example, for trusts) are developed.

Debits to sub-accounts

18.31 There is a debit to a sub-account for a particular class if
contributed capital is distributed in relation to a membership interest in the
class, or is paid in respect of an on-market buy Jacksection 154-80(3)]

18.32 If contributed capital is distributed to members of a class in

excess of the capital attributable to that class, the balance of the class is nil
and the excess negative amount is spread across the other classes
[paragraph 154-80(3)(c) and subsection 154-80(5}}his ensures that the balance

of a particular sub-account can never be a negative amount. An excess
distribution in relation to a particular class could only occur under the
profits first rule, and never the slice rule.

Balance not affected by demutualisation

18.33 The balance of a tax entity’s contributed capital account is not
affected by its demutualisatigsection 154-70] Demutualisation involves

all the membership rights in a mutual entity being extinguished and the
members being issued with transferable member interests (such as shares).
This provision refers to entities that demutualise after the commencement
of the consistent entity rules. Consideration is being given to whether
further rules are needed to deal effectively with demutualisations.
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Previously excluded trusts that become subject to consistent entity
rules

18.34 Some trusts are to be excluded from consistent entity treatment,
for example, deceased estates for at least the first 2 years of their
administration. If their circumstances change — or in the case of a deceased
estate, if it is not wound up within 2 years — so they no longer satisfy the
exclusion, they may be taxed under the consistent entity rules. In these
circumstances, they will need to work out their contributed capital.

18.35 They will do this by going back and notionally reconstructing
their contributed capital using the relevant rules. They go back to the later
of the commencement date of the consistent entity rules or the date they
came into existence. When they become subject to the consistent entity
rules their contributed capital will therefore be the same as if they had
always been so subject. This approach allows them to access the trust
transitional rules (discussed in paragraphs 18.41 to 18.45) in appropriate
casegsection 154-65]

Credits to contributed capital account for certain assets

18.36 The contributed capital of entities will include some realised
gains that have not been taxed in the entity. Treating these amounts as
contributed capital will in substance maintain their current tax treatment
on distribution.

18.37 These rules are the major part of the rules for trusts existing
before commencement making the transition to consistent entity
treatment, though they have an ongoing operation. For such trusts, it is
also necessary to look at the assets (and liabilities) they hold at
commencement so as to recognise previous contributions (less returns).

18.38 The draft legislation anticipates the inclusion of these provisions
but is incompletésection 154-50] The rules cannot be provided in detail

until the capital gains provisions have been fully incorporated into the
revised rules for calculating taxable income. They will also need to reflect
the Review’s capital gains recommendations.

18.39 Special rules may also be required for testamentary trusts and for
corporate unit trusts and public trading trusts that are already taxed like
companies. These rules have yet to be developed.

Trusts — non-transitional amounts

18.40 For trusts, realised exempt gains under the small business CGT
goodwill exemption or, if adopted, all exempt amounts under the
recommended new small business exemption, will be included in
contributed capital on realisation. This will be so regardless of whether the
relevant assets were acquired before or after the consistent entity rules
commence.
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Trusts — transitional amounts

18.41 On commencement of the consistent entity rules, cash and the tax
value of assets (less liabilities) held by a trust at that date will be credited
to the trust's contributed capital account. Tax values may need to be
adjusted depending on how the relevant tax value rules are developed for
the various asset classes. That start-up amount will be reduced by any
prior taxed amounts of the trust (as discussed at paragraph 18.43).

18.42 For assets held by a trust before announcement, certain further
gains may be credited to the trust’s contributed capital account on the
disposal of those assets. These amounts will include realised gains on
pre-CGT assets or gains that are exempt by CGT indexation.

Prior taxed amounts

18.43 The prior taxed amounts of a trust at commencement of the
consistent entity rules will consist of previously taxed retained income of
the trustsection 153-40] They are deducted from contributed capital at
commencement date to prevent double counting as retained income is also
reflected in the asset base of the trust (which will be used to establish
starting contributed capital). Prior taxed amounts benefit from a more
favourable tax treatment than contributed capital amgsguions 153-35

and 154-10]

Negative credit to the contributed capital account

18.44 Reducing start-up contributed capital of trusts by liabilities and
prior taxed amounts may result in a negative amount being credited to a
trust’s contributed capital account. While the balance of contributed
capital is negative, contributed capital will be taken to be nil for the
purpose of working out the tax value of the contributed capital liability,

for calculating the trust’s available profits or in applying the ‘slice’
approach. It will continue to be a negative amount for the purpose of
adjusting the contributed capital account (and any relevant sub-accounts)
as a result of further credits or debjibsection 154-75]

Example 18.1 Negative contributed capital at commencement

The assets of the Share Holding Family Trust are shares in a publicly
listed company. The shares have a tax value of $10,000.

The trust acquired the shares in part with borrowed funds and, as a
result of capitalising the interest on the debt, the liabilities of the trust
on commencement are $12,000.

On commencement, the trust's contributed capital account has a
negative balance of $2,000. For the purposes of ascertaining the tax
value of contributed capital, applying the profits first rule or applying
the slice rule, the balance would be taken to be nil.
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After commencement, the shares are sold for $30,000. The whole of
the $20,000 gain is attributable to indexing the tax value of the shares
and so is not taxable in the trust. Therefore, the $20,000 gain is added
to the trust’s contributed capital. The new contributed capital of the
trust is $18,000.

The trust transitionals and exceptions to the profit first rule — distribution
of realised proceeds

18.45 Amounts credited to the contributed capital account of a trust
upon disposal of an asset that was held by the trust at a certain date will
also be able to be distributed as an exception to ‘profits first’. The
exception will only apply if the relevant amounts are distributed in the
same income year they are realigedbsection 154-25]

Companies in liquidation and gains on pre-CGT assets

18.46 The contributed capital of a company in liquidation will include a
capital gain that is disregarded in working out the company’s taxable
income because it relates to a pre-CGT gssaion 154-50] When

distributed, subject to the general profits first and slice rules, it will
receive the general contributed capital treatment.

18.47 This rule preserves, albeit in a narrower form, the effect of

section 47 in the ITAA 1936. Under section 4lf,gains not taxed under

CGT (or the general provisions) are passed out to shareholders as capital
on the winding up of the company. The new rule only applies to gains that
are not taxed because the asset is pre-CGT. Therefore, it does not apply to
post-CGT assets that are not subject to CGT for other reasons e.g. motor
vehicles.

18.48 This rule applies to all companies including co-operative
companies and unincorporated bodies.

Application and transitional provisions
18.49 The consistent entity rules will apply to entities from 1 July 2000.

18.50 A tax entity in existence at commencement of the consistent
entity rules will need to work out the amount standing to the credit of its
contributed capital as at that date. Thereafter, additions to, and reductions
from, its contributed capital will be governed by the contributed capital
rules.

18.51 The amount credited to the contributed capital account of a trust

at commencement has been discussed at paragraphs 18.32 to 18.45 (as the
transitional rules for trust contributed capital, while applying at
commencement date, also have an ongoing character in relation to certain
gains on post-commencement disposals). The contributed capital of
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companies and limited partnerships on commencement is discussed
below.

