Elements of Income Tax


CLASS 1.1

Important concepts

Entities – tax versus legal

· Tax entities

· People, partnerships, joint venture, companies … are considered to be entities for the purposes of calculating income tax.

· Legal entities

· Companies, which have separate legal personalities, are legal entities.

Income flows

· Income should be considered as a cash flow stream, where timing is important.

· The question is, when the income recognised as earned or deducted (because tax delayed is tax denied)?

CLASS 1.2

Patterns of taxation
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Income tax

· Income tax is a progressive system.

· Income tax is mainly a rich person’s tax once franking credits are taken into account to produce an “effective tax rate”.

· Wealthy people pay less tax overall by reducing their tax burden through using the lower rate paid on capital gains and other tax minimisation schemes.

· Total tax as a percentage of GDP is lower in Australia compared to many other countries across the world. However, these results must be considered in light of the high level of income (where it may not be as much of a burden to pay high taxes where there is high income) and quality of public goods provided in counties such as Sweden (which has the highest total tax rate as a percentage of GDP).

Justifications for taxation

Why do we need taxes?

· Public goods argument: the government can provide some benefits to society better than anyone else. Examples include defence, and law and order.

· Market failure (merit goods) argument: the public does not spend enough for their own benefit. 

· Examples include education where some people do not emphasise tertiary education and therefore, do not consume it. Education is considered a merit worthy of funding. 

· In the public health area, eradication of disease is more effective when done on a mass and co-ordinated scale.

· Redistributive justice: this is where taxes are collected and re-distributed to the poor. There is an attempt to redistribute wealth, not just income. It tries to overcome the initial allocation of rights (such as, wealthy people starting off life wealthy to the extent that they inherit their wealth). However, the problem with this redistributive theory is that the propensity to spend for poor people is higher than for wealthy people.

Economic theories on the relationship between the economy and tax

· Keynes suggested using tax as a way of controlling economic activity – a deficit should be run in depressive times to encourage demand and growth, with a surplus in good times in order to balance the deficit expenditure. However, this theory collapsed beginning with hyperinflation, then stagflation in the late 1970’s and finally, inflationary shocks (such as the oil shock).

· After the Keynesian period, monetarist theories took over.

· Current orthodoxy is that taxes should balance expenditure. (But, in the case of the coalition, a surplus is favoured – mainly because it is a media, money-market and voter-friendly outcome.

Taxation versus user-pays

· The question here is what services are better provided by a user rather than by the government? Who benefits from payment?

· Where the benefit accrues to few, then is this a justification for user-pays?

· What is more efficient?

Sources of revenue

Justification of taxation

· The result of Carter’s article is that taxation is the only practical long-term solution to raising revenue. Although the question arises, what is the best method of taxation?

· Despite this, the level of taxation is not inevitable.

· Furthermore, the level of taxation is a result of the political process, which is a dimension that Carter fails to examine.

Money supply

· The expansion of the money supply only creates inflation.

Borrowing

· With borrowing, the government is able to match the revenues against borrowing where they are funding a project.

· Alternatively, borrowing may also be done to compensate for lack of revenue (and meet political demand).

Methods of taxation

Alternative tax bases

· Income tax

· Hague-Simons definition of income
· This is based on income as gain, rather than income as flow. 

· The definition is the result obtained by adding consumption during the period to the change in wealth during the period. That is, the idea is to tax unrealised gain and any increase in the value of property. 

· For taxation purposes, the ability to pay is taxed, rather than any notion of gain (for example, unrealised assets are not taxed). 

· However, the question is, how do you measure “gain”?

· That is, the basic principle is that you are taxed on what you earn, not your potential, and are allowed deductions on what you actually spent.

· However, in the result, Simons says that you cannot tax subjective gains and you are limited in taxing unrealised gains. Therefore, we are left with an income as “flow” principle.

· The tax system also does not tax on the notion of “psychic reward” of earnings.

· Direct consumption tax

· Indirect consumption tax

· GST deals with the problem of income tax in terms of income tax reducing the ability for private investment – savings are not taxed and a deduction is provided for what is invested.

· Wealth taxation

· Examples of this include death duty or taxing wealth on an annual basis.

CLASS 2.1

Taxation system and dispute resolution

Tax payment and assessment

· Most taxing happens as a matter of routine and without dispute.

· TFNs make it easier to track people by allowing the cross-checking of statistics to make sure that people pay the right amount of tax.

· The majority of the tax revenue collected by the ATO pre-GST stemmed from the PAYE system, followed by company tax, excise and sales tax.

· Post-GST, PAYG, company tax, GST and excise were the largest contributors to tax revenue collected by the ATO.

· A company is a natural tax shelter to the extent that it does not pay out dividends. This is because the rate of company tax is lower than the top marginal rate. This is limited by the franking credits system.

· The GST was introduced to correct vertical fiscal imbalance – that is, the states doing the majority of the spending, but the Commonwealth collecting most of the revenue.

· Tax payment

· Payment usually occurs before assessment and is most commonly done through “withholding” (for example, PAYG). Payment may also be provisional (by instalments).

· Tax assessment

· The majority of assessment is by self-assessment – for example, the individual tax return. Formally, when the Commissioner accepts the self-assessment, an assessment is made. The assessment is a letter formally stating tax liability and starts the limitation period, among other things. 

· Companies have complete self-assessment – the return constitutes the assessment.

· Tax returns contain minimal information, usually just enough to be able to print out the assessment form.

· Prior to self-assessment, the tax assessment system required tax officers to laboriously verify tax returns. This was not an efficient system, and it did not appropriately target the most likely tax evaders.

· Tax agents

· Agents are usually qualified accountants who are subject to the Tax Agents Board.

· The Board is usually on the side of the ATO, as it is composed of ATO members.

· Tax agents are professional tax return compilers.

Objections to assessment

· Tax Boards of Review use to handle objections in an administrative (not judicial) capacity. They were abolished in 1996 and their function given to the AAT (through a special tax arm).

· The AAT mostly deals with objections that are disallowed by the ATO (in its internal review) and then appealed against.

· The AAT is a merits review process.

· The decisions are made with the AAT “standing in the shoes of the ATO.”

· The cases that appear before the AAT, although rare, tend to be significant in providing informal precedent for ATO treatment.

· Appeals from the AAT go to the Full Federal Court for judicial review. This is an expensive process, but where the ATO appeals a decision, they will usually be subject to paying a taxpayer’s legal fees – this is particularly so where the case involves an individual.

· The alternative avenue to appealing to the AAT is appealing to the Federal Court before a single judge. Appeals from judges at first instance are a general appeal to the full bench.

· Discretions

· Div 26 ITAA 1997 provides an example of a discretion: it states that where a family member is on the payroll, only income as is deemed reasonable may be considered for tax purposes.

· Discretions are subject to review and pose the question of whether the discretion was properly exercised – not whether the discretion is agreeable to the reviewer. That is, the review is procedural not substantive in nature.

· Many discretions have been written out of the income legislation. This is because discretions must be exercised by a wide number of people and therefore, the discretion is prone to error in exercise and also results in uneven exercise.

Investigative powers of the Commissioner

· Sections 263 and 264 ITAA 1936 provide the powers to ask questions and compel answers, and the power to take and access, respectively.

· Section 10 Crimes Act (Cth) is also important.

· The barriers to these powers are claim of legal professional privilege.

· Tax offences also exist.

CLASS 2.2

Sources of tax law

Changes in legislation

· Until 1997, there was only one statute: ITAA 1936. This was an update of a 1916 Act. The Act was amended with increasingly regularity.

· In the early 1990’s, they attempted to redraft the 1936 Act in more simple language, without changing the law.

· However, because the 1936 Act is only progressively being re-written, the ITAA 1997 requires use in conjunction with the 1936 Act. The structure of the 1997 Act is of prime importance.

Tax rulings

· A tax ruling is essentially the Commissioner’s opinion on what the law is. The most recent ones are legally binding on the Commissioner and therefore, the taxpayer can rely on it. Tax rulings are law for practical purposes. 

· The Commissioner is able to withdraw the ruling, subsequently. If this occurs, the taxpayer cannot rely on it from that point.

· If the ruling is not followed, there is an extra penalty for the taxpayer.

· Private rulings are available. They are published on the Tax Commissioner’s website, but do not identify the taxpayer in question.

Tax cases

· The Commissioner is always able to distinguish cases! He has fine skills in that regard!

Legislation by press release

· There is an issue with respect to retrospectivity. The convention is that the government is entitled to amend tax loopholes from the date that they announce their intention to do so. This is non-controversial except where there is a delayed period between announcement and actual enactment.

· Even though the Senate has passed a non-binding resolution that the government should not enact amendments later than 6 months after announcement, this does not act as a strong suggestion to the government.

Regulations

· Not really important in the context of tax law, they are mainly used for procedural issues.

Taxation Administration Act

· This Act applies to all Commonwealth taxes, including income tax.

· It exists as part of an effort by the government to clean up tax procedures.

Oral rulings

· The idea is that people can call up and get advice on which they can rely.

· An oral ruling is essentially a PR ruling.

· As the taxpayer does not have the advice on paper, they are not as reliable.

Definition of income

Economic versus legal definition

· Economists are concerned with notions of gain, whereas lawyers are concerned with extracting tax from the taxpayer.

· The notion of income began its life in trust law, where the court needed to distinguish between income and capital for such recipients. This was not a problem as the courts of equity simply applied ordinary concepts of income – that is, income as it would commonly be regarded.

Income versus capital

· Bouch v Sproule concerned a trust that had been issued with bonus shares. The House of Lords decided that they bonus shares belonged to the capital beneficiaries and thus, were not regarded as income.

· “Income” is not defined in the ITAA. However, “ordinary income” is defined. Section 995 refers you back to s6(5), the definition being “income according to ordinary concepts”. This is circular.

· In Eisner v Macomber, bonus shares were issued out of retained earnings. The shareholder’s total share package value increased in price. The US court held that the bonus shares were capital. In addition, if the bonus shares were sold, then she would earn income. The analogy is that fruit from a tree is income only when the tree is harvested and it distinguishes a pure increase in the value of the tree, which is a pure capital gain. Further, income includes not only periodic earnings (dividends), but also capital gain as a result of selling your investment. The focus is on severance from capital – all property is income provided it is separated.

· In the UK, Inland Revenue Commissioner v Blott [1921] AC applied Bouch v Sproule to say that bonus shares were capital, but unlike Eisner v Macomber, the bonus shares remained capital, even when they are sold.

· In Australia, this situation was unsatisfactory. 

· Thus, a distinction was created in s44(2) ITAA 1936 between bonus shares created from capital profits (which were not taxable) and bonus shares from revenue profits (which were income and therefore, taxable). Therefore, most companies issued from capital profits since it was more popular with the market and there was no risk of capital gain. Secondly, where shares came from revenue profits, since the shareholder would only receive a piece of paper (in representation of their share), they were in the difficulty of having to pay tax.

· From 1986, both categories of bonus shares were taxable. The benefit is that if the company paid tax on the profit used to create the shares, shareholders were able to receive a franking credit. It is rarely the case a company will not pay tax on a (capital) profit made. This is an attempt to equate bonus shares with income.

Income as gain or flow

· In Hochstrasser v Mayes (UK), M was an employee who was required to move for his employment. His company compensated him for the loss incurred in selling his house and moving. The issue was whether the money paid by the company for the housing loss was to be regarded as income from employment. 

· The majority of the court distinguished between necessary (causa causans) and sufficient (causa sine qua non) conditions. It was a necessary condition to be employed in order to receive the benefit, the compensation was not related to any particular service rendered. A bonus stemmed directly from employment, but compensation did not. Compensation was not a benefit that arises out of employment, but he would not get it but for his employment. Lord Denning raised the issue of gain. 

· Lord Denning said that the situation only arose because M owned a house. Secondly, M made a loss and therefore, was no better off and hence, there was no gain. Further, there was no requisite nexus with employment.

· (This distinction does not work with fringe benefits tax (FBT) and in Australia, there is an exemption in relation to moving expenses, anyway.)

· Federal Coke Co Pty Ltd v FCT
· Bellambi Coal owned 100% of Federal Coke Co. 

· B had an overseas customer called Le Nickel.

· L needed to get out of its contract with B. L agreed to pay $1m as consideration for rescission of the contract. If B and L had moved forward with the contract, any money received would be income. Likewise, any compensation would also be income because it would simply replace the income.

· Due to the tax implications, B had L pay its subsidiary, F. The question then became whether or not the $1m was income for F. The court analysed the character of the money in the hands of the recipient. As the money was a gift, and not income, no tax was paid. This was the result despite the fact that the court could not work out whether the gift was given by B or L.

· Now, s6-5(4) ITAA 1997 deals with these sorts of situations. However, it only applies where there is an existing amount to be derived and does not apply to mere possibilities or future interests – that is, there would have had to have been some existing liability by L to B (an action against L that B can take), for example, if L was in default. Secondly, a capital gain can only be derived in respect of an event that relates to a capital asset – that is, F would not be taxed either as there was no asset from which it derived $1m. Alternatively, if the contract was considered an asset, with the $1m derived from it, B may be liable for capital gains tax.

CLASS 3.1

Types of income

Land tax

· Land can be taxed in two ways:

· On realised gain, such as rent.

· On imputed income derived from property – that is, a notional income from the property because of appreciation in value.

Labour tax

· It is difficult to tax on imputed labour due to enforcement problems.

· Imputed labour includes domestic chores, for example.

Unrealised assets

· There is no tax on unrealised assets under our taxation system.

· The exception to this is departure tax, which exists to combat the issue of residents who become non-residents and then dispose of their Australian assets.

Realised income

· A distinction exists between accruals (without payment of money) and unrealised assets. Unrealised assets are not seen as income, whereas accruals are booked as income.

· Unintended sales of property and windfalls are excluded from the income concept for tax.

· With gambling, there are enforcement problems as well as the need to provide deductions for gambling losses, if gambling windfalls were to be taxed at all.

· For gifts, the question becomes whether or not the recipient has actually earned the asset (making it income). This is because the concern is with the character of the asset in the hands of the recipient at the time it is received.

· The exception to being exempted from tax is the annuity. The annuity is taxed as income on the principle that the annuity returns both capital and interest. It is considered a periodic receipt in the nature of income. This is to be distinguished from a person who merely lives off their capital in the form of a return. The current treatment of annuities is that you get a deduction for the capital portion of the annuity payment.

· Glenshaw Glass (US) represents the widest legal definition of income: income is anything that increases your spending power. The case involved an anti-trust case against Corning. The damages awarded were calculated as three times the compensatory damages – that is, as a penalty. The court regarded this as income as the gain was an accession to income, rather than being incidental to income.

Definitions of income

Evolution of case law

· In Eisner v Macomber, income was seen as flow.

· In Glenshaw Glass, income was seen as instances of undeniable accession to wealth (that is, a pure gain).

· Hochstrasser v Mayes, asks what is gain when being reimbursed for loss? The source is important for categorisation as income.

· Federal Coke said that the character of the money in the hands of the recipient is important.

· Constable v FCT basically says that if a payment of a benefit is not made to an employee, but is made to some plan for the benefit of an employee, then those payments are not income to the employee. 

· (Superannuation and FBT are based on assumptions from the outcome of this case.)

· C’s super fund payment consisted of C’s own contributions, the interest on his own contributions, the interest on the employer’s contributions and the employer’s contributions.

· The Commissioner was not arguing that C’s contributions were taxable, rather, he was arguing that the refund of employer contributions and earnings on the total contributions were taxable. The Commissioner argued that the latter were income according to ordinary concepts and that the amount was caught by s26(e) that required a sufficient nexus with employment.

· The majority said that there was a lack of nexus with employment and that the money in question was a capital amount (that is, represented C’s interest in the fund).

· Webb J (minority) said that there was a nexus with employment, but that the sum was capital.

· Suppose that under an employment contract it was negotiated that a certain sum be put into super – why is this not subject to tax under s19? The argument is that s19 does not apply because there is a lack of control over the super funds (the interest is vested or contingent).

How is the benefit valued?

· FCT v Cooke and Sherden involved bonuses of free holidays. The holidays were not transferable or able to be cashed, and if not taken, lapsed.
· The first question was whether the holidays had a nexus with employment for the purposes of s26(e)? The answer was no. The drivers were essentially acting as independent contractors.
· The second question was whether it was income according to ordinary concepts, and if so, what was its value?
· One analysis is that it was not income because it could not be converted into cash. The other analysis is that it is income, but with a value of zero.
· Tenant v Smith said that it is not income according to ordinary concepts because there was no gain, and if it was income it cannot be valued.
· The court said that the holidays were not income unless they could be valued and realisable in cash – and they were not.
CLASS 3.2

Definitions of income

Abbott v Philbin

· What value do you place on an option and when do you value them?

· The taxpayer was arguing that the option had a low value when issued, but the taxation authority argued that there was no benefit until the shares were taken and the option exercised.

· The case held that the income was assessed at the point when the option was issued. The option is assumed to be tradeable, and without restrictions for tax assessment purposes.

· The result of this case is somewhat mitigated by CGT that is assessed when selling the shares.

Apportionment

· This involves trying to identify the proportion of a lump sum that is either capital or income.

· McLaurin v FCT
· The taxpayer was the victim of a fire that spread across his property.

· The farmer was paid a lump sum, which was calculated by a valuer who viewed the damage and examined the farmer’s records.

· The majority of the loss was attributable to items (sheep), which if sold, would have been assessed as income because they were trading stock. Other items were capital items (fences, sheds and tractors …).

· The compensation was an unliquidated claim (that is, not calculated under specific heads or representing specific items what identifiable values).

· The Commissioner purported to tax McLaurin on the basis that the valuer said a particular portion was income.

· The problem was that the High court said that there was no evidence that McLaurin had agreed to the heads of damage.

· The Court gave the benefit of the doubt to the taxpayer and assumed that the entire payment was capital.

· This is strange as s190(b) ITAA 1936 that puts the onus upon the taxpayer to prove that the assessed income is not income. (This section is now in similar terms in the Tax Administration Act under Pt IVC, s14ZZK (relates to proceedings in the AAT) and s14ZZO (relates to the Federal Court).)

· Allsop
· Money was paid to the government under protest. The money was later declared to be invalid under s92 Constitution.

· The problem was that the money had already be used as a deduction and the issue was whether he should refund the deduction.

· The court said was that what he was being paid (a lump sum) was not just a return of his taxes, but also represented all the inconveniences of the taxation.

· The result of these cases is that it skews the way claims are paid to avoid tax implications.

Methodology for determining assessable income

Inclusions in the tax base

(1) Is the amount included in assessable income as “ordinary income” – judicial concept of income?
(2) Is the amount included in assessable income by some specific statutory provision?

(3) Is the amount excluded from tax by being classified as exempt income?

(4) How are amounts included as ordinary income and statutory income reconciled?

(5) Does the payment also create a ‘‘fringe benefit’’?

· Income fringe benefits are different to capital fringe benefits. FBT is paid by the employer, but the only time the employee does not pay is where there is an income fringe benefit.
(6) How are the amounts to be reconciled if the payment would be both included in assessable income and be a fringe benefit?

(7) Does the payment include an amount in assessable income and also create a net capital gain?

(8) How are the amounts to be reconciled if the payment would be both included in assessable income outside Pts 3-1 and 3-3 and be a net capital gain under those Parts?
Methodology for determining deductions

Dealing with costs and outlays

(1) Is the outlay deductible from current assessable income?

(2) How are deductions reconciled if they are allowed under s 8-1 and under some other section?

(3) Is the outlay subtractable from revenue in calculating the profit on a venture?

