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TAX NEWS — AT A GLANCE

Tax News — at a glance
by TaxCounsel Pty Ltd

October - what
happened in tax?

The following points highlight important
federal tax developments that occurred during
October 2023. A selection of the developments
is considered in more detail in the “Tax News -
the details” column on page 225 (at the item
number indicated).

Superannuation concessions:
amendments

The government has released draft legislation and
explanatory material in relation to the changes to the
superannuation tax concessions that were announced in
the 2023-24 Budget. See item 1.

PwC measures

The government has released exposure draft legislation and
explanatory material in relation to the significant measures
that were announced on 6 August 2023 in response to the
PwC revelations. See item 2.

Self-education expense deductions

The Commissioner has released a draft ruling that sets out
the principles that govern the deductibility of self-education
expenses incurred by an individual under the general
deduction provision (s 8-1 of the Income Tax Assessment Act
1997 (Cth) (ITAA9T)), and discusses the types of expenditure
that can be deductible as a self-education expense, as well
as those that cannot (TR 2023/D1). See item 3.

Composite asset: relevant
depreciating asset

The Commissioner has released a revised draft ruling
that sets out quidelines intended to assist in identifying
the relevant depreciating asset or assets where an asset
consists of a number of components (TR 2023/D2).

See item 4.

ATO communication protocols for
objections

The Commissioner has released a practice statement that
sets out the framework governing the communications
between ATO objection officers and officers involved in
making the original decision (PS LA 2023/2). See item 5.

GST and prepared meals

The Federal Court (Hespe J) has held that certain frozen
food products supplied and imported by the taxpayer in
the tax period from 1 July 2021 to 31 July 2021 were not
GST-free (Simplot Australia Pty Ltd v FCT [2023] FCA 1115).
See item 6.

Div 7A loan issues

In a recent decision, the AAT has held that a private
company which was presently entitled to income of a
discretionary trust that remained unpaid did not make a
loan to the trust within the definition of “loan” that applies
for the purposes of Div 7A of the Income Tax Assessment Act
1936 (Cth) (ITAA36) (Bendel and FCT [2023] AATA 3074).
See item 7.

Reimbursement agreements

The Commissioner has issued an addendum which amends
TR 2022/4 to reflect the recent Full Federal Court decisions
in FCT v Guardian AIT Pty Ltd ATF Australian Investment

Trust [2023] FCAFC 3 and B&F Investments Pty Ltd as
trustee for the Illuka Park Trust v FCT[2023] FCAFC 89

(TR 2022/4A1). While the decisions do not substantially
alter the Commissioner’s views on the operation of s 100A
ITAA36, the changes clarify that advisers may be a party to
a reimbursement agreement and explain when a beneficiary
may need to be a party to a reimbursement agreement.

Vacant land deductions

Subject to exclusions, from 1 July 2019, s 26-102 ITAA97
has limited deductions for losses or outgoings that relate
to holding vacant land. The Commissioner has released a
ruling that explains his view of the application, and some
of the exclusions, of this section (TR 2023/3). The ruling is
discussed in the Tax Tips column of this issue of the journal
(see “Tax Tips” on page 231).
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PRESIDENT’S REPORT

President’s
Report

by Marg Marshall,
CTA

New leadership to
move us forward

President Marg Marshall welcomes our new CEO
and strategqic direction for the Institute.

As you are no doubt aware by now, we have recently
appointed Scott Treatt, CTA, as CEO of The Tax Institute.
My congratulations and support go to Scott as he embarks
on this exciting new role.

| am very pleased to have been part of the selection process
and to have found a wonderful fit in Scott. When we set

out to select a new CEOQ, the Board agreed that selecting a
candidate with passion for and knowledge of not only the
tax profession, but also our organisation and its role within
the profession, was crucial. We wanted to ensure that our
strateqic vision was being steered by someone who knows
what it is to be a tax practitioner and how best we can
support them.

Scott has been part of The Tax Institute’s community for
many years now, as a member, a volunteer, General Manager
of Tax Policy and Advocacy, and now as CEO. He has held
leadership positions in private practice, requlatory bodies
and, of course, The Tax Institute itself. | could not be more
confident that our members and our organisation’s future
are safe in his capable hands.

An internal appointment for CEO makes absolute sense

for our organisation at this juncture. There has been
considerable change at the Institute as we implement

a strategic review of our organisational structure and
operating model. Having one of our own step up to the helm
provides a certainty and familiarity that is important for our
volunteers, team and members alike.

Scott’s long-time association with the Institute also means
that he is incredibly well-placed to see where the most value
can be created moving forward. He has spoken to the Board
and myself of his vision for our organisation’s future, which
puts members voices squarely at the centre of it all — which
is exactly where they belong.

I’m pleased to see support for Scott flooding in, and trust
that our members will continue to support him in the
coming months and years as he works to improve our
member benefits, resources and experience overall. | know
that he, in turn, has big plans to engage and support you.

Our investment in you

Over the last financial year, we have invested strategically
and aggressively in key areas to bolster our member value.
This includes a new education offering, improved digital
experience for our website and Tax Knowledge Exchange
platform, and increased opportunity for local engagement
with members. We have already begun the process of
getting to know you better and listening more closely to
your feedback. Scott’s leadership will ensure that this is
kept front and centre.

As we continue these projects to deliver better member
value and explore new opportunities to do so, now is the
time to be actively involved in the Institute. We are listening
and | encourage you to speak to us and have your voice
heard. If there are ways you would like us to support you,
we would love to hear them.

Annual General Meeting

Our Annual General Meeting (AGM) will be held this month
and | encourage you all to attend if possible. Every voting
member has the right to attend the AGM and | encourage
you to utilise this right in order to have your say about our
organisation. You will receive official notification of the AGM
30 days in advance of the meeting.
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CEO’S REPORT

CEO’s Report

by Scott Treatt, CTA

Leading and
listening as CEO
of the Institute

In his first CEO’s Report, Scott Treatt outlines his
vision for an Institute where your voice is at the
centre of the tax conversation.

| am delighted to be writing to you today as CEO of The Tax
Institute. Having been a member of the Institute for the
majority of my career, many of you know me well and know
how sincere | am about making fellow members proud in
this role.

I'd like to thank our President, Marg Marshall, our National
Council, and our Board for their support. They are a talented
and passionate group of people who have the Institute’s
best interests at heart and front of mind. Backing from them
is much appreciated as | lay out a vision for the future that
aligns with our overarching organisational strategic plan.

I’d also like to thank those members who have kindly
reached out to welcome me to the role. Your support and
confidence in my appointment are the best endorsement
| could ask for.

Centring your voice in the tax
conversation

One of the greatest —if not the greatest — assets that
The Tax Institute has is our members.

Tax as a specialty is broad and nuanced, touching every
aspect of our economy. We are incredibly lucky to have

a membership that spans all facets of tax and includes
experts from across the array of tax specialties. We are also
fortunate that our members are so generous with their time
and insights.

The Tax Institute needs to be equally generous in

giving time, effort and resources to listen to all of our
members. To me, the number one priority in how we now
set a direction for the Institute is that we listen to all

voices and take a balanced and considered approach.

As an organisation, we are proud of the diversity in our
membership. Our membership is unique, comprising
accountants, lawyers, academics, in-house tax practitioners

and government employees. While we represent varying
sizes of organisations, two-thirds of our members operate in
the SME and microbusiness sectors. These segments of our
membership alone represent an incredible array of diverse
thought and experience, an understanding of which should
be at the forefront of any vision for our future.

We are currently reviewing numerous options to better
engage you on a personal level and to ensure that your
voice is heard. Some developments may happen quickly,
while others will take time and planning to implement
correctly, but please rest assured that work is being done
to open new lines of communication. At times, we may call
on your support to assist our initiatives, as it is through
working together that we can make our Institute more
effective and successful.

In the coming weeks and months, | will be working on

new member engagement opportunities to enable you as
members to reqularly give feedback on your concerns, ideas
and challenges, so they are heard and understood. Once
shared with us, we will make key issues available to other
members, other tax practitioners in the wider community,
and requlators.

This will ensure a transparent representation of your

views. Our Tax Policy and Advocacy team works tirelessly
to represent your voice, and the tax system more broadly,
in educating not only the profession on technical issues
and tax administration, but also the requlators on the
consequences of their legislative and administrative
decisions across the profession and within the tax system.
The diversity of our membership, all of whom we must fairly
represent, gives us a unique perspective that will continue
to shape our approach.

Looking forward

Over the last few weeks, | have been working closely with
Clare Mazzetti, Chair of the Board and (over the past few
months) our acting CEO, to ensure that the transition of
leadership is as seamless as possible. I'd like to thank her
for the wonderful work she has done with our Board and our
internal team to put us in a stable position.

The important work that the Institute does — educating the
profession, educating the government and administrators
on issues and priorities within our tax system, providing
opportunities and resources for professional development,
and advocating for reform of the tax system — will continue.
The way that we deliver on these goals will evolve for

the better as we focus on listening to you and amplifying
your voice.

One thing | have observed and been part of in my time as an
employee of the Institute is a genuine desire to do right by
our members. Our volunteers and our staff want to support
you in meaningful ways. So | encourage you to get involved.
The more you talk to us and tell us what matters, the better
we will understand how to best support you.

| look forward to hearing from you.
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ASSOCIATE’S REPORT

Associate’s
Report

by Abhishek
Shekhawat, ATI

Setting the
framework for

superannuation
stability

Australia’s approach to superannuation requires a
re-think to ensure that it provides the necessary
stability and certainty for superannuants.

Superannuation plays a fundamental role in Australia’s
economy to support the future needs of older Australians,
with almost $3.5tr was invested. The 2023 Intergenerational
Report and previous reports highlight that superannuation is
intended to play a primary role in funding retirement, reducing
government spending on age, and service care pensions.

Superannuants need stability and confidence in Australia’s
superannuation system. It can take the average wage
earner many decades of making compulsory and voluntary
contributions to ensure that their fund balance sufficiently
supports them in their retirement. Despite the pressing
need for stability, superannuation is one of the most
frequently amended areas of Australia’s tax and transfer
system and is subject to mountains of ever-changing
reqgulations. In 2023 alone, proposals are underway to
make significant changes intended to:

e amend the non-arm’s length income provisions;

* legislate an objective for future superannuation rules;

e introduce an additional 15% tax on earnings on
superannuation balances above $3m; and

* implement payday super - requiring employers to
pay their employees’ superannuation gquarantee (SG)
entitlements on the same day they pay salary and wages.

There are also constant amendments to the multitude
of thresholds, limits and caps. There isn’t a consistent
approach to their indexation or review.

Many of these changes are driven by political factors

or perceived, and often subjective, notions of what is
deemed “fair”. Unfortunately, the constant tinkering
leaves all Australians in a state of uncertainty. With the
goalposts constantly shifting, it is difficult for Australians
to appropriately plan and implement the most effective

strategies for their future. This may even have the effect

of eroding confidence in the system, inadvertently
necessitating individuals to draw on their own private wealth
outside superannuation or government support.

The system operates over the working life and into the
retirement of superannuants, so having confidence that the
rules will not change each year is paramount to building
trust with the community and encouraging investment in
superannuation. However, ensuring that the superannuation
system remains fit for purpose should entail reqular
reviews and alterations of the settings, where appropriate.
As highlighted in the Case for Change, many aspects of

the superannuation regime are complex, inefficient and
inequitable, including:

* proportionate indexation of the personal transfer balance
cap;

» the draconian penalties under the SG regime for
employers who are slightly late (noting that this is
subject to potential reform); and

* navigating the minefield of caps, limits and thresholds.

Australia needs to address existing issues. Key to the
success and effectiveness of the superannuation system is
how future changes are designed, legislated, implemented
and administered.

The first, and arguably most important, step is to ensure that
there is timely and meaningful consultation on the policy
aspects of proposed changes, not just on the mechanics of
implementing proposed changes. Too often, the community
is given only a few weeks to provide feedback on complex
concepts and draft legislation. This can unwittingly create the
perception that the consultation is not genuinely considering
alternatives or the issues raised. Undertaking meaningful
targeted consultation at an early stage of the process
ensures that ultimate policy decisions are fully considered.

Priority should also be given to changes that promote the
core principles of an effective tax and transfer system,
namely, simplicity, efficiency and equity — such as the
examples identified above. Changes of this nature would
result in a more efficient system and promote confidence.
Employers and superannuants would also be encouraged to
participate and rectify errors, better serving the objectives
of the superannuation system.

Changes should generally also only take effect after the
legislation is enacted, allowing superannuants to better plan
for the financial and administrative implications of those
changes. A greater lead time would also allow the ATO to
create better-timed quidance, ensure that ATO systems

and processes are fit for purpose, and limit the effective
retrospective impact of legislation that remains unenacted
for lengthy periods.

Consideration should be given to whether amnesties

are appropriate where changes reduce or otherwise
negatively impact a superannuant’s balance. For example,
superannuants could be provided a one-off opportunity to
alter their fund balances or contributions in order to limit
the impacts of any change. This would ensure that people
are not adversely affected by making decisions based on the
law that applied at the time.
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TAX NEWS — THE DETAILS

Tax News — the details
by TaxCounsel Pty Ltd

October - what
happened in tax?

The following points highlight important
federal tax developments that occurred during
October 2023.