Contributed capital of a (no par value) company

18.52 The contributed capital of a no par value company in existence at
commencement is basically its paid up share capital. That is, the amount
standing to the credit of its share capital account as at that date, less
amounts that remain unpaid on shares. Amounts that are not part of share

capital (called tainted amounts) are also excluslédection 154-60(1),
item 1],

18.53 The exclusion of tainted amounts is achieved by 2 rules — one for
amounts that tainted an account after the abolition of par value on 1 July
1998 (thetainting amountand one for amounts that tainted an account
prior to that daten(et tainted amounfsThe format of this transitional has
been greatly influenced by the changes that occurred on 1 July 1998. For
that reason those changes are briefly explained below.

Background

18.54 From 1 July 1998, the concept of par value for shares and the
associated concept of share premiums was abolish&bfporations

Law companies — see ti@gompany Law Review Act 1998 a result, the
distinction between paid up capital and share premiums was removed,
effectively creating one share capital account comprising both paid up
capital and share premiums.

18.55 Consequential amendments were made to the ITAA 1936 to
ensure that provisions dependent on the concept of par value were made
compatible with the changes to tGerporations Law- see th@ axation

Laws Amendment (Company Law Review) Act 1888 amendments
included the introduction of share capital account tainting rules to prevent
companies disguising a profit distribution as share capital.

18.56 Those tainting rules were similar to the tainting rules that
governed share premium accounts. However, a tainted share premium
account (under the old rules) folded into the share capital account does not
taint it (under the new rules). Instead, the tainted share premium account is
separately identified within the share capital account and distributions of
genuine share capital can therefore be made in preference to tainted share
premiumgsubsection 160ARDM(2) of the ITAA 1936 as proposed to be amended by
the Taxation Laws Amendment Bill (No. 7) 1999 introduced into the Senate on

30 June 1999]

Paid up share capital

18.57 Thepaid-up share capitabf a company has the same meaning as
in subsection 6(1) of the ITAA 1936ubsection 154-60(3)]JFor a company,
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it is equal to the amount standing to the credit of its share capital account
less:

e amounts that remain unpaid on shares; and
¢ the tainting amount.

18.58 The definition of ‘paid up share capital’ contained in

subsection 6(1) of the ITAA 1936 has been adopted. But it is worked out
ignoring any prior reduction of share capital made by the company under
section 258F of th€orporations Lawbecause paid-up share capital was
lost or not represented by available asgatsection 154-60(1), item1]

18.59 Ashare capital accouris generally an account that only contains
share capitgkection 6D of the ITAA 1936]But for the purposes of the
definition of paid up share capital, it can include a share capital account
that has been tainted by the deposit of other amounts.

18.60 Theainting amounis any amount added to the share capital
accountatfter the tainting rules commenced on 1 July 1998, that is not
genuine share capitgkction 160APA of the ITAA 1936]The punitive nature

of the tainting rules makes it unlikely that a company has tainted its share
capital account.

Example 18.2 Par value company with a tainting amount on
commencement

Modest Models Pty Ltd was incorporated in 1990 under the
Corporations Lawlt issued 2 shares, each with a par value of $100

and a $50 premium. Those amounts were fully paid. In 1995 it issued 2
further shares. Again, each had a par value of $100, but they were only
partly paid as to $25 each.

On 1 July 1998, the amount standing to the credit of Modest Models
new share capital account was $500 (though its paid-up share capital
was only $350).

On 10 July 1998, the company capitalised profits by transferring
$8,000 worth of profits into its share capital account which resulted in
the share capital account becoming tainted.

On commencement of the new entity rules, the start-up contributed
capital of Modest Models is $350 worked out as follows:

e $8,500 (amount standing to credit of share capital account); less
e $150 (amount unpaid on shares); less

e $8,000 (tainting amount).
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Tainted share premiums

18.61 A tainted share premium account merged with share capital (less
any distribution from the account since that date) is also excluded from
contributed capital on commencement. The amount excluded is called the
net tainted amournsubsection 154-60(1), item 1 and subsection 154-60(B)}iS

aspect of the transitional reflects proposed subsection 160ARDM(2) of the
ITAA 1936.

Contributed capital of a (par value) company

18.62 Companies not incorporated underG@oeporations Lawwill

continue to have par value shares and share premium accounts; for
instance, companies incorporated under State legislation. Their
contributed capital at commencement is therefore dealt with by a separate
transitional rule.

18.63 The contributed capital of a par value company is the sum of
amounts paid up on its shares plus any share premiums held by it, retained
in the company at that dgt@bsection 154-60(1), item 2T his provision will

allow a par value company whose share premium account has been tainted
by inclusion of other amounts to separate out genuine share premiums and
include them in contributed capital on commencement.

Example 18.3 Par value company with a tainted share premium
account on commencement

Fishing Co-op Inc was incorporated under legislation passed by the
Tasmanian State Government. The amount paid up on shares issued by
it is $10,000. It also received share premiums of $5,000.

In 1999, its share premium account was tainted when profits were
transferred into the share premium account.

On commencement of the new entity rules, the start-up contributed
capital of Fishing Co-op Inc is $15,000. The tainted amoumdtis
included in its start-up contributed capital.

Par value / no par value distinction not relevant post-commencement

18.64 After commencement, par value and no par value companies will
both be able to rely on the same general concepts of contributed capital.
The definition has been cast in terms of contributions made for
membership interests. For the purpose of determining contributed capital
for tax purposes, the characterisation of a company’s share capital in terms
of par value or otherwise is irrelevant.
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Tainting rules not necessary

18.65 This streamlined approach to contributed capital also makes share
capital tainting rules unnecessary for tax purposes. The new law only adds
genuine share capital to contributed capital. The current law identifies
share capital in the first instance by reference to a share capital account.
There is then a need to exclude credits to that account that are not genuine
share capital (that is, tainted amounts).

Contributed capital of a company limited by guarantee

18.66 The contributed capital, at commencement, of a company limited
by guarantee is the sum of amounts, retained in the company at that date,
that was paid to it in satisfaction of the liability guaran{e@ssection

154-60(1), item 3] A company limited by guarantee does not have share
capital. A member’s obligation to contribute capital to it is limited to the
amount they agree (or guarantee) to contribute if the company is wound
up. Therefore, this transitional will generally only apply to establish actual
contributed capital for a company limited by guarantee that is in the course
of being wound up at commencement.

Companies limited both by shares and guarantee

18.67 A company can be limited by both shares and guarantee. Its
contributed capital on commencement is the sum of its share capital and
any amounts paid under guarantgessection 154-60(2)]

Other companies and limited partnerships

18.68 The contributed capital of other companies (e.g. unincorporated
bodies) at commencement is worked out as though the consistent entity
rules had applied to them at all times since they came into existence
[subsection 154-60(1), item 4]This will basically be the balance of amounts
paid to the entity to obtain a membership interest in the company. A
similar rule will probably apply to limited partnerships. This approach
mirrors the rules for previously excluded entities that become subject to
the consistent entity rules — that is, they reconstruct their contributed
capital account as though they had always been in the system. (This is
consistent with the way limited partnerships are taxed as companies under
current law.)
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Chapter 19
Collective investment vehicles

Outline of Chapter

19.1 Division 157 of the draft legislation provides additional rules for
certain entities, referred to as CIVs, and their members.

19.2 A CIV will not have to pay tax on its taxable income for an
income year if all, or virtually all, of its taxable income for that year is
distributed within that year or shortly afterwards.