(4) If the outlay is both deductible from assessable income and subtractable in calculating a profit, how are the overlaps reconciled?

(5) Is the outlay subtracted from capital gain?

(6) How is the overlap reconciled if the outlay is both deductible from current income and is subtracted from capital gain?
Business income
Defining business income

· Factors that indicate a business is being carried on:

· Repetitious activity.

· Intention to carry on a business.

· Generation of profit.

· The definition of business income does not direct itself toward the question of requiring an intention to make a profit.

Gambling

· Evans v FCT
· E had a system for gambling. 

· The tax office attempted to tax his gains.

· E bet through the TAB.

· Hill J found in E’s favour for the most part.

· The case applied the view in Martin.

· Martin v FCT
· The High Court decision essentially decided on a question of subjective motive.

· M was simply betting for pleasure.

Profit and loss motives and repetition of activity

· Ferguson v FCT
· A naval officer decided to breed cattle, but employed managers to do this.

· The activity made losses and the officer attempted to offset his naval income with the losses from breeding.

· The Commissioner had two arguments: that the activity was not a business, but were expenses to start a business or that the activity was a capital expense, if it was a business.

· The court found that the whole venture had a commercial flavour, and was conducted systematically. That is, you can carry on a business if you have the right intent, even where the work is done by other people.

· The activity in Walker involved a single goat, but was still classified as business income.

· These cases would have had problems in dealing with Div 35 (losses from quasi-hobby activities (348)), which was recently introduced.

· G v Commissioner Inland Revenue (NZ)

· G was a member of a sect, who preached. He became very popular and therefore, ended up spending most of his time driving around preaching.

· G’s farm was not making very much money, but somehow managed to support his family. The Commissioner became suspicious.

· The New Zealand definition of business included carrying on activity with the intention of making a profit.

· G argued that the profit was incidental – he was doing it for God and that he was not motivated by profit.

· The court found that the money was income. While they accepted that G may have had other motives, the court reasoned even Picasso had to sell paintings in order to keep painting and to that extent, Picasso is in business. Therefore, having a higher calling is not incompatible with carrying on a business.

· For not-for-profit bodies, the idea is that it if it is a trading business it is irrelevant what the motive is: the fact that they have made money is enough to be assessed for tax. Tax is generally assessed at the normal company rate.

· Pickford v Quick (1928) 138 LT 500, while not strictly good law in Australia, said that repetition of the same activity three times was enough to constitute carrying on a business.

· Investment & Merchant Finance Corp Ltd v FCT
· This was a tax planning scheme. In order for this to work, share purchase and resale had to be regarded as a business transaction.

· The Commissioner argued that in order to make the scheme effective, a loss had to be realised. Therefore, the shares had to be purchased with the intention of making a loss. Thus, the scheme employed a dividend stripping scheme.

· The court was prepared to regard the loss as part of the business of trading shares and therefore, tax effective.

· Deane v FCT
· The court found that there was not an intention to carry on a business, but rather an intention to incur a tax deduction and imitate the business of share trading.

· That is, a series of transactions motivated simply by a desire to obtain a tax advantage will not amount to a business.

CLASS 4.1

Isolated transactions

Property bought without profit motive and subsequently sold for profit

· What is the distinction between a mere enterprising realisation of a capital asset versus carrying on of a business because it is an isolated business venture?

Isolated transactions

· Australian courts relied on English precedent to decide whether a single transaction constituted carrying on of a business. The English test was based on the schedular set-out of the law and concerned “an adventure in the nature of trade”.

· In Jones v Leeming the Court considered the situation where persons bought a rubber estate in Malaysia. The estate was floated on the English stock exchange and sold off to English investors. The Court at first instance found that the venture was not in the nature of trade. The problem was that you could take it that even though the parties intended to make a profit from the purchase of the property and resale, this was still not regarded as income. 

· The reaction to this was s26(a) ITAA 1936. This was subsequently renumbered as s25A. It gave rise to endless litigation after WWII as land was continuously being revalued or sub-divided. Section 26(a) had two limbs:

· The profit had to arise from property acquired for the purpose of resale at a profit. This was intended to reverse Jones v Leeming.

· A business activity could include a single profit making undertaking or scheme. (It does not specifically refer to purchasing property.)

· Most litigation involved the first limb of s26(a). The subjective intentions of the taxpayer were relevant for qualifying under this limb. Indicia include: whether the property is used as a residence, the other business of the taxpayer, what is done with the property during its ownership, the finance used to buy the property, any applications for rezoning … The concern is with what the taxpayer’s intention was at the time of purchasing the property.

· Section 26(a) had an associated loss provision. The Commissioner had to be notified at the first return that the property was purchased with the intention of making a profit, in order to claim any losses.

Whitford’s Beach

· The property was originally purchased for use by the shareholders for the purpose of providing access to the foreshore for recreation (fishing).

· The shares in the company were subsequently bought out and the land developed.

· If the land had been purchased from the company by the developers, and then developed, then this would not have been outside the ordinary business of the developers.

· However, the argument was that the company, being the proper owner of the land, was merely realising a capital asset.

· Since the property was initially acquired for purposes other than profit, then the second limb of s26(a) was the relevant test.

· Scottish Australian Mining Company owned mining rights. It bought a plot of land, above ground, to provide access to the mine. The Judge decided that this was a mere realisation of an asset, even though steps were taken to sub-divide the land.

· The High Court distinguished the Scottish Australian Mining Company case. It reasoned that the company in this case was carrying on a business for years, selling plots of land from the one whole piece. This was their business, and even if this was not a business, it was a profit-making undertaking or scheme.

· To look at the intention of the company, we look to see what the controllers are doing, the controllers in this instance being three developers.

· Essentially, the Court widened the definition of income according to ordinary concepts.

McClelland (PC)

· Mrs M and her brother owned a block of land, which was left to them by their uncle.

· Mrs M wanted to hold the property, her brother wanted to sell.

· Mrs M agreed to buy a part of the land from her brother, intending to sell that part to a developer.

· The problem was that Mrs M had been left a half interest, then bought a half interest, the whole interest being sold. There was no continuity of property, and hence, the first limb of s26(a) did not apply.

· The second limb was relevant. The elements of a business deal must exist in order that there be a profit making undertaking or scheme. The indicia of business had to be there and Mrs M was not really enterprising enough to make it a business, she was just realising the property to the best of her ability.

· This was distinguished in Whitford’s Beach, which said that the second limb did not have to involve indicia of business, merely a profit-making, undertaking or scheme.

Reenactment of s26(a)

· The second limb of s26(a) was re-enacted in the ITAA 1997 as s15-15.

· Section 15-15 does not apply to income according to ordinary concepts.

· However, there is still a provision relating to profit making, undertakings or schemes. 

· Thus, we have a provision that applies to profit making, undertaking or scheme that do not produce income according to ordinary concepts. But what are these?

Myer Emporium Ltd (HCA)

· ME lent money to MF at normal commercial terms.

· MF was a 100% subsidiary of ME.

· ME assigned the right to receive income from the loan to C. In return, C paid a lump sum payment to ME as consideration for the income stream. The lump sum represented the present value of the income stream.

· The advantage to C was in the tax shelter available from the income stream.

· The issues in this case were that the assignment of the income stream was somewhat outside of the normal course of ME’s business.

· The present value lump sum had the same character as that which was assigned and therefore, was compensatory in character.

· The ground upon which ME was taxed was that the assignment was entered into in order to make a profit, but the Court did not rely on s26(a).

· The Court relied on the concept of income. It said that despite the isolated nature of the transaction, even though it was outside the normal course of ME’s business, it was entered into for profit and this makes it ordinary income.

Westfield v FCT (Full Federal Court)

· The original intention of purchasing the property was to retain it. It was a capital investment.

· The property was subsequently sold, but the management and development rights retained.

· The Myer Emporium case was distinguished. There must be an intention to make a profit in the particular way envisaged in Myer Emporium for that case to apply, and Westfield did not have that intention.

· Hill J seems to reason that the profit must have been made in the particular way that the profit was intended to be made. This is to be compared with para 14 TR 92/3 (373).

Montgomery (394)

· The problem with this case is the Landlord fit-out issue. That is, Landlords pay prospective valuable tenants incentives to lease the building. (Rental payments need not be made for 12 months, the building refitted and a substantial sum was paid as bonus.)

· The Court accepted that profit made in this way were incidental to ordinary business, albeit outside the normal business, and is therefore, taxable.

· The difficulty lay in proving what the intention of the taxpayer was.

· The case is in line with Myer Emporium, although it is not cited. The Court, instead, relied on Eisner v Macomber.

Gifts, prizes and windfalls, and subsidies

Squatting Investments Co Ltd

· The payment was a windfall in the respect that it was gratuitous.

· The payment is regarded as income of the company because it was connected with the business. The only reason why the company received payment was that it had previously supplied product and payment was in proportion to product supplied.

Glenshaw Glass Co
· The Australian approach would be to ask can the anti-trust damages be regarded as income due to the close connection with the business?

· The US approach is that anti-trust damages are income – and that is the end of it.

Subsidies

· The character of the receipt will determine whether it is income.

· GP International Pipecoaters Pty Ltd v FCT looked at the receipt in the hands of the recipient, without reference to what the recipient intended to do with the money.

· Section 15-10 now deals with subsidies as taxable, separate from the issue of income.

Illegal activities

Tax treatment

· Illegal activities are treated in the same way as legal activities.

· Section 26-52 applies to bribing foreign officials, while s26-53 applies to local officials. It prevents the Commissioner from allowing a deduction for bribes.

· TR 93/25 confirms the case that in assessing whether an illegal activity is a business, you look toward the normal test of business.

Payment arising from a business or payment for restricting business

Dickenson v FCT

· Shell paid resellers sums of money to exclusively sell Shell products, among other restrictive covenants.

· Restrictive covenants of this sort are normally regarded as producing capital sums (and are now dealt with under CGT).

· The payment clearly arose in the context of the business.

· The Court reasoned that D had property rights in selling whatever petrol he wanted. D gave up the right in return for a sum and any receipt in return for the property right is capital. Therefore, there is a capital payment arising from selling off a part of the business – the payment did not arise from carrying on the business.

· The recipient did not pay any tax, and the amount was a deduction to Shell.

CLASS 5.1
Isolated transactions
Definition of business transaction or income

· Myer v Westfield, debated s26a and said that there needed to be an intention to make a profit, even though the transaction is outside the ordinary course of income. 

· Now with CGT, the issue is easier to solve than under a business income concept. This is because CGT requires an “event” in relation to that asset – note that there is no requirement to legally dispose of the capital asset. For corporate assets, the question of the capital or income nature of a transaction really becomes redundant because of CGT. In contrast, for individuals, the question is important as CGT is now half of what it use to be.

· The second limb of s26a is now s15-15 and relates to profit-making, undertakings or plans. It is wide enough to encompass one-off transactions providing that the profit motive exists.

· The Californian Copper case was used in drafting s15-15A – that is, the section restates the common law.

Capital gains made in the course of business

Distinguishing between a capital gain and business income

· The distinction between a capital profit and a revenue profit is really only an accounting consideration, but there are also sound management reasons for the distinction.

· Tax is essentially a tax on gain. There really is no need for a distinction between capital and revenue gain. However, when the tax cases are examined, there are three classes discernable:

· Ordinary earnings;

· “Capital” profits; and

· What is derived from “revenue assets” (however, analytically, what is really happening is that ordinary earnings can be derived a number of ways, and so, “revenue assets” are really part of ordinary earnings).

Disposable plants

· The bottom line is that profits on disposable plants are taxable, but it is unclear which tax applies. 

· It used to be the case that deriving business income from capital assets was allowable for plant and equipment. The lack of CGT tax meant that the gain was tax-free (for shareholders). CGT now removes this possibility.

· Question 6.48: the question involves business and individual distinctions. Under the old laws, the selling of a typewriter was not income unless the solicitor could be considered as in the business of selling typewriter. Note that the question refers to “assessable income”, which means that the typewriter could be taxed as a capital gain. If this is the case, then the solicitor should argue for half rate taxation, but the due to s40-285, this argument would not exist.

Intangible assets

· The question is one of characterisation of the transaction in the context of the business as a whole.

· In Californian Oil Products v FCT, the company had an exclusive right to provide oil products, which was substantially part of its business. The company providing the oil products wanted to terminate the exclusivity agreement, and it did so for a fee. The High Court held that by terminating the agreement, the company was disposing of a capital asset, even though the company had other means by which to carry on business (that is, it could have found another distribution agreement). The court viewed the contract as the only business the company could have had and even though the amount paid bore some relation to the profit that the company could have made, the amount was still a capital amount. That is, the method of valuation was not decisive:

“In the present case, the sum in question was paid as the consideration for the termination of the agency which constituted the only business carried on by the taxpayer company.”

· In contrast is Heavy Minerals v FCT. Even though the contract in question was the only contract the company had, it was a revenue asset as the company could have entered into another contract. That is, the distinction is based on a characterisation of the contract in question. For this case, it was an ordinary sale contract and therefore, just like any other ordinary repetitive sale and therefore, a revenue contract. In Californian Oil Products, there was an agency agreement, and therefore, was a capital asset.

· The company in Glenboig Union Fireclay Co v IRC was a mining company who was entitled to compensation because they were prevented from mining a deposit by the exercise of a statutory power. Despite the fact that the compensation was for lost profit, and therefore, seemed to be income, the House of Lords discovered a new right. This was a right was a right to compensation. The House of Lords characterised the right as new asset, and said that this was a capital asset.

· Allied Mills v FCT involved the right to sell a particular brand of biscuits. The Court said, on the facts, that it was business income.

Know-how

· Rolls-Royce Ltd v Jeffrey involved the manufacturing of cars and aircraft engines. 

· The problem involved the payments for providing “know-how” to countries who wanted to produce engines under the technology of Rolls-Royce.

· Lord Radcliffe reasoned that know-how could be classed as either a capital asset or revenue asset. Even if Rolls-Royce was selling a capital asset, the company was in the business of selling know-how. The sale was not necessarily a capital asset as it was the exploitation of a capital position.

· Lord Reid said that there was no sale of a capital asset as Rolls-Royce was still able to carry on its business regardless of providing know-how, and therefore, had lost nothing in capital. That is, the company was in the business of providing services.

· The Court refers to Evans Medical Supplies v Moriarty [1957] 3 All ER 718. In that case, the company was being paid for details of manufacturing processes, being the only way it could be compensated for losing business in Burma. To do that was to dispose of part of its fixed capital and monies and therefore, was not a revenue receipt. That is, Evans Medical Supplies was able to find a capital asset, and therefore, any receipt was a capital receipt.

· In Kwikspan Purlin Systems Pty Ltd v FCT, the judge characterised the company’s business as not selling rights, therefore the transaction involved capital.

Business premises and incentives for leasing

· The judgement of Cooling was influenced by Myer. It said that part of the business of the law firm could be to seek out incentive deals – the intention to make a profit seemed to be enough, regardless of the type of company.

· Montgomery v FCT involved a 4:3 decision and indicates that this is not an easy test to apply.

· The court said that it was not a sale of capital, but a use of the business as capital. The intention was important – that the obtaining of the leasing incentive was not accidental, but deliberate and was profit-making to that extent.

· The difference between this and Cooling was that there was no attempt to argue that the unusual nature of the transaction was significant. That is, that it was not part of the business to enter into lease deals.

Having investments versus the business of investment

· Asset-switching is a necessary activity for life insurance companies. The reason for this is to control cash-flow, rather than make any capital gains and is secondary to the main business of insurance. Due to this, a special rule for life insurance companies exists. The rule allows any capital gain on investment property to be treated as income.

· Australasian Catholic Assurance Co involved the selling of a block of flats at a book profit. The court found the profit was taxable as it was in the company’s business to switch assets.

· National Bank of Australia v FCT bought a parcel of shares as part of a takeover of another bank. Prior to sale, the shares had been treated as a write-off for a bad debt. The sale of the shares was a capital sale as it was not a part of the business of NAB, but part of its capital. The transaction was a “once-and-for-all” transaction.

“The purchase of the shares bore no resemblance to an investment of banking funds, made to earn income pending a need for their deployment in the making of advances and the like … It was an acquisition not of the kind that might be repeated in the course of the profit-earning process, but made once and for all for the sake of enhancing even if only for the time being, the profit-earning potential of the enterprise as a whole.” (400)

(The analogous argument could be made that the sale of the shares is just like any typical divestiture – which is a sale of the business’s capital.)

· In Chamber of Manufacturers Insurance Ltd v FCT, reserve funds were treated as long-term investments and this could be proved by the accounting technique. Therefore, the funds were seen as capital.

CLASS 5.2

Capital gains made in the course of business

Having investments versus the business of investment

· The Charles unit trust bought and sold shares and made capital profits. The Commissioner wanted to take unit holders on the capital profits as they were capital gains via a trust, and trusts in those days were not taxed at all. The tax paid by the trust is, in effect, the members’ tax rate. Unit holders are the beneficiaries of the trust in law because they actually derived the income of the trust and pay tax on it. This means that the trustee is not personally reliable for any way for tax because the unit holders are “presently entitled” to income because beneficiaries are entitled as against the trustee for income. Provided that this present right exists, the taxation is on what they are entitled to get, not what they receive – the law does not distinguish between what they receive and what they are entitled to receive. The problem was that the trust, from time to time, changed the investments of the trust. The manager of the trust gave evidence that the property was only changed over to avoid a lost (the manager was weary of the provisions of s26(a)). The Commissioner’s position was that the trust was deriving income – that the buying and selling of securities was an ordinary incident of the trust’s business. The Court reasoned that the trust had a fiduciary duty to consider. That is, the structure was the most important consideration in determining what was going on. Due to the fiduciary consideration, the profits were regarded as capital profits.

· London Australia Investment Co Ltd involved a company, rather than a unit trust, whose sole business was to invest in shares. The dividends of the shares were paid to the investors, but any “capital profit” was retained in the company. The issue was whether the Charles case was to be applied to a company – the Court held that it was. That is, could you really characterise the buying and selling of shares as part of the ordinary business of the company? The majority of the court held that the dealing of the shares was an integral part of the business, and taxed as such.

Gains on liabilities

· FCT v Orica

· The effect of the case has been overcome by legislation: Div 245. The division only applies to commercial debts.

· A gain on a liability is undoubtedly a gain, but is it a capital or income gain? It does not matter since both are taxable for the taxpayer.

· The court held that it was taxable as income, and the legislation was to ensure this result, but then the court noted that it was a capital gain anyway.
· ICI Australia v FCT

· The Commissioner did not like this deal because it was usually carried out by bodies that had a tax-free status.

Labour income

Concepts

· For tax purposes, there needs to be delineation between income from employment and income from other services (independent contractors).

· Where the spouse is not working or deriving income, a benefit arises from income splitting. However, this is only possible where income is derived from self-employment. The advantage of this has been curbed by Divs 81-84.

· There is also a need to distinguish between a windfall and income – for example, wins from game shows. There is a question of whether a person has been retained to perform services (such as appearance fees or prizes for good teaching), as opposed to just being any ordinary contestant. It requires a nexus between the prize and the service in order for it to be income and examines whether there is a product from employment.

Gratuities from employment

· In Hayes, a Tasmanian meat mogul awarded his accountant with shares. The accountant was once an employee for Mr Richardson, but had not done work for some years. Secondly, the accountant use to own shares, which on request of R, he had given up. The court said that there was a lack of connection between former employment, current services and the gift. The gift was really being given in reward for loyalty and the regard that R held for him. It was a gift in recognition of the taxpayer’s personal qualities.