Government initiatives

1. Superannuation concessions:
amendments

The government has released draft legislation and
explanatory material in relation to the changes to the
superannuation tax concessions that were announced in
the 2023-24 Budget.

When enacted, the proposed amendments in the draft

legislation will reduce the tax concessions for individuals
with a total superannuation balance (TSB) above $3m by
imposing an additional 15% tax on certain earnings based

on the percentage of the TSB exceeding the $3m threshold.

The tax is to be imposed directly on the individual and is
separate from the tax arrangements of the superannuation
fund or scheme. The main provisions are to be contained in
a proposed new Div 296 of the Income Tax Assessment Act
1997 (ITAA9T).

For each income year from 2025-26, the Commissioner
will calculate a Div 296 tax liability and notify individuals
of their tax liability for a given income year. Division 296
tax is to be levied at a rate of 15% on a percentage of

the individual’s superannuation earnings equal to the
percentage of their TSB above $3m. Division 296 tax will
be levied directly on individuals and imposed separately
to personal income tax and superannuation fund tax.
Individuals will have the option of paying their tax liability
by either releasing amounts from their superannuation or
using amounts outside of the superannuation system. Tax
associated with a Div 296 tax on defined benefit interest
may be deferred.

Negative superannuation earnings from balances above
$3m will be carried forward and used to reduce the amount
of superannuation earnings subject to Div 296 tax in future
income years.

The draft legislation also proposes amendments to several
other Acts to include provisions relating to the calculation
of earnings, withdrawals and contributions, modifications

for earnings of certain constitutionally protected interests,
debt deferral provisions for defined benefit interests in the

pre-end benefit phase, and changes to the definition of
“total superannuation balance”.

Special rules for modified treatment of defined benefit and
some retirement phase interests, including the valuation
of such interests, is to be addressed through specific
provisions in subsequent requlations.

2. PwC measures

The government has released exposure draft legislation and
explanatory material in relation to the significant measures
that were announced on 6 August 2023 in response to the
PwC revelations.

Tax promoter penalty regime

The government will make it easier for the ATO to apply
the promoter penalty laws by broadening the scope of
important definitions, including:

* broadening the meaning of a “promoter” to capture
those that receive “benefits” from their promotion of a
scheme (“benefits” is a broader concept than the current
“consideration” requirement);

» expanding the meaning of “tax exploitation scheme”
to cover schemes that breach, or would breach, the
multinational anti-avoidance law or the diverted profits
tax rules; and

« expanding the coverage of the rules prohibiting the
misrepresentation of a tax scheme’s conformance with an
ATO product ruling, whether the scheme is implemented
or not, to all types of ATO rulings — private, public and
oral rulings.

Also, the time within which the ATO can commence civil
penalty proceedings related to the promotion of tax
exploitation schemes or schemes not conforming to ATO
rulings is being extended from four to six years. The law
currently imposes no time limitation for the promotion
of schemes involving tax evasion and this is to remain
unchanged.

The maximum penalty under the promoter penalty laws is
to be increased to the greatest of:

e 5,000 penalty units (for an individual) or 50,000 penalty
units (for a body corporate or significant global entity
(SGE));

* three times the benefits received or receivable (directly
or indirectly) by the entity and associates of the entity in
respect of the scheme;

« for a body corporate or an SGE, 10% of the aggregated
turnover of the entity for the most recent income
year to end before the entity engaged in conduct that
contravenes the promoter penalty laws, capped at
2.5 million penalty units.

In addition, the government has tasked Treasury to conduct
a comprehensive review of the promoter penalty laws to
ensure that the ATO has the tools to adequately address
the types of promoter activity today, that is, where tax
avoidance schemes are bespoke, complex and/or operate
across jurisdictional boundaries.
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Whistleblower reforms

Whistleblower protections are being extended to eligible
whistleblowers who wish to disclose alleged misconduct to
the Tax Practitioners Board (TPB).

Also, the ATO and the TPB will be authorised to share
information that they have received from whistleblowers
with the Australian Charities and Not-for-profits
Commission, as well as each other, where the information
received relates to their requlatory responsibilities.

Tax Practitioners Board reforms

A proposed amendment will extend the period of time

that the TPB has in which to conclude investigations into
potential breaches of the Tax Agent Services Act 2009 (Cth)
from six months to 24 months. This time frame can still be
extended further if the TPB is satisfied that, for reasons
beyond its control, a decision cannot be made in 24 months.

In addition to the extension of the investigation time frame,
a new option is being created for the TPB following the
conclusion of an investigation. This will allow the TPB not

to pursue administrative sanctions or civil penalties, and
instead to publish the findings of the investigation on the
TPB Register. When a TPB investigation finds that conduct
has breached the Tax Agent Services Act 2009, it must either
decide to take no further action or take one or more of the
following actions:

e impose one or more sanctions;
* terminate an entity’s reqgistration;

* apply to the Federal Court for an order to pay a pecuniary
penalty;

* apply to the Federal Court for an injunction; and/or

* decide that specific details about a contravening entity
(defined as an entity engaged in the misconduct) must
be published on the Register in accordance with the Tax
Agent Services Regulations 2022 (Cth).

The decision to publish findings of investigations on the
Register will be able to be reviewed by the AAT.

Further reviews

The government has tasked Treasury with developing a
package of reforms to respond to emerging fraud threats,
which will improve the ATO’s ability to detect, prevent and
address fraud.

Also, the government has tasked the Attorney-General’s
Department and Treasury to jointly review the use of legal
professional privilege in Commonwealth investigations, and
present the government with options for possible reform.

The Commissioner’s perspective

3. Self-education expense deductions

The Commissioner has released a draft ruling that sets out
the principles that govern the deductibility of self-education
expenses incurred by an individual under the general
deduction provision (s 8-1 ITAA97), and discusses the types
of expenditure that can be deductible as a self-education
expense, as well as those that cannot (TR 2023/D1).

For the purposes of TR 2023/D1, self-education includes:

« courses undertaken at an educational institution
(whether leading to a formal qualification or not);

* courses provided by a professional or industry
organisation;

» attendance at work-related conferences or seminars; and

* self-paced learning and study tours (whether within
Australia or overseas).

TR 2023/D1 is intended to be read in conjunction with
TR 2020/1 which provides the foundation of the general
deductibility principles for work-related expenses under
s 8-1.

TR 2023/D1 does not address:

e s 8-1(1)(b), which deals with outgoings necessarily
incurred by a business. The ATO considers that s 8-1(1)(a)
applies to individuals when claiming self-education
expenses regardless of whether they are employed,
contracted, or carrying on a business; or

« substantiation and record-keeping requirements.

A partial deduction may be appropriate where only part
of a taxpayer’s expense is for self-education connected
with their income-earning activities, or where only part
of the self-education is relevant to the taxpayer’s current
income-earning activities.

The Commissioner considers self-education expenses to
be incurred in gaining or producing a taxpayer’s assessable
income if either or both of the following apply:

« the taxpayer’s income-earning activities are based on
the exercise of a skill or some specific knowledge, and
the self-education enables the taxpayer to maintain or
improve that skill or knowledge; and/or

» the self-education objectively leads to, or is likely to
lead to, an increase in the taxpayer’s income from their
current income-earning activities in the future.

Self-education expenses are not incurred in gaining or
producing a taxpayer’s assessable income if:

« the self-education will enable the taxpayer to get
employment, to obtain new employment, or to open
up a new income-earning activity (whether in business
or in their current employment). This includes studies
relating to a particular profession, occupation or field of
employment in which the taxpayer is not yet engaged.
These expenses are incurred at a point too soon to
be regarded as incurred in gaining or producing the
taxpayer’s assessable income; or

« the taxpayer is not undertaking income-earning activities
to derive assessable income at the time they incurred the
expenses;

TR 2023/D1 gives a considerable number of examples,
including where expenditure relates to a personal
development course, a stress management course,
self-education to get a new income-earning activity, or
interest on a loan.
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4. Composite asset: relevant depreciating
asset

The Commissioner has released a revised draft ruling
that sets out guidelines intended to assist in identifying
the relevant depreciating asset or assets where an asset
consists of a number of components (TR 2023/D2).

Identifying the relevant depreciating asset is important for
working out its effective life and therefore the rate at which
deductions can be claimed. A depreciating asset that is the
composite item as a whole may have an effective life that is
different to the effective life of any individual component or
components. This enquiry may also be relevant when testing
an asset’s eligibility for certain immediate tax write-offs and
concessions.

TR 2023/D2 sets out the Commissioner’s views on:

* relevant principles to assist in determining whether a
composite item is itself a depreciating asset or whether
its components are separate depreciating assets for the
purposes of Div 40 ITAA97 (about capital allowances);
and

* whether an “interest in an underlying asset” for the
purposes of s 40-35 ITAA97 requires an entity to have
an interest in all parts of a composite item that is itself a
depreciating asset, or whether an interest in any part of
the asset is enough.

TR 2023/D2 does not address Div 43 ITAA97 which
provides deductions for certain capital works expenditure.
Some points from the draft ruling are set out below.

A “composite item” is an item that is made up of a
number of components that are each capable of separate
existence. Section 40-30(4) ITAA97 directs an objective
consideration of whether a particular composite item is
itself a depreciating asset, or whether one or more of

its components are separate depreciating assets — it is

a question of fact and degree to be determined in the
circumstances of the particular case. TR 2023/D2 gives a
number of examples to illustrate the propositions made in
the draft ruling.

For a component (or more than one component) of a
composite item to be a depreciating asset, it is necessary
that the component is (or the components are) capable
of being separately identified and recognised as having
commercial and economic value.

Purpose or “functionality” is generally a useful gquide to the
identification of an item. The main principles that are taken
into account when determining whether a composite item is
a single depreciating asset, or more than one depreciating
asset, are:

» the depreciating asset will ordinarily be an item that
performs a separate identifiable function, having regard
to the purpose it serves in its business context;

» anitem may be identified as having a discrete
function, and therefore as a depreciating asset,
without necessarily being self-contained or used on a
stand-alone basis;

* the greater the degree of physical or functional
integration of an item with other component parts, the
more likely the depreciating asset will be the composite
item;

* when the effect of attaching an item to another item
(which itself has its own independent function) varies
the function or operational performance of that other
item, the attachment is more likely to be a separate
depreciating asset; and

* when various components are purchased (whether via
one or multiple transactions) to function together as a
system and are necessarily connected in their operation,
the depreciating asset is usually the system (the
composite item).

The relevant function considered in this context is the actual
function that the item is to serve in the particular taxpayer’s
income-producing activity. Any theoretical function to which
the item could be put in other circumstances is irrelevant.

A single depreciating asset is not necessarily the smallest
possible component which can be identified within

a composite item. Several components or parts of a
composite item which work together with other components
may be parts of a larger functional item, particularly where
those components are integrally linked.

The fact that an item cannot operate on its own and has

no commercial utility unless it is linked or connected to
another item or items does not preclude it from being a
separate depreciating asset. Where such items are designed
to be used in a range of settings, or in conjunction with a
wide range of equipment or systems, and are not acquired
with other items as part of a system, this may indicate that
they are separate depreciating assets.

A modification or alteration to an existing depreciating
asset can itself be a separate depreciating asset. Such
modifications can be of varying degrees.

TR 2023/D2 replaces an earlier draft ruling (TR 2017/D1).

5. ATO communication protocols for
objections

The Commissioner has released a practice statement that
sets out the framework governing the communications
between ATO objection officers and officers involved in
making the original decision (PS LA 2023/2).

The ATO is committed to treating all taxpayers fairly and
improving their experience with the ATO when they lodge
an objection. This includes objection officers being open
and transparent about their decisions and decision-making
processes, and providing a fair, objective and impartial
review.

An objection process involves the objective and impartial
reconsideration of how the law applies to the taxpayer’s
circumstances. This involves a balance of ensuring that
decisions are made independently from the original
decision-maker and that the objection officer is fully
informed when coming to their decision.
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When making an objection decision, the objection officer
must ensure consistency and coherency in interpreting
and applying the law and administration of the tax and
superannuation system.

Better objection decisions are made when objection
officers are fully informed through open and transparent
communications. Objection officers are expected to take
steps to be as informed as possible on the relevant facts,
circumstances and supporting evidence. This may include
engagement with the original decision-makers.

Objection officers must seek to understand the basis of the
original decision and the reason it has been objected to. This
should include an appropriate appreciation of the broader
context of the case, including any relevant ATO strategies
and risks.

PS LA 2023/2 considers: the responsibilities of objection
officers; what are open and transparent communications;
the responsibilities of an officer involved in the original
decision-making process; and the circumstances where
the ATO will modify its approach to the communication
protocols.

Recent case decisions
6. GST and prepared meals

The Federal Court (Hespe J) has held that certain frozen
food products supplied and imported by the taxpayer in
the tax period from 1 July 2021 to 31 July 2021 were not
GST-free (Simplot Australia Pty Ltd v FCT").

A supply of “food” is GST-free pursuant to s 38-2 of the

A New Tax System (Goods and Services Tax) Act 1999 (Cth)
(GSTA99). An importation is a non-taxable importation if
it would have been a supply that was GST-free (s 13-10(b)
GSTA99). However, a supply is not GST-free if it is a supply
of food of a kind specified in the third column of the table
in cl1of Sch1to the GSTA99 (s 38-3(1)(c) GSTA99). The
issue in the case was whether the frozen food products
were foods of a kind specified in item 4 of that table under
the category “Prepared food”, being “food marketed as a
prepared meal, but not including soup”. Hespe J rejected
the taxpayer’s contentions.