19.3  When a CIV makes a distribution of taxable income for an

income year to a member within the income year or shortly afterwards, the
income retains its source and character as if that income had been received
directly by the member. Taxable income which flows from a CIV through

to its members in this way is taxed at the investor level only. This is

referred to as taxation of that taxable income @ava-throughbasis.

Context of Reform

19.4 In his press release of 22 February 1999, the Treasurer announced
that cash management trusts and, in principle, other CIVs would be taxed
on a flow-through basis under the new business entity tax regime outlined
in A New Tax Systerif tax were applied on these vehicles at the entity

level, low marginal rate investors would face a delay before refunds of
imputation credits were received and they would also incur additional
compliance requirements.

19.5  Section 16 of the Recommendations outlines the recommended
policy basis for the tax treatment of CIVs and their members. The key
recommendations are that distributions of taxable income be taxed on a
flow-through basis and that distributions of tax-preferred income not be
taxed at the time of the distribution. The closing tax value of the investor’s
interest in the CIV is reduced when distributions of contributed capital and
certain tax-preferred income is received.

19.6  This treatment seeks to ensure that investors who invest through a
CIV in order to obtain the benefits of a diversified investment portfolio are
not disadvantaged compared with investors who acquire the same

portfolio by investing directly.

19.7 Because a ClV’'s taxable income retains its character as, for
example, capital gains, dividends, or interest when distributed,
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non-resident portfolio investors will not be affected by entity taxation
when investing through CIVs.

19.8  To ensure that CIVs cannot compete unfairly with other entities,
as well as addressing compliance, complexity, and streaming issues, the
CIV rules are restricted to those entities meeting certain eligibility criteria.

Summary of new law

19.9  The following table sets out a summary of the new law.

Table 19.1

What the Division will do
Provides additional rules for the taxation |of

Division 157 CIVs and their members

Subdivision 157A Provides the circumstances where a CIV
will, and will not, be taxed

Subdivision 157B Provides how distributions made by a Cl
are taxed in the hands of recipient members

Subdivision 157C Provides how entities become a CIV

Subdivision 157D Provides the obligations of being a CIV

Subdivision 157E Provides what happens where an entity

becomes or ceases to be a CIV

Will CIVs be liable to pay tax opA CIV is not liable to pay income tax on its
their taxable income? taxable income for an income year if:

e it fully distributes that taxable incom¢
within that income year or within 2
months after the end of that year; or

U

o jt distributes 98% or more of that
taxable income within that income
year or within 2 months after the end
of that year, and it failed to fully
distribute all of that taxable income
because of an error or miscalculation
on its part.

When must distributions of A CIV's taxable income for an income year
taxable income be made so thatmust be distributed to members within that
a CIV need not pay any tax? | year or within 2 months after the end of the
year.
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How are distributions of taxablé
income treated in the hands of
recipient members?

2 Distributions of taxable income for an
income year to a member retain the sam

source and character of that income in the

hands of the member as if the member

received the income directly provided the

income is distributed within that year or
within 2 months after that year.

As a result, realised capital gains
distributed by the CIV to members retain

D

their character as capital gains in the hands

of the member receiving the distribution.

Members will apply the relevant percentage

reduction in the amount of gain to be
included for capital gains taxation.

Distributions of taxable income for an
income year which are not distributed
within 2 months after the end of that year
are treated as unfranked dividends.

How are other distributions
treated in the hands of recipien
members?

Certain distributions of tax-preferred
tincome (e.g. arising from depreciation
allowances) and contributed capital resul

It

in a decrease in the closing tax value of the

membership interest of the member equal

to the amount of the distribution.

Distributions attributable to pooled
development funds or infrastructure
borrowings result in a decreasing tax
adjustment for the member but not a
decrease in the closing tax value of the
member’s interest.
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What tax treatment applies to

redemptions or cancellations of cancellation or redemption of a member’s

membership interests?

Distributions made in relation to the

interest in a CIV are taken to be a
distribution of the CIV’s contributed
capital. The closing tax value of the
member’s interest will be reduced to zerg
upon the redemption or cancellation.
Provisions are being developed which wi
identify the taxable income as a capital g
or loss.

However, if the distribution is made at a
time when the CIV is winding down (i.e.
the CIV has undertaken a process that w
lead to its cessation), the member is take
to have received a proportionate slice of
CIV’s taxable income, tax-preferred
income, taxable income for an income ye
that has not been distributed within 2
months after the end of that year, and
contributed capital.

]

ain

the

ar
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What entities are eligible to be
treated as a CIV?

To be taxed as a CIV, an entity must sati
certain eligibility criteria including the
following:

the entity must be a fixed unit trust;

the entity must satisfy certain
ownership requirements including that
either:

— the entity is widely-held;

— every member of the entity is a
‘pooled investment entity’, a
government body not liable to tax,
or a non-resident entity; or

— the entity is a registered managed
investment scheme and 75% or
more of the membership interests
in the entity are held by pooled
investment entities;

the entity must have an Australian
presence;

the entity must be constituted by units
that confer a fixed equal beneficial
interest in all the assets of the trust;

the entity must invest in assets that are
of a ‘passive’ investment nature
although it could also trade in these
assets; and

the entity must elect to be taxed as a
CIV.

What are the obligations of
being a CIV?

Obligations of being a CIV include the
requirement:

to keep appropriate records of its
taxation affairs; and

with each distribution, and shortly
after the end of the income year,
provide members with a kkstatement
that sets out the information necessary
for the member to account for any
distributions that the member has
received in his or her tax return,
including advice as to how to adjust
tax values as appropriate.
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Comparison of key features of new law and current law

19.10 The following table sets out a comparison of the key features of
the tax treatment applying under the new law compared with the current.

Table 19.2

New Law

Current Law

The taxable income of the CIV is
calculated as though the CIV is a
resident entity (with adjustments to
exclude certain exemptions and
concessions which are intended for

development concessions).

‘active’ businesses such as research and

The net income of the unit trust is
calculated as though the unit trust
a resident individual taxpayer.

Investors are taxed on distributions of
taxable income in the income year in
which the distribution from the CIV is
received, or deemed to have been
received.

Investors are taxed on a present
entitlement basis in relation to the
net income of the trust where the
trust is not taxed on a corporate
basis.

is

The taxable income of a CIV retains it
source and character in the hands of t
member only if distributed within a
specified period.

5 The net income of the unit trust
heetains its source and character in
the hands of the investor.

Distributions of certain tax-preferred

income and contributed capital up to t
tax value of the unit are not taxed upo
distribution. The closing tax value of th
member’s interest is reduced by the
amount that is distributed. Any excess
of the distribution over the tax value is
taxed on receipt.

Broadly speaking, distributions of
heontributed capital and
ntax-preferred income up to the tax
evalue of the unit are not taxed upo
creation of a present entitlement o
upon distribution. However, the co
base of the unit is reduced by the
amount of contributed capital or
tax-preferred income that is
distributed. Any excess of the
distribution over the cost base is
taxed on receipt.

>

St

The trustee is liable to pay tax at the
entity rate on any taxable income that
not distributed within the income year
or shortly afterwards.

The trustee would not be liable to
igax in those cases where the
beneficiary is presently entitled to
all of the income. Where the trust
taxed on a corporate basis the
trustee bears the primary liability t

O

tax.
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Detailed explanation of new law

What are the requirements of being a CIV?