· Scott v FCT involved a QC, Scott, who acted for a couple. The couple managed to change the zoning of the land, and couple became very wealthy (except that the husband died). The wife (Mrs Freestone) then decided to give some money away, and foolishly announced this to S. Even though S would not have received the benefit had he not been an employee, Mrs F clearly drew a distinction between the personal relationship she had with S, and the services she performed in the past. Therefore, the court held that the money was a gift and not taxable under ordinary concepts of income. As to the motive for the gift, it was only relevant as to the characterisation of the money. Windeyer J referred to Fullagar J in Hayes v FCT. In that case (while not quoted), Fullagar J said:

“While I would not say that the motive of the donor in making the payment or transfer is, in cases of this type, irrelevant, motive as such will seldom, if ever, in my opinion, be a decisive consideration. In many cases, perhaps in most, a mixture of motives will be discernible. On the one hand, personal goodwill may play a dominant part in motivating a voluntary payment, and yet the payment may be so related to an employment or a business that it is income in the hands of the recipient.”


On Windeyer J’s analysis:

“An unsolicited gift does not, in my opinion, become part of the income of the recipient merely because generosity was inspired by goodwill and the goodwill can be traced to gratitude engendered by some service rendered. It was said for the Commissioner that if a service was such as the recipient was ordinarily employed to give in the way of his calling, and the gift was a consequence, however indirect, of the donor's gratitude and appreciation of that service, then it must necessarily be part of the donee's income derived from the practice of his calling, and caught by s26 (e). But as thus expressed, this proposition is, I think, a mistaken simplification. It was based upon the fact that in Hayes v Federal Commissioner of Taxation Fullagar J regarded as decisive that it was impossible to relate the receipt of the shares there given to any income-producing activity on the part of the recipient. In the present case the taxpayer was engaged in an income-producing activity, his practice as a solicitor, to which it was said the gift could be related. But because the absence of a particular element was decisive in favour of the taxpayer in one case it does not follow that the presence of that element is decisive in favour of the Commissioner in another case. The relation between the gift and the taxpayer's activities must be such that the receipt is in a relevant sense a product of them.”

This left the matter of s26(e) (which is still effective). The section was originally introduced to cover benefits in kind to employees, which were not convertible into cash (which made them untaxable at common law), but which were benefits. The section clarified that non-monetary inconvertible benefits, which were in truth benefits, were taxable to the employee. This is situation is now covered by FBT legislation. However, this section applies more widely than benefits from employment (FBT). It is able to cover situations such as Scott were the QC was no longer an employee, but still received a benefit. The judge reasoned that the purpose of the section was to tax money that was really in substance income from services, even though not convertible into cash. That is, the judge looked at it from an income aspect. Later cases extended the section to include non-income type benefits.

· FCT v Holmes involved a tugboat responding to an oil tanker in distress. The salvage agreement included payment to the individual crew members for their involvement. The employees, under the salvage agreement, had a legal right to recover the money. The questions the court considered where whether the payment was income according to ordinary concepts and whether s26(e) applied. The court spent most of their analysis on s26(e) – asking is it a payment in relation to services? They reasoned that the section was wide enough to cover payments that were not an income benefit. If it is a payment in relation to services, then it is taxable under s26(e). The analysis does not need to proceed to the question of ordinary income, because s26(e) covers it.

· In Payne v FCT there were frequent flyer points in question. Do the benefits arise from the employee’s services (where they are gained from business trips)?  The court drew the distinction that the reason why P got the benefit is, not because she works for KPMG, but because she has signed her own contract with Qantas. If KPMG are happy to pay for the tickets and let her use the points, then that is fine, but the points do not arise from her employment, rather they arise from her contract with Qantas. This result occurs in spite of the use of the phrase “directly or indirectly.”

· In Smith v FCT, the court deals with s26(e). By the time the case got to the High Court, this was the only issue left (and thus, there was no discussion as to s25). The court applied the section and said it applied to non-income type benefits, but did not comment on whether the benefit in question was a non-income type benefit. The conditions of the prize where: to be an employee, to take the required subjects, and then to pass the exam. Therefore, it was a benefit in relation to services – despite the argument that it was only a reward for pass the exam.

CLASS 6.1

Personal services income divisions

Fringe benefits tax

Other legislation outside of FBT provisions

· Section 26(e) was designed to deal with fringe benefits, those not convertible to cash, although not specifically mentioned in the section. The problem was that the section did not supply a detection or valuation method, and the value to the taxpayer was not necessarily what it cost to the employer.

· Originally, the commissioner was relying on taxpayers to disclose under s26(e) those benefits not convertible to cash, such as motor cars.

· Motor cars were taxed on the basis that they were a benefit, regardless of whether the motor car was only used for private purpose.

· Items such as housing were specifically mentioned in s26(e) when it was passed.

· Tenant v Smith was authority for the proposition that if you could not convert the benefit into cash, then the benefit either had a nil value or there was no gain. The court in Coke v Sheridan relied on this even though s26(e) did not draw a distinction between something that could and something that could not be converted into tax. 

· The Commissioner attempted to tax housing in spite of the FCT v Cooke and Sherdan judgement. In regard to housing provided for mining, when the Commissioner attempted to tax such benefits, there was a huge uproar. Therefore, the Commissioner installed a valuation provision that differentiated between rural and suburban housing, which set the value for suburban housing at an artificially low value. This is essentially the form of the current FBT provision.

· By the time the current FBT provisions were enacted, the treatment of fringe benefits was varied and messy. There were a variety of ways that a discount could be extracted for the purposes of calculating FBT.

· Pre-FBT, superannuation was very simple. For superannuation, only 5% of the lump sum could be taxed, while the earnings of superannuation where tax-free.

FBT provisions

· According to type, most FBT is collected from cars (roughly half) calculated according to a “statutory formula.” The next largest amounts are expense payments (money for “expenses”). Less substantial collections include low-interest loans, and meal and entertainment.

· FBT is essentially a supplement to the PAYG system – collecting benefits that are without money value and is essentially paid by the employee, though collected by employers (that is, the employer passes on the burden to his employee).

· Where expense receipts are produced, then there is no tax. Without receipts, FBT is payable for the employer. There is a distinct disadvantage in paying FBT for employees who are on lower (than the top) tax brackets, because the tax paid on FBT is in the higher bracket.

· The “otherwise deductible rule” essentially dictates that if the expense would otherwise be deductible by the employee for work related expenses, then the expense is not otherwise taxable in the hands of the employer. (to check against text)
Valuation regimes under FBT

· Pt III (ss6-65H) Fringe benefits

· Cars ss7-13

· Taxable value s9, based on a statutory formula

· Cost basis s10

· Debt waiver ss14-15

· Loan fringe benefits ss16-19

· Expense payments fringe benefits ss20-24

· “Otherwise deductible” rule ss19 and 24

· Housing benefits ss25-29A, with a distinction between remote and non-remote housing

· Living away from home fringe benefits such as airline transport and board ss30-39

· Car parking ss39A-39E

· Property fringe benefits ss40-44

· In-house versus externally provided

· “Otherwise deductible” rule

· Residual fringe benefits ss45-52

· Exemptions ss53-58V and reductions ss59-65A, such as religious and public benefits institutions employment etc expenses, but this is now limited

· Pt 12

· Definitions ss136-167

· Section 136  “current employer / employee” refers to Income Tax Assessment Act s221 (see also s137)

· “Benefit” versus “fringe benefit”

· Excludes:

· Salaries and wages

· Exempt benefits

· Section 26AAC benefits (shares)

· Superannuation benefits

· Restraint of trade payments

· Personal injury payments

· Dividends

· Various other odd definitions such as “work related counselling”

Definition of “benefit”, “fringe benefit” and “provision of benefits”

· “Benefit” is defined under s136(1) FBT Assessment Act. The definition is as wide as possible.

· The “benefit” definition must be linked to the employee in some way, so there is also a definition of “fringe benefit”: s136(1).

· It appears that the drafters appeared to draft bearing s26(e) in mind, but also bearing in mind the result of some cases on the section. Section 148(1), defining the “provision of benefits”, demonstrates this. The problem with s148(1) is that it undermines the test defined in the other definitions.

Motor vehicle benefit formula (from 1 April 1995)

· The provisions encourages the purchase of new cars and for the employer to provide all the benefit. Most of the cars under this scheme are leased by the employer, and if the car is driven over 15,000kms, there is quite a substantial benefit.

· The FBT tax rate is 48.4% (the top individual rate). 

· The FBT year begins on 1 April of every year.

· Under the statutory formula:

	Annual distance travelled (kms)
	Statutory fraction
	Tax percentage

	Less than 15,000
	0.26
	12.58

	15,000-24,999
	0.20
	9.68

	25,000-40,000
	0.11
	5.32

	40,000 plus
	0.07
	3.39


Housing benefits

· The houses are initially taxed at market value, and then indexed according to a formula. In remote areas, this result is reduced to 50%.

· Remote areas include: Bateman Bays, Byron Bay, Jindabine, Thredbo … (which are not particularly remote, but they are nice!)

Air travel

· Air travel fringe benefits are taxable on the basis of 37.5% of the lowest fare the airline may offer anyone else at that flying time. (QANTAS is a special case and pays the difference between 37.5% and 15% in the case of their employees.)

Residual benefits

· These are dealt with under s45 and cover those benefits not otherwise dealt with.

· These are taxed at cost or 75% of what is charged to outsiders.

· The provision applies to in-house goods, not services (services are dealt with elsewhere).

· For child care facilities, the facilities must be located on the business premises of the employer. Generally, child care is not an allowable deduction and therefore, it would be a substantial benefit to the employer where child care is provided. “Business premises” means and includes premises either shared by the employer with somebody else or are retained exclusively for providing childcare.

· The all inclusive drafting of the FBT provisions meant that even toilet facilities were classified as fringe benefits. However, toilet facilities have been specifically exempted.

Income splitting and personal services income (323-329)

· Refer to diagram in s87-5 (legislation text 210).

· This provision attempts to catch those employees who convert themselves to independent contractors, for some perceived tax advantage (usually income splitting).

· Some jobs could not use the income splitting provisions – for example, solicitors can not form partnerships with non-legally qualified persons and therefore, cannot split income via a partnership. Thus, the vehicle of trust is used.

· Divisions 84-87 were introduced in 1997 to deal with these problems – it recognises that as a matter of common law that these persons are not employees, but should have been employees.

· The provisions use the concept of “personal services business” – if one exists, then this is fine, but if one does not exist, then the scrutiny begins. A “results test” is applied. If it is satisfied, then a personal services business exists and it does not matter that 80% of your personal services income derives from one source (the text is misleading in this regard).

· The “personal services business” test is quite easy to satisfy.

CLASS 6.2

Capital gains tax

General concepts and legislative approach around the world

· CGT is all-pervasive in the area of property sales and requires general knowledge of the provisions, even if CGT may not in fact be paid.

· Formally, there is no distinction between a capital gain and income gain. The purely legal question is whether the particular receipt is “assessable income.”

· It is often said that CGT is a species of statutory income, but really all that the CGT concept does is help to identify assessable income.

· Originally, the Federal Income Tax legislation was lifted form the English Act. The English Act in turn, had been derived from trust law, and therefore, had a very narrow concept of income. Thus, CGT was originally omitted from tax legislation, unless the property was bought with the purpose of resale at a higher value.

· In the US, there was also no distinction between capital or income gain. Both were considered income. Later on, the US legislation provided for a long-term gain.

· New Zealand, however, still does not tax capital gains as such. Rather, long-term gains are provided for.

· The only way to avoid paying CGT is to devise the property via will forever (assuming other aspects of CGT provisions do not apply).

· The family home is not taxed because of the exception with regard to “main residence”, although there is a distinction between pre and post-1985 family homes. The pre-1985 family homes are exempt regardless of whether they are still being used as a family home, whereas the post-1985 family homes must be lived in.

· Restrictive covenants are seen as capital, due to the original English treatment of capital as non-taxable.

History of CGT legislation

· 1915 – tax on “income”, with few other specific items existed.

· 1930 – “once off” deals declared to produce income: Jones v Leeming and s26(a).

· 1970’s – weakness of s26(a) becomes apparent: McClelland and Tikva. Section 26(a) was seen as a very narrow (in that the court conceded that it did operate outside the concept of income) and very uncertain CGT.

· 1973 – s26AAA operated on the short term (one year or less) buying and selling of property. If the property was bought and sold within a year, the ownership was taxable. This section was introduced after a failed attempt at another provision.

· 1974 – Asprey recommends CGT and the government introduces it version, then abandons it.

· 1983 – an attempt was made to shore up s26(a) and it was re-enacted as s25A.

· 1985 – tax summit leading to CGT as part of a reform package. The provisions of CGT are stated to apply from 20 September 1985.

· 1992 – the Hepples amendments were introduced to s160M (as it then was) for restrictive covenants.

· 1997 – Tax Law Improvement re-draft, resulting in Divs 100-149.

· 1999 – the Ralph review heralded the end of indexation and the introduction of a half rate for individuals (that is, only half the capital gain is included in assessable income). Property bought and sold by individuals within a year does not receive the half rate treatment.

CGT statistics

· The main source of CGT is from shares (with nearly half the total CGT) for both individuals and companies.

· Motor vehicles are CGT exempt.

CGT overview

· Based on the concept of “assets”, defined to be any property including a legal right (s160A or s108-5), and “disposal” (ss160M, N and R or s104).

· Consideration is deemed to be “arms length” (ss160ZD and 160D). So, even if the property is given away, disposal is deemed to be at an “arms length” price.

· Tax is on “net capital gain” at income tax rates, but note indexing for inflation and averaging that existed until 1999 (s160ZO or Div 102).

· Only available deductions are for “cost base” (Div 110).

· A number of rollovers and exemptions exist (Divs 118, 112 …).

· There are significant “transitional” provisions (ss160ZZS and 160ZZT or Div 149 and s104-185). These deal with changes in the ownership of underlying assets. For example, a shareholder bought shares prior to 1985, but the company involved has disposed of post-1985 assets. The company is subject to CGT, but is the shareholder if they dispose of their shares? The attitude of the Commissioner is that the asset is a post-1985 asset unless you can prove otherwise.

· Special rules limit the use of capital losses – they can be offset only against capital gains (s160ZC). That is, the capital losses are carried forward.

· Note the introduction sections, which were an early attempt at tax simplification (ss160AX to AZA or Div 100).

· Structure of the ITAA 1997:

· 104-A Disposals

· 104-B Use and enjoyment before title passes

· 104-C End of a CGT asset

· 104-D Bringing into existence of a CGT asset

· 104-E Trusts

· 104-F Leases

· 104-G Shares

· 104-H Special capital receipts

· 104-I Australian residency ends

· 104-J Reversal of roll-overs

· 104-K Other CGT events

· The main “events” – s104 ITAA 1997:

· A1 Disposal of CGT asset (s104-10)

· B1 Use and enjoyment of CGT asset (s104-15)

· C1-3 Loss or destruction etc (s1-4-20 onward)

· D1-3 Creating rights (s104-35)

· E1-7 Creating trusts etc (s104-55)

· F1-5 Leases (s104-110)

· G1-3 Shares (s104-135)

· H1 Forfeiture of deposit (s104-150)

· H2 Event relating to CGT asset (s104-155)

· I1 Taxpayer becomes a non-resident (s104-160)

· K3-6 Other CGT events (s104-215)

· Note K6 “transitional” provision (s104-230, formerly s160ZZT)

· See also Div 149 (formerly 160ZZS)

· Methodology: 

· Identify the asset;

· Then identify a CGT event in relation to that asset (this will usually be a disposal). In the case of restrictive covenants, the asset is treated as having come into and then got out of existence. The problem is that there is no base cost for the asset, as such.

CLASS 7.1

Capital gains tax

When has a CGT event taken place?

· Section 104 ITAA 1997 lists when a CGT has taken place. When the event occurs, usually a disposal, you are deemed to have received the proceeds from disposal, even if you have only received the proceeds constructively.

· Under s104-E, a transfer of a CGT asset to an existing trust or the creation of a trust using a CGT asset are CGT events. Under discretionary trusts, where an asset is given to a beneficiary, then this is also a disposal of a CGT asset. There is no double taxation on disposal to a beneficiary – they are only being assessed on the cost base since the asset was in the trust – the trustee is in effect given credit for tax already paid. Since there are two disposals, then the tax base is from when the trustee acquired the asset. If the beneficiary is immediately entitled to the capital on creation of the trust, then the transfer of the legal title is not subject to CGT. It is only when the asset is disposed of that CGT arises. (to check against text)
Restrictive covenants and easements

· Hepples v FCT (174-180) was a case on the interpretation of ss160M(6) and (7). The judges were split on the which section applied. Indeed, they had to hold another case on the question of which section applied.

· It can be said that restrictive covenants are compensation for the loss of income that occurs through the signing of the covenants. Therefore, there is a strong argument for saying that restrictive covenants are income. In Higgs v Olivier, the court decided that such payments were in fact capital – that such “rights” (where the courts found them) are independent of income and form capital. The analysis is, is there a right to work, and if so, who is this right enforced against? It arguable that there is a right to sell you services, but the only legal chose involved is the restriction. It is also arguable that Olivier sold his services to the company, for a period, the service involving not working. The Australian case involved a football player who agreed not to play for any other Melbourne club. The football player did not in fact play at anytime for the club with which he signed the agreement. Thus, the agreement stood by itself. The court looked at the English case and found a capital right. The only problem with this is that there is no initial cost base and so, CGT is paid on the entire amount.

· Buckley v Young dealt with a managing director who was given a golden handshake, plus a restrictive covenant. It was regarded as affecting the structure of the company itself and therefore, held to be capital. Obviously, the case was decided on the individual facts presented.

· One of the problems of s160M under Hepples was that it did not specify who owned the asset. Section 104-155 (event H2) amends this by specifying that “you” own it and was targeted to fix s160M(7). The section specifies that if an event occurs to an asset you own, there is no adjustment to the cost base. The gain is deemed to be a capital gain.

· Section 160M(6) id dealt with under s104-35 (event D1) – if you create a right for somebody else, that you receive money for, then there is CGT to be paid. This covers the restrictive covenant or creation of an easement situation (at least as to the latter question of easements, the Commissioner is of the opinion that s104-35 applies). In Hepples, the court said that there had to be an existing asset, from which another asset was carved out. However, s104-35 does not require an existing asset and on application of s104-35 to restrictive covenant, it is assumed that the right to work is not an existing asset.

· Sections 104-155 and 104-35 only apply where other provisions do not apply (under the ordering provision s102-25). Therefore, you would argue that to apply s105-35 to easements is to disregard the cost base because you need to purchase the property in order to create the easement. Then, the argument would be that there was a minimal or non-existent gain (over the asset). In practice, you would measure the value drop in the land over which the easement is created. If the value of the land drops by $5,000, and the easement is sold for $10,000, then there is a $5,000 gain over the cost base (of $5,000). The easement constitutes a part-disposal of the land. However, where the land involves a main residence, this analysis assumes that Div 104 applies to main residences. For principal residences, the argument is that the remaining land, plus the easement, would be used for domestic purposes and therefore, CGT exempt (sub-div 118-B). Alternatively, you could argue that the easement is in reality a sub-division of the land.

CGT assets

· This definition is dealt with in Div 108. 

· An asset is “any kind of property or legal or equitable right that is not property.” That is, an assets is any property at law or a chose in action. If it is a non-enforceable right (such as the right to work) then it is not a CGT asset.

· If the asset is held in joint tenancy then it is deemed that the asset is held as a tenancy in common: s108-7.

· Personal use assets (sub-divs 108B and C) – there are two classes of personal use assets:

· Collectables (s108-10 onward). 