At a general level, Hespe J said that an examination of

the statutory context of item 4 of the table in cl 1 of Sch 1
did not reveal a coherent policy that was of assistance in
the present case. One might speculate that the forms of

the specific carve-outs from the rule that food is GST-free
were the product of compromise and lobbying. In such
circumstances, her Honour said, there was a danger to
attempt to construe the items by reference to some
supposed legislative purpose rather than solely by reference
to the text. Hespe J then went on:

“94, ... There is, for example, no clear rationale as to why
soup marketed as a prepared meal should be GST-free
but other types of food not. It is not clear why food sold
unrefrigerated in vacuum-sealed or canned form is not
GST-free but the same sort of food (e.q. Irish stew) sold in
frozen form is subject to GST. The issue for determination

in this case is not assisted by reference to a concept of
food being ‘sufficiently basic’. Rather the words are to be
construed in accordance with their ordinary meaning.”

Hespe J considered issues that were raised by the
expressions “food of a kind”, “marketed as” and “prepared
meal”. After considering each product in question and
concluding that each involved a prepared meal, her Honour
said:

“141. The legislative scheme with its arbitrary exemptions
is not productive of cohesive outcomes. It has left

the Court in the unsatisfactory position of having to
determine whether to assign novel food products to

a category drafted on the premise of unarticulated
preconceptions and notions of a ‘prepared meal’. It may
be doubted whether this is a satisfactory basis on which
taxation liabilities ought to be determined.”

7. Div 7A loan issues

In a recent decision, the AAT has held that a private
company which was presently entitled to income of a
discretionary trust that remained unpaid did not make a
loan to the trust within the definition of “loan” that applies
for the purposes of Div 7A of the Income Tax Assessment Act
1936 (Cth) (ITAA36) (Bendel and FCT?2).

The discretionary trust was the Steven Bendel 2005
Discretionary Trust (the 2005 Discretionary Trust) and

the private company beneficiary was Gleewin Investments
Pty Ltd. For each of the 2013 to 2016 income years, Gleewin
Investments Pty Ltd became presently entitled to income
of the 2005 Discretionary Trust. This led to the emergence
of unpaid present entitlements to the income of the 2005
Discretionary Trust for those years.

Clause 3(5) of the trust deed that established the 2005
Discretionary Trust provided:

“Any amount set aside for any beneficiary ... shall cease
to form part of the Trust Fund and upon such setting
aside ... shall thenceforth be held by the Trustee on a
separate trust for such person absolutely with power

to the Trustee pending payment over thereof to such
person to invest or apply or deal with such Fund or any
resulting income therefrom or any part thereof in the
manner provided for in Clause 6(5) hereof.”

And cl 6(5) provided that:

“where the Trustee holds any amount upon separate
trust for any person pursuant to Clauses 3(5) ... but the
amount is left in the hands of the Trustee [the Trustee
may] invest on behalf of such person that amount and
the resulting income thereof in any of the investments
hereby authorised ...at any time or times and from time
to time in their absolute discretion resort to such amount
and the income thereof and pay apply or deal with the
same or any part thereof (but not so as to infringe the
rule against perpetuities) in such manner as the Trustee
in its absolute discretion thinks fit for the benefit of
such person in the terms of the powers contained in
sub-clauses (3) and (4) of this Clause.”
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A basic issue that arose for decision was whether the non-
payment of an unpaid present entitlement could constitute
a loan as defined for the purposes of Div 7A.

The AAT acknowledged that the definition of a “loan” in

s 109(3) ITAA36 that applies for the purposes of Div 7TA
uses very wide language. However, the statutory settings
where a similar definition of “loan” has been given a wide
or ambulatory construction did not have an equivalent to
the former s 109UB ITAA36 and the current Subdiv EA
ITAA36.

The AAT also said that, to accept the Commissioner’s
proposition that there was a loan to the trustee meeting
the terms of s 109D(3) feeding into an assessable dividend
through the combined operation of Div 7A, s 44 and Div 6
ITAA36, raised the spectre of taxing two people in respect
of precisely the same underlying circumstance, namely,
the same unpaid present entitlement. Two people would
be taxed, one through Div 6 and the other through Div 7A,
where a trustee has an unpaid present entitlement to a

corporate beneficiary of the trust and, within the prescribed

time frames, the trustee has lent money to a shareholder
of that corporate beneficiary (or to an associate of such
a shareholder). If that same shareholder or shareholder’s
associate were the relevant beneficiary of the trust, and
properly taxed under Div 6, that person would have two
amounts included in assessable income and would not be
saved by s 6-25 ITAA97.

The AAT rejected the contention that Subdiv EA did not
apply in the present circumstances because the relevant
unpaid present entitlements were held on a separate trust,
with the entitlement to income of the 2005 Discretionary
Trust being satisfied or paid.

The AAT said that the Subdiv EA pathway to a Div 7A
assessable dividend was not intended to create a second
taxable dividend in addition to a s 109D ITAA36 dividend

arising out of the same unpaid present entitlement. Nor was
Subdiv EA expressed or intended to operate in a limited way,

only taxing those circumstances that fell within its terms
which did not otherwise fall within s 109D, for example,
because the corporate beneficiary was unaware of the

unpaid present entitlement and therefore could not be said

to have taken any steps that might be said to be a loan
attracting s 109D.

After referring to the various considerations that it saw as
relevant, the AAT said that:

“101. ... the necessary conclusion is that a loan within the
meaning of s 109D(3) does not reach so far as to embrace

the rights in equity created when entitlements to trust
income (or capital) are created but not satisfied and
remain unpaid. The balance of an outstanding or unpaid

entitlement of a corporate beneficiary of a trust, whether
held on a separate trust or otherwise, is not a loan to the

trustee of that trust.”

It will be appreciated that the decision of the AAT in this
case is in conflict with the Commissioner’s views as to the
operation of Div 7TA where an unpaid present entitlement
of a beneficiary of a trust remains unpaid. For the

Commissioner’s expression of his views, see TD 2022/11
which replaced TR 2010/3 (withdrawn).

It is to be hoped that this conflict is resolved as quickly as
possible.

TaxCounsel Pty Ltd
ACN 117 651 420

References
1 [2023] FCA1115.
2 [2023] AATA 3074.
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TAX TIPS

Tax Tips

by TaxCounsel Pty Ltd

Vacant land
deductions

The Commissioner has released a final ruling
in relation to the statutory restrictions on
deductions relating to the holding of vacant land.

Background

The enactment of s 26-102 of the Income Tax Assessment
Act 1997 (Cth) (ITAA97T) by the Treasury Laws Amendment
(2019 Tax Integrity and Other Measures No. 1) Act 2019
implemented a 2018-19 Budget proposal that, from 1 July
2019, the integrity of the tax system would be improved by
denying certain deductions for expenses associated with
holding vacant land.

It was officially stated that this measure was intended to
address integrity concerns that deductions were being
improperly claimed for holding vacant land (for example,
deductions for interest expenses) where the land was

not genuinely held for the purpose of earning assessable
income. As the land was vacant, there was often limited
evidence about the taxpayer’s intent, other than statements
by the taxpayer. The reliance on a taxpayer’s assertions
about their current intention led to compliance and
administrative difficulties.

It was also stated that the measure would reduce tax
incentives for land banking, which denies the use of land for
housing or other development.

The Commissioner has recently released a final ruling that
explains his view of the application of, and the exclusions
from, s 26-102 (TR 2023/3). The ruling has an appendix
that sets out a practical administration approach to assist
taxpayers in complying with s 26-102.

Section 26-102 raises issues of some complexity, but this
article is confined in its scope to the aspects of the section
considered in TR 2023/3.

Apart from the example attributed to the explanatory
memorandum, the examples in this article (including their
numbers) are from TR 2023/3.

For convenience, s 26-102 is also referred to as the “vacant
land deduction provision”.

Broad function of s 26-102

Broadly, s 26-102 denies a deduction for losses or outgoings
relating to holding land on which there is no substantial and
permanent structure in use or available for use. In certain

circumstances, the taxpayer may be excluded from the
operation of the section, for example, if the land is used in
carrying on a business, the taxpayer leases the land to an
entity carrying on a business, the land is held by a primary
producer, or the taxpayer is a particular kind of entity.

The denial of deductions provided for by s 26-102 applies

in relation to losses or outgoings incurred on or after 1 July
2019, regardless of whether the particular land was acquired
before, on, or after 1 July 2019).

CGT implications

An amount that is not an allowable deduction because

of the operation of s 26-102 could potentially qualify to
be included in the third element of the cost base of the
land for CGT purposes, provided the land was acquired
after 20 August 1991." However, the amount would not be
included in the reduced cost base of the land.?

Affected entities

Not all kinds of entity are affected by the vacant land
deduction provision. The most fundamental question in a
particular situation is, therefore, whether the particular entity
seeking to claim a deduction is of a kind that is affected.

The specifically excluded entities include:
* acorporate tax entity (for example, a company);

e asuperannuation plan (other than a self-managed
superannuation fund); and

e aunit trust or partnership of which each member is an
entity that is an excluded entity.3

Any entity that is not of a kind that is excluded is potentially
affected by the vacant land deduction provision. For
example, a trust other than a unit trust that falls within the
last bullet point above will be potentially affected, even if it
has a corporate trustee.*

The operative provision

The main operative provision of s 26-102 is subs (1) which
reads as follows:

“26-102 Expenses associated with holding vacant land
Limit on deduction
(1 If:

(a) at a particular time, you incur a loss or outgoing
relating to holding land (including interest or any
other ongoing costs of borrowing to acquire the
land); and

(b) at the earlier of the following (the critical time):
(i) that time;

(ii) if you have ceased to hold the land — the time
just before you ceased to hold the land;

there is no substantial and permanent structure
in use or available for use on the land having a
purpose that is independent of, and not incidental
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to, the purpose of any other structure or
proposed structure;

you can only deduct under this Act the loss or outgoing
to the extent that the land is in use, or available for
use, in carrying on a business covered by subsection
(2) at the time applying under subsection (3).

Note 1: The ordinary meaning of structure includes a
building and anything else built or constructed.

Note 2: The land need not be all of the land under a land
title.”

For the purposes of applying subs (1), the time applying
under subs (3) is generally the critical time.®> Provision

is made for the situation where the particular business
referred to in subs (1) has ceased before the critical time.

Carrying on business exclusion

The vacant land deduction provision does not limit
deductions for holding costs of vacant land to the extent
that the land is in use, or available for use, in carrying on a
business for the purpose of gaining assessable income of
the taxpayer, the taxpayer’s affiliate, any entity of which the
taxpayer is an affiliate, the taxpayer’s spouse, the taxpayer’s
child under the age of 18, or an entity connected with the
taxpayer.®

In addition, the vacant land deduction provision does not
apply to limit deductions where the land is leased at arm’s
length to another entity and that land is used, or available
for use, by that entity in carrying on a business.”

Where vacant land has mixed uses, the vacant land
deduction provision will not apply to limit a deduction to the
extent that the land is in use, or available for use, in carrying
on a business. If only part of the land is used, or available
for use, in carrying on a business, the taxpayer will need to
apportion the holding costs on a fair and reasonable basis

in the context of that use. An example of this is given in
example 13 of TR 2023/3.

Property developers will generally not be affected by the
vacant land deduction provision provided they are carrying
on a business. There is no requirement for the land to be

in active use in the business. Land held by a developer for
future development would be considered “available for use”.?

However, where the land is held separately from the
property development business, for example, by a special
purpose vehicle, regard must be had to whether the special
purpose vehicle is subject to the limitation in s 26-102(1).

Example 8. Carrying on a business

The John and James Smith Partnership operates a
property development business and, as part of its
business, acquires land in preparation for the development
of a new apartment complex. As the land is being used

in carrying on a business,” s 26-102(1) does not limit the
holding costs that can be deducted by the partnership.

It does not matter whether the land is being developed
currently or is being held for future development.

Example 9. Land used in family business

Amanda owns 1,000 hectares of bare cropping land
over multiple titles. Amanda leases her land to a trading
entity that is controlled by her parents. The trading
entity runs a business selling the produce from the
land. Amanda is employed by the trading entity but is
not an affiliate of, or connected with, the trading entity.
Assuming that Amanda is neither “connected with” nor
an “affiliate” of the trading entity and that the rent on
the land is at market value, the exception in s 26-102(9)
applies to Amanda as the lease was a result of an

arm’s length dealing and the lessee is using the land in
carrying on a primary production business. Accordingly,
the vacant land deduction provision will not prevent
Amanda from claiming deductions in relation to her land.

Primary production exclusion

The vacant land deduction provision does not limit a
taxpayer’s deductions for holding costs of vacant land
where the taxpayer or a related entity carries on a primary
production business (as defined in s 995-1(1) ITAA97) and
the taxpayer leases, hires or licenses the land to another
entity. For this exception to apply, the land must not contain
residential premises (including residential premises that are
under construction).”®

Example 10. Land held in carrying on a primary
production business

A family trust holds 200 acres of farming land and
carries on a business of primary production. The trustee
leases 10 acres of vacant land on commercial terms to

a family member for their personal use. Section 26-102
does not limit any otherwise deductible holding costs
that the trustee can claim in relation to the land used by
the lessee because of the exception in s 26-102(8).