19.11 Subdivision 157-C explains which tax entities may become CIVs
for tax purposes and how they become a CIV.

19.12 In summary, an entity must meet all of the following
requirements at a particular time to be eligible to be treated as a CIV for
taxation purposes:

¢ the entity must be a fixed trust that is a unit tfpetgraph
157-95(1)(a)]

¢ the entity must have an Australian presepasgraphs
157-95(3(b) and (c)]

¢ the entity must satisfy certain membership eligibility
requirementgparagraph 157-95(1)(d)]

e the membership interests in the entity must be all equivalent
[paragraph 157-95(1)(e)]and

¢ the entity’s activities must be limited to eligible ‘investment
activities’ [paragraph 157-95(1)(f)]

19.13 These eligibility requirements serve several purposes including
that CIVs do not use the additional tax rules applying to them to compete
unfairly with other entities. The range of investments that can be
undertaken by CIVs is restricted to those of a ‘passive’ kind. Broadly
speaking, this includes investment in land for rental and investment
(including fixtures such as buildings but not, for example, the provision of
services in buildings) or trading in a range of financial arrangements
including shares, trust units, and bonds. Further, the requirement for CIVs
to have an Australian presence will ensure that appropriate compliance
with the CIV rules can be monitored by the ATO, something that would
not be possible if non-resident entities could be CIVs.

19.14 The eligibility requirements do not impose a requirement for
members of the CIV to have the same income year as the CIV. However,
action may be taken if there is evidence that this flexibility is being
exploited to defer the payment of tax by distributing taxable income
through a series of other CIVs with slightly overlapping income years.

What is a fixed trust?

19.15 A fixed trust is a trust where all of the income and capital of the
trust is the subject of fixed entitlements held by the members. In this
context, a member can be a natural person, a company, a trustee or the
partners in a partnership. Therefore, an entity where some part of the
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income or capital may be distributed at the discretion of the trustee or
another member will not be a fixed trusiubsection 995-1(1)]

What is an Australian presence?

19.16 An entity must have an Australian presence if it is to be treated as
a CIV. A CIV will have an Australian presence when the following 2
conditions are met:

¢ the central management and control of the entity is in
Australia[paragraph 157-95(1)(b)]and

e at least one trustee of the entity is resident in Australia.
[paragraph 157-95(1)(c)]

When does a trust have membership interests that are all equivalent?

19.17 The entity must be constituted by equivalent membership
interests if it is to be treated as a CIV for taxation purposes. Equivalent
membership interests will arise where:

e each membership interest in the entity carries the same fixed
beneficial interest in all of the entity’s assgtsagraph
157-95(3)(a)] and

e each membership interest carries a right to share equally in any
distributions of tax-preferred income or contributed capital
and any distributions from taxable income from a particular
source or of a particular characfgdaragraph 157-95(3)(b)]

19.18 The equivalent interest requirement in respect of taxable income
is illustrated in the example below.

Example 19.1

A CIV with 500 members (half of which are non-residents) each
holding one unit in the entity makes a distribution from its taxable
income of $5,000. The distribution from the CIV comprises $2,500 in
foreign source income and $2,500 in dividend income.

The requirement that membership interests share equally in any
distributions from taxable income from a particular source or character
would prohibit the CIV from distributing foreign source income to
non-resident members only, and distributing dividend income to
resident members only. Instead, the income would have to be
distributed equally to each unit held so that the holder of each unit
received $5 of foreign source income and $5 of dividend income.

What are eligible ‘investment activities’?

19.19 The entity’s activities must also be limited to a defined range of
‘investment activities’ if it is to be treated as a CIV for taxation purposes.
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Restricting CIVs to generally ‘passive’ investment in the form of investing
in land, or investing and trading in financial arrangements such as shares,
trust units and bonds is intended to maintain competitive neutrality with
entities subject to tax under the consistent entity rules. An entity’s
activities are limited to investment activities that consist wholly of either
or wholly of both:

e investing in land (which includes fixtures), or an interest in
land, for the primary purpose of receiving rgmatagraph
157-95(4)(a)] Or

e investing or trading in any, or all, of the following:

— secured or unsecured loans (including deposits with a
bank, debentures, stock or other securifsparagraph
157-95(4)(b)(i)]

— bonds, debentures, stocks or other securities
[subparagraph 157-95(4)(b)(ii}]

— shares in a compamubparagraph 157-95(4)(b)(iii)];

— units in a unit trusfsubparagraph 157-95(4)(b)(iv)]

— futures contractgubparagraph 157-95(4)(b)(v)]

— forward contractgubparagraph 157-95(4)(b)(vi)]

— interest rate swap contra¢¢sbparagraph 157-95(4)(b)(vii)]
— currency swap contracfsibparagraph 157-95(4)(b)(viii)]

— forward exchange rate contragisbparagraph
157-95(4)(b)(ix)]

— forward interest rate contragtsbparagraph
157-95(4)(b)(x)]

— life insurance policiegubparagraph 157-95(4)(b)(xi)]

— aright or option in respect of such a loan, security,
share, unit, contract, or poli¢subparagraph
157-95(4)(b)(xii)] Or

— any similar financial instrumentsubparagraph
157-95(4)(b)(xiii)}

19.20 A CIV will not meet the investment activity requirement if it is
able to undertake non-investment activities using another tax entity that it
directly or indirectly controls or is able to control. This rule ensures that
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the restriction that CIVs only undertake defined investment activities
cannot be circumventefsubsection 157-95(5)]

19.21 Special rules will also apply to prevent CIVs from circumventing
the eligible investment activities test by using stapled-stock type
arrangements. The effect of these rules is that an entity will not satisfy the
eligible investment activities test if:

e the membership interests in the entity (i.e. the first entity) are
stapled to membership interests in another entity (i.e. the
active entity)paragraph 157-95(6)(a)]

¢ the activities of the active entity are not limited to investment
activities[paragraph 157-95(6)(bj] and

¢ the first entity and the active entity are parties to an agreement
under which the active entity pays rent, interest, dividends or
other returns to the first entifyaragraph 157-95(6)(c)]

19.22 For the purposes of this rule, membership interests are stapled if,
by becoming a member of one of the entities, the member becomes, or
may become, a member of the other emitysection 157-95(7)]

Example 19.2

A unit trust enters into an arrangement by leasing a hotel that it owns
to a management company.

The company uses the hotel as part of its business operations to derive
profits, operations that would not satisfy the passive activity test under
the CIV rules.

As part of the arrangement, the company agrees to pay rent to the unit
trust in return for use of the hotel. The rent received by the unit trust
satisfies the passive activity test.
An investor buys an interest in the unit trust. By becoming a member in
the unit trust, the member also becomes a member of the company
because the interests in both entities are stapled.
The unit trust is seeking to be taxed as a CIV.
The stapled stock rule prevents the unit trust from satisfying the
passive activity test. The unit trust is therefore ineligible to be taxed as
a ClV.

When will an entity meet the membership eligibility requirements?