· Collectables are defined to be a personal use asset that is an artwork, jewellery or coin collections. (The definition of personal use asset is almost the same as the definition of collectable, but the delineation seems to be the enumeration of artwork etc.)

· Those collectables purchased for less than $500 are exempt from CGT (s118-10).

· If a loss is made on collectables, the loss is quarantined. That is, the loss can only be applied against a capital gain on another collectable.

· Other personal use assets (s108-20 onward).

· Definition of personal use asset is under s108-20.

· Threshold value for a personal use asset is $10,000 (s118-10). Any asset falling below that value is CGT exempt.

· No capital losses are allowed for personal assets.

· For land that is subsequently built upon, the sale of the land is regarded as a sale of the land plus the fixture (building). Section 108D splits up the asset for CGT purposes – the fixture is one asset and the land is another. This may be useful because there may be loss made on the building, but a profit made on the land. However, cost of the building must be worth more than $50,000, as indexed (s108-70). As of this financial year (2001-2002), this amount was $97,700 (s108-85).

Timing – when the liability arises

· This is dealt with under Div 109.

· Essentially, the CGT provision operates as soon as the disposal takes place, even if you have not been paid.

Cost base

· This is dealt with under Div 110 and Div 112 (modification).

· Any incidental costs of disposal or improvement that is reflected in the value of the asset when it is sold can be added to the cost base. These additions reduce any capital gain.

Indexation and discounting

· These provisions are found in Div 114 and Div 115.

· Indexation is no longer applied after September 1999.

Calculation of gains and losses

· Div 116

Exemptions: Div 118

· Pre-1985 assets are exempt: s160L or Div 104.

· Death – rollover: s160X or Div 128.

· Some damages and gaming profits (or losses): s160ZB or s118-37.

· Marriage breakdown – rollover: ss160ZZM and ZZMA or Div 126-A.

· Corporate rollovers: Divs 17 and 19-A or Divs 126-B, 122-A and 124. (There is no need to know this in great detail.)
· Compulsory acquisitions – rollover: s120ZZK or Div 124-B.

· Motor vehicles exemption: s118-5.

· Main (principal) residence exemption: s160ZZQ or Div 118-B.

· The land must be used primarily for private and domestic purposes.

· There is a limit of two hectares (4.97 acres) on the size of the land: s118-120(2).

· Up to four years is allowed to build a home: s118-150(4) or subs (5).

· You are allowed to go overseas – or a “temporary cessation” from using the residence as a main residence – for up to six years: s118-145(2) or subs (11).

· No capital gain can be made on the property, but no capital loss can be claimed either: s118-110(1) or subs (12).

· A period of up to two years is allowed for a deceased estate to dispose of dwelling: budget proposal 1996 and see s118-195 or subs (14)-(18).

· If the residence is used for business purposes, this reduces the value of the exemption: s118-190 or subs (21).

· Small business disposal: ss160ZZPK-ZZPZ. This is now Div 152 Small Business Relief (from 2 September 1999).

· To use this relief, the taxpayer’s net asset value is not to exceed $5m. 

· The CGT assets must be “active” assets and excludes things likes shares or real estate not used in the business but includes goodwill. (The goodwill of small business is a partial exemption.)

· There are four concessions:

· If the asset is held for 15 years before the CGT event and the taxpayer is over 55 and “retires” (whatever that means), then there is a complete exemption: s152-B.

· 50% small business CGT reduction: sub 152-C.

· Small business retirement exemption. You can choose to disregard all or part of a capital gain if the capital proceeds from the event are used in connection with your retirement. This is keyed into the superannuation provisions as it counts as an eligible termination payment. There is a lifetime limit of $500,000: sub 152-D.

· Small business rollover – this division defers making a gain where replacement assets are acquired: s152E.

· Note that the 50% reduction takes priority over the business retirement exemption and the small business rollover.

Special topics

· Div 112 deals with topics such as rollovers, death and division of assets on divorce.

CLASS 7.2

Capital gains tax

Easements

· Easements can be described as a partial disposal of the original piece of land. However, the problem with this is that it requires a cost base, but the cost base is only determined once the original property is sold and the level of depreciation of the property due to the easement can be realised. The setback for the tax office with this position is that the land may never be sold and therefore, the tax never paid, or alternatively, that if the land is sold, there will be a delay in payment of the tax.

· The tax department’s response to this is TD 93/235 (177). The tax department views an easement to involve the immediate creation and disposal of an asset. This means that the tax is paid immediately upon the existence of the easement. The change in the value of the property is the same as the treatment of CGT for a lease – the lease creates a new asset. The problem with this approach is that the tax is paid upfront, as is the consideration for the easement, but the deduction can only be used when the property is sold.

· TD 93/235 is the Hepples amended form of ITR 2561. The argument is that because the law was amended to deal with Hepples, s104-35 must now cover the situation of easements.

· Say that the easement created a driveway for access to another property. The easement forms part of the cost base for the other property, and any tax is only realised when that other property is sold. 

Effect of Ralph on CGT

· Cost base indexation is frozen from 21 September 1999. There is no cost base indexation for assets purchased after this date: Div 114.

· Only 50% of capital gains made by an individual will be taxed: Div 115.

· 100% exemption for CGT assets held by small businesses for 15 years: Div 152.

· 50% active business exemption replaces the 50% goodwill exemption: Div 152.

· Depreciable plant excluded from CGT: s118-24. This creates a loophole if an asset is sold for more than its cost.

· Other small business concessions refined / rationalised: Div 152.

· Rollover for scrip for scrip takeovers: subdiv 124-M.

· Various tightening measures:

· Anti-value shifting: Div 139.

· Anti-avoidance rules to prevent artificial loss creation within the same group of companies: s126-60.

· Public companies deemed to realise post-assets unless proven otherwise: s140-50.

· Anti-avoidance measures affecting treatment of capital losses of trusts (from 1 July 2001).

Practical points of CGT

· The need to be good at record-keeping – especially in relation to personal use assets: see s160ZZU or Div 121.

· Desirability of “pre” assets. The ownership of pre-assets encourages owners to hold onto those assets. This is because pre-assets are CGT exempt, even when eventually sold.

· Dangers presented by transitional provisions: ss160ZZs and 160ZZT or s104-230 and Div 149. Even if assets are old, if shareholding changes, the assets become post (new) assets.

· Devolution of deceased estate assets – in specie where possible: s160X or Div 128. The reason for in specie bequests in wills is that the nomination of a particular person to inherit prevents CGT.

· “Departure tax” questions: s160M(8) or subdiv 104-I and s104-65. There is an exemption for short-term residence. Where a person becomes a resident of Australia and subsequently purchases foreign property (which cannot be taxed in Australia), and that person resides in Australia for a total of less than five years in a ten year period, then that person does not have to pay CGT on their foreign property when they leave the country.

· Principal residence exemptions – its limits (s160ZZQ or subdiv 118-B) and use for partial income producing purposes.

· Pre-assets and substantial capital expenditure: s160P (composite assets) or subdiv 108-B. (Land improvements are treated separately.)

Income from gains from property

History

· In the very early years of tax legislation, income from “physical exertion” was valued more highly than income from gains from property (rent, dividends, royalties …). In fact, income from gains from property were taxed at almost double the rate of income from “physical exertion.”

· Before 1974, the situation had changed and income from physical exertion was taxed at the same level as income from gains from property.

· In 1974, Spigelman (as political advisor) recommended that the tax on income from gains from property should be raised. The problem with this was that people from lower socio-economic groups were the largest earners in this category – so, political suicide ensued and the tax idea was eventually scrapped.

· The legislation now provides a definition of income, specifically defining income from personal services or exertion, leaving what is undefined to the inference that that constitutes income from gains from property.

· Currently, income from property is easy to split, while income from person services or exertion is harder to split for tax planning purposes, and there is no distinction between income from passive sources and income from personal exertion.

Discounts and premiums

· Lomax v Peter Dixon involved a security that had payments of a discount value, redemption value and interest. 

· The taxpayer loaned money to a Finnish company and entered into an agreement for repayment of the loan via the securities. Notes were issued at a discount and periodically redeemed by the company. The UK Revenue attempted to tax the lender on the interest, discounts and premiums. 

· To normal thinking, interest is taken to represent the compensation for risk, as well as the compensation for opportunity cost. However, the judge in this instance made a distinction between compensation for capital risk as well as income risk. 

· The company in question had its operations in Finland during the war and what consequently happened was that Finland was occupied and re-occupied three different times. So, certainly, there was risk involved with the securities. 

· In its reasoning, Lord Howard de Walden was discussed (195). Lord de Walden transferred money to Canada, and then had the money paid back to him via a promissory note without interest at regular intervals. The scheme was seen as a loan, even though there was not interest specified. The court took the difference between the present value (loaned to Canada) and the nominal value (forming the payments) to determine the interest involved.

· The court reasoned that if the interest component were not provided for, the court would find it. The court held that the interest was taxable. 

· In summary of what was not taxable the court said:

“It may be convenient to sum up my conclusions in a few propositions:

(1) Where a loan is made at or above such a reasonable commercial rate of interest as is applicable to a reasonably sound security, there is no presumption that a “discount’ at which the loan is made or a premium at which it is payable is in the nature of interest.

(2) The true nature of the “discount” or the premium as the case may be, is to be ascertained from all the circumstances of the case …

(3) In deciding the true nature of the “discount” or premium, in so far as it is not conclusively determined by the contract, the following matters together with any other relevant circumstances are important to be considered, viz, the term of the loan, the rate of interest expressly stipulated for, the nature of the capital risk, the extent to which, if at all, the parties expressly took or may reasonably be supposed to have taken the capital risk into account in fixing the terms of the contract.

In this summary I have purposely confined myself to a case such as the present where a reasonable commercial rate of interest is charged. Where no interest is payable as such, different considerations will, of course, apply. In such a case, a “discount” will normally, if not always be a discount chargeable under para (b) of Rule 1 to Case III. Similarly, a “premium” will normally, if not always, be interest. But it is not necessary or desirable to do more than to point out the distinction between such cases and the case of a contract similar to that which we are considering.” (198)

That is, you can provide for capital risk and interest, but if an amount is not provided for, there is room for an implication of amount to be allowed for interest.

· It was held that only the interest component was taxable.

· In Lomax, the discount was generated upfront, making an upfront profit, with a gain achieved when the notes were redeemed. Hence, one way to account for the income was to say that the income accrues in the year the notes were redeemed (“cash” (paid) basis). Alternatively, the income can be accounted for on a “receivables” basis. Like a mortgage, the interest proportion of the redemption value would decrease over time, and the capital stream applies to every note redeemed.

· In Vestey v IRC, V’s shares were valued at £2m. He sold then for £5.5m to be paid in 125 equal instalments (£44,000) over 125 years. The shares were sold to a trust based in Uruguay, whose trustees were the members of the Vestey family, which meant that V had managed to move his assets off shore, out of the hands of the Revenue office, while profiting from them although still living in the country. It was a good tax planning scheme, if it were to be tax-free. Cross J quoted from Romer LJ in Ramsay:

“If a man has some property which he wishes to sell on terms which will result in his receiving for the next 20 years an annual sum of £500, he can do it in either of two methods. He can either sell his property in consideration of a payment by the purchaser to him of an annuity of £500 for the next 20 years, or he can sell his property to the purchaser for £10,000, the £10,000 to be paid by equal instalments of £500 over the next 20 years. If he adopts the former of the two methods, the sums of £500 received by him each year are exigible to income tax. If he adopts the second method, then the sums of £500 received by him in each year are not liable to income tax, and they do not become liable to income tax by it being said that in substance the transaction is the same as though he had sold for an annuity. The vendor has the power of choosing which of the two methods he will adopt, and he can adopt the second method if he thinks fit, for the purpose of avoiding having to pay income tax on the £500 a year. The question which methods has been adopted must be a question of proper construction to be placed upon the documents by which the transaction is carried out.” (204)

That is, if the taxpayer receives an annuity then he is liable to tax on the payments. But, if the taxpayer sells his property for consideration that can be paid in instalments, then the instalments are not taxable. Cross J disregards what Romer LJ says and apportions the payments into capital and income components. However, the problem was that the document in question did not specify an interest rate. The problem was soon solved by the discovery of a memo on the subject, which the court used to reach its conclusion on the issue of the interest rate (that is, if £5.5m was a value calculated from a present value of £2m, the difference must lie in the existence of an interest rate). Cross J apportioned the amount pro rata: if £2 is taken as a proportion of £5.5m, then £3.5 must be the interest portion that is taxable.

· These cases, Lomax, Dixon, Ramsey and Vestey, demonstrate that you cannot escape liability in these situations. Vestey ended up being taxed as if he purchased an annuity – with the capital proportion of each payment being deductible.

CLASS 8.1

Income from gains from property

Leasehold improvements

· From property law, if a tenant carries out an improvement to property, if there is no provision to the contrary, the improvements revert to the landlord at the end of the lease.

· Usually, however, there will be clause in the lease that will compensate the tenant for any improvements. What are the income tax consequences for this payment? As far as the lessee is concerned, the improvements are a capital expense. Thus, any compensation is a capital receipt. The lessee should not be taxed, unless he has made a gain on that property. TD 98/23 concludes that there will only be a capital gain (taxable) if the consideration received exceeds the deprecation value of the building.

Royalties

· Royalties are regarded as income, if paid periodically. Royalties can be regarded as a capital receipt, where paid as a lump sum. The 1936 Act had addressed this by stating that a royalty is a royalty (and assessable income) whether or not it is paid as a lump sum: s26(f). The section dealt with all types of royalties.

· Under the 1997 ITAA, the idea was that the only provisions caught under the statutory provisions are those things that are made assessable by the Act itself, and not regarded as income according to ordinary concepts. However, this treatment is not consistent – royalties are taxed under two provisions. There are those that are income according to ordinary concepts under s6-5 (that is, those paid periodically) and those captured by the statute under s15-20 (lump sums). This means that not all royalties are income according to ordinary concepts.

· If you sell the entire asset, what is received in return may not be a royalty – it could be the purchase price of acquiring the asset. What this effectively means is that the asset has been traded for an annuity. There may be tax or profit advantages in taking the royalty over the annuity – royalties are dependant upon sales, for example, whereas annuities are fixed payments. If you are willing to take the gamble, then the royalty could be more profitable.

· The point of royalties is to receive a percentage of the gross profits – refer to royalties from movies, where by the time net profits are calculated, there may not be any profit to take a royalty from.

· That a royalty is ordinary income is arrived at by analysing the royalty as being part of the business of the author / artist / miner / expert in producing those things that have been sold for a royalty.

· If payment were made as a lump sum, then it would probably have been a capital receipt on the basis that it constituted payment for the transfer of the asset.  The test is whether the payments make reference to the use or exploitation of the property on a “per unit” basis.

· A royalty does not provide exclusive rights – unlike a lease, for example. That is, payment by reference to usage made (for example, a royalty paid per unit sold the book) can mean that many people use your “asset” (unlike with licences).

· In McCauley v FCT the royalty involved rights to cut down timber: a certain price was paid per unit. The party paid for the actual amount of timber they took. The High Court decided that the payment was assessable as a royalty.

· In Stanton v FCT, the taxpayer framed the agreement to avoid the consequences of McCauley. The sale to the saw miller was for a specific amount of timber, for a specific price, but payable by instalments – that is, they were not paid for how much as produced, but the payment could be classed as an outright purchase of timber paid by instalments. Essentially, the vendor took a guess as to how much could be produced by his acreage and sold the estimated product for an amount payable by instalments – there was no specification of payment in terms of price per tree, as in McCauley.

· Murray v Imperial Chemical Industries Ltd involved the licensing of a new product (polyester). ICI did not own the patent to make the fabric, but had an exclusive licence from the owners and therefore, were able to grant licences around the world. They were paid royalties and an amount to “keep out” of the industry were a licence was granted. The issue was whether the “keep out payments” were capital. Lord Denning said that in consideration of all the circumstances, the keep out payments were a capital sum:

“… even though it is payable by instalments, I am influenced by the facts: (i) that it is part payment for an exclusive licence, which is a capital asset; (ii) that it is payable in any event irrespective of whether there is any user under the licence. Even if the licensees were not to use the patents at all, this sum would still be payable; (iii) that it is agreed to be a capital sum payable by instalments and not as an annuity or a series of annual payments.” (214)

Plus, the company was already being paid a royalty, which are of course, a revenue receipt. What Denning L is saying is essentially that ICI was not in the business of dealing in licences, based upon the evidence before the court. (But this result is somewhat strange.)

Compensation receipts

General principles

· Commissioner of Taxation (Vic) v Phililps involved a payment of compensation to an employee for buying out a contract. However, the employment contract also involved an entitlement to profits. Eventually, a compensation sum was arrived at for each remaining year of the employee’s contract. The court essentially said that the employee replaced one right to receive an uncertain amount of income (in the percentage of profits) for a right to receive a certain amount of income. The payments included an implied discount.

· Bennett v FCT (290) is different from Phillips (in legal terms, perhaps not practically) in that the judge is able to point to something that has a separate legal existence. That the right is a capital right, which once paid for, ceases to exist. There is no swapping of income rights; rather, you have lost a right for all time. (This is another case of legal labelling in practice.)

· The alternative analysis is to reason that the payments are calculated with reference to the income being foregone, then they must surely be income. But, this is not necessarily correct (“There is no relation between the measure that is used for the purpose of calculating a particular result and the quality of the figure that is arrived at by means of the test”: Glenboig Union Fireclay Co per Lord Buckmaster).

· Thus, it is important to determine what the nature of the right being lost is, whether it is capital or income. 

Damages and compensation

· The nature of compensation is determined by the nature of what the compensation replaces: Commissioner of Taxation (Vic) v Phililps.

· If an injury compensation payment is characterised as income, then tax applies. For example, workers compensation payments are taxable. For standard personal injury cases (such as negligence), the payments are calculated on the basis that the payments are tax-free. Thus, the payments are reduced by the notion of what could be the taxable amount.

· Courts have invented, to a large extent, a right called a loss of earning capacity. This right is a capital asset.

· A problem arises when the loss of earning capacity is only temporary. It seems artificial to say that you are being compensated for your earning capacity, because what is really lost is your income for that temporary time period, rather than your earning capacity.

· FCT v Slaven is a sequel to Tinkler v FCT. Under a Victorian Act, a person could be paid a certain amount as compensation for their injury. In Tinkler, the amount paid was taken to be income. The government then redrafted the legislation. This legislation was then litigated in Slaven.

“What the Board is liable to pay to a person injured as a result of a motor accident is not described by s25(1) as a payment for loss of income or in substitution pro tanto for income which would otherwise have been earned by the person. It is described, and consistently described, throughout the Act as amened as payment of an amount as compensation “for the deprivation or impairment of earning capacity” which the person has suffered … 

“The Parliament of Victoria cannot determined by its own legislation whether the receipt of a statutory payment answer the description of income or capital in the hands of the recipient within the meaning of s25 of the Assessment Act, a Commonwealth Act. But the purpose of a statutory payment, as disclosed by the terms of the statute itself, must be a powerful, though not conclusive, aid to the determination of the character of the payment and in particular as to whether its receipt constitutes income in the hands of the taxpayer.” (421)

The Federal Court is saying that they are not doing it just because the Act has been changed, but they have changed the Act, and they think this changes the result. The draftsmen in this case was hanging the wording on a common law head of damage (loss of earning capacity) – the court applied the drafting accordingly.

· FCT Smith was injured in a motor accident and was off work for some time. He was paid out by his insurance policy. Smith disclosed the amount he received as income, but claimed a deduction for the premium. However, the Commissioner denied the deduction (even though the premium had clearly produced assessable income and thereby, should have qualified as a deduction). The Court decided that the compensation was fully taxable because it was in relation to his lost income, not his lost earning capacity. Moreover, the premium was deductible (because it was used to produce the income).