To the extent that

The use of the expression “to the extent that” in s 26-102(1)
requires an apportionment of the use of the land and, hence
too, of a loss or an outgoing by reference to the use or
availability for use of the land in appropriate circumstances.
The relevant explanatory memorandum gives the following
example:

“Howard owns one hectare of land in Queensland. He
uses one third of the land for carrying on his firewood
sales business. He stores all his firewood in the open and
there are no structures on the land. Howard has set aside
the remainder of the land to construct a rental property.
The remaining part of the land is separately fenced off
and has been subject to site work including earthworks to
clear the land ready for construction.

Howard is eligible to claim losses and outgoings relating
to holding the part of the land that he uses for carrying
on his firewood business, to the extent that the loss

or outgoing is necessarily incurred for the purpose of
gaining or producing the assessable income.
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The remainder of his land is not used or held available for
use in carrying on his firewood business. Further, as there
are no structures on Howard’s land, it cannot contain a
building or other structure that meets the requirements
of [s 26-102]. As a result, Howard is not entitled to claim
any deductions relating to the costs of holding this part
of the land even though he intended to derive income
from it in the future as a rental property.”

Basic tests

Leaving aside the issues that arise out of the kind of entity,
the carrying on of a business and the primary production
exclusions," the following three tests determine whether the
vacant land deduction provision applies to a land holding:

1.

Is there a substantial and permanent structure on the
land?

If there is a structure, is it in use or available for use?

If there is a structure available for use, is it independent
of and not incidental to the purpose of any other
structure, or proposed structure, on the land?

Substantial and permanent structure

The Commissioner’s view in TR 2023/3" is that a
substantial structure is a structure that is significant in size,
value or some other criteria of importance in the context

of the property, and that, to be permanent, a structure
needs to be fixed and enduring. Also, the Commissioner
must consider whether any substantial and permanent
structure has an independent purpose in the context of

the land on which it is located. Structures that have the
purpose of increasing the utility of another structure are not
considered independent.

For example, in the context of primary production, fencing,
silos and sheds are substantial and permanent structures
that serve independent purposes. By contrast, in the
context of residential land, fencing or a garage (although
substantial and permanent structures) do not have a
purpose independent of the residence. Rather, the purpose
of these structures is to increase the utility of any existing
or proposed residence on the land.

Example 1. Manager’s residence

Jamilla owns a 100-hectare block of farmland on a single
title that includes an established house previously used
as a manager’s residence. The house is currently vacant
but is capable of being occupied.

The house is a substantial and permanent structure with
an independent purpose that is not incidental to the
purpose of any other structure. It enables someone to
live on the land and oversee farming activities.

Section 26-102(1) does not apply to deny a deduction
for the holding costs in relation to the land as the land

is not vacant. This is the case even though the area that
contains the home is minimal compared with the farming
land.

Example 2. Residential vacant land

Lien owns a vacant block in a residential area on which
she intends to build a rental property. The block is
fenced on three sides and has a small shed. Lien stores
tools and equipment in the shed to maintain the block.
The fence and shed are not substantial and permanent
structures with a purpose that is independent of any
other proposed structure on the residential block. They
exist to support the use and function of the proposed
rental property. For the purposes of s 26-102(1), the
land is considered vacant, and deductions for the costs
of holding the land are denied.

Structure in use or available for use

In addition to there being a permanent and substantial
structure on the land, s 26-102(1) requires the structure to
be “in use or available for use”. The purpose of the structure
will partly determine what “in use or available for use”
means in context.

In the context of premises that are capable of being
occupied (whether residential or commercial), those
premises will be considered available for use unless they
have been deemed unsafe to occupy by a council, relevant
body or relevantly qualified professional.

Residential premises' constructed or substantially
renovated while the taxpayer holds the land must be
“lawfully able to be occupied”* and this would occur when
the certificate of occupancy (or other local council approval)
is received. They must also be leased, hired or licensed, or
available for lease, hire or license.””

Example 3. Demolishing an established house

Arun purchased an established house which he has used
as a rental property for several years. On 1 July 2019,
he decides to demolish the existing house to build a
townhouse. The tenants vacate the property in October
2019. The house is demolished in December 2019. The
property was in use or available for use until the date of
demolition. Any holding costs that Arun may otherwise
be entitled to deduct until the property was demolished
would not be limited by the vacant land deduction
provision.

Example 4. Existing residential premises that are not
in use or available for use are demolished

Continuing from example 3, the tenants vacate the
property in October 2019 because the residential
premises have been declared by the local council as
being structurally unsafe to occupy. Arun demolishes
the property in December 2019. Any holding costs
that Arun would otherwise be entitled to deduct from
October 2019 when the residential premises were not
legally able to be occupied would be limited by the
vacant land deduction provision as the house is not
“in use or available for use”.
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Example 5. New construction

Harry purchases vacant land on 1 July 2019 and builds a
house on the land. He obtains an occupancy certificate
on 9 February 2020. Harry lists the property with a real
estate agent for lease on 1 March 2020. Any holding
costs that Harry would otherwise be entitled to deduct
from 1 March 2020 will not be denied by s 26-102 as,
from this date, the house is lawfully able to be occupied
and is available for lease.

Loss or outgoing relating to holding
land

Where the vacant land deduction provision potentially
applies, the most basic requirement for the provision to
apply is that the taxpayer “incurs a loss or outgoing relating
to holding land” (s 26-102(1)(a)). It is expressly provided
that this includes interest or any other ongoing costs of
borrowing to acquire the land. Other relevant outgoings
would include council rates and land tax.

The expressions “loss or outgoing” and “incurred” are
fundamental to the operation of the general deduction
provision,'® and it would seem to be clear that the meanings
of the expressions that have been adopted in relation to
the general deduction provision would be relevant for the
purposes of applying s 26-102.

In the context of s 26-102, the Commissioner does not
consider the costs of repairing, renovating or constructing
a structure on the land, or any interest or borrowing

costs (to the extent that they are associated with repairs,
renovation or construction), to be a loss or an outgoing
related to holding land."”

Example 6. Interest expense for multiple purposes

Giovanna takes out a mortgage to purchase a vacant
block of land in September 2019. Giovanna intends

to build a house on the land (which she will rent out).
Giovanna does not carry on a business. Giovanna takes
out a separate loan for the construction of the house.
Giovanna will not be able to claim a deduction for her
interest expense which relates to acquiring the land
until the house is lawfully able to be occupied and
leased or available for lease. If a deduction is otherwise
available for the construction loan interest expense,
Giovanna will not be prevented from deducting the
expense by s 26-102.

Interest incurred after land is sold or
business activity has ceased
TR 2004/4 considers the deductibility of interest expenses

incurred before income-earning activities have beqgun and
after they have ceased.

Paragraphs 10 and 11 of TR 2004/4 note that, where
interest has been incurred over a period after the relevant
borrowings (or assets representing those borrowings)
have been lost to the taxpayer and relevant income-

earning activities (whether business or non-business)
have ceased, it is apparent that the interest is not
incurred in gaining or producing the assessable income of
that period or any future period. However, the outgoing
will still have been incurred in gaining or producing the
assessable income if the occasion of the outgoing is to be
found in whatever was productive of assessable income of
an earlier period.

If the land is sold, the critical time for considering the
application of s 26-102 to deductible expenses is just
before the taxpayer ceased to hold the land.”® The interest
will continue to be deductible if the land was not vacant
immediately before the taxpayer ceased to hold the land.

If the taxpayer ceases to carry on a business and a cost of
holding vacant land relates to an earlier time or period, the
expense will still be deductible to the extent that the land
was being used to carry on a business at that earlier time
or period.”

Example 7. Land vacant immediately before sale

Michael owns a residential investment property which
he constructed on vacant land that he purchased.
Michael decides to sell the property and, on the advice
of his real estate agent, he waits until the tenants
move out in order to offer vacant possession to
potential buyers. The residential premises are the only
substantial and permanent structure on the land.

Pursuant to s 26-102(4), once the current lease ends,
the structure is disregarded and the land is considered
vacant for the purposes of s 26-102(1). Any interest
expense associated with purchasing the land is not
deductible from the time the premises are no longer
leased, or available for lease, and will not be deductible
after the property has sold.

However, interest expenses associated with the
construction of the residential premises is not a cost of
holding land and will be deductible after the property
has sold if it continues to be incurred and is otherwise
deductible in accordance with TR 2004/4.

Relevant area of land

The particular loss or outgoing will determine the area of
land that is relevant for the purposes of s 26-102.

TR 2023/3 points out?° that, in most cases, holding costs
will relate to land covered by a single property title, in which
case, the relevant land will be the land under that title.
However, some holding costs may relate to only part of the
land under a property title, while others may relate to land
covered by multiple titles.

If a loss or an outgoing relates to only part of the land

under a property title, then, for the purposes of determining
whether there is a substantial and permanent structure

on the land, it is sufficient that such a structure exists
somewhere on that part of the land.? The structure does not
need to take up all of that part of the land or all of the land
under the property title.
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Similarly, if a loss or an outgoing relates to land held under
multiple titles, the taxpayer would need to determine
whether that land contains a substantial and permanent
structure. Again, it will be sufficient that such a structure
exists somewhere on the area of land to which the loss or
outgoing relates.

Example 13. (cont)

can construct a residential rental property on each
title. The exception in s 26-102(9) does not apply to
those two titles of land as they are no longer leased and
available for use in carrying on a business.

Example 11. Multiple titles, residential premises

James purchases a vacant block of land in October 2019
and subdivides the block into two lots shortly thereafter
(lot A and lot B). James intends to build a new house

on each of the new lots (which he will rent out). James
does not carry on a business and each of the lots is

on a separate title. The house on lot A is completed in
August 2020 and the certificate of occupancy is issued
in September 2020. James immediately lists the house
for rent with a local real estate agent.

James first needs to distinguish between holding costs
that relate to the individual titles (such as council
rates) and holding costs that relate to both titles

(such as interest on the loan obtained to purchase the
land). James needs to consider, for each cost, whether
s 26-102 applies to limit any deductions that would
otherwise be available.

Holding costs associated only with lot B will not be
deductible as the land remains vacant and s 26-102
applies. Holding costs associated with lot A are not
deductible until September 2020 when the house can
be lawfully occupied and is available for lease. Holding
costs associated with both lots will not be deductible
until September 2020.

Example 12. Multiple titles where all land titles are
used in carrying on a business

A family trust holds 10,000 hectares of farming

land. The land is on five separate titles which are not
co-located. The land is leased, at arm’s length, to Allan
and Mary who, in partnership, carry on a wheat-growing
business on the land. Allan and Mary have reduced

their capacity to farm the land over several years. In

the current year, they have left two of the five titles to
rest because access to external water sources on those
titles is expensive. Section 26-102 does not limit any
otherwise deductible holding costs that the trustee can
claim in relation to the land used by the partnership in
carrying on its wheat-growing business. The exception
ins 26-102(9) applies, even though two of the individual
titles are not presently being used, because they remain
available for use in carrying on a business.

Example 13. Multiple titles where only some of the
land titles are used in carrying on a business
Continuing from example 12, rather than leaving the two
titles of land to rest, the trustee as owner of the land
terminates the lease in relation to those titles so that it

Assuming that the trustee is not in the business of
property development, it will need to apply s 26-102 to
each holding cost to determine whether the provision
limits any otherwise deductible holding costs associated
with the vacant titles. The trustee will also need to
determine when the two titles cease being used or
available for use in carrying on a business so that,

if necessary, any expenses can be apportioned. Any
apportionment should be done on a fair and reasonable
basis. Once the residential premises are complete

and the conditions in s 26-102(4) are satisfied, any
otherwise deductible holding costs would no longer be
limited by s 26-102.

Commissioner’s compliance
approach

The appendix to TR 2023/3 sets out a practical
administration approach to assist taxpayers in complying
with the vacant land deduction provision. The appendix
does not form part of the binding ruling. However, provided
a taxpayer follows the advice in the appendix in good faith
and, in accordance with the binding section of the ruling
which is set out above, the Commissioner will administer the
law in accordance with the administrative approach.

Newly-constructed property temporarily
unavailable for lease, hire or license

The Commissioner recognises that there will naturally

be short periods of time when residential premises are
unavailable for lease, hire or license for reasons other
than an exceptional circumstance or natural disaster. For
example, it would be expected that, between tenancies,
there will be a brief period when the premises cannot
practically be made available for lease because it is
necessary for the owner to undertake minor maintenance
and repairs.

These circumstances are outside the contemplation

of s 26-102(4) and the ATO will not apply resources to
review compliance with s 26-102(4) provided the taxpayer
continues to meet the requirements for deductibility under
s 8-1 or another provision of the tax law.

Example 14. Short absence to undertake repairs

Mohammad owns a residential rental property that he
constructed on land that he holds. The tenants vacate
the property, leaving minor damage to some of the
walls and fixtures. Mohammad is keen to maximise the
amount of rent from the property and decides to repair
the damage to the property before relisting it for rent.
The property is off the market for four weeks while the
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Example 14. (cont)

repairs are undertaken. Mohammad’s intention is always
to lease the property and his holding costs remain
deductible under s 8-1. This short period of vacancy is

a normal incidence of the transition between tenancies.
In these circumstances, the Commissioner would not
seek to apply compliance resources to determine
whether s 26-102(1) applies to deny Mohammad’s
deductions for holding costs during the vacant period.