19.23 To be eligible to be treated as a CIV, entities must satisfy certain
membership eligibility requirements. These requirements are that either:

¢ the entity is widely-held [subparagraph 157-95(1)(d)(i)];
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e every member of the entity is one or more of the following
[subparagraph 157-95(1)(d)(ii)]

— a ‘pooled investment entity’ (see paragraph 19.26);
— anon-resident entity (other than an individual); or

— a government body that is not liable to pay income tax;
or

¢ the entity is a registered managed investment scheme within
the meaning of thblanaged Investment Act 19g&e
paragraph 19.32) and 75% or more of the membership
interests in the entity are held by pooled investment entities
[subparagraph 157-95(1)(d)(iii)]

What is the widely-held test?

19.24  An entity will be taken to be widely-held if the entity has at least
300 members andubsection 960-110(1)]

e 20 or fewer individuals between them do not hold, directly or
indirectly, and for their own benefit, 75% or more of the fixed
entitlements to income or capital of the entity (i.e. the
concentrated ownership tegi)bsection 960-110(2)jand

¢ the entity’s constituent documents do not permit the rights of
membership interests being varied or abrogated in such a way
that would result in the entity no longer being widely-held
within the meaning of ‘widely-held’ testsubsection 960-110(3)]

19.25 For the purposes of this test all of the following are taken to be a
single individual:

¢ an individual, whether or not the individual holds membership
interests in the entity;

e the individual's associates; and

¢ in relation to any membership interests in respect of which
other individuals are nominees of the individual or of the
individual’'s associates — those other individuals.

[Subsection 960-115(4)]
What is a pooled investment entity?

19.26 Entities will satisfy the membership eligibility requirements if
every member of the entity is a ‘pooled investment ertityparagraph
157-95(1)(d)(ii)}
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19.27 For this purpose, a pooled investment entity includes:
e another CIV [paragraph 157-95(2)(a)];

e a complying superannuation fund (other than an excluded
fund) [paragraph 157-95(2)(b}]

e a complying approved deposit fufpdragraph 157-95(2)(c)]
e a pooled superannuation tr@isiragraph 157-95(2)(d)]

e a statutory fund of a life insurance comp@yagraph
157-95(2)(e)]

¢ a friendly society (in respect of its life insurance business)
[paragraph 157-95(2)(f)]

19.28 An entity will also satisfy the membership eligibility
requirements if every member of the entity is a government body that is
not liable to pay income tax or a non-resident entity (other than an
individual) [subparagraph 157-95(1)(d)(ii)]

19.29 A government body for this purpose means:

e a government, or an authority of a government, that is not
liable to income tax;

e a State/Territory Body (STB) (within the meaning of Division
1AB of the ITAA 1936) the income of which is wholly exempt
from tax; or

e a body or association to which subsection 30-20(1), 30-25(1),
or section 50-25 of the ITAA 19%pplies.

[Section 995-1]

19.30 It follows that an entity could satisfy the membership eligibility
requirements if the entity’'s membership interests were entirely held by, for
example, a single non-resident entity.

19.31 Finally, an entity will also satisfy the membership eligibility
requirements if the entity is a registered managed investment scheme and
75% or more of the membership interests are held by pooled investment
entities[subparagraph 157-95(1)(d)(iii)]

19.32 A registered managed investment scheme takes its meaning from
theManaged Investments Act 19%8gistered managed investment
schemes generally have at least 20 members and must comply with a
number of regulatory safeguards which will ensure that the CIV rules are
only available to genuine managed investment activities. For example, in
deciding whether or not to issue a licence, the Australian Securities and
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Investments Commission is required to consider the applicant’'s good fame
and character, expertise and ability to perform duties associated with being
responsible for the management of the scheme (i.e. the responsible entity).
The responsible entity is also required to hold a securities dealer’s licence
which will authorise it to operate a managed investment scheme.

How does an entity elect to be a taxed as a CIV?

19.33 To be taxed as a CIV an entity must make an irrevocable election

(in addition to satisfying the eligibility requirements discussed above).
[Subsection 157-100(1)]

19.34 The election must be in writing and a copy given to the
Commissioner within 21 days of the election being madgections

157-105(1) and (4)]An entity can only ever make one election to be taxed as
a CIV [subsection 157-105(1)]

19.35 The election must provide the following details:

¢ the day on which the election is to take effpatagraph
157-105(2)(a)] The date specified on the notice must be later
than the day on which the election is m@aesection
157-105(3)]

¢ the entity’'s name, address, Tax File Number (if it has one),
and Australian Business Number of the entity (if it has one)
[paragraphs 157-105(2)(b) and (¢)and

¢ any further information as required by the Commissioner
[paragraph 157-105(2)(d)]

19.36 The entity may apply to the Commissioner for a different day to
that specified in the election for commencement of being treated as a CIV.
The Commissioner may approve in writing a different day as the day on
which the election takes effect. The entity can also request that the

Commissioner change the day that may have already been approved.
[Subsections 157-105(5) and (6)]

19.37 The election takes effect on the date specified in the election
unless the Commissioner has approved another day. If an entity applies to
the Commissioner for a different day more than once, the election takes
effect on the day specified in the notice most recently approved by the
CommissionerfSubsection 157-105(7)]

19.38 Once an entity makes an election, it is treated as a CIV from the
time the written election takes effect (and will not be a CIV from the time
it ceases to be eligible to be a ClY8ubsection 157-100(2)]
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Are there any occasions where a CIV can fail the widely-held
requirement and continue to be treated as a CIV?

19.39 There are 3 occasions where a CIV can fail the widely-held
requirement and continue to be treated as a CIV. These are where:

¢ the entity is within the first 6 months of becoming a CIV
[subsection 157-110(3)]

¢ the entity has given notice to its members that it is to wind
down([subsection 157-110(6)Jor

e in certain circumstances, the entity fails theimum
membership requiremenfsee paragraph 19.47) of the
widely-held test due to fluctuations in membership numbers
because of ordinary trading in membership intefesisection
157-110(4)]

Start-up period

19.40 Because it is often the case that entities in which membership
interests are offered may take a while to grow, an entity that elects to
become a CIV will be deemed to be a CIV during its start-up period even

if it does not strictly meet the widely-held requiremgaitsection

157-110(3)] The widely-held requirement is that criteria that requires a CIV

to have at least 300 members and to meet the concentrated ownership test
(see paragraph 19.2@)bsection 157-110(1)]

19.41 As aresult, the widely-held requirement does not apply to an
entity for the first 6 months after it becomes a CIV.

Wind down period

19.42 An entity may give to its members written notice that the entity is
to wind down. The notice must be given in the same way as a notice under
the entity’s constituent documedatibsection 157-110(6)]

19.43 The entity must also furnish the Commissioner with a copy of the
notice within 21 days of it being given to the memlj®ssection
157-110(7)]

19.44 Where an entity provides a notice of its intention to wind down,
the entity remains subject to the CIV rules (even though it may not satisfy
the widely-held requirement during the course of the wind down period)
for the period starting from:

¢ when the notice is given to membgraagraph 157-110(8)(a)]
and
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¢ ending when either the entity is wound up or within 12 months
of the members being notified, whichever happens first
[paragraph 157-110(8)(b)]

19.45 The Commissioner has the discretion to extend this period
[subsection 157-110(9)]

Membership fluctuations

19.46 An entity will also not cease to be a CIV if it fails thi@imum
membership requiremeraf the widely-held test because of fluctuations
in membership numbers due to ordinary trading in membership interests
and either:

¢ the period of the entity’s failure to meet the minimum
membership requirements does not exceed 21 continuous days
[subparagraph 157-110(4)(b)(i)]or

e within the 21 day period the entity provides a notice to its
members of its intention to wind down the trust (see paragraph
19.42 above)subparagraph 157-110(4)(b)(ii)]

19.47 Theminimum membership requiremens that criterion

requiring CIVs to have at least 300 membhsussection 157-110(2)]

Therefore, an entity wanting to be treated as a CIV must always satisfy the
concentrated ownership test unless it is within the start-up or wind down
period.