· FCT v Spedley Securities Ltd (Full Federal Court): when a contract was to be terminated, S required a settlement of $200,000. The argument that the amount was not taxable because the compensation was for goodwill (a capital asset). The Federal Court agreed with the argument because evidence was given the effect that S’s goodwill (reputation) was damaged – although the effect on goodwill was hard to price and somewhat indirect.

· What if Spedley Securities Ltd was a start up company? It would have been harder to put the settlement to goodwill. The evidence in the case presupposes the asset of goodwill, even though Spedley Securities Ltd was only about two years old.

· Liftronic Pty Ltd v FCT involved an agreement with Hyundai. H supplied faulty equipment, which they were forced to pay compensation to L for. The argument of the Court was that the breaches by H (in their supply contract) did not destroy the goodwill of L, it merely created a restriction on L’s trading opportunity and therefore, the payment simply filled a hole in the profits. Hence, the lost profit was taxable income.

· Spedley and Liftronic – is there really a difference, and if so, what was it (that was used in determining the different outcomes)? The cases are saying really that nothing is hard and fast, and it all a factual issue. This means that to avoid the consequences, you play with the facts – which is what CSR Ltd did.

· In FCT v CSR Ltd, CSR owned an asbestos mine, which was insured by NZI. NZI settled the litigation. The court regarded the sum received by CSR as capital – it is a receipt of the Allsop kind: capital items and revenue were both contained in the payment and therefore, the taxpayer is given the benefit of the doubt in the sense that the court calls the amount capital, and not subject to income tax.
· FCT v Rowe mentions the criticisms of the authors of the text. FCT v CSR Ltd by-passes the criticisms to say the situation was like that of McLaurin and Allsop. The Commissioner in the case of CSR Ltd was refused leave to appeal, which essentially meant that the High Court endorsed the views in that case as to the nature of the law.

· Allsop involved a truck driver arguing about a fine on the basis of s51 of the Constitution’s trade and commerce power. He was being refunded not just for the claim, but for other inconveniences such as time wasted. Because the amount was not itemised as to capital and income, then the amount was free of tax.

· If CSR had to pay compensation for asbestosis contracted by its employees etc, would these (negligence) payments be tax deductible? Yes, because they are an unfortunate business expense, liability for which is recurrent. If NZI paid out the insurance policy with respect to amounts paid out by CSR for negligence claims, then s20-20 ITAA 1997 makes the recoupment (of the negligence payments) taxable. Since the premiums for the insurance policy have produced assessable income (in the form of payout of the insurance policy), then the premiums paid by CSR are tax deductible also. 

CLASS 8.2

Compensation receipts

Damages and compensation

· Van Den Berghs Ltd v Clark gives an indication of when damages are treated as capital. The amount was acknowledged to be for damage to the business. If the damages are directed toward the actual structure of the business (the business as a whole), rather than just to compensate for lost profits, then they will be damages that are capital.

Depreciable assets

· The extent to which depreciation is recovered from compensation there will be tax consequences.

· Insurance of assets and CGT assets (433-436): it is possible to delay the recognition of a gain on insurance by using the rollover proceeds. (to do yourself)
Reimbursement principle (compensation for allowable deductions)

· In general terms, there is no reimbursement principle where.

· HR Sinclair & Son Pty Ltd v FCT
· S alleged that the tax payments made on royalty payments had been incorrectly levied. Although they eventually received a reimbursement for overpayment, the tax payments had been deducted. Since the initial tax had been a deduction, it was argued that it was only fair to tax the reimbursement as income.

· The alternative argument, which was not really canvassed, was that you could re-open the assessment for the year in which the royalties were paid, and the tax accordingly adjusted. The court said that reopening assessments could only be done under certain circumstances, and essentially, the tax office was out of time.

· The court also held that there is no general reimbursement principle, but that did not stop S from losing. Once the court found the amount was income, then it was taxable and the question of whether the deduction was allowed was irrelevant. 

· The reason why S was taxed was because the amount was to be regarded as income (as an incidental business receipt) – rather than because there is no reimbursement principle.
· FCT v Rowe
· R worked for the council, but was sacked. He was eventually reinstated, although he did not continue working there. R spent a substantial amount on legal expenses, claiming them as a tax deduction in the following year. The ATO had actually allowed him to claim the deduction, but then the government made an ex gratia payment to R. The ATO wanted the ex gratia payment to be taxed because it was a reimbursement of his previous expenses.
· As HR Sinclair said that there was no general reimbursement principle, then what must be shown is that the ex gratia payment itself was assessable income.

· The court did not appear to cover this situation, at the time (or arguably now), and so the Act was not canvasses.

· If the issue becomes a characterisation as income, is the payment compensation for a lost income amount, or is it a reward for service (s26(e))?

· The court held that the payment was not compensation for lost income. Nor was it a reward for service since it only had indirect connection with his employment with the council: “the payment was not remuneration but reparation.”

· The court disagreed on the characterisation issue (4:3), but were unanimous on the point of there not being a reimbursement principle.

· ITAA

· ITAA 1936 s26(j) is not a general recoupment principle, but if you get an amount by way of insurance or indemnity, then the amount is taxable if it was allowed as a deduction. For example, if you had your trading stock insured, which was compensated by the insurance company due to water damage, then this compensation is taxable because the lost trading stock is a deduction.

· ITAA 1997 subdiv 20A (s20-20) now defines what is an assessable recoupment. It does not apply to income: s20-20(1). It is a combination of s26(j) and the specific divisions that said what an assessable recoupment was. It only applies to non-income amounts, which narrows the provision compared with s26(j). This subdivision was drafted before Rowe’s case was decided, but in some respects restates s26(j). The subdivision does not change the outcome of Rowe’s case, anyway. Section 20-20 deals with pass, present and future amounts. It does not go pass s26(j) because of the phrase “insurance or indemnity [an indemnity being a specific promise to repay that amount]” that is deductible.

· Section 20-30 collects the provisions previously outside s26 ITAA 1936. The section provides items that are specifically assessable recoupment.

· FCT v National Commercial Banking Group involved the set-up of the Bankcard system. When new members wanted to join the system, they had to pay a fee that essentially compensated the original members (in proportion to their membership) for the cost of setting up the system. The court held that indemnify had a specific meaning – it is compensation for a specific loss. There was no loss here, there was a return on their investment. Although the banks spent money in building the infrastructure, there was no “compensation” and quite apart form this, profits were made. (Essentially, there are deductions for what at the end of the day is the build up of a capital asset. Compare, for example, advertising. Advertising builds up your goodwill, but, it is a deductible expense.) The court characterised the receipt in CSR Ltd as not being compensation for an insurance contract – it was not by way of insurance or indemnity.

· The text suggests (and Phillip agrees) that there is a hole in the system. The court just confines itself to asking whether it is income or whether it fits into a section rather than addressing itself to the fact that there is a tax benefit created by the decision.

Periodic payments and instalments of the purchase price

· If the payment is a once off payment there is a tendency to regard it as capital. If there is a flow, then the tendency is to regard the payment as income.

· There are some basic requirements for distinguishing between an annuity (right to income) and a right to capital. This distinction revolves around the structure of the purchase price.

· Egerton-Warburton v FCT
· Mr E retired, leaving his sons to carry on the business. Mr E was entitled to payments, in instalments, as consideration for allowing his sons to “buy” the farm, with conditions attaching to the death of the wife. Mr E was to be taxed on the instalments.

· (The transaction may have been structured in order to avoid estate duties.)

· Mr E failed at the first post: you could not construe it as a purchase of an asset, because there was no purchase price. (But the court could have worked out a purchase price – actuarially and all that.) Hence, the instalments had to be treated as an annuity (rather than a purchase by instalments.)

· Mr E also failed on a s27H ITAA 1936 argument because in order for an annuity to be taxed under s27H, you must know the purchase price.

· Just v FCT
· A purchase price was specified, but it was specified for stamp duty purposes. J tried to argue that they had sold their property and the instalments were instalments of purchase price.

· The court held that the price was not the value of the land – it was only the price for stamp duty purposes.

“If £17,500 were indicated in the agreement, or in either document executed in pursuance thereof, as the purchase price of the land, and not merely as it value for stamp duty purposes, the payments under the encumbrances might be held to be instalments of the purchase price and interest on the balance of the purchase price outstanding although the instalments would be uncertain and might over the period of 50 years amount to more or less than £17,500. But no purchase price is so indicated.” (455)

· (In the companion case, Colonial Mutual Life tried to deduct its payments to the Just family. Colonial Mutual Life was refused their deduction because the court reasoned that the money was expended to buy the Just’s land, not produce income.)

Deductions: introduction

What we have looked at so far and where we are going

· What is income?

· Assessable income as:

· Ordinary income; or

· Statutory income (including capital gains); and

· Exempt income.

We analysed this by looking at income versus capital in determining the concept of income.

· What is deductible against:

· Ordinary income; and

· Statutory income?

(But) for capital gains deductions are restricted. Deductions are to be analysed by looking at the nexus between what the income is and the deduction itself.

Terminology

· Positive nexus: the expense is incurred with the object of producing income.

· Negative nexus: capital expenses are not normally deductible, neither are private or domestic expense (in that you would not expect such an expense productive of income, but may contribute to put you in a position to produce income).

· Temporal nexus: timing relationship between the expense and the income produced.

ITAA

· Section 51(1) ITAA 1936 was redrafted as s8-1 ITAA 1997. They drafters were particularly careful to preserve the wording due to the voluminous case law on the area.

· Section 8-1 is the general deduction provision.

· Section 8-1(1) provides positive tests that claimed deductions must pass.

· Section 8-1(2) states what cannot be a deduction.

· Essentially, if you are extravagant, you can still deduct your expenses because the idea is that the Commissioner cannot really say in what fashion it is best that you produce your income.

Deductions: positive nexus (with income derivation) – logical connection

Quasi-personal expenses – fines and penalties

· Herald and Weekly Times Ltd v FCT

· It is not possible to publish a newspaper, no matter how careful, and avoid defamation. (This is essentially because the tort is strict liability.)

· Therefore, the deduction was allowed.

· Strong & Co Ltd v Woodfield
· An injury sustained by a customer had to be met with compensation.

· A deduction was not allowed because the payment was said to be personal.

· (It is questionable whether or not this case would be followed. Consider that a company cannot have such a personal capacity and all injuries compensated for are necessarily an expense of the business. In fact, the Australian courts do take a more pragmatic approach.)

· The court held that negligence that incurs liability is a personal expense.

· Penalties and fines are not deductible: s26-5 ITAA 1997.

Quasi-personal expenses – compensation and damages

· Provided the nexus requirement is met, that is, it is a loss incurred in the course of business, compensation payments and damages are deductible – even to the extent of deducting legal expenses for criminal charges. 

· Only civil damages are deductible as they are not a breach of law. Criminal damages are not deductible.

CLASS 9.1

Deductions: positive nexus (with income derivation) – logical connnection

Quasi-personal expenses – legal expenses

· It is question of the appropriateness of the expense, not whether the party has been compelled to pay it.

· In Magna Alloys, the company had unorthodox marketing arrangements – they bribed officials into giving them government contracts. The company was charged and the charged defended. The Commissioner argued that the bribes where a personal expense. However, this argument is illogical – it was connected to the business as management saw it as a way of obtaining income. The trial judge did not allow the expenses initially, but the Federal Court did allow it. The Board that approved the expense where themselves the beneficiaries of the expense. The Court said that nevertheless, the defence was a bona fide decision in the interests of the company – that it was in the interests of the company to defend the directors.

· In response to Magna Alloys, s26-5 ITAA 1997 was inserted.

· Bribes are also not deductible: s26-52 and s26-53 ITAA 1997. 
Losses on theft (or defalcation in the case of employees)

· Section 25-45 ITAA 1997 applies to these situations. The provision only covers employees or agents.
· Is theft by people other than employees and agents deductible? The answer lies in the Charles Moore & Co (WA) Pty Ltd case. In that case, employees where robbed of the previous day’s takings while on the way to the bank. The Commissioner refused a deduction because the money was stolen after it was received, not while it was received. The High Court said that armed robbery is an ordinary, even if regrettable, incident of business (even in Perth). The amount is there deductible.
· Question 8.14
· A convicted drug trafficker claimed the proceeds of his drug trafficking were stolen during a drug deal. He claimed the funds were lost during operations to acquire trading stock. Are the losses deductible?
· The proceeds of an illegal activity are taxable. It would seem to follow from that that subject to any statute, any expenses incurred in the course of creating income is deductible.
· The case relied exclusively on Charles Moore.
· C of T (NSW) v Ash
· There seems to be different treatment of deductions in the case of a partner who steals the firms property, with the remaining partners making good compensation.
· (Premiums paid for insuring against a “bent partner” should be deductible – there is really no reason why they would not be.)
· The court reasoned that the different stemmed from the remaining partner initially takes on the risk of working with the bent partner. That is, you are morally responsible for the person you chose as partner, and therefore, you should assume the risk. Alternatively, it relates to the capital of the firm and thus, is not a recurrent risk.
· This case was regarded as settling the issue for a long time.
· Sweetman v CIR
· This involved a similar issue to the one in Ash. While taking place in Fiji, Sir Anthony Mason was sitting on the bench.
· Fijian law is similar to our law – you do not tax the partnership as such, but tax the income of each partner.
· The operating expenses operate at the partnership level (it is deducted after total revenue is calculated), so each partner claims the deduction.
· After finding that the expense had a connection with the business, the court was confronted by the authority of Ash. The court reversed the decision in Ash finding that the expense was an ordinary but regrettable incident of the business.
· There has been no Australian case dealing with the issue since Sweetman was decided.

· What is unusual about the firm was that the partnership was not insured.

Outlays to reduce future costs

· (While there are some special rules about prepayments,) generally, outlays to reduce future costs are deductible. You do not have to apportion the deduction over the years of the benefit: W Nevill & Co Ltd v FCT.

Deductions: temporal nexus

Definition

· Unlike the positive nexus, which is a logical connection, expenditure can occur either before or after the income earning process operates.

· In s8-1 the wording is “your assessable income”. This is wide enough to encompass last year’s, this year’s and next year’s income.


Expenses occurred prior to the commencement of the income earning process

· Steele v DFC of T
· The business had been abandoned, and even though the property had been sold, S claimed deductions on the funds she borrowed to acquire the property.

· The High Court found that interest was deductible, even though the business had ceased. That is, it is sufficient that the property was once producing assessable income.

· If the property in Steele had of been refinanced, the interest would not be deductible according to the Commissioner in TR 2000/17. The Commissioner obviously wants to confine the case as much as possible.

Expenses incurred after the derivation of income

· Amalgamated Zinc (De Bavay’s) Ltd v FCT
· The company got out the mining business, but maintained an income from investments.

· The company had to pay compensation for illnesses caused by the mining business.

· The High Court denies the deduction despite the payment of compensation having to be made under a statute:

“What is important is the entire connection between the assessable income and the expenditure. None of the assessable income arose out of the business in the course of which the taxpayer became liable to the charge [that is, the payment of the miners had nothing to do with investment income]. The sources from which the assessable income did arise included no operations in the course of which the payment was made. It was a payment independent of the production of the income, not an expenditure incurred in the course of its production …” (491)



The court stressed that the mining business had already ceased.

· The court has essentially taken “your assessable income” to mean income in the current year.

· This case does not reflect current law.

· AGC (Advances) Ltd v FCT
· Westpac bought out a company and renamed it AGC. It attempted to write off some bad debts. 

· For money lenders, loans are seen as part of the trading stock. But, bad debts can only be written off under s8-1 if there is a temporal nexus.

· Expenses for old loans relate to previous years – the High Court says that the same business is being carried on. Thus, the court can relate expenses to previous years.

· (It appears that the company in De Bavay’s failed to pass the same business test.)

· Barwick CJ incorrectly analysed De Bavay’s because the company in that situation were forced to may the payments.

· Mason J though that De Bavay’s was wrong. Gibbs J distinguished it.

· Placer Pacific Management Pty Ltd v FCT
· The division in question was sold, but otherwise it was the same business. The loss in question was deductible.

· These cases unline the point that “your assessable income” means assessable income generally (this year, last year or next year).

Deductions: dual purpose expenses

Generally

· While there is a connection with the business, there is a question as to why the money was invested in the first place.

· It is important to apportion an expense because you only receive a deduction for producing assessable income, not exempt income. (For example, subject to other provisions, overseas income is exempt from tax in Australia, but often local expenses are incurred to produce that income.)

Apportionment principles

· Ronpibon Tin NL v FCT
· In previous years, the Commissioner allowed an arbitrary amount as the apportionment of the director’s fees in a company that produced overseas and local income. The court held the arbitrary percentage was wrong: the court must make an apportionment, which based on the facts of the case, would be just.

· Further, the apportionment under s51(1) (the predecessor to s8-1 ITAA 1997) is a question of fact with regard to determining what expenditure produced the assessable income.

· The court held that if you have a dual purpose expense, the amount must be apportioned – it is not the case that it is either deductible or not, but:

“It is important not to confuse the question how much of the actual expenditure of the taxpayer is attributable to the gaining of assessable income with the question of how much would a prudent investor have expended in gaining the assessable income? … It is not for court or the Commissioner to say how much a taxpayer ought to spend in obtaining his income, but only how much he has spent.” (498)

(This is the Rolls Royce principle – that is, you can use a Rolls Royce as your business’s delivery car. The Tax Office relies on competition to prevent you from doing so.)

· There will often be a rule of apportionment, unlike in Ronpibon. For example, (Question 8.30) FCT v Manchester Unit IOOF incurred advertising that related to exempt and assessable income. The 1936 ITAA provided a formula for friendly societies in apportioning their income: (assessable / total income) x total expenses = deduction.

Transfer pricing

· In Cecil Bros Pty Ltd, Breckler Pty Ltd sold products at a 20% mark-up to Cecil Bros under a transfer pricing scheme. Both companies were related to the same family. There were two issues in the case. The first was  whether all the money outlaid to buy the shoes was not outlaid for some other purpose besides purchasing the shoes. Under s51(1) (s8-1 ITAA 1997), can you apportion or disallow the deduction to Cecil Bros for the purchase of the shoes? The High Court said no. The High Court decided that if all you got for the money was shoes, then the amount could not be apportioned or denied and Pt IVA could not be applied. The second issue was the general anti-avoidance provisions – could the scheme be struck down to the extent that the funds had gone out to the family. The Commissioner failed on both issues. The court quoted Ronpibon Tin NL: “it is not for the court or the Commissioner to say how much a taxpayer ought to spend in obtaining his income, but only how much he has spent.”
CLASS 9.2 (reading week class)

Deductions: dual purpose expenses

Transfer pricing

· The longest tax rulings concern transfer pricing issues. There are legislative provisions that deal with transfer pricing schemes, but these are very difficult to apply and enforce. For example, in the market for Aluminium, which is essentially a cartel. The nature of the cartel means that you cannot realistically determine what is an arm’s length price.

Legal benefit of the expense

· Europa Oil Ltd
· This is a PC(NZ) case, but with an Australian judge on the bench.

· In the days before OPEC, there was a virtual oil cartel where the oil price was “set”. The fixed oil price did not apply if you were selling oil to a subsidiary in another country.

· This created a problem for independent NZ oil operators like Europa Oil. Europa Oil could only purchase the oil at the fixed price – this was uncompetitive because the rest of the oil operators were purchasing oil below the benchmark.

· Europa Oil contracted with a member of the cartel, which did not operate in NZ, to purchase oil at a discount. The problem was the member had to appear to be charging Europa Oil the fixed price.