Determining if a lessee is using land to carry
on a business

The Commissioner accepts that, when leasing vacant land
to an unrelated entity, it will not always be obvious whether
the lessee is carrying on a business. The holder of the land
may not have sufficient information to ascertain whether
the usual indicia of a business are present in the activity
conducted by the lessee.

When leasing vacant land to an unrelated entity, the
taxpayer should make a reasonable assessment of the other
entity’s use of the land. The appendix, by way of illustration,
lists some possible relevant considerations.??

This compliance approach is designed to give a taxpayer
confidence that, if they make a reasonable assessment
that the lessee is carrying on a business having regard to
these factors, and where the land is leased to an unrelated
entity, the Commissioner will not allocate additional
compliance resources to determine whether a lessee is
carrying on a business for the purposes of s 26-102(1) and
(9), except to confirm that the taxpayer’s assessment is
reasonable.

Example 15. Lease to an unrelated entity in business

Jill is a retired primary producer. She owns a 2-acre
paddock that is completely vacant. Jill enters into

a formal agreement with an unrelated entity to

lease the land. The lease agreement outlines the
lessee’s intention to store excess farm machinery and
appliances on her land, for use in their farm equipment
sales and repairs business. The lease amount is
commensurate with normal commercial rates. Based on
these factors, Jill makes a reasonable assessment that
the lessee is using the land in the course of carrying on
a business.

Observations

It will be appreciated that, like many legislative
interventions into the tax law, the vacant land deduction
provision is capable of giving rise to significant issues, and
practitioners must be vigilant to identify situations where
the possible operation of the provision may need to be
considered.

One point to note is that s 26-102 can, by its terms, apply
in relation to a loss or an outgoing. While in most, if not all,
cases it will be apparent whether there is an outgoing, it is

not clear in what circumstances there would be a loss that
could be relevant.

TaxCounsel Pty Ltd
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MID MARKET FOCUS

Mid Market Focus

by Troy Smith, HLB Mann Judd

Early-stage
innovation
company scheme

The early-stage innovation company tax
incentives aim to encourage investment in
Australian start-ups by offering incentives to
eligible investors.

Investor benefits

The early-stage innovation company (ESIC) scheme provides
eligible investors who purchase new shares in an ESIC with:

* anon-refundable carry forward tax offset equal to 20%
of the amount paid for their eligible investment (a cap on
the offset applies, depending on whether the investor is a
sophisticated or an unsophisticated investor);

» exemptions from tax on capital gains where the
purchased shares are held for a period of more than one
year and up to 10 years; and

* a market value cost base from the 10th year onwards.

For an investor to be eligible for the ESIC tax incentives,
they must receive shares in a company which meets the
components of an ESIC immediately after the shares have
been issued (the “test time”).

As a result of the investor benefits, early-stage investors are
increasingly interested in whether innovative companies are
eligible ESICs.

The ESIC tax incentives are a self-assessment scheme.

Company management must research the incentive and
make a diligent assessment of whether they are able to
register as an ESIC.

When is a company innovative?

To be an eligible ESIC, a company needs to be an innovative
company in its early stages, with high-growth potential,
a geographically broad offering, and the ability to scale-up.

Eligibility as an ESIC can be a complex issue, with various
factors to consider. This article discusses the ESIC incentive
and how to meet the eligibility requirements, with a focus
on the information required to satisfy the principles-based
innovation test.

Section 360-40(1) of the Income Tax Assessment Act 1997
(Cth) (ITAA9T) states that an Australian unlisted company

will be “innovative” where either: at the test time (being
the time immediately after the relevant equity interests
are issued), the company has at least 100 points under
s 360-45 ITAA97 (the 100-point innovation test); or the
company satisfies the principles-based innovation test
under s 360-40(1)(e) ITAA9T.

To qualify as an ESIC, a company must meet the following
tests:

1. the early-stage test; and
2. either of the following “innovation limbs”:
a. the 100-point innovation test; or

b. the principles-based innovation test.

The early-stage test

Under s 360-40(1)(a) ITAA97, the early-stage test requires
a company to meet all of the following requirements:

* the company must have been incorporated in Australia
less than three years prior to the date the shares
were issued (the test time). If the company has been
incorporated for three or more years, it may still satisfy
the early-stage test if the following two requirements
are met:

e the company was incorporated less than six years prior
to the issue of the shares; and

e the company and its wholly owned subsidiaries had
expenses of $1m or less across the last three income
years;

¢ the company, and its wholly owned subsidiaries, must
have had total expenses of $1m or less in the tax year
prior to the issue of the shares;

¢ the company, and its wholly owned subsidiaries, must
have had assessable income of $200,000 or less in the
tax year prior to the issue of the shares. If the company
received an accelerating commercialisation grant in that
year, this would be disregarded; and

the company cannot be listed for quotation on any stock
exchange, either in Australia or a foreign country.

The 100-point innovation test (objective)

The first of the innovation tests is the 100-point test,

which allows a company to obtain points based on meeting
certain objective criteria. Each criterion is awarded a certain
number of points. If the company obtains at least 100 points
under this test, it will qualify as an innovative company for
the purposes of the ESIC tax incentives (see Table 1).

The principles-based innovation test
(subjective)
If a company is unable to meet the 100-point test, under

s 360-40(1)(e) ITAA97, a company must meet each of the
following five components to be considered an ESIC:

1. the company is genuinely focused on developing for
commercialisation one or more new, or significantly
improved, products, processes, services or marketing
or organisational methods (component 1);
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2. the business relating to those products, processes,
services or methods has a high growth potential
(component 2);

3. the company can demonstrate that it has the
potential to be able to successfully scale that business
(component 3);

4. the company can demonstrate that it has the potential
to be able to address a broader than local market,
including global markets, through that business
(component 4); and

5. the company can demonstrate that it has the potential
to have competitive advantages for that business
(component 5).

Component 1 has three concurrent elements that the
company must meet. The company is genuinely focused
(element 1) on developing for commercialisation (element 2)
one or more new, or significantly improved (element 3),
products, processes, services or marketing or organisational
methods.

Examples of being genuinely focused (element 1) include:

* acompany profile which is formulated for internal and
external stakeholders, describing the history, product/
service/innovation offering and expertise of those
involved;

» statements by directors of the company documenting the
intention of the company with respect to the innovation;

* the engagement of specialist staff/third parties;
* investing (or plans to invest) in equipment; and

» taking action to protect IP rights/trade secrets for the
innovation.

“Developing for commercialisation” (element 2) has two
limbs which need to be satisfied:

» “developing” refers to activities that show that the
company is preparing for the launch of the product/
process/service/method, such as:

» proof of concept activities/prototype development/
pilot testing/commercial trials;

¢ why the customer wants the “innovation”;

* market research/market analysis/pathway to the
addressable market;

e acommercialisation plan; and
e an IP strategy;

e “commercialisation” refers to the innovation and if it can
create economic value and be exploited for sale through
its addressable market.

Implicit on the definition of “innovation” is the requirement
that the company is developing something new or
significantly improved (element 3). The new or improved
component is relative to the applicable addressable market
for the ESIC.

“New” means novel to, or introduced to, the addressable
market for the first time. “Significantly improved” means

Table 1. Points test

Points  Innovation criteria
75 At least 50% of the company’s total expenses for the
previous income year constitute expenses which are
eligible for the tax offset for R&D activities.
75 The company has received an accelerating

commercialisation grant.

50 At least 15%, but less than 50%, of the company’s
total expenses for the previous income year
constitute expenses which are eligible for the tax
offset for R&D activities

50 The company is undertaking or has completed an
eligible accelerator program.

50 A third party has previously invested at least $50,000.

50 The company has one or more enforceable rights on
an innovation through a standard patent or a plant
breeder’s right that has been granted in Australia or
an equivalent intellectual property (IP) right granted
in another country.

25 The company has one or more enforceable rights
on an innovation through an innovation patent or
a design right or an equivalent IP right granted in
another country.

25 The company has a collaborative agreement with a
research organisation or university to commercialise
an innovation.

having a significant degree of improvement in relation to
the addressable market but would exclude minor changes
or improvements.

The addressable market identified by the ESIC must be
objective and realistic.

Component 2 refers to a company’s ability to expand its
market in the future, increase production and its workforce,
and generate larger profits when compared to other
businesses within a broad addressable market.

A company can show high growth potential via:

« evidence of interest from potential customers;

* development of strategic relationships in the market;
« development of a market strategy/plan which shows:

* who the potential/target customers are and where
they are located;

e whether the business will attract one-off or repeat
customers;

* the potential size of the market and how it is trending;

« the level of growth that the company projects and the
drivers of this growth;

* the research that has been undertaken (eq surveys/
interviews) to support the above; and

* the strategies that the company has in place to
expand, including as a business.

Component 3 refers to a company’s ability to scale-up
the business through its “operating leverage”. Operating
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leverage refers to a company’s ability to expand production,
which results in revenue multiplying at the same time as its
operating costs are either reduced or minimally increased.
This can be shown through a business plan/strategy that
includes:

« cost and price modelling showing operating leverage;
* expansion strategies; and

* how the company will scale up its production to serve
broader markets.

Component 4 is the ability of the ESIC to supply to broader
markets, including national, multinational or global markets.

While the company does not need to have a serviceable
market at the test time, it needs to be able to demonstrate
that it has the capability to meet this broader than local
market component. A company can show this is through
having a business plan/marketing plan which addresses:

« if and how it intends to address a potential national,
global or multinational market and adapt its business as
it grows; and

» third-party arrangements that demonstrate potential or
established relationships with suppliers, manufacturers,
distributors and customers operating in the broader
market that it intends to serve.

Finally, for a company to be an ESIC, it needs to be

able to show that it can have a competitive advantage
(component 5) and outperform its competitors (including
new competitors) which will generate greater economic
value for the company.

Broadly, competitive advantage can be achieved through:

» cost advantage — where the company’s innovation can
be produced at a lower cost or lower cost per unit than
its competitors, eqg the company has gained efficiencies
through the use of technology in its manufacturing process;

« differential advantage — this refers to where the
company’s innovation is superior to that of a competitor,
and it can be exhibited though a unique advantage,
rarity/imitability, quality or feature;

¢ the level of value for customers; and

» substitutability of the advantage.

A company can show that it has a competitive advantage by
addressing:

* how the company has the potential to have a competitive
advantage in the market;

* how the company expects to sustain its competitive
advantage; and

* identifying the barries to entry in the addressable market,
and explaining how it plans to address these.

Eligibility requirements for investors/
shareholders

In addition to the requirements for the company to qualify
as an ESIC, the investor/shareholder must also meet certain

requirements to claim the ESIC tax incentives. These
requirements include:

¢ the shares must be purchased directly from the ESIC as
newly issued shares;

* the shareholder cannot be a widely held company, or the
subsidiary of a widely held company (for this purpose,
a widely held company is a listed company, or a company
with more than 50 shareholders);

« the shareholder cannot be an affiliate of the ESIC at the
time the shares are issued;

* immediately after the issue of the new shares, the
shareholder must not have interests in the ESIC which
carry the right to:

* receive more than 30% of any distribution of income
or capital by the ESIC, or its connected entities; and

* exercise, or control, more than 30% of the total voting
power in the ESIC, or its connected entities; and

« the shareholder must not receive their shares under
an employee share scheme, or through the exercise of
aright or an option received under an employee share
scheme.

A shareholder’s total investment in ESICs for the income
year must not exceed $50,000 unless they are a
sophisticated investor.

There is no limit on the investments that a sophisticated
investor can make in any year. However, the maximum ESIC
tax offset which they can claim is capped at $200,000

per year.

Do | need a private ruling for ESIC
eligibility?
A private ruling by the ATO is how an entity can seek the

ATO’s binding view on how tax laws apply to its specific
situation.

Companies do not need an ATO private ruling to qualify
as an ESIC. However, if the company does not pass the
100-point innovation test, an ATO private ruling, when
applying the principles-based innovation test to become
an ESIC, will provide assurance to the company and its
investors.

If the company does not have a private ruling, and investors
lodge their income tax returns to obtain the ESIC tax benefit
but the ATO disagrees with the self-assessment of the ESIC,
investors will not obtain the tax incentives and the directors
of the company may be liable for significant penalties. It is
therefore highly recommended that companies apply for a
private ruling when using the principles-based innovation
test to determine whether they qualify as an ESIC.

Troy Smith
Innovation Specialist
HLB Mann Judd
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CTA3 Advisory
broadens

tax technical
understanding

The national Dux of CTA3 Advisory for 2023
shares what this challenging subject has taught
him and how his steady pace led to success.

Mitchell Bird
Manager, Deals Tax team, KPMG, Melbourne

How did you get started in tax?

| started my career as a graduate at KPMG in February
2018. As part of the graduate program, | rotated through
different areas of the firm (including Deals Tax) during
my first 12 months. | returned to the Deals Tax team in
February 2019 and have remained in the team since then.