19.48 It follows that where an entity fails to satisfy the minimum
membership requirement at the end of 21 days the entity will cease to be
treated as a CIV from the first day it failed, unless it has provided a notice
under subsection 157-110(6) to wind down the trust within that 21 day
period.

19.49 The Commissioner also has a discretion to extend the 21 day
period discussed aboysibsection 157-110(5)]In deciding whether to
exercise this discretion the Commissioner would have regard to the
following:

¢ the nature of the failure to satisfy the widely-held test
[paragraph 157-110(5)(a)]

¢ the events that led to the shortfalragraph 157-110(5)(b)]
¢ the duration of the shortfgbaragraph 157-110(5)(c)]

¢ the extent to which there may have been previous shortfall
occurrencegaragraph 157-110(5)(d)]
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¢ any other matters the Commissioner considers relevant
[paragraph 157-110(5)(e)]

Example 19.3

A CIV fails to satisfy the minimum membership requirement on, say,
1 August 2005.

The CIV makes a decision to wind down as it is unlikely to be able to
satisfy the minimum membership requirements within the next
21 days.

The CIV provides a wind down notice to its members on
14 August 2005.

As the notice was provided within 21 days of the CIV failing to meet
the minimum membership requirement, the CIV will continue to be
treated as a CIV for the duration of the wind down. This treatment will,
generally, not exceed 12 months.

However, if the CIV did not provide a wind down notice during the

21 day period and continued to fail the minimum membership
requirements within that period, the entity would cease to be a CIV
from 1 August 2005. Therefore, the CIV would be taxed as an ordinary
entity thereafter.

What obligations does a CIV have?
19.50 A CIV s required to keep accurate records for each income year
that show the following details:

e the source and character of taxable income for that income
year[paragraph 157-120(a}]

¢ the amount of taxable income which is attributable to each of
those sources or which has that character for the income year
[paragraph 157-120(b}]

e what distributions it makes from:

— its taxable income for that ye@ubparagraph
157-120(c)(i)]

— an accumulated taxable amount (see paragraph 19.77)
[subparagraph 157-120(c)(ii)]

— other sources [subparagraph 157-120(c)(iii)]; and

e any other information necessary for giving members
distribution statements or annual statements (explained below
at paragraphs 19.52 and 19.53)agraph 157-120(d)]
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19.51 An entity must also notify the Commissioner within 21 days after
it ceases to be eligible to be a g¥éction 157-135]

Distribution and annual statements

19.52 In addition, if a CIV makes a distribution to a member, the CIV
must give that member, at the time the distribution is made, a distribution
statemenfsection 157-125] The distribution statement must set out the
following information:

e the amount of the distributigparagraph 157-125(a)]
e how much of the distribution is from:
— taxable incomégsubparagraph 157-125(b)(i)]

— an accumulated taxable amo(sbparagraph
157-125(b)(ii)}]

— other sourcegubparagraph 157-125(b)(iii)];
e to the extent that the distribution is from taxable income;

— the source and character of the incgsneparagraph
157-125(c)(i)]

— whether any withholding taxes have been deducted (if
the income was in the form of dividends, interest or
royalties)[subparagraph 157-125(c)(ii)]

— whether any amounts have been withheld if the income
was other than dividends, interest or royalties
[subparagraph 157-125(c)(iii}]

— the extent to which the income was franktparagraph
157-125(c)(iv)]

¢ the effect that the distribution may have on the tax value of the
member’s membership interest in the CIV and, if a distribution
does change that value, how the change in value should be
reflected in the taxpayer’s tax retyparagraph 157-125(d}]

¢ the nature and amount of any decreasing adjustment that may
be required because the distribution includes amounts
described in section 157-75 (i.e. receipts arising from shares in
a pooled development fund or payments relating to
infrastructure borrowinggparagraph 157-125(e)]

e any other information that is required by the Commissioner
[paragraph 157-125(f)]
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19.53 Similar information statements are also required to be given to
members after the end of the income year, with the additional requirement
that the distribution statement show the amount of foreign tax which has
been paid on the income, if aRybparagraph 157-130(1)(d)(v)[These

statements are required to be provided to members within 21 days after the
end of thdlistribution periodfor the income year (see paragraph 19.59)
[subsection 157-130(1)] The Commissioner has the discretion to extend the

21 day periodsubsection 157-130(2)]

What are the consequences if an entity enters or leaves the CIV rules
part way through an income year?

19.54 Where an entity enters or leaves the CIV rules during the income
year, the period before the entity became a CIV, the period during which
the entity was a CIV, and any period after the entity ceased to be a CIV are
treated as separate income yegs:tion 157-145]

19.55 Under the CIV rules, CIVs will be prevented from maintaining
franking accounts and therefore will not be abl&aak distributions

made to members (although franking credits will be capable of flowing
through to members where the CIV receives franked dividend income). As
an exception to the foregoing rule a CIV nfink a distribution if:

e immediately before it became a CIV it had a franking account
surplusfparagraph 157-150(a)]

e within 2 months after becoming a CIV it makes a distribution
out of taxable income for an income year before it became a
CIV [paragraph 157-150(b)]and

¢ it would have been able to frank the distribution to the same
extent had the entity not become a {d¥&tagraph 157-150(c)]

19.56 In effect, the provisions treat these distributions as if they are
frankable dividends under the current imputation rules.

19.57 Rules are being developed to provide transitional roll-over relief
in certain circumstances for the transfer of a company’s business, or all of
a company’s assets, to a unit trust that comes under the CIV rules.

How are collective investment vehicles taxed?

19.58 Subdivision 157-A of the draft legislation provides additional
rules for the taxation of CIVs. The effect of these rules is that a CIV will
generally not have to pay income tax on its taxable income for an income
year[section 157-10] The exception is where a CIV does not distribute all,

or virtually all, of its taxable income for an income year before the end of
thedistribution period(see paragraph 19.53¢ction 157-15]A CIV’s

taxable income for the purposes of these rules is worked out on the basis
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that it is a resident entity to which the consistent entity treatment rules
apply[section 157-30] Rules are being developed to exclude concessions
intended to be only available to active businesses taxed under the
consistent entity rules (e.g. the research and development allowance will
not be available to CIVS).

19.59 The rules rely ondistribution periodconcept to ensure that
taxable income received by a CIV in an income year can flow through to
members in the same income year. Under this concept, the distribution
period starts at the beginning of the relevant income year and ends two
months after the end of that ygsiction 157-25] This concept is illustrated

in Diagram 19.1.

Diagram 19.1
CIV’s income year

A
4 A

2 months

- /

Distribution period

Example 19.4

A CIV with an income year ending 30 June 2005 makes a distribution
from its taxable income for that year on 2 August 2005.

In determining the CIV’s liability to pay tax on its taxable income for
the 2004-2005 income year, the distribution is taken to have been made
during the 2004-2005 income year.