· An order was placed with a subsidiary of Gulf Oil. The Oil was then sold to Pan Eastern, the products being sold back to Gulf Oil to fulfil its supply contract at posted prices. What they had done was arrange for Pan Eastern to get some of the refining margin, which was then available for distribution between the two shareholders, Gulf Oil and Europa Oil (through its subsidiary AMP).

· The result of Europra Oil (No. 1) was to disallow the discount to Pan Eastern as a deduction. The result was based on treating the contractual situation as a whole and looking at the fact that the contractual situation produced a direct discount for Europa Oil because of the nature of the inter-company relationship.

· Later, the arrangement changed. Europa Oil set up a company called Europa Refining. Gulf Oil sold the crude oil to Europa Refining, the refined product being sold to Europa Oil. Europa Refining was essentially a paper company. It was not a subsidiary, but was owned by the same ultimate family.

· In Europa Oil (No. 2), it was reasoned that the only benefit of the contract between Europa Refining and Europa Oil was to provide a product – this was in spite of the fact that in the end, a discount was generated. That is, when considering an expense, you only consider what they are legally entitled to or what they can legally confer on others, not benefits which they might otherwise derive. Hence, the full posted price was allowed as a deduction. 

· South Australian Battery Makers
· Exide owned SABM (through various interposed companies). An opportunity arose where Exide built factories, renting them back to SABM where at the end of the day, SABM could purchase the factories. The option was arranged to be held by a company especially for the purpose, Property Options. PO was ultimately owned by E. SABM claimed deductions for the rent. The Commissioner’s argument was that SABM was also getting a capital benefit from the rent because it went toward purchasing the factory. The majority of the High Court considered these facts in light of Europa Oil. The benefit of the option actually belong to PO, but as with other options, it did not have to be exercised. The Court reasoned that looking at it legally was a bit narrow. They said that if you neither have legal control, nor have an economic benefit (other than what SABM paid for, that is, the lease), this let SABM off the hook and they got a full deduction for the amount. This was in spit of somewhere else in the empire, another company was getting a capital benefit. If you can confer the benefit legally or yourself gain an economic benefit, then the amount must be apportioned. 

· The distinction between Europa Oil and South Australian Battery Makers is that in the former, you only consider disallowing the amount that you can legally divert to yourself or someone else, by virtue of the contract by which the goods or services are supplied – that is, when you buy the goods and services you buy the legal right to have that right assigned. In the latter, you loose the tax deduction for the discount if you can legally direct it, or you obtain the economic benefit for yourself. The best authority would probably be South Australian Battery Makers.
· The South Australian Battery Makers loophole was closed off by s82KJ.

Income splitting

· Phillips involved a charted accounting firm. The firm set up a service company to provide various non-professional services to the partnership. The service company provided services at market rates (therefore, paying more for the services than need be, if they were in-house). The profits of the service company went to a trust that was distributed to the various partners’ families. The court considered the application of Europa Oil, but deciding that it did not apply. It was a perfectly reasonably arrangement (originally designed to reduce tax and keep assets away from creditors). The partners did not directly benefit from the request for services from the service company. Further, the partner cannot pass the benefit along to anyone due to the interposed service company and the trust. Fisher J says (509):
“A crucially important circumstance in the present matter is the unchallenged finding of the trial judge that the charges paid by the firm were realistic and not in excess of commercial rates. The services were essential to the conduct of the firm’s business and the fact that the charges were commercially realistic raises at least the presumption that they were a real and genuine cost of earning the firm’s income and the cost of that alone. It strongly supports the view that the expenditure was exclusively for business purposes. Without doubt the cost of acquisition of the services was “necessarily incurred” in the sense that it was “clearly appropriate or adapted for” the production of the assessable income.

Doubtless the converse would apply, namely, if the expenditure was grossly excessive, it would raise the presumption that was not wholly payable for the services and equipment provided, but was for some other purposes. Such is not the case here.”


Essentially, do not be greedy in charging extortionate amounts for services.

· Arrangements of the Phillips-type still exist and to some extent are sanctioned by the Commissioner.
· In Ure, U borrowed money from a bank and on-lent the money to his wife. The wife then on-lent the money to a family trust, the trust buying the family home. The money lent to the wife was lent at a 1% interest rate, a rate that was lower than the bank’s interest rate (that is, the money was lent to the wife at an interest rate loss). The judge at first instance apportioned the deduction, regarding it as a dual purpose deduction – that the 1% was used to produce assessable income, the rest was used to purchase the house. The decision was rather arbitrary and so, the theoretical underpinning was unclear (that is, why the amount was apportioned the way it was is uncertain).
· Fletcher (do not bother trying to understand the facts) was essentially trying to create a tax deduction, rather than a stream of future income. Theoretically, if the structure in question had run its terms, it may have produced assessable income, but it was highly likely that the scheme would be terminated early. This meant getting the benefit of the deduction, but never producing assessable income. The real reason for the scheme was to obtain a tax deduction, which called into question the purpose of the expense. Thus, in a situation set up to make a loss, a question arises as to the intention of the taxpayer’s purpose for producing assessable income and to the extent that you are spending money to save tax, you do not get a deduction. (This accords with Fisher J’s reasoning on the commercially realistic rates being charged in Phillips.)
Deductions: personal expenses

Expenses to produce income or expenses of a private or domestic nature?

· For example, commuting, childcare, education, home office, clothing, food or drink, and medical expenses may or may not be expended to produce assessable income.

· Commuting

· There is no tax deduction for travel between home and the place of work. The reason for this is historical.

· However, there is a different rule for people who travelled between jobs, or those who had no fixed location for work. Deductions are allowed for both these things.

· Payne involved a pilot who was arguing that travel to Mascot from his (productive) farm in Armidale was deductible. The Commissioner objected to the farm being located at home – although the business might be at home, the essential nature of the expense was domestic as he was travelling from home in Armidale to work in Mascot. The High Court ignored the history of the matter, saying that they did not think there was a rule allowing a deduction for travelling between two places of work. In response, the Commissioner issued a press release restoring the common law rule (531) – this is yet to be enacted, but is as good as.

· In light of Payne, what is the borderline between travelling from work and altering your place of residence? The line is fairly fuzzy: for academics (treated particularly harshly) going to another University to lecture for a year, taking your family with you is to change your residence; but travelling across many Universities over a year, staying in hotels and without taking your family would probably be classified as a business trip.

· Childcare

· Martin says nothing different from Lodge: the child care has to be expended in order to work. Martin essential relitigates Lodge. The nature of a childcare expense is thought to be essentially private, while it must be expended to put you into a position in order to produce income, the childcare expense cannot be regarded as productive of income. This view is confirmed in Martin.

· If a firm provides childcare, then within certain conditions, this is a deduction to the firm without it having to pay fringe benefits (s47 Fringe Benefits Tax Assessment Act). This is so even if you are a director of the firm and benefit from the childcare, so long as other employees can access the childcare.

· Educational expenses

· HECS cannot be written off as a tax deduction.

· Finn wanted to keep his education up to date, which is an allowable tax deduction. (That is, while you do not get a depreciation allowance (that is, no tax relief), you get the deduction instead.)
· The distinction seems to be a complete departure from your current work (doctor who decides to go into law to protect against feral clients) and upgrading the quality of your current work (dentist turned orthodontist). The latter is deductible.
· Home office
· Handley involved the High Court refusing deductions for home office unless there was a separate and specific part of the house being used.
· The other thing that happened was CGT.  The CGT reduces the extent of the exemption for your main residence: see provision under s118.
· Lighting and heating and the costs of maintaining a home library are deductible only if you can segregate out the expense.
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Deductions: personal expenses

Accommodation

· This is one of those expenses that must be incurred to produce assessable income, but also has a simultaneous private benefit.

· The physic dividend from living the high life soon wears off, however.

· The courts have tended just to look at the main purpose of the accommodation, and then judge deductibility regardless of private benefit – if the main purpose is business, then it will be deductible and not be private.

· The result of these judgements is the rise of conventions held in nice places.

· What is supposed to happen where you mix business with pleasure is apportionment. For example, if you go to a conference and then spend some extra time in the location after the conference is over, then there will be accommodation apportionment for the extra time. But, the airfare, because the main purpose is the business of conference, is fully deductible.

Entertainment

· In Sharma 84 ATC 4260, there were a number of claims, one of which was for entertaining students. S was a law lecturer at UNSW and entertained students in various bars. He spent over $7,000 over three years and managed to write off almost all of his income in deductions. The judge accepted the proposition that the expenses were for a work purpose, even though he was under no obligation to expend such monies, but took it upon himself that this would be the way to discharge his employment. S was meticulous in keeping receipts pertaining to dates, times, name and drinks consumed. The facts gave rise to the inference that they were business expenses, in particular, the taxpayer spent all his time doing his job – the pressures on his time required him to conduct business in bars.

· In response to Sharma and like cases, entertainment under Div 32 ITAA 1997 was enacted. While it is possible to have entertainment in relation to the production of income, that expense will not be deductible unless in restricted circumstances. For example, in house expenses are deductible for employees and even if given to outside persons (customers). However, taking a customer to a restaurant owned by another is not deductible.

· TR 97/17 deals with entertainment expenses.

· Section 32-55 defines what is an in-house dining facility.

Medical expenses

· In any event, these are heavily subsidised by the government.

· For sports persons, injuries are a private expense.

· Section 159P specifies the rebate that can be obtained for medical expenses.

Charitable gifts

· For some businesses, you might think that charitable donations might be deductible under s8-1 ITAA 1997. For example, charities that display corporate logos are providing advertising, albeit over market rates.

· Under Div 30, for a gift to be deductible the donation must be altruistic (not expect something in return). The division only applies to tax deductible charities – those listed and those registered under certain schemes.

Substantiation

· Tax is over collected because people usually claim work related expenses at the end of the financial year.

· As a result of requiring receipts to be kept, the number of deductions went up.

· Your chances of being audited are slim, particularly if you are not a big claimer of deductions.

Deductions: capital expenses (including intangible assets)

Timing problem

· There would be a delay in the recognition of income where you allow capital expenses to be claimed in the year they are incurred. Hence, as a matter of accounting, you would want capital expenses to be treated differently.

Capital expense issues

· For physical assets, there is the concept of depreciation (which is different to financial depreciation, but nevertheless, there is a connection between the two).

· For intangible assets, there are two categories: wasting and non-wasting assets. In the latter, if the assets do not waste (maintain their value), the question becomes why should there be a deduction for them? Examples include trade names such as Coca Cola.

· The problem really resides between those assets with capital allowances and those without. Those without are black holes. 

· Legal expenses that are recurrent, for example, to recover from debtors, is not of a capital nature, and therefore, are deductible. 

Judicial tests for capital expenses

· But there are some legal expenses that are incurred to defend the business and are a black holes. Examples include an expense to defend capital structure such as legal representation with regard to spectrum structure for televisions stations. There is no deductibility provision for these expenses. The expense does not bring about any assets of itself, and therefore, there is no asset to amortise – the only asset is the original asset itself that you are defending.

· In Sun Newspapers Ltd v FCT (Full HCA), FP bought the assets of World newspaper and was going to set up in competition with Sun. The father of FP, who was on the Board of Sun, went to the Board of Sun and the Board decided to buy out FP and its competition. In actual fact, FP did not have the money to buy World, until Sun made the offer to buy them out. The issue was, did Sun have a new asset, which they could say they acquired? Well, no. Sun could have written the amount off as a write off of goodwill, which is a write off on capital account, not s8-1. Justice Dixon said that the way to solve the problem is to look at what place the payment had in the company. Did it strengthen the structure of the business entity? Dixon J put forward a business entity test. He was not concerned about the recurring nature of the payment – rather, does it relate to the business entity, rather than the day-to-day running? The payment went to goodwill and therefore was not deductible. Passages of note:

· Comments in relation to “profit yielding subject” (562).

· The determinative question is what effect would the payment have on the structure?

“There are, I think, three matters to be considered, (a) the character of the advantage sought, and in this its lasting qualities may play a part, (b) the manner in which it is to be used, relied upon or enjoyed, and in this and under the former head recurrence may play its part, and (c) the means adopted to obtain it; that is, by providing a periodical reward or outlay to cover its use or enjoyment for periods commensurate with the payment or by making a final provision or payment so as to secure future use or enjoyment …” (563)

· Hallstroms Pty Ltd v FCT (Full HCA) involved H opposing an extension to a patent by a competitor. The majority of the court though that it was not a capital expense. Dixon J dissenting said:

“What is an outgoing of capital and what is an outgoing on account of revenue depends on what the expenditure is calculated to effect from a practical and business point of view, rather than upon a juristic classification of the legal rights, if any, secured, employed or exhausted in the process.” (565)

That is, you do not look at what has legally been bought, what you look at is what it was intended to effect from a business point of view. It was intended to expand the business, therefore, it was a business expense. This passage has often been quoted, even though Dixon J dissented.

· Broken Hill Theatres, John Fairfax & Sons Pty Ltd and Consolidated Fertilizers Ltd were all determined according to Dixon J’s test in Sun Newspapers Ltd.

Capital expenses as CGT and company structure

· The CGT provisions are very much second best for intangible wasting assets – you do not do as well as under the income divisions.

· In Broken Hill Theatres Pty Ltd (Full HCA) it was a recurrent risk that competitors would, from time to time, try to enter the market. However, this was characterised as defence of a capital asset. Dixon CJ (in a four-person judgement), quoting himself, said:

““Recurrence is not a test, it is no more than a consideration the weight of which depends on the nature of the expenditure.” His Honour proceeded: “Again, the lasting character of the advantage is not necessarily a determining factor.”” (567)

The case is taken as authority for the proposition that you do not get a deduction for the expense of maintaining a capital assets.

· Under CGT, there is some relief for an expense of this nature: ss110-25(5) and (6).

· For houses, the value of building the house is added to the cost base of the asset of land. This is because the value of the asset is reflected on disposal of the asset. For Broken Hill Theatres, the value of defending against competitors may not be reflected in the disposal of the asset – even if ss110-25(5) or (6) can be used, the recognition of the amount is not until the disposal of the asset if you a trying to add the expense to the base cost. While the theatre is being operated, the expense cannot be usefully used in the life of the theatre. (For normal expenses, the deduction is incurred when the amount is expended.) Hence, the CGT provisions are not a lot of use in answering the problem of black holes.

· In John Fairfax Pty Ltd v FCT (Full HCA), F Packer tried to bid for the Sun Newspaper group. The owners of the group went to the Fairfaxes to ask if they would be white knights (on the condition that the owners would sell to the Fairfaxes). The Fairfaxes were issued shares in the group so as to give the Fairfaxes control. In order for the Packer bid to succeed, the group had to be made to rescind the share issue to the Fairfaxes (on the grounds of breach of fiduciary duty). The allotment of shares was upheld. Fairfax then tried to claim the expense of the proceedings as a tax deduction. The problem was that the expenses really related to the purchase of a capital asset, which was difficult to relate to the day-to-day production of newspapers (and therefore, be a deductible amount).
· If the Fairfaxes had sold the newspapers, then the amount could be claimed under the CGT provisions (s110-35(6)) – the expenses were incurred to preserve their title to a capital asset (that is, preserving the share issue).
· In Consolidated Fertilizers Ltd, CF was defending capital assets in an action that was settled. It tried to deduct its legal expenses. Even though the expense related to the capital structure, the expense was a revenue expense. The court reasoned that the expense did not go to a “profit yielding subject” (the term used by Dixon J in Sun Newspapers), the threat was from a legal proceeding that might result in the license being cancelled and so, business needs prompted them to oppose the application, and even though a once off, is still a revenue expense. There was a level of unease, however:
“The proceedings involve the application of well known principles to the particular facts of the case. In that application, the characterisation of the expenditure as revenue or capital depends on the weight or emphasis to be placed on particular facts, about which reasonable minds might differ [emphasis added]. We are of the opinion that the conclusion by the learned trial judge that the expenditure is properly to be regarded as being on revenue account was not only open to his Honour but is correct.” (571)

It would appear that after quoting all the things they were supposed to quote, they did not follow them. How do you consolidate the previous cases with this one? Judge the expense as a recurrent expense – but in fact, the situation in the case is rather isolated and the action really relates to the ability to make the product. It is not something that they need to buy to put into the product or that is consumed in the process of making the product. Hence, while the tests are fairly clear, the problem is in applying the tests.

Wasting benefits not eligible for capital allowance deductions

· BP Australia Ltd v FCT (PC) involved agreements between retailers and BP for exclusive sale of BP products. This marked a change in the marketing of petrol products because it used to be the case that each petrol station stocked many many brands of petrol. BP claimed a deduction for payments under the agreement, based on the amount of petrol BP thought it would sell in the period. (Remember that in Dickensen, the payments to the retailer were capital receipts, being in a time where there was no CGT.) Here, the amounts were deductible to BP. The PC was split 3:2, saying that there was a recurrent need to make the expense because the contracts would rollover. Also, BP were paying for a relatively enduring advantage. Perhaps the right thing to do is to write off the expense over the period of relationship – except that tax accounting did not provide for such a method. Under tax accounting, either the expense was deductible immediately or there was a capital allowance provision applicable. In this case there was neither. The court reasoned on whether the expense related to a business entity and considered that it did not, on balance.
· Strick v Regent Oil Co Ltd reached a different conclusion from BP Australia Ltd, even though the facts were very similar.
CLASS 11.2

Deductions: capital expenses (including intangible assets)

Wasting benefits not eligible for capital allowance deductions

· It is often difficult to determine whether the expense is a capital or revenue expense for the purposes of accounting. However, whatever these rules may dictate, its does not mean that they are compatible with the tax system.

· Consider the case of ties that have a life of five years. In accounting terms, these would be amortised over five years. But, under the tax rules, there is either a full deduction for ties, if they are a revenue expense or no deduction at all, where it was a capital expense.

· In BP Australia Ltd v FCT (PC), the above problem existed. The court decided by majority in favour of the taxpayer. There was a continuing need in the business for these kinds of ties – to keep the retailers loyal and to keep BP in business. The reasoning was quite straight forward:

“The case is not easy to decide. But on a balance of all the relevant considerations the scales appear to incline in favour of the expenditure being revenue and not capital outgoings.” (575)

· The BP Australia Ltd case was argued alongside another case that was before the House of Lords. Strick v Regent Oil Co Ltd involve an American oil company. The company did not require the signing of tires, but rather an arrangement like Dickensen’s case. The oil company leased the petrol station, and then sub-let them back to the petrol station retailers. The sub-lease contained a clause relating to the type of petrol products retailed. The same law Lords that decided BP Australia Ltd reached a different conclusion in Strick v Regent Oil Co Ltd, despite very similar facts. In Strick, S was gaining an interest in the real estate, unlike in BP Australia and for fairly long periods of time. Whatever else the oil company was, it was not in the business of real estate and the payment of what was in effect a premium on a lease was a payment of capital. Hence, the case of BP Australia was distinguished.

· The text points out that Strick is a case of poor tax planning. It must be noted that this case is 50 years old, when tax planning was not as sophisticated. Secondly, the planning may have been based on the belief that tax rates would go down.

Question 10.13

· The taxpayer, Mark Foy’s of Knox St Double Bay, who paid a lump sum amount to his tenant to secure the tenant’s agreement to terminate a lease in order to enter into a new and more profitable lease yielding a higher return. The court in question found that the payment was a capital expense. They identified the shop’s freehold as a capital assess, they characterised the amount spent to terminate the lease as an improvement of the asset. The owner here was not actually in business, but that did not alter the outcome because it was property not business income.