In terms of formal study, in 2018-19, | completed the
CTA2A Advanced and CTA2B Advanced units to assist with
developing my foundational tax technical understanding.
During 2020-21, | completed the CA program and was
admitted as a member of the Institute of Chartered
Accountants. During 2022, | completed the final CTA3
Advisory subject and received the CTA designation.

What learnings from the subject do you
value most?

| undertook CTA3 Advisory because | wanted to broaden my
tax technical understanding and thought that the subject
would provide an opportunity for me to learn about areas of
the tax law | haven’t yet considered in detail in professional
practice. CTA3 Advisory also provided an opportunity for me
to practice applying difficult tax technical concepts to case
studies and receiving feedback on my work.

Have you applied this new knowledge in
your work?

| have applied what | learnt, particularly some of the
topics covered as part of the international tax module.
As examples, | have recently considered the application
of Div 855 and the interest withholding tax provisions as
part of preparing written advice for clients. Both matters
were covered in the international tax module of CTA3
Advisory.

TheTax
Summit

How did you find CTA3 Advisory subject
differed to the other Tax Institute Higher
Education subjects you’ve completed?

| completed CTA2A Advanced and CTA2B Advanced prior to
undertaking CTA3 Advisory. The key difference between the
units was the significant focus that CTA3 Advisory places
on applying tax technical matters to case study problems.

| found drafting written advice during the semester a
helpful opportunity to practice explaining how a particular
area of the tax law works, applying it to a case study and
considering potential alternative options/solutions.

How did you manage the additional
workload required by study?

| set aside time before my normal working hours a few days
per week throughout the semester to help keep on top of
the subject requirements and reduce the amount of work
required on weekends. | found working steadily throughout
the semester made the demands of work and study less
overwhelming.

What advice do you have for other tax
professionals considering studying?

| found formal study helpful in developing my tax

technical understanding, which has given me a more
rounded knowledge to assist clients with. Given the
benefits of additional study, | would encourage others to
consider opportunities to study, particularly early in their
careers when you have the most to learn and demands/
commitments outside work might be more manageable.
Carefully considering existing work and other commitments
before committing to study is also very important to
ensure that you don’t take on more than can be reasonably
managed.
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Deceased
estate taxation:
Frankenstein’s
monster?

by Lyn Freshwater, Senior Tax Adviser, and
lan Raspin, CTA, Managing Director,
BNR Partners

The taxation of deceased estates sits at the
intersection of succession and trust taxation
laws. As wills and estates become more complex,
so to do the related tax issues. Given that
executors may be personally liable for payment
of the deceased’s outstanding tax and that of
their estate, the complexity can become the
stuff of nightmares. Those nightmares are
made worse by the general uncertainty that
exists in relation to the application of the tax
law and the lack of guidance from the ATO

as to how it believes the law operates. With

the increasingly rapid changes to people’s
personal circumstances, for example, through
migration, greater wealth and asset mix, those
nightmares are not likely to abate. This article
considers some specific complexities that arise
in scenarios that are not uncommon.

Overview

You could be forgiven for thinking that the taxation

of a deceased estate is something that is relatively
straightforward. After all, since the CGT provisions were
introduced in 1985, there have not been any major changes
to the relevant legislation.

While that may be true for many estates, the tax position
for others can be far from clear (even akin to Frankenstein’s
monster). Uncertainty can arise for a range of reasons,
including:

» deficiencies in the law;
* changes to related legislation;
* changes in the interpretation of the law by the courts;

» the changing personal circumstances of deceased
individuals — greater wealth, asset mix, migration
patterns etc; and

» alack of guidance by the ATO as to how it believes the
law applies.

This article considers some specific complexities in the
following contexts:

« present entitlement and who pays the tax;
* residency of an estate and foreign resident beneficiaries;
« the main residence exemption; and

» specific legacies and life and remainder interests.

Present entitlement and who pays
tax

Estate taxation overview

For tax purposes, a deceased estate is treated as a trust and
the legal personal representative (LPR) a trustee.

A trust is not a separate taxable entity in the same way

as a company. Rather, liability for tax on a trust’s “net
income” (which is essentially the amount that would be
the taxable income of the trust if it were assumed that the
trustee was a resident taxpayer) is allocated to the trustee
or the beneficiaries depending on the “entitlement” of
beneficiaries to the estate’s income or capital gains.

If there is no beneficiary that is specifically entitled to

the trust capital gains and there is some income to which
no beneficiaries are presently entitled (or if there is no
income), the trustee will be assessed on some (or all) of the
net income.

While that sounds simple enough, it masks many
complexities, which are considered immediately below, as
well as in the “Residency of an estate and foreign resident
beneficiaries” section of this article.

When is a beneficiary relevantly entitled?

Traditionally, the trust assessing provisions' have operated
by looking at the extent to which beneficiaries are presently
entitled to the income of the trust for a particular tax year.
However, amendments were made in 2011 to allow for

the streaming of capital gains and franked distributions.?
The effect of the streaming rules is that beneficiaries to
whom amounts are validly streamed are assessed on those
amounts (with the character of a capital gain or franked
distribution) and only the remaining net income is assessed
under the present entitlement rules.

Present entitlement: what is income?

The “income” and “net income” of a trust are two separate
concepts. As noted above, net income is a tax concept

and is defined in legislation.® However “income” is a

trust law concept.* Generally, the income of a trust will

be determined in accordance with the trust deed. In the
context of a deceased estate during administration, there is
no such deed.

In the authors’ experience, it is rare for a will to specify how
the estate income is to be determined. Having said that,
they have noticed some cases recently where a will did
define the income of the estate. This may be a new trend.

If there is no definition of “income” in the will, it will take its
ordinary trust law meaning (under the trust apportionment
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rules for income and capital entitlements). An analogy that
is commonly used to distinguish income from capital is that
income is like the fruit from a tree and the tree is capital.
That is, interest from a bank deposit or rent from a property
would be regarded as income.

Present entitlement: when is a beneficiary
presently entitled to income?

A beneficiary is presently entitled to trust income for

an income year if they have, by the end of that year,

a present or immediate right to demand payment of the
income from the trustee. The application of the rules in
the context of a deceased estate is considered by the ATO
inlT 26225

IT 2622 is outdated and needs to be rewritten as a matter of
priority to address things like the specific entitlement rules.
It was also written before the decision of the High Court in
Bamford’s case which confirmed the proportionate approach
to trust taxation.

IT 2622 adopts the approach of the High Court in

Whiting’s case® which says broadly that a residuary
beneficiary cannot be presently entitled to income until the
administration of an estate is complete. However, that is
qualified such that a residuary beneficiary can be presently
entitled when provision has been made for the payment of
debts.

Whiting’s case was unusual in the sense that, although the
trustees had paid the funeral expenses and death duties
(and had set aside money for further duties that would arise
on the death of the deceased’s spouse), the trustees were
not in a position to pay their share of the significant debts
of a partnership of which they were a partner. Accordingly,
although the trustee purported to make the residuary
beneficiaries presently entitled to the estate income, it
was not clear that those beneficiaries would ever be paid
the amount (because of the existence of the debts). Thus,
the court concluded that, although the beneficiaries had

a vested interest in the residue, they could not presently
demand the estate income and could not therefore be
presently entitled for tax purposes.

The authors see many estates where executors refrain
from paying a small debt, with a view to ensuring that

tax on the estate net income is assessed to the LPR. The
LPR’s argument is that as all of the estate debts have not
been paid, the administration is not complete, and the
beneficiaries cannot be presently entitled to estate income.

However, the authors question whether this is a proper
application of the test. In their view, present entitlement can
exist prior to the administration as a whole being complete
(since the executors can always discover other assets,

it may be that administration is never really complete).
The better view seems to be that the test looks to the
administration of the estate vis a vis particular amounts

of income. If the LPR has assented to the distribution of
an amount of income to a beneficiary, the beneficiary can
demand payment of it and can be presently entitled for tax
purposes.

Present entitlement: proportionate approach

Under the present entitlement rules, a beneficiary who is
presently entitled to a share of trust income is taxed on that
same proportionate share of the trust’s net income. So, for
example, if a beneficiary is presently entitled to 50% of the
income of a trust, they will be assessed on 50% of the net
income.

The Greenhatch’ case clarified the effect of the Bamford
decision on the streaming of trust amounts. It confirmed
that, regardless of the character of the amount that a
beneficiary’s share of income was attributable to, that
character is not used to determine, in a causative sense,
the components of the share of net income.

Example

A trustee derived $50,000 rent and made a $50,000
capital gain (after discount) in a year of income. The
deed equated the trust income with its net income
(in this case, both were $100,000).

As it was able to do under the deed, the trustee made
an individual presently entitled to the capital gain and
a company entitled to the rental income. The trustee
assumed that the tax provisions operate such that
the individual includes the $50,000 capital gain in

its assessable income and the company includes the
$50,000 rent in its assessable income.

The effect of the Greenhatch decision is that both the
company and the individual have $25,000 rent and
$25,000 capital gain. As the company is not entitled

to the CGT discount, it is taxed on $75,000 ($25,000
rent and $50,000 capital gain). The individual’s share of
the net income represents a $25,000 capital gain and
$25,000 rent.

Present entitlement: is presently entitled
beneficiary tax-exempt?

In certain situations, a tax-exempt beneficiary may be taken
to not be presently entitled to income for tax purposes.
Anti-avoidance rules were introduced at the same time as
the rules to allow the streaming of capital gains and franked
distributions. While the rules were aimed at discretionary
trusts, they nonetheless apply to deceased estates

and testamentary trusts. So, an LPR making an exempt
beneficiary presently entitled to income must ensure that
they satisfy these rules.

Section T00AA. For tax purposes, under s 100AA ITAA36,

a tax-exempt beneficiary is treated as not being presently
entitled to the income of a trust if the trustee failed to pay
or notify the beneficiary of their entitlement within two
months of the end of the relevant income year. If the “pay or
notify” rule applies, the trustee is taxed on the beneficiary’s
share of the net income.

However, the Commissioner has the discretion not to apply
the rule when the trustee fails to pay or notify on time.
When exercising the discretion, the Commissioner must
consider the following factors:
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» the circumstances that led to the trustee failing to notify
or pay the amount within two months of the year end;

* the extent to which the trustee has taken actions to try
to correct the failure and how quickly those actions were
taken;

* whether the trustee has applied to the Commissioner to
exercise his discretion previously; and

* any other relevant matters.

A search of the ATO legal database shows that the
Commissioner has exercised the discretion in the following
circumstances:

» the trustee had died and a new trustee could not act
until probate of the deceased trustee’s estate had been
granted;®

* there was an issue about the formal identification of
a beneficiary which was resolved by a Supreme Court
application;®

¢ there was a miscommunication between the trustee and
the financial adviser about who was to pay the exempt
entity;'° and

* the trustee did not pay or notify the entity of its entire
entitlement, but the shortfall was a minor amount and
represented a small percentage of the exempt entity’s
present entitlement.”

A trustee of a testamentary trust can inadvertently trigger
the “pay or notify” rule. For example, on the death of a life
tenant, the trustee may overlook the obligation to notify
tax-exempt remainder beneficiaries of their entitlements
within the two-month period after the end of the

financial year.

Section TO0AB. Section 100AB ITAA36 is designed to
overcome the exploitation of the proportionate approach
whereby a charity can be made presently entitled to all of
the income of a trust so that tax can be avoided on capital
that is enjoyed by another entity. This is demonstrated in the
following example (taken from the explanatory memorandum
to the Tax Laws Amendment (2011 Measures No. 5) Bill
2011). Without s 100AB, the income that is capitalised in the
example that actually benefits Emma would not be taxed.

Example

In the 2010-11 income year, the Bell Trust generated
$100,000 of rental income and $70,000 of franked
distributions (with $30,000 franking credits attached).
The trust had no expenses. The taxable income of the
trust is $200,000 (being the $100,000 rental income,
the $70,000 franked distributions, and the $30,000
franking credits).

The trust deed does not define “income” for the
purposes of the trust deed. However, there is a clause
that allows the trustee to treat receipts as income

or capital of the trust at its discretion. The trustee
determines to exercise this power to treat $95,000 of
the rental receipts as capital and so the income of the
trust estate is $75,000. Casey Pty Ltd, Mark and Emma

Example (cont)

are within the class of discretionary objects. Casey
Pty Ltd is an exempt entity.

The trustee specifically allocates all of the franked
distributions to Mark and appoints all of the remaining
income of the trust estate to Casey Pty Ltd ($5,000).
The trustee notifies Casey Pty Ltd of its entitlement by
31 August 2011. The trustee appoints all of the capital in
respect of that year to Emma ($95,000).

Casey Pty Ltd’s adjusted Division 6 percentage is 100%
(575,000 - $70,000/$5,000) x 100) as it is presently
entitled to all of the income of the trust estate after
disregarding the $70,000 of franked distributions to which
Mark is specifically entitled. However, Casey Pty Ltd’s
benchmark percentage is 5% (($5,000/5100,000) x 100).

The franked distributions to which Mark is specifically
entitled and the attached franking credits (because they
do not represent net accretions of value to the trust
fund) are excluded from the adjusted net income for the
purposes of calculating the benchmark percentage.