19.60 In determining the extent to which a CIV has distributed its
taxable income for an income year, the following distributions are taken
into account:

e the total amount of distributions it makes from taxable income
[paragraph 157-20(a)]

¢ the total amount of franking credits it passes on to members
from that incomegparagraph 157-20(b)] and

¢ the total amount of foreign tax credits it passes on to members
from that incomeparagraph 157-20(c)]

19.61 Where the sum of the amounts in the preceding paragraph is
equal to the CIV’s taxable income for an income year, the CIV is not
liable to pay income tax on its taxable incopusection 157-10(1)]
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19.62 Franking credits and foreign tax credits passed on by a CIV to its
members are included in the calculation of the amount of taxable income
that it has distributed on the basis that these amounts would have been
included in the CIV’s taxable income when the income to which they
relate was included.

19.63 A CIV will also not be liable to pay income tax on its taxable
income for an income year if the amount it distributes from that taxable
income before the end of the distribution period is equal to, or more than,
98% of its taxable incomaragraph 157-10(2)(a)] However, this particular
rule only applies if the CIV’s failure to fully distribute all of its taxable
income before the end of the distribution period was the result of an error
or miscalculation on its pajgaragraph 157-10(2)(b)] Therefore, the rule will
not provide any relief to a CIV where it has deliberately not distributed all
of its taxable income.

19.64 In circumstances where a CIV fails to distribute the requisite
level of taxable income, the CIV will be liable for income tax on its
taxable income for an income year equal to the difference between:

e the amount of that taxable income; and

¢ the amount of taxable income that it distributes before the end
of the distribution period.

[Section 157-15]

Example 19.5

A CIV has taxable income of $100,000 for the 2000-2001 income year.
Before the end of the distribution period it distributes $80,000 of that
income to members. As a result, the CIV would be liable to pay tax at
the prevailing entity tax rate on $20,000 of its taxable income.

How are distributions by collective investment vehicles taxed in the
hands of members who receive them?

19.65 Where a distribution made by a CIV daescancel the
membership interest of the member, the resulting tax treatment depends
on whether the distribution is from:

e taxable incomégparagraph 157-50(1)(a)];

e an accumulated taxable amount (explained in paragraph 19.77)
[paragraph 157-50(1)(b)] Or

e some other sourdparagraph 157-50(1)(c)].

19.66 If the CIV is unable to establish the funds from which the
distribution came, the distribution will be taken to have been made from
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taxable income in the form of an unfranked dividend paid by a resident
company out of profits received by it from sources in Austfali@ection
157-50(2)]

19.67 By express provision, the profits-first rule contained in section
154-1 of the consistent entity rules does not apply to Gh¥section
157-50(3)] Therefore, a CIV can make a distribution from contributed
capital at a particular time even if it has taxable income available to
distribute at that time.

Distributions from taxable income

19.68 Where a CIV makes a distribution to a member from its taxable
income for an income year and the distribution is made after the end of the
income year and before the end of the distribution period for that year, the
member is taken to have received the distribution on the last day of that
income yeafsection 157-45] This approach is consistent with the

distribution period concept as it applies to CIVs.

Example 19.6

If a CIV with an income year ending 30 June 2005 makes a distribution
from its taxable income for that income year on, say, 1 August 2005,
the member will be taken to have received the distribution on

30 June 2005 and will be required to include the distribution in his or
her taxable income in the correlating income year. Consequently, the
member will not include the distribution in his or her taxable income in
the year in which thactualdistribution is received.

Source and character

19.69 Where a CIV makes a distribution to a member from its taxable
income for an income year and the distribution is from taxable income
having a particular source and character, the distribution retains the same
source and character in the hands of the meligection 157-55(1)]In

other words, the distribution retains the same source and character in the
hands of the member as if the member had received the income directly.

19.70 The term ‘source’ is a reference to the source of the income,
whether in or out of Australia. The source of a particular distribution of
taxable income may be relevant for determining whether a CIV has further
withholding tax obligations. These obligations will be addressed in future
rules dealing with withholding tax issues.

19.71 The term ‘character’ describes different types of taxable income
including, but not limited to, interest income, dividend income, royalty
income, business income, and income in the nature of a capital gain.

19.72 It follows that if a CIV receives, say, interest income from
Australian sources, any distribution from that income will retain its source
and character in the hands of the member receiving the distribution.
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19.73 The requirement that a CIV be constituted by equal membership
interests extends to an equal interest in the source and character of
distributions made from taxable incomMeebparagraph 157-95(3)(b)(i)]

Therefore, a CIV cannot distribute taxable income with a particular source
and character to certain members and distribute taxable income with a
different source and character to other members. This structural design
feature prevents different kinds of distributions being streamed to certain
members depending on their tax preferences.

19.74 If a CIV cannot establish the source and character of a
distribution it makes from its taxable income, the distribution is taken to
be an unfranked dividend paid by a resident company out of profits
received by it from sources in Australjgubsection 157-50(2)]

Distributions of taxable income from foreign source to non-resident

19.75 If a CIV distributes foreign source income from its taxable

income to a non-resident, section 157-60 will have the effect that the
foreign source income is exempt from Australian taxation in the hands of
that member. This is achieved by providing the non-resident member with
a decreasing tax adjustment equal to the amount of the foreign source
income included in his or her taxable incogetion 157-60] This

provision is necessary because international tax agreements may treat the
distribution as being attributable to an Australian permanent establishment
and therefore subject to Australian taxation in the hands of non-resident
members.

Distributions of accumulated taxable amounts

19.76 Where a CIV makes a distribution of an ‘accumulated taxable
amount’, the member is taken to have received an unfranked dividend paid
by a resident company out of profits received by it from sources in
Australia[subsection 157-65(1)]

19.77 For this purpose, an accumulated taxable amount includes the
following:

¢ either the whole or any part of a CIV’s taxable income for an
income year that it did not distribute within the distribution
period for that yeasubsection 157-65(2)]

¢ either the whole or any part of a CIV’s taxable income for an
income year that it did not distribute before the end of 2
months after it first became a Calbsection 157-65(3)]and

e after commencement of the provisions, any amount of a CIV'’s
tax-preferred income that it did not distribute before the time it
first became a Cl\subsection 157-65(4)]
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19.78 Tax-preferred income is worked out using the formula:

Net market value of assets — Contributed capital — Taxable income
[Subsection 157-65(5)]

19.79 The terms ‘contributed capital’ and ‘net market value of assets’
take their meaning from the consistent entity rules and are determined
immediately before the entity becomes a CIV. The term ‘taxable income’
is the entity’s taxable income for the income year that ends immediately
before it became a ClMubsection 157-65(5)]Section 157-145 will have the
effect that the period ending immediately before the entity became a CIV
will be treated as a separate income year.

19.80 Special rules may be needed to deal with circumstances where an
entity converts into a CIV after the date of enactment and the entity has
unrealised capital gains at the time of conversion. There are several
options that could be developed. One option may be to require entities to
liquidate before converting to a CIV after an appropriate transition period.
Another option may be to reduce the accumulated taxable amount when
unrealised gains that existed at the time the entity became a CIV are
realised and to tax the distribution as an unfranked dividend.