· If it is a capital expense, what relief is afforded? You need to see if there is any addition to the cost base. You have to go back and look at how the cost base is worked out under s110. It is most likely that the first element (in s110-25) applies to the amount you spend in acquiring the property – that is, the purchase price of the property. The first requirement is the consideration for the property in money or other goods. The second element are the incidental costs required to acquire the property such as search feeds, conveyancing fees, stamp duty … The third element is described as the non-capital costs of ownership. You do not get a double deduction for these. It sets out expenses that would normally deductible in acquiring the assets. It would seem that there are quite a large range of tax deductions that you can get a deduction for. The fifth element (described as the fourth element) is what you spend by way of capital expenditure to increase the value of the asset. It does not have to increase by the value of expense, but just has to increase the value (that is, people may “over capitalise.”) The fifth element (so described) is what is commonly known as a black-hole expense.

· In answer to the Kennedy Holdings and Property Management Pty Ltd v FCT case, where the payments for termination of lease are by instalments, you would say that you have a new lease and this is a cost of obtaining the new lease, and when the lease expires, there would be a capital loss. If you sell the asset, there will be a substantial improvement in the sale price, given the fact that the lessee is paying a premium. If you recognise the cost when the lease expires, you get immediate recognition and you do not sell the property. That capital loss would need to be applied against something else. If you sell, and use the situation as an addition to the cost base, you have a capital gain on sale against which to offset the capital loss. Hence, there is no obvious answer. The court found as a fact that Kennedy Holdings were not operating a business, and therefore, s40-880 would not apply. Therefore, there are at least three places to look in answering the question.

Question 10.14

· In FCT v Rothmans of Pall Mall (Australia) Ltd, Rothmans mounted a public relations campaign to prevent the passage of legislation that have increased tobacco license fees and place restrictions on advertising and sale of tobacco. Rothmans attempted to deduct the cost of the fees it paid to the association for this purpose.

· Lockhart J decided that the expense was a revenue expense, even though it may have impacted on the business itself. Furthermore, the expense was a recurrent expense and it was dictated by business necessity.

· This type of expense is black hole expense.

· However, you could add it to the cost base of another asset, if there was no asset created in itself. The only other asset is the business itself, so the question is could they argue for the cost base on the basis of s110-25? Under this section, the third element relates to maintenance, the fourth to increasing the asset’s value and the fifth to saving title. The company certainly would have resulted in the demise of the business, if the money was not expended. Under the fifth element, “title” has a highly specific meaning referring to your ownership of the asset – the government may compulsorily acquire the asset, but if you choose to defend it, even though the government has taken it back, you still have title for the purposes of s110-25. The most likely is the fourth element because in spending money you increase you good will. However, the only way any of these are relevant is if the asset is disposed of – either by sale or expiration (of the lease, for example). Therefore, Rothmans wanted to recognise the amount immediately. 

Question 10.15

· The cost of demolishing the obsolete structures was a capital expense for the mining company.

· Section 40-735(1)(b) would apply providing the requirements are met.

· Federal Commissioner v Pine Creek Goldfields Ltd involved a mine that was operated next to a highway. To access the gold, the agreed to relocate the highway further from the mine sight. How is this to be treated as an expense? The Full Federal Court said that this was a capital expense. The mining provision of the Act, Div 10 1936 ITAA (part of Div 40 1997 ITAA), did not cover it. However, this was a capital expenditure incidental to the mining operations that ought to be amortised along with other expenses. They got no deduction simply because they did not fit within the definitions and this case demonstrates the highly precise nature of the provisions. At that time, no one thought of including it in the legislation.
Rental payments or purchase price?

· Here we examine whether the deductions are claimable, as opposed to whether there is income.

· In Battery Makers, the group got for themselves a deduction for capital expense as the company was only entitled to the rental rather than the option to acquire.

· Eastern Nitrogen (Full Federal Court) wanted to borrow money – a merchant bank offered to buy the plant and then re-lease it back to EN. EN would have obtained a full tax deduction for the lease. Thus, EN increased their tax deduction overall because the deductions on the plant at the time of the sale would have been minute. The only way to fight this is to argue that the rental is really a capital expense. But, rental is naturally of revenue nature (that is, a recurring expense). The other alternative would have been to depreciate the plant over its life, but this was less tax beneficial.

Purchase for a lump sum plus continuing payments

· Cliffs International Inc v FCT (HCA) demonstrates that form is more important than substance. CI’s parent, CC, ordered CI to purchase mining rights for $200,000 in the form of shares in B, the company which held the prospecting license. If CI wanted to mine the site, a royalty payment was required. CI arranged to have the site mined, collecting the royalty and paying it to the original owners of B, as required. As far as CI was concerned in the payment of the royalty, the Commissioner was to argue that that was part of the purchase price (that is, a lump sum purchase with continuing payments). The HCA decided that the payments were deductible. The $200,000 being paid, CI were the out-and-out owners. The royalties did not relate to the ownership in the Mount Enid (B) company. (For the original owners of B, the argument would be that it is a repayment of the capital asset (the shares) in perpetuity. The Commissioner would say that it is a right that arises from the purchase, but is not the purchase price itself or a portion of it. The additional right was an income right.)
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Deductions for capital assets

Purchase of an annuity or promise of right to income

· The defect of the deal in Egerton-Warburton v Deputy FCT was that there was no set purchase price. The seller (the father) was taxed on the payments, but the buyers got a deduction. Since buyer and seller were related, the taxation and deduction was spread over three people. What was the basis of the deduction for the buyer (the sons)? The sons end up with a capital asset, and so, get a deduction for the purchase of a capital asset.

· Canadian cases deal with the Egerton-Warburton situation:

· In Wilson v MNR, the deduction was allowed on the basis that the land was taken over. The land would have been forfeited if the payments had not been made. They essentially treat the payment as a cost of running the business.

· In Saunders, there was no deduction was there was no formal charge over the asset. Where there is no charge, then the payment is just a debt.

· In Brown, there was also no deduction allowed.

· In CML v FCT (Full HCA), CML purchased a property from the Justs. For the Justs, an income stream had been exchanged for the purchase price. For CML, the question was whether there was a deduction for the rent charge. The Justs effectively had a lien over the rent payments to CML. The problem was that at the end of the transaction, CML owns something that is a capital asset. Therefore, the court disallowed a deduction. 

· What could CML have done? They needed to create a regular payment that they could deduct and thus, could have created a lease payment with an option to purchase (such as in Battery Makers), but his would have required apportionment. That is, convert it into a payment on terms, apportioning the deduction between capital and revenue.

Interest incurred to acquire a capital asset

· Deductibility of interest is based on the purpose for which the loan is used. If it is used for an income producing process, then it is deductible. The mere fact that you have used the funds to acquire a capital asset does not answer the question of deductibility.

· Steele v DFC of T (Full HCA) concerned the acquisition of property that was originally acquired for the purposes of erecting a hotel. The property initially ran horses. The hotel never happened and S sold her interest in the property. Interest was incurred prior to the business commencing. The court held that that interest was deductible. 

· (If you refinance the loan once the business has ceased, then there can be no deduction as there is a change of purpose in that instance.)

· In Brown  99 ATC 4600 involved the borrowing of money to open a business, but the business did not take off. However, the money was still owed and the issue was the deductibility of interest after the business has ceased. The court held the interest to be deductible. B actually managed to pay off a portion of the loan prior to the business’s collapse (as an early repayment), but did not have a legal right to do that. The tax office seized upon that point in TR 2000/17.

· After Steele and Brown, TR 2000/17 was released discussing both cases. If there is a contractual right to repay the loan early then that should be taken advantage of, because the result is that there is no liability that necessarily must arise payment to payment (because you could have chosen to pay off your debt instead of continuing with the loan). Further, if B discovered that he could borrow  for less by rolling it into his mortgage, for example, then his purpose will have changed, and the interest would not be deductible at all.

· FCT v Broken Hill Proprietary Co Ltd involved purchase of shares in a mining company. While the amount was called interest, it was in fact a capital sum that the company had paid and not allowed as a deduction for BHP.

· Temporal nexus: more modern decisions tend to take a broader view of what assessable income means and so, the temporal nexus requirement is somewhat weakened.

Deductions – specific deductions

ITAA 1997

· ITAA 1997 Div 25 (s25-5 onwards) creates specific deductions. Given the scheme of the Act, they are supposed to be ones other than provided by s8-1, but in fact there is a fair degree of overlap. In the case of overlap, the specific applies before the general.
Repairs s25-10

· If the property is repaired to its original condition, then it is a repair. If the property is repaired, and improved beyond its original condition, there is no deduction at all: Western Suburbs Cinemas Ltd. What if you replace an engine of a truck? In Western Suburbs Cinema Ltd, Kitto J mentions the criteria of something that is not necessarily an income producing asset, but must be physically whole. The ceiling in the case was regarded as physically whole, even though it was part of the larger structure of the building.
· The problem with this section is that it encourages repair that is inefficient or economic in terms of taxation policy. Further, it does not encourage improvements in technology or recognise them.
· This section allows a complete write off for expenses.
Buildings Div 43 ITAA 1997

· This provision allows less of a deduction than repairs under s25-10 – there is a 2.5% write off unless it involves a motel or the like, which is 4%.

Lease obligations to repair s25-15

· These are treated no differently to other repairs.

Losses by theft s25-45

· This section is limited to employees that are used in your income producing business – it does not cover defalcations by partners.

Capital allowances or amortising over maximum lives (to do yourself (602-605))
· The key provision is s40-25. The taxpayer decides what the depreciation should be on the asset, but there are penalties for being too adventurous.

· For tax, there are only two methods that can be used for amortising capital assets: straight line (prime cost) or reducing balance (diminishing value). The latter is using a fixed percentage deduction from the running value of the asset and is exponential depreciation. Straight line involves taking off a fixed value each year.

Balancing items (612-613) (to do yourself)
· You cannot make money from depreciation – if you recover money when you sell the asset, then you have a balancing charge. If the opposite occurs, you must also balance.

Deduction for bad debts (617) (to do yourself)
· If you are in the business of loaning money, then you can get a deduction for a bad debt. The amount must first be included in assessable income. The section only really exists to take care of accruals based accounting – delivery of service, without being paid, which therefore requires compensation.

Tax losses (621) (to do yourself) (skim)
· This is really only a problem for companies because in for individuals, the loss can be carried forward indefinitely (the exception being that the loss disappears if the estate is wound up).

· Companies must abide by special rules about continuing ownership or same business test.

· The complex provisions do not need to be known for the exam.
Investment allowances (623) (to do yourself) (skim)
· These are incentives to business to make capital expenditure, but have nearly all gone.

· There is still one for films.

· Research and development is now contained in s73B ITAA 1936. Although this is a capital expense, if it qualifies you get a deduction (essentially a subsidy) of 125%.

Bribery of officials (625) (to do yourself)
· Div 26, ss26-52 and 53 ITAA 1997 relates to bribery of officials.

Amounts paid to related entities (s26-35 ITAA 1997) (to do yourself)
· These are the dangers of nepotism for tax purposes. 

· You get a deduction for the expenses for running your business, even if you pay more than what you should have paid. To regulate this, the Commissioner is given a discretion to allow only such amounts that he considers are reasonable. Such decisions are judged on administrative law grounds.

· The problem really only arises on audit – then the question of reasonableness or lack thereof becomes an issue.

· In Stewart v FCT (HCA), a doctor paid his wife an extortionate amount to answer the phone in conjunction with her housely duties. Menzies J said that he would not second guess the Commissioner, where there was no evidence to suggest that he had taken into account irrelevant considerations and the like. The Commissioner’s decision was valid.

Tax accounting – timing and derivation

Accounting period

· The accounting period is annual: from I July to June 30 each year.

· There are some exceptions, for example, sportspeople are allowed to average their income over five years.

· The annual accounting period is unrealistic for commercial purposes, for example, the construction industry.

Recognising income

· Employees are on a cash basis of accounting – this means that if you arrange with your employer to pay you on a certain date, this may mean an alteration to the amount you pay in the financial year. For example, a huge lump sum paid on 1 July of the financial year may mean a huge reduction in your tax liability for the year ending 30 June.

· If the money is readily available for you to pick up, then you are considered to have derived the money and then there is no advantage to picking the cheque or payment up the day or some time after.

Cash or accruals method

· Only some businesses that can use cash accounting methods: lawyers, barristers, doctors …
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Tax accounting – timing and derivation

Accruals (earnings method) and cash accounting

· Earnings method of accounting makes provision for the pro-rata amount of holiday pay and long service leave etc, accrued each period. (In line with matching principles that match the expense earned with the period in which it is earned, rather than when it is received.)

· However, in tax terms, long service or holiday pay is not a deduction and is accounted for on a cash basis.

· The ideal would be to postpone income and accelerate deductions – this can be done because cash basis entities can apparently accrue liabilities.

Legal adoption of accounting

· Most tax accounting involves the adoption of commercial accounting principles in case law.

· There is little statutory procedure enacted that pertains to tax accounting.

· Carden’s case (HCA): a doctor had a high proportion of bad debts, written off on a cash accounting basis. After the doctor died, a large number of his patients paid their bills. This money was not regarded as income as the estate is no in the business of medical practice, only recouping money owing to the estate. Therefore, these funds could not be taxed. The Commissioner attempted to argue that the correct method was accruals – which would have meant that the money would already be recognised as income. Dixon J held that the nature of the business determines which system is the most appropriate – you cannot decide yourself, neither can the Commissioner decide for you. For most businesses, this is an accruals basis. Where there is a lack of trading stock, few employees, and few debts, such businesses would be amenable to cash accounting.

· The Commissioner took Carden’s case to mean that professionals should all be on cash accounting methods.

· Henderson v FCT involved a firm of accountants with many employees, who were accountants, but few partners due to the state of the law restricting partners to a maximum of 20. The company decided to move from cash to accruals. The Commissioner objected to the loss of revenue, based on Carden’s case. In the result, the Commissioner decided that all professionals should be on an accruals basis.

· Firstenberg (Vic SC) concerned a sole practitioner where the judge concluded that a cash basis was appropriate for a sole practitioner.

· Carden’s case is now dealt with under s101A ITAA 1936.

· TR 98/1 (654) is the current understanding of how to choose the correct method.

· A sole practitioner accountant employing several members of his family as clerks, but not as accountants. He billed most clients as the matters closed, but some clients were billed quarterly. The answer to Question 12.7 for these facts is that cash accounting should be fine – the AAT in Dunn following Firstenberg.

· Barratt v FCT (Question 12.8) tried to argue that all they did was send out invoices a bill (that is, they operated through a service basis), and therefore, should use a cash basis. The court held that whatever the practice of the service company was, the partnership was complex enough to have to use an accruals. As an aside, although medical practitioners are not legally allowed to sue for client fees until six months after the consultation, the court decided that the practical effect of medical practice is that patients pay on time.

Recognising income for the purposes of cash accounting

· What constitutes derivation? This question is answered in terms of whether or not you have use of the money.

· Usually, income is received for cash accounting purposes once the money is paid (in cash).

· For cheques, the money is derived when the cheque is given to you, unless it is a post-dated cheque.

· Where people have simply allow money not to be paid (for example, employees who ask their employers to delay payment of wages), you are taxed only when you receive the money, not when it is due.

· In Brent v FCT (HCA), it was said (by Gibbs J) that:

“In an alternative argument in support of the assessment, counsel for the Commissioner relied upon, s19 of the Act … It was submitted on behalf of the Commissioner that the appellant had failed to show that the balance of the money to her had not been dealt with on her behalf or in accordance with her directions. However, the evidence is simply that the appellant did not ask for payment and that the company refrained from making payment. On the evidence I decline to hold that the company held the balance of the money pursuant to a request by the appellant not to pay it. However, even if the company had deferred payment at the request of the appellant, s19 would not have applied. Income is not “dealt with”, under s19 when all that happens is that a debtor refrains from paying his debt at the request of the borrower … 

In the present case, even if the money had been retained at the request of the appellant, her position would have remained exactly as it was; the income would not have been used on her behalf and the company would have remained under an obligation to pay it to her. There is not the slightest ground in the present case for applying the provisions of s19.” (658)

Recognising outgoings and deductions in cash accounting

· The flipside of cash accounting for income is that you would expect deductions to be recognised when cash is paid out. This is not so. The text notes that deductions are basically dealt with on an accruals basis, but does not say why.

Recognising income for accruals accounting

· Arthur Murray (NSW) Pty Ltd v FCT involved a dance studio where people could go and meet other people and socialise. Lifetime membership were sold, and the funds were not refundable. However, sometimes the company refunded money anyway, even though there was no obligation. Hence, such monies were held in a special account called the “Untaught Lessons Account” and recognised incrementally. There were dual purposes for such an account – tax avoidance and delayed payment of franchise fees. The High Court was prepared to accept from experts what was considered good accounting practice – mainly because there was no precedent on the issue. Therefore, where money is received but not earned, it is not taxed.

· FCT v Australian Gas Light Co concerned a regulated utility that could not bill customers until they sent out accounts. Thus, at the end of any year, there would be customers who used gas, but were not subject to payment. The court treated AGL as a special case. Since AGL did not have a legal right to the money, the accrued revenue was not regarded as earned. (The case demonstrates how accounting practice follows legal recognition quite closely.)

· If you can make an estimate and are definitely legally liable, then you can claim a deduction for  the provisions you make on your accounting books. For example, insurance companies who are aware of accidents, where claims have not yet been made. RACV Insurance held that a reasonable actuarial estimate of potential claim is allowed to be recognised on an accounting basis – however, if there is no certainty as to liability, you cannot make the provision.

Recognising deductions under accruals accounting

· Both James Flood Pty Ltd and Nilsen Development Laboratories Pty Ltd are actually exceptions to the rule. These cases ruled that long service leave and holiday pay are recognised only when paid, that is, on a cash accounting method.

· After James Flood and Nilsen Development Laboratories, legislation was enacted to ensure that leave payments are not deductible until paid: s26-19 ITAA 1997.

· The court in James Flood Pty Ltd appears to be saying that there is no liability using the award as a foundation for reasoning.

· In Nilsen Development Laboratories Pty Ltd also considered the award aspect, but dealt with it in a different way to James Flood.

· Usually, deductions are recognised on an accruals basis – that is, at the time when the company legally subjects themselves to liability.

· Deferring recognition of deductions: ss82KZL-KZO ITAA 1936 states the rules that apply (675).

Accounting for profits and losses

· Ignore 679-692.
CLASS 13.1

Tax accounting

Commercial reality – accounting for profits and losses

· Project completion mode of tax accounting is not allowed under tax legislation. The problem is that under such methods, all the profit is realised at the end (and tax deferred is tax denied). Hence, the tax office requires you to recognise income as the progress payments are made, with the tax office deciding what deductions will be allowed.

Accounting for tax liability versus financial statement accounting

· See (697) for an example of the difference between accounting for tax liability and financial statement accounting.

Tax accounting: trading stock

Accruals method and tax liability

· The simplified tax system (STS) accounting for small business may allow for a resurgence in cash accounting due to subdiv 328-C (mandatory use of cash accounting for ordinary income and some deductions) and subdiv 328-E (optional relief from some of the trading stock end-of-year adjustments). Otherwise, if these do not apply, small business must make adjustments for trading stock on the end of year accounts under an accruals method.

· The value of closing stock will affect the level of sales profit. Closing stock is deemed as derived income, and so, high levels of inventory do not assist in paying any outstanding tax liability. Thus, most companies are keen to hold end-of-financial-year sell-outs.

Instalment sales (J Rowe & Son Pty Ltd)

· Suppose that there is a $1,000 purchase paid by24 equal instalments of $50 (totalling $1,200).