Casey Pty Ltd’s adjusted Division 6 percentage exceeds
the benchmark percentage by 95%. The trustee of the
Bell Trust is therefore assessed and liable to pay tax on
$95,000 (0.95 x $100,000) under s 99A ITAA36. Casey
Pty Ltd’s share of the Bell Trust’s taxable income is
confined to Casey Pty Ltd’s entitlement of $5,000.

Section 100AB applies if there is a difference between
a beneficiary’s present entitlement to trust income

(as a percentage) and their present entitlement to the
trust estate reflected in the trust’s adjusted net income
(as a percentage). The provision operates by assessing
the trustee, having regard to the amount by which the
percentage entitlement to the income exceeds the
entitlement to the adjusted net income.

The concept of present entitlement to the trust estate

(that is reflected in the adjusted net income of the trust) is
relevant only for s 100AB purposes. The present entitlement
can be an entitlement to income and/or capital.

“Present entitlement to trust income” is a concept that
has been considered by the courts on many occasions. The
High Court decision in the Union Fidelity case'? determined,
among other things, that:

“12. ... When a beneficiary has been paid his share of the
income of the estate in respect of a tax year he no longer
satisfies the description of a beneficiary who is entitled
to a share of the net income of the estate for that year.”

As a consequence of that decision, the ITAA36 was
amended to introduce s 95A(1) which provides that a
beneficiary will continue to be presently entitled to trust
income, notwithstanding that it has been paid to them or
applied for their benefit.

However, s 95A(1) was not amended to provide that a
beneficiary’s entitlement to trust capital exists for a year,
notwithstanding that it has been paid to them.
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So, for example, if an entitlement to trust capital was
created by an executor and paid to the beneficiary before
the end of the income year, it may be that there is a
mismatch between the relevant percentages. As such, the
executor would need to seek an exercise of the discretion
in s 100AB(5) in order to avoid an assessment by reason of
s 100AB.

When exercising the discretion, the Commissioner must
consider:

* the circumstances that led to the difference between
the Division 6 percentage exceeding the benchmark
percentage;

* the extent of the mismatch between the exempt entity’s
adjusted Division 6 percentage and the benchmark
percentage;

* the extent to which the exempt entity actually received
distributions from the trust estate in respect of the year
of income; and

* the extent to which the exempt entity and other
beneficiaries were entitled to benefit from amounts
representing the net income of the trust.

Example

Daryl is the executor of his brother Monty’s will. Monty
left his entire estate to a gift deductible charity.

For various reasons, including the settlement of family
maintenance claims, the administration of the estate
was delayed.

The income of the estate for a particular year was
$250,000. The LPR also made a discount capital gain of
$200,000 from the sale of a property. The net income
of the trust is $350,000.

The trustee, Daryl, determines that he does not
require the $450,000 for the purposes of the estate
administration and makes an interim distribution to
the charity before 30 June. At year end, the charity
is presently entitled to 100% of the income of the
trust (by virtue of s 95A(1)); however, its present
entitlement to the adjusted net income may be 55%
[($250,000/$450,000) x 100].

Without the exercise of the discretion, the exempt
entity’s entitlement to income would be taken to be
55%. Therefore, Daryl would be assessed on 45% of the
net income (45% x $350,000 = $157,000).

Clearly, the case is one in respect of which it was intended
that the discretion should be exercised:

* the discrepancy arose as a result of the operation of the
deceased’s will and the general law of succession, and
the fact that there is no deemed present entitlement rule
in respect of an amount of capital paid to a beneficiary
during the year;

* the exempt entity will benefit from amounts attributable
to the capital gain as the residuary beneficiary of the
estate;

* no other entity will benefit from an amount attributable
to the capital gain; and

* asimilar result could be achieved by making the entity
specifically entitled to the capital gain.

Specific entitlement: background

Some people think that the streaming rules for capital gains
and franked dividends are as ugly as Frankenstein’s monster
and tend not to use them. While the provisions can appear
complex, they operate in a fairly predictable fashion. As will
become obvious, anyone who doesn’t at least consider the
provisions does so at their own peril.

The specific entitlement rules for capital gains were
introduced:

* to overcome the unfairness that arises under the
proportionate approach whereby a person entitled to all
of the trust income for a year (say, $100) was assessable
on all of the net income of the trust (say, $100,000). That
is, the income beneficiary can be assessed on a much
larger amount from which they will never benefit; and

» to ensure that an amount of franked dividend or capital
gain allocated to a beneficiary for trust purposes had the
same character for tax purposes.

For a beneficiary to be specifically entitled to a capital gain,
the following conditions must be met:

« the beneficiary must have received, or reasonably expect
to receive, the net financial benefits “referable to the
capital gain”. To have such an expectation in the context
of a deceased estate, the estate administration must
have reached a point where the executors do not require
the “gain” amounts (not necessarily the total capital
proceeds) for the payment of liabilities; and

* the beneficiary’s entitlement to the amount must be
“recorded in its character” as an amount referable to the
capital gain in the accounts or records of the trust by
31 August following the end of the income year in which
the gain was made.™

“Net financial benefit” means an amount equal to the
financial benefit referable to the capital gain after the
application of trust capital losses (consistent with the
application of those losses for the purposes of the method
statement in s 102-5 ITAA97) but before the application of
the CGT discount.

Specific entitlement: example

In one case, in respect of which the authors gave advice,

the executors made a capital gain from the sale of an estate
asset. The proceeds of sale formed part of the estate residue
and were to be divided among 10 beneficiaries; many were
friends of the deceased but one was a tax-exempt hospital.

As there was no estate income in this case, the executors
were prima facie liable to pay tax on the net capital gain
(the capital gain after the CGT discount). That is, none of the
beneficiaries could be assessed as they were not presently
entitled to income by 30 June of the income year in which
the capital gain arose.

246 TAXATION IN AUSTRALIA | NOVEMBER 2023



COVER

One approach might have been to stream one-tenth of the
capital gain to each beneficiary. Under this approach, the
hospital, being a tax-exempt entity, would not have had to
pay tax on its share of the gain, but the other beneficiaries
would have been assessable on their share. However, when
one considers that a purpose of the streaming provisions
was to enable tax-effective distributions, streaming all of
the capital gain to a tax-exempt entity is consistent with
that purpose.

Accordingly, the executors streamed the entire capital gain
to the hospital (in partial satisfaction of its entitlement
under the will). As the hospital was tax-exempt, it did not
pay tax on the capital gain, nor was any tax payable by the
executors or the other beneficiaries (those beneficiaries’
estate entitlements were not attributable to the capital
gain).

In this case, the entire “estate pie” was enlarged for the
benefit of all of the beneficiaries. Because the executors
were not taxed on the capital gain, the residue was not
reduced by tax so each of the 10 beneficiaries received
more. And because the capital gain was able to be streamed
entirely to the hospital, each of the other residuary
beneficiary’s share of the residue was not taxable.

The executors in this case (like most executors) were
conservative and obtained a favourable private ruling from
the ATO.

If you were to contemplate making a tax-exempt entity
specifically entitled to a capital gain, you should ensure that
the LPR has an express or implied power to stream capital
gains. In the authors’ experience, the ATO has accepted that
a power of appropriation in a will, or like that in s 46 of the
Trustee Act 1925 (NSW), is sufficient to enable the streaming
of capital gains by an executor.

In order to avoid the expense of having to make private
ruling applications in cases like this, it is hoped that the
rewrite of IT 2622 deals with the streaming rules in contexts
like this.

Residency of an estate and foreign
resident beneficiaries
Residency of an estate

The residency of a deceased estate for tax purposes is
determined in accordance with the rules that apply for other
trusts. Broadly,™ a trust will be a resident trust estate for an
income year if:

* atrustee was a resident of Australia at any time during
an income year; or

* the trust was centrally managed and controlled in
Australia at any time during the year.

A trust that is not a resident trust is a non-resident trust.
The residency of an estate is relevant to determining:

« the amount of net income that may be assessed to
the trustee (if the trustee rather than a beneficiary is
assessable on a share of the net income);®

e the rates of tax that may be payable by the trustee; and

* the calculation of the net income of the trust (despite the
definition in s 95(1) ITAA36).

In this article, only the last point is considered further.

Non-resident trust: calculation of net income

Despite the fact that s 95(1) specifies that the net (or
taxable) income of a trust is required to be calculated on the
assumption that the trustee is a resident, an issue arises as
to how that provision interacts with s 855-10 ITAA97 which
exempts a capital gain or loss that a trustee of a foreign
trust makes from an asset that is not taxable Australian
property (TAP).

In TD 2017/23, the ATO concludes that, if the assumption
in's 95(1) were applied for the purposes of s 855-10, the
latter provision would have no operation at all in relation to
foreign trusts, despite its express reference to them. This
cannot have been the intention of the legislature.

Pursuant to the general rule of statutory interpretation that
a specific provision overrides a general provision where
there is a conflict, the ATO concludes that s 855-10 prevails.
This means that, in a non-resident deceased estate, capital
gains from assets that are not TAP' are not required to be
included in the net income of a foreign trust.”

It is fairly clear that this produces some unintended tax
outcomes where a resident individual dies and appoints a
foreign person as their executor.” This is best demonstrated
by an example.

Example

The deceased has always lived in Australia and all of the
deceased’s assets are there. Their estate consists of a
large share portfolio with significant inherent capital
gains.

The deceased’s will appoints his eldest child as
executor. That child moved to the United States more
than 30 years ago and is not an Australian tax resident.

The estate has been left in equal shares to the
deceased’s three children. The other children reside in
Australia.

It is proposed that the estate assets will be sold and the
proceeds distributed evenly among the children.

Most people would expect that, because the deceased was a
resident, capital gains from the sale of the shares (reduced
by the 50% CGT discount) would be included in the “taxable
income” of the estate in the year that the shares are sold
and assessed to the LPR or beneficiaries (depending on
whether the beneficiaries are presently entitled to income,
or made specifically entitled to the capital gains). Broadly,
this is the approach that would apply if the executor was a
resident.”

However, because the estate is not resident, the effect of
TD 2017/23 is that gains from the sale of the shares would
not form part of the estate net income for the year the
shares are sold. Further, to the extent that the proceeds
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attributable to the capital gain are distributed to a foreign
beneficiary, the distribution will not be assessable income in
Australia.?®

The Inspector-General of Taxation, in her report on

the administration by the ATO of deceased estates,
recommended that the ATO explore this issue with external
stakeholders, with a view to making recommendations for
law change.? BNR Partners has raised with the ATO and
government a simple approach that might address this
issue. That approach is to treat the estate as having the
same residence as the deceased. There is a precedent in the
United Kingdom. However, to date, the idea has not gained
any traction.

What is more worrying is the treatment of distributions
to resident beneficiaries. The ATO is likely to treat a
distribution of an amount attributable to a beneficiary’s
“share of the estate capital gains” as an amount to which
s 99B ITAA36 applies.

Section 99B(1) includes in a beneficiary’s assessable income
an amount, being property of a trust, that is paid to, or
applied for the benefit of, the beneficiary?? if they were a
resident at any time during the income year.?

There are exceptions to the application of s 99B.?* Perhaps
the most important exception is for a distribution of trust
corpus. However, that exception does not apply to so much
of a corpus distribution that would have been assessable
had it been derived by a resident taxpayer. Accordingly,
TD 2017/24 takes the view that a distribution from corpus
that is attributable to a capital gain does not fall within the
corpus exception.

Further, TD 2017/24 takes the view that the amount made
assessable by s 99B(1) does not have the character of a
capital gain for Australian tax purposes, nor is there any
linkage between s 99B(1) and Subdiv 115-C ITAA97. This
means that an amount which is included in assessable
income under s 99B cannot be reduced by a capital loss or
the CGT discount.

Section 99B was originally introduced to tax, on distribution
to a resident beneficiary, amounts of trust income that

had been accumulated tax-free in a foreign trust. While it
has been around for a long time, the ATO has not issued

any advice about how the provision applies in particular
contexts (for example, is a strict tracing of funds required?).
The authors understand that the ATO is working on a draft
public ruling, but it is not clear when this will be released.
Private rulings which BNR Partners lodged more than a year
ago on the application of s 99B have yet to be issued.

Taxation of foreign resident beneficiaries

With the rates of migration that we have experienced in
the last decade, it is becoming much more common for
tax issues to arise in multiple jurisdictions in respect of
the estate of a deceased individual. The previous section
of the article highlights how a choice of executor can
affect the Australian tax outcomes. This section of the
article considers the treatment of foreign beneficiaries
of a resident trust estate. In particular, whether such a

beneficiary’s share of estate capital gains from non-TAP
assets is tax-free in Australia.

Sections 855-10 and 855-40

You are no doubt familiar with the Full Federal Court
decisions in Greensill?> and Martin.?¢ The court found that
a foreign beneficiary’s share of a trust capital gain from
a non-TAP asset cannot be disregarded under s 855-10
ITAA97. This view is now reflected in TD 2022/13.

While the trusts in those cases were discretionary, the
reasoning appears to apply equally to a foreign beneficiary’s
share of the non-TAP capital gains of a resident deceased
estate.

Example

Alexia was an Australian resident for tax purposes. Her
will, which appointed her sister Astrid (who resides in
Australia) as her executor, provided that her assets
were to be sold and the proceeds distributed among
her three children (Benita, Chloe and Dudley). Dudley
lived overseas. The estate assets included shares in
numerous companies and properties in Australia and
overseas.

Astrid had sold some of the shares and the
administration had reached the stage where she knew
that she would not need the proceeds to satisfy estate
liabilities, so she made an interim distribution of the
proceeds of sale to the three beneficiaries in equal
shares (making them specifically entitled to the various
gains for CGT purposes).

Dudley’s share of the capital gains cannot be
disregarded under s 855-10. Even though the gains
were attributable to non-TAP assets, they were not
gains from a CGT event that happened to Dudley.

An interesting question is whether the result in the example
would be different if the administration of the estate had
been completed and the beneficiary entitlements had
crystallised before the distributions were made.

Section 855-40 ITAA97 exempts a foreign beneficiary’s
share of a trust capital gain from a non-TAP asset if the trust
is a fixed trust. For the purposes of the ITAA97, a fixed trust
is one in which entities have fixed entitlements to all of the
trust income and capital. A fixed entitlement is one that is
vested and indefeasible.?’

BNR Partners has obtained private rulings in some

cases where the ATO has agreed that, in the final year

of administration, the relevant estate would be regarded

as a fixed trust for the purposes of that section, that is,

the beneficiaries under the will would have vested and
indefeasible interests in the income and capital of the trust.
Accordingly, non-resident beneficiaries’ shares of non-TAP
capital gains were exempt under s 855-40 ITAA97.28

In the absence of a public ruling on the topic, the authors
recommend applying for a private ruling if you find yourself
in a similar situation. Be aware that the fixed entitlement
test is much harder to satisfy than, for example, the present
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entitlement to income or specific entitlement to capital
gains tests. That is because the fixed entitlement test must
be satisfied in respect of all interests in the trust. Without
planning, you might find that a capital gain is taken to arise
in a different year than the one in which the beneficiary
interests become fixed.

Section 99D

While s 99D ITAA36 has not received must attention in the
past, para 22 of TD 2022/12 indicates that, in some cases,
where a trustee has paid tax in respect of a foreign-sourced
capital gain, a non-resident beneficiary may be able to
obtain a refund of the tax under s 99D.

In broad terms, s 99D applies where a trustee of a resident
trust has been assessed under s 99 or 99A ITAA36 and

paid tax on a foreign-sourced amount that is subsequently
distributed to a foreign beneficiary. The beneficiary must
apply for a refund within 60 days of the date on which the
distribution was made to them (or such further period as the
Commissioner allows).

The beneficiary must satisfy the Commissioner that the
distributed amount:

» is attributable to a period when the beneficiary was a
non-resident (query what this means in the context of the
capital gain of a deceased estate — does the beneficiary
have to be a non-resident throughout the period that the
LPR owned the asset; presumably, they would not have
to also be a non-resident when the deceased owned the
asst?);

* was taken into account when calculating the net income
of the trust; and

* is not an amount to which s 100A ITAA36 applies.?’

Any entitlement under s 99D(1) ITAA36 is subject to the
discretion of the Commissioner under s 99D(2) to refuse
a refund where there was a purpose of enabling the
beneficiary to obtain the refund of tax.

Using the example above (under the heading “Sections 855-10
and 855-40"), if Astrid paid tax on the capital gains from
the Australian shares rather than making the beneficiaries
specifically entitled to the gains, Dudley would probably not
be able to obtain a refund of his share of the relevant gains
from the Australian shares. These gains are not likely to be
foreign sourced.’® However, s 99D could potentially apply in
respect of tax that Astrid paid on capital gains from the sale
of the foreign properties owned by the deceased or foreign
shares.

BNR Partners has made one application for a tax refund
under s 99D. The ATO took a literal reading of the provision
and concluded that no refund was available to the
beneficiaries because the capital gains in respect of which
tax was paid by the trustee did not form part of the income
of the trust estate. This interpretation puts deceased
estates in a much worse position than discretionary trusts
because wills have generally not modified what will be
income of the estate. Will drafters may want to think about
whether it is possible and advisable to give an LPR a power
to treat capital gains as income of an estate.

It does seem ironic that, on the ATO view, a non-resident
beneficiary of a non-fixed trust is assessable on their
share of a trust capital gain from a non-TAP asset, but is
entitled to a refund of tax if the trustee is assessed on the
gain and the proceeds attributable to the gain distributed
to the beneficiary. But that result appears to be because
the streaming amendments for capital gains in 2011 which
removed consideration of the source concept for s 98
purposes did not apply to s 99D.

Main residence exemption

Main residence: full exemption

At its simplest, a full main residence exemption applies to a
capital gain from a dwelling that was the main residence of
the deceased when they died if:

* the dwelling was not being used to produce income when
the deceased died; and

* settlement of the sale of the dwelling occurs within two
years of the deceased’s death.

Because an LPR, and a beneficiary to whom the dwelling

passes, obtain a market value acquisition cost, the effect of
the exemption is really in respect of the two-year period (or
such period as extended by the Commissioner) after death.

Further, a full main residence exemption can apply to any
pre-CGT dwelling of the deceased (whether or not it was
ever the deceased’s main residence) if sold by the LPR or
beneficiary in the two years after death.

It has never been explained why “pre-CGT” dwellings qualify
for the main residence exemption. Originally, with the
two-year period of grace being just 12 months and house
prices steadier, it probably wasn’t much of an issue. But if
someone today dies with several pre-CGT residential rental
properties in their portfolio, some real tax advantages may
accrue over a two-year period.

While the main residence provisions (not unlike those for
streaming) look unattractive, they contain some hidden
gems.

Cost base for deceased’s main residence

To save compliance costs for the LPR or beneficiary, the
law was amended in 1996 to provide a cost base uplift

to market value for a deceased person’s main residence.
Prior to that, the LPR acquired the deceased’s property
for the deceased’s cost base and had to work out any main
residence exemption, having regard to the actual use that
the deceased made of the property when alive.

You can see how difficult this would have been for the LPR.
Often the deceased would not have kept any cost base
records (on the assumption that they would qualify for a
main residence exemption), and the LPR would have little
way of establishing how the deceased had used the property.

The market value cost base applies automatically (there is
no choice for this) and has no regard as to how the dwelling
was previously used by the deceased. It is a point in time
test. The dwelling could have been a rental property for
most or almost all of the ownership period. There are also
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no adverse consequences that apply (as is the case with,
say, the absence choice), such that no other dwelling may
be treated as the deceased’s main residence for the period
prior to death.

Example

Agatha owns two post-CGT houses, one in country
Victoria which she has always lived in, and one in the
Melbourne CBD which she has always rented out.

Agatha becomes ill and decides to relocate to the
Melbourne CBD property to be closer to medical
treatment, leaving the country property vacant.
Unfortunately, after eight months, she passes away in
the CBD home.

The CBD property would get a market value cost base
and could be sold within two years tax-free. The country
property would get an almost total main residence
exemption as well, based on actual use. In some cases,
it may be possible to use the “six-month two dwelling
rule” in s 118-140 to get two complete exemptions.

Partial exemption: counting the days

If an LPR (or beneficiary) does not qualify for a full main
residence exemption, they may be entitled to a partial
exemption. The example below considers where a full
exemption is not available because there was a delay

of more than two years in selling the property and the
Commissioner would not grant an extension of that period.®'

Example

George acquired his main residence at the beginning of
2010 and it was still his main residence when he died

at the end of 2013 (three years). When he died, the
property had a market value of $2m. For the next three
years, the trustee rents the property out waiting for the
value to increase. The trustee then sells the property
for $5m.

The market value at the date of death gives proper
recognition to the dwelling’s status in George’s hands as a
main residence. Effectively, any gain or loss arising before
death is disregarded. After that, the dwelling is simply used
to produce income and held to maximise the sale price.

The dwelling was not sold within two years of the date of
death and the Commissioner is unlikely to agree to extend
the period in these circumstances.

If you didn’t know better, you might assume that the capital
gain of $3m was fully taxable.

However, the partial exemption in s 118-200 appears to
confer a partial exemption. That is, there is nothing in the
formula which “restarts” the period of “total days” and
“non-main residence days” from the time of the market
value uplift.>2 There was such a provision in the ITAA36,
but it seems it was accidentally not rewritten.

If you apply the provision literally, the total days are
six years (in days), and the non-main residence days are

three years (in days). So only 50% of the $3m capital gain
is taxable!

It appears that the ATO interprets s 118-200 literally in
published guidance and in private rulings, such that a
double dip (a cost base uplift and an exemption for the
period that the dwelling was the deceased’s main residence)
is available.

Whatever the answer is, and of course the ATO may be
correct, it is evident that a literal approach to the law must
be leading to some degree of revenue leakage from a policy
perspective.

Specific legacies and life and
remainder interests

Specific legacies

Background

In a straightforward case, the CGT rules®: that apply to

a post-CGT3# asset that a person has left in their will are
simple. Effectively there is a tax roll-over. That is, there is
no tax payable on death or when the asset passes to the
deceased’s LPR or a beneficiary in their estate. Rather, the
LPR and later the beneficiary are taken to have acquired
the asset for an amount equal to the deceased person’s cost
base at the time of death. There are different cost base rules
for other assets, including those that the deceased acquired
pre-CGT and the deceased’s main residence.

The roll-over is only for assets that the deceased person
owned when they died. So, if the LPR acquires an asset
during the estate administration (for example, shares may
be acquired under a dividend reinvestment plan that the
deceased had entered into), a capital gain or loss will be
recognised when the asset passes to a beneficiary.

There is no roll-over if an asset passes to a tax-exempt
entity that is not a deductible gift recipient. Similarly,
there is no roll-over if an asset that is not TAP passes to a
foreign beneficiary. Rather, in these cases, a capital gain
or loss from CGT event K335 is recognised in the deceased
individual’s final income tax return. The gain is worked out
having regard to the market value of the asset on the day
the individual died.

Specific legacies: double death

As always, the devil is in the detail. Who would expect, for

example, that the roll-over would not apply in a case where
an intended beneficiary dies before an asset that they were
entitled to under the will of another person passes to them.

As noted above, the roll-over only applies in respect of

an asset that the deceased person owned when they

died. However, in many cases, you will find that, following
the death of a person, a beneficiary of their estate (the

first estate) will die before that estate is administered.

A beneficiary who has an interest in an unadministered
estate when they die did not “own” any of the assets that
may ultimately pass from the first estate to the beneficiary’s
estate (the second estate). The result is that gains and
losses are not able to be disregarded when estate 1 assets
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pass from the LPR of the second estate to a beneficiary of

that estate.

Treasury had long ago identified this as an unintended
policy outcome. The Treasury paper, Minor amendments to
the capital gains tax law, issued in May 2011, outlined the
following proposed amendment to the law:

“Issue 4. Death before administration

[Current law]

Division 128 does not
provide a roll-over when the
intended beneficiary of a
deceased estate dies before
administration is completed
and an asset owned by

the first deceased person
passes from the intended
beneficiary’s LPR to a trustee
of a testamentary trust or a
beneficiary in the intended
beneficiary’s estate.

This is because the asset was

[Proposed law]

In cases where an individual
(the first deceased) dies and
the intended beneficiary also
dies before an asset which
the first deceased owned
passes out to them, the asset
will be treated as though it
had passed to the intended
beneficiary before they died.
This ensures that a roll-over
will apply when an asset
passes from the intended
beneficiary’s LPR to a trustee

of a testamentary trust or a
beneficiary in their estate.”

not one which the intended
beneficiary owned when they
died.

However, this proposal was abandoned as part of the then
government’s announced but unenacted measures review.%¢
More recently, the issue was raised, and rejected, as a matter
in respect of which the Commissioner’s remedial power
could be exercised, on the basis that the policy was clear.®

So, “what’s the problem?”, you say. While a law change
would be nice, we've all been managing ok.

For one thing, it appears that different views have been taken
about the cost base of the asset in the hands of the LPR/
beneficiary of the second estate in these cases. Traditionally,
most people seem to have adopted the approach that assets
owned by the first deceased passed to the LPR of the second
estate for an amount determined in the table in s 128-15(4)
ITAA97. That is, the roll-over applied at the level of the first
estate, with the effect that the LPR’s cost base is determined
under the usual deceased estate rules.

However, there is an alternative view. On that view, as

Div 128 does not apply to an asset of the first deceased in
the hands of the LPR or beneficiary of the second estate, it
is argued that the asset’s cost base is not determined under
Div 128 ITAA97. Rather, because the second LPR acquired
the asset for no consideration, they are taken to have
acquired it for market value under s 112-20 ITAA97. Under
this approach, any gain inherent in the asset when the
deceased person died falls out of the tax system.

If you are advising the LPR of a second estate about their
potential liability from the sale of an asset that passed

from the first estate, the authors would urge caution and
suggest a private ruling be obtained. Remember that the
LPR of estate 2 is liable for any tax that would be payable if
a taxable capital gain arose from the transfer of the asset by
the LPR of estate 2 to a beneficiary of that estate.

For another thing, it seems that the ATO occasionally
forgets what its approach is. In January 2022, a private

ruling®® was issued which indicated that roll-over could
apply in double death cases. This created much uncertainty
in relevant legal and accounting circles: had the ATO
changed its long-held view?*

Recently, the edited version of that private ruling has been
annotated to indicate that it is misleading or incorrect and
that the view it expresses does not represent the ATO’s view
of the relevant law. While the rulees can continue to rely

on the private ruling that was issued to