Distributions of other amounts

19.81 Where a CIV makes a distribution and the distributiootis
from:

its taxable incomesubparagraph 157-70(b)(i)];
e an accumulated taxable amo{gbparagraph 157-70(b)(ii)]

e receipts arising from shares in a pooled development fund
[subparagraph 157-70(b)(iii}] Or

e payments relating to infrastructure borrowingparagraph
157-70(b)(iv)]

the consistent entity rules apply to the distribution as if it were a
distribution from the CIV’s contributed capitaéction 157-70] These

amounts would include such things as the CIV’s contributed capital and
tax-preferred income (other than tax-preferred income that is deemed to be
an accumulated taxable amount under subsection 157-65(4)). This would
include amounts freed from tax by accelerated depreciation allowances.

19.82 The effect of subsection 157-70 is that there will be a decrease in
the closing tax value of the membership interest held by the member equal
to the amount of the distribution. Broadly speaking, if the distribution is
greater than the closing tax value of the member’s interest, the excess will
be taxed immediately. However, if the distribution is less than the closing
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tax value of the member’s interest, tax will not be collected until such
time that the interest is disposed of.

19.83 Where a distribution is from income arising from shares in a
pooled development fund or payments relating to infrastructure
borrowings, the distribution will not result in a decrease in the closing tax
value of the membership interest held by the member. Furthermore, such
distributions are effectively free of tax in the hands of the member
receiving the distribution as a result of a decreasing tax adjustment for the
member in the relevant income year equal to the amount of the
distribution.[Section 157-75]

Redemptions and cancellations

19.84 Where a CIV makes a distribution to a member that has the effect
of cancelling or redeeming the membership interest, the distribution is
treated as a distribution of contributed caftabsection 157-80(2)]In this

way the tax treatment is consistent with the outcome that would have
occurred had the member disposed of the interest by selling it on market.
However, this treatment only applies where the distributiomisnade

during the ‘wind down period’ set out in subsection 157-11p&Bagraph
157-80(2)(c)]

19.85 The slice approach that operates under the consistent entity rules
does not apply to distributions made by a CIV that extinguish the
membership interests of membeggaibsection 157-80(1)]

Example 19.7

Peter buys units in a CIV for $2,000. Less than a year later, he redeems
the units for $2,200 consideration. Peter would include the $2,200
consideration as a receipt in the calculation of his taxable income.

Peter would also reduce the closing tax value of the units to $0.
Therefore, Peter would have taxable income of $200 as a result of the
redemption. (Provisions are being developed which would identify the
$200 taxable income as a capital gain if the unit had been held for a
year or more.)

Example 19.8

Lucy buys units in a CIV for $1,000. The units are subsequently
redeemed for $800. Lucy would include the $800 consideration as a
receipt in the calculation of her taxable income. Lucy would also
reduce the closing tax value of the units to $0. Therefore, Lucy would
have a loss of $200 as a result of the redemption.

19.86 However, special rules apply where the CIV makes a distribution
during the wind down period that has the effect of cancelling or
redeeming a membership intergsbsection 157-80(3)]JAn explanation of

the wind down period is provided in paragraph 19.44. The effect of these
rules is that the member having his or her membership interest cancelled
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or redeemed will be taken to have received a slice of the CIV's taxable
income, accumulated taxable amounts, and other amounts. The respective
amounts are calculated in accordance with the formula provided in
subsection 157-80(3). For example, the slice of taxable income for a
distribution is determined using the formula:

Available taxable income
immediately before distribution
Net market value of assets
immediately before distribution

Amount of distributionx

[Paragraph 157-80(3)(d)]

19.87 Similarly, the slice taken to be an accumulated taxable amount is
determined using the formula:

Sum of accumulated taxable amounts
immediately before distribution
Net market value of assets
immediately before distribution

Amount of distributionx

[Paragraph 157-80(3)(e)]

19.88 The balance of the distribution will be taken to be neither from
taxable income nor an accumulated taxable amount and will therefore be

taxed as if it is a distribution of the CIV’s contributed capjtadragraph
157-80(3)(f)]

Example 19.9
Joan holds 1,000 units in a CIV.

The CIV gives notice to its members, including Joan, that it is to wind
down, effective immediately.

Shortly afterwards the CIV makes a $100 distribution to Joan to
redeem all of her units.

Immediately before the distribution to Joan, the CIV calculates the
following:

¢ net market value of its assets — $200,000;
e available taxable income — $50,000;
e accumulated taxable amounts — $20,000.

When Joan receives the $100 distribution it would be taken to be
comprised of the following amounts:

Taxable income

Available taxable income

. immediately before distribution
Amount of distributionx y
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Net market value of assets
immediately before distribution

=$100 x $50,000
$200,000
=$25

Accumulated taxable amounts

Sum of accumulated taxable amounts
immediately before distribution
Net market value of assets
immediately before distribution

Amount of distribution
X

=$100 «x $20,000
$200,000

= $10

Balance

$100 - $25 - $10 = $65

In summary, the $100 distribution in the hands of the Joan would be
taken to be:

e $35 of taxable income:

— $25 of which would have the source and character as it
did in the CIV; and

— $10 would be taken to be an unfranked dividend;

e $65 of the CIV’s contributed capital and tax-preferred income.
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Defined terms

Definition

Paragraph Number

adjusted cost

7.71

amortisation of discount or premium 7.68
amortisation rate 71.72

asset 5.14
available profits 12.11
business 10.11
class 18.25
closely-held 13.30
closing tax value 3.51, 3.52
collective investment vehicles 13.18
company limited by guarantee 14.15
company limited by shares 14.15
consistent entity rules 13.5
contributed capital 12.11

cost 5.57t05.81
deceased estate 13.14
decreasing adjustment 3.54, 3.55
depreciating asset 9.12
diminishing value rate 9.45
distribution 12.11

face value 7.54

fair market value 15.18
financial asset 8.25
financial liability 8.25
financial year 2.14

hold 5.11,5.34
income tax law adjustment 3.53to 3.56
income year 2.14,2.16
increasing adjustment 3.54, 3.55
index 7.67

index % 7.57
indexation time 7.65
interest % 7.40, 7.57
interest rate 7.62
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Definition

Paragraph Number

last adjusted cost

7.71

last face value 7.53

last tax value 7.52

liability 8.15

member 12.11, 14.6, 14.9

membership interest

12.11, 14.9, 14.13, 14.7

minimum membership requirement

19.39, 19.46, 19.47

money 3.29

money account 3.30, 3.31

net exempt income 3.67

netincome 3.2310 3.25

net market value 12.11

non-cash benefit 5.82105.85
on-market buy back 13.44

opening tax value 3.50

paid-up share capital 18.57

pay 3.32, 3.34, 3.39, 3.40
prime cost rate 9.44

prior taxed amounts 14.57

private asset 4.65

private liability 4.76
proportionate rearrangements of membership intergsts  16.19
rearrangement of membership interests 16.12

receipts at the test time 7.45

receive 3.32,3.34103.38
tax entity 2.9,13.7

tax offset 2.26

tax value 3.13, 3.48,5.10, 5.77
tax-free recipient 14.59

taxpayer 2.10

trading stock 10.11
widely-held 13.30

you 2.17
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4-25 14.22

4-50 5.48

5-10 2.1,2.21,2.26, 2.27, 2.28, 4.8
5-15 3.17,3.18, 4.8

5-50 3.15
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