Year 1 Rowe receives

$600

(paid $800 for fridge)

Year 2 Rowe receives

$600

· R tried to argue that they should be taxed on a receipts basis, meaning that there would be no profit in first year.

· What was done was that the $1,000 was recognised in Year 1, and to the extent that the interest was accrued in Year 1, that $100 was recognised. The remaining interest was recognised in the next year.

· The court effectively treated the transaction as two transactions – the cash sales of stock, plus the creation of the loan. To the extent that the profit (income) from the loan was accrued from year to year, that was recognised. 

· The alternative analysis is to view the transaction as involving two taxpayers – a retailer and a financier. The financier recognises $100 in interest per year and the retailer recognises the $200 profit in the first year only.

· If there is no finance involved, the $200 profit creates no difficulty in recognising income.

· The court noted:

“Nevertheless, it is said on behalf of the taxpayer that, for income tax purposes, it is not only unnecessary but it is incorrect to being into the annual account as assessable income any instalments of purchase price, for goods sold upon terms, which are neither received nor receivable in the course of the year of sale [that is, the second lot of $600 only due in year 2]. The basis of this contention is that income is not derived until it is received. As a general proposition this is far too large. 

Acceptance of the taxpayer’s contention would, of course, largely destroy the accepted basis for the taxation of most trading and business concerns. It is accepted that, for taxation, as well as for business purposes, the income of such a business is derived when it is earned and the receipt of what is earned is not necessary to bring the proceeds of sale into account.” (698-699)

· Therefore, the case demonstrates that the focus of taxation is on earnings and entitlement to earnings, rather than on actual receipts. 

Cost price, marketing selling, replacement, FIFO and LIFO: valuing stock

· It is in the interests of the company to take into account cost price for closing stock value (which is normally the lower in value compared to market price) because it deflates revenue the most (and is conservative in approach) and because no body wants to anticipate a profit. Div 70-45 allows for this choice in valuation.

· For generic or high overturn goods, FIFO (which assumes the latest goods are the ones that comprise the closing stock count) and LIFO are employed. The choice between the two depends on several factors that include inflation. The Commissioner prefers FIFO, even though this is not enacted.

· What you are supposed to do is to find out the actual value of your stock, not guess – you cannot use a standard value like Australasian Jam Co Pty Ltd.

Question 13.3

· This question is incomplete. You need to know other facts before answering it:


Purchases
Sales
April
1000 at $1.00

500 at $1.20

May 
1000 at $1.10

1200 at $1.30

June
1000 at $1.20

1200 at $1.30

100 shares remained on 30 June.

· Sales revenue is $600 + $1,560 + $1,560 = $3720.

· Purchase cost is $1,000 + $1,100 + $1,200 = $3,300.

· FIFO value on 30 June is 100 shares at $1.20 (totalling $120).

· LIFO value on 30 June is 100 shares at $1.00 (totalling $100).

Manufactured stock

· Manufactured stock transforms intermediate goods into value added goods. This creates problems for stock valuation.

· There are two methods: cost of stock plus cost of labour (direct method), or cost of stock with provision for overheads of running the factory and labour (on-cost method). The on-cost method is favoured by the Commissioner because it increases the closing stock value (and tax assessable).

· Work in progress must be taken into account. This is a deduction against closing stock and stock sold.

· In Phillip Morris Ltd, the court ruled that the direct cost method was not appropriate, and so, decided differently to Ostime v Duple Motor Bodies Ltd 1 WLR 739 (House of Lords). The company had to include fixed factory overheads and wages of the employees who adjusted the machines in their on-cost method.

· After Phillip Morris Ltd, the Commissioner put out a ruling endorsing the judgement: IT 2350.

· The same considerations apply to real estate developments for rezoning and the like. In Kurts Development Pty Ltd it was decided that, however you apportion it, all such costs were costs of the land, and were to be added to the value of the stock. (Unsold subdivisions being work in progress.)

· Thus, shares and land are both capable of being trading stock, depending on the type of business. Land being trading stock was confirmed in St Hubert’s Island Pty Ltd (715).

Transforming assets (725) (not part of reading, but interesting nonetheless)
· There did not use to be provisions for transferring assets into and out of trading stock (that is, from capital to trading stock and back).

· Div 70-90 (compared with old s36) was enacted to address two issues. It provides the property with a cost price for trading stock purposes, where assets are moved into and out of trading stock, and deals with the situation where you are disposing of trading stock otherwise than in the normal course of business. The disposal is deemed to be at market value.

Simplified tax system for small business (729) (not part of reading, but interesting nonetheless)

Accounting for interest and similar payments (732)

· Div 16E was enacted to deal with Alliance Holdings Ltd and AGC that used tax arbitrage opportunities.

· Accruals method for financial instruments (735-738) legislation has not been enacted.

Prepayment of expenses and avoidance schemes

· Taxpayers were trying to pre-pay expenses so that an immediate deduction could be recognised before any income generated: Lau.

· Section 82KZM ITAA 1936 dealt with this situation and stated that if the benefit of a purchase (over a certain threshold and applying over a certain time) did not accrue immediately, the benefit had to be pro-rata-ed over its life.

· The Ralph Committee subsequently made changes to the legislation (739).
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Accounting for hire purchase and leasing (757-760)

Tax avoidance

Tax avoidance or tax evasion

· Tax avoidance is legal, but tax evasion is illegal. To achieve the avoidance of tax by legal means (the more complicated the better) is tax avoidance. However, it is usually the case that the simple ones are often the best.

· If your scheme is caught by tax legislation, Pt IVA (previously s260), you may be liable to the same penalties that are given out to tax evaders (subject to the lack of imprisonment). That is, there is little functional difference between a tax avoidance scheme gone wrong, and tax evasion (such as a failure to declare income).

· Pt IVA requires a purposive interpretation – substance ought to triumph over form. Has the taxpayer created a tax benefit through the scheme?

· Westminster doctrine (UK) is that if you can find a tax loophole, then go to it – it is your (God-given) right to pay as little tax as you can or to pay the appropriate amount of tax and no more.

· Courts are unable to hide behind a strict interpretation (anti-revenue interpretation) or a literal interpretation, they must look to the purpose of each provision.

Entering into transactions for the purpose of tax benefits (handout)

· These are arguably legal, but are entered into with the intention of being legal.

· Newton v FCT involved a dividend stripping scheme. The scheme involve the sales of a family company to Pactolus Pty Ltd, with dividends paid as consideration to the family. Pactolus received a rebate for the funds received from the family company (under the law then), which meant that those funds were tax-free. Meanwhile, the family owners of the family company received the money from Pactolus as capital (because it was a sale of a capital asset and therefore, paid no tax under the law then). The scheme “altered the incidence of the tax” and therefore, was not tax effective. Denning L introduced the predication test. The test basically said that if you can say that the transaction (in that the form) was entered into for the sole or dominant purpose of avoiding tax without being explained by some family relationship or other commercial reason, then the part will apply. If the transaction would not have occurred (in this form), but for the tax advantage, then the part applies. This is the “predication test”. 

· Westraders involved the trading stock provisions and dividend stripping.

· Curran involved a bonus share issue where the bonus issue produced a loss for the company that could be claimed.

· The court’s approach to these problems have moved on since these cases. The High Court would probably not look favourably on these schemes now.
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Pt IVA is bad for business

· The legislation does not succeed in reducing tax avoidance, rather it just creates uncertainty and business for tax planners.

· The difficulty in applying the provisions is bad for the Commissioner as the Commissioner does not want to exercise his discretion constantly, and secondly, taxpayers do not like uncertainty.

Operation

· Pt IVA allows schemes to be set aside for tax purposes only. Other legal consequences still apply. Previous provisions did not discriminate between consequences against the Commissioner and consequences between the parties. This may result lack of funds to pay taxes that the Commissioner charges because the scheme is not able to be unwound between the parties.

History

· The origins of tax avoidance schemes involved land tax avoidance – putting the assets in someone else’s name, that someone paying less tax, perhaps with a promise to reconvey to yourself or perhaps by implicit trust.

· The origins of land tax lie in an attempt to break up the success of land proprietors who, settling in new land, became very wealthy quite quickly.

· Income tax was introduced as an accompaniment to land tax.

· Purcell provides a good example of the problems that subsequently occurred with s260. The case involved a trust, where the trustee and settlor retained considerable control over the trust property. The beneficiaries were a family, of which the settlor was a member. The Commissioner attempted to apply the tax provisions, the income of the trust imputed to the settlor. The High Court held that s260 was not applicable. The trust was not affected by the general anti-avoidance provision. That was significant because it was clear that the trust was set up to avoid tax.

· The avoidance provision was, however, applied in Clarke and Bell.

· Keighery involved a steel fabrication business, owned by the Keigherys. They had very substantial profits, and because they were a private company, the profits would have been distributed to the family and therefore, subject to high tax rates. The tax planners decided that the company would be changed to a public company for tax purposes, in spite of a slightly higher tax rates. The family wanted to retain control of the company and so, a special class of share was invented, issued to people that the family could trust. The shares could not remove members of the family, but were part of the share count for the purposes of the ownership percentage rules (more than 20 people owning at least 75% of the shares). The special shares were redeemable preference shares. The High Court decided that there was nothing wrong with the arrangement involving preference shares because the Act provided for a choice.

· Denning L cited Keighery as being an example of a scheme not involving tax avoidance.

· The High Court consistently distinguished Denning L’s predication test. For example, they imposed a “choice test” in Cridland. In that case, Uni students did some tax planning based on their potential as Engineering students. If they were turned into primary producers, then they could average their income. The result being that because they earned no income during their University years, then when they entered the workforce, they paid minimal tax. The Engineers became partners in a primary production company. The High Court upheld the scheme – the engineers could employ people to do any “primary production”, but take advantage of the primary production tax provisions. With regard to the predication test, Mason J said that Denning L’s statement in Newton had never been the sole criterion for apply s260.

· Slutzkin was an importing business that was sold, in such a way so that they would not have to pay tax on the retained earnings. The business (a cash shell) was sold to a professional business stripper in a process that was similar to Newton, but that the shell was not sold back to the family after the stripping operation. The High Court said that all that had been done was to dispose of the business. 

· After these cases, s260 was obviously seen as dead.

· In Peate (an example of the facts taking over, and the law being lost), it was all very well to say that the arrangement was voided for tax purposes, but how can you reconstruct a liability for tax? The problem was that the Court indulged in reconstruction, even though it probably could not, in order to apply the provision. A group medical practice in Newcastle had been advised by accountants to set up a company through which the doctors were employed and profits being distributed throughout the doctor’s families. Instead of applying the section and finding that there was no-one around to tax, they reconstructed the statute. (The Commissioner thought that the ratio was that doctors were not allowed to tax plan.) Subsequently, Pt IVA was amended to allow reconstruction to take place.

Litigation under Pt IVA

· Case W58 involved a computer salesperson setting up a company that employed just him. The company was a trustee of a family trust. (This is the type of scheme that would be caught by the personal services provisions that exist today.) Pt IVA was held to apply.

· Peabody 

· Facts: there was a very successful business based on the by products of burning coal. P purchased the product from the electricity companies and distributed it to concrete makers. If K’s shares where bought and sold within 12 months, then tax had to be paid (under s26AAA or s26(a) (possibly if the intention to make a profit could be shown)). P wanted to sell the company (Pozzolanic Group), but had to contend with K’s shares and potential tax. Hence, they set up the Loftway company. As they did not have any money to fund the purchase of K’s shares, they borrowed money from Westpac BC. The  P family then voted to convert all of Loftway Pty Ltd’s shares (which, by then had purchased K’s 38% stake) to Z class shares. That is, they stripped Loftway’s shares of all their rights, making them valueless, and effectively making the remaining 68% (held by P family trust) the only shares of any value and so, essentially 100% of the equity of the Pozzolanic Group. Pozzolanic Industries Limited was created, P family owning 50% in exchange for $30m in shares and cash. P family then floated 50% of the P family trust’s shares. 

· Trial judge: in analysis, the scheme had to first be identified. You could not say that the entire thing was a scheme, because the dominant purpose was to float the company. The trial judge identified the scheme to be the set-up of the Loftway company and the borrowing from Westpac. 

· Federal Court: the narrow view could not be taken in isolation from the larger picture. Once this was done, then the application of Pt IVA is weakened. The Commissioner failed to identify the right scheme and Pt IVA did not apply. Furthermore, the taxpayer was Mrs P, not Mr P. The only person to chase is the person with the money, and in this case, it was Mrs P. The question becomes, who is it producing a tax benefit for and how can you say that Mrs P was receiving a tax benefit?

· High Court: took the same view as the Federal Court as you could not reasonably say that Mrs P was likely to benefit from the scheme. (Which means that the beneficiary was Loftway, in spite of the fact that it was a useless shelf company.) The High Court also talked of something that would stand on its own – a part of a larger transaction that would stand on its own.

· Spotless had surplus cash to invest. A merchant bank had a scheme running in the Cook Islands that would allow the investment to be virtually tax-free. The High Court said that the scheme was caught by Pt IVA because the sole reason for investment in the Cook Islands was to avoid payment of Australian tax (as opposed to the principal reason being to invest) and derive interest free of tax. 

· Consolidated Press v FCT
· KP tried to buy British American Tobacco, along with two partners (G and R). The syndicate was called Hoylake.

· CPH, held via the Bahamas by KP and his family, held several other companies. These were Consolidated Press (UK), Australian Consolidated Press, Murray Leisure Company and Consolidated Press Finance. KP borrowed from the bank. The money was lent to ACP, who then put the money in MLG as shares. MLG then lent that money to CP (UK), then to a Singapore company and then to Hoylake.

· KP then tried to claim a tax deduction for the interest.

· Section 79D ITAA 1936 quarantines interest – it can only be claimed for assessable income not exempt. The only tax problem is that the profits from the scheme would accrue offshore, for which no assessable income in Australia could be found against which to apply s79.

· The Commissioner argued that the entire scheme was set up to avoid s79D.

· The full Federal Court and the High Court agreed that this was a scheme.

· In the Budplan case (Howland-Rose v FCT), the judge disallowed the deductions because only research, not a business, was being carried out. He commented that Pt IVA could also apply if the research point failed. This is the first time Pt IVA has been applied to deductions – and begs the question, what is that makes Pt IVA applicable?
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Final exam

Contents

· Everything will be covered, except that in the midsession.

· This means that employee taxation of personal services (income from employment) will not be thoroughly examined. As for CGT, no aspect of wage or salary income will be involved, but other aspects of CGT might be.

· No essay questions will be included in the exam.

· No questions of working out tax liability amounts and calculations of tax accounting – the focus is on the legal issues.
· No personal services or FBT issues.

· Four questions (one question has internal choice).

2001 Exam

Question 2

· Payment for the right to remove trees over three years can be characterised under several possibilities for the Farmer. :

· Revenue transaction: the trees are probably not trading stock in this case. If they are converted from a capital asset into trading stock then s70 will apply and you must find a value for the timber, which may not be easy.
· Business transaction producing income:

· Profit making scheme under s15-15, but this is really a last resort.

· Income according to ordinary concepts (s6-5) – it is difficult to say with what intention Farmer acquired the asset, as she inherited it. Under the Myer test, the court said that the asset was acquired with the intention of being a purchase of capital. Thus, on this test it would appear to be outside s6-5.

· Sale of a capital asset: the timber could be part of the current farming business or the sale of an asset. The problem is the issue of base cost, since she inherited it. As she acquired the property after 1985, then the base cost is the value of the property in 1990. The onus of proof is on Farmer to demonstrate cost. All the consideration for an asset is deemed to be paid immediately for disposal of capital assets (s103-10). You are taxed on the full purchase price in the year of disposal. (If it is income, then Farmer will be taxed as each instalment is paid.) 
· Windfall: most unlikely.
· Royalties: the issue is not whether it is income, just whether it is a royalty and therefore, taxed regardless. Macauley was caught because his payments were by reference to by use of the property. In Stanton, there was a sale of a right to timber, but because of the structure of the transaction as a lump sum, paid in parts, without reference to the amount of timber, then the payment was not a royalty. White and s15-25 would also need to be examined.

· Income from property: renting out the property for a period in return for payment is of a rental nature and therefore, income.

· Choice of payment: the choice between a percentage of the profits or a set payment does not alter the result. The amount is still a revenue item (deductible for Honeycutt). See Vestey.

· Treatment of Honeycutt’s payments for the timber:

· The timber is being acquired with the purpose of making a profit. This is once off business deal to be taxed under s6-5.

· Honeycutt may also be purchasing a capital asset. The proceeds are only taxed when the sales are made.

· If they are carrying on the business of timber clearing then the payments represent the cost of getting the timber, and therefore a deduction under s8-1.

· The second lot of payments provides the annual recurring occupancy rate of doing business and thus, is likely to be deductible also.

Question 3

· There is an argument that the interest is deductible while the restaurant remains open. The problem arises when the restaurant closes.

· This is the Steel case on temporal nexus. S borrowed money for the purposes of a business that was never opened, although she continued to pay the loan off. Could she claim a deduction for the interest on the loan? See also Amalgamated Zinc, Consolidated Fertilizers and AGC.

· Strictly speaking there is no temporal nexus requirement and further, it does not apply. The money was used to outfit the restaurant, some paid back, some still being used for the business. We do not know which portion of the loan was paid back. The money is still being used for a business purpose, and therefore, there is no temporal nexus issue.

· If there is a temporal nexus issue then Brown, as discussed in TR 2000/17, applies. The ruling states that if you refinance a loan in some way or have the option of early repayment, then that would break the temporal nexus with the loan and therefore, would not be interest deductible. This part of the ruling is not supported by Brown. But, you would argue that the ruling is wrong. 

· What are the losses (failure to get back all legal costs) in respect of? Revenue or capital expenditure? Consolidated Fertilizers is probably the best case here. If there was a capital expense, could you use s110-25 (base cost) to provide relief? Establishing, preserving or defending title under paragraph 6 is probably applicable. The problem with that is that if you accept that this is part of the base cost, there is not recognition until the restaurant is disposed of. In this situation, the business has folded. The business then becomes a capital loss.

· Part of the expenses were paid after the business ceased, and so, like in Amalgamated Zinc, there is a temporal nexus question. 

Question 4

· Travelling expenses: Payne involved a QANTAS pilot who travelled from his deer farm in Armidale to his job at Mascot. The Commissioner denied the expense. The High Court found that a deduction could not be gained for travelling between two jobs, if you travelling from a home business to another job. If however, you have two businesses and you travel between them, then this is deductible. Ballesty held that for persons who have no fixed places of employment are allowed deductions from the time the person leaves home (that is, the home is treated as the first place of business). Examples include plumber, footballers and electricians. Amber would probably not be able to get a deduction for travelling between Bowral and Canberra for work, because she travelling to a fixed place of work.

· Education expenses: Amber would argue that the courses relate to her professional development and so, (travel between lectures or seminars) would be deductible.

· Plastic surgery: medical expenses are private or domestic. However, a s159P ITAA 1936 rebate is available, but the Commissioner takes the view that cosmetic surgery is not covered by the section because there is no illness or operation involved.

· Clothing: the skirts and shirts are not deductible under Div 4, because there is no uniform involved. The abnormal clothing rule must be applicable in order for there to be a deduction. Edwards (the Queensland’s Governor’s wife’s lady in waiting) and Mansfield (flight attendants who had an unusually large need for cosmetics and stocking) apply.

· Conference travel expenses: straightforward deduction, even of the room rate, because most hotels charge you for the same amount regardless of how many (up to the maximum) stay in the room.

· Airfare: because the primary purpose of the trip is the seminar, the full cost of the trip is deductible.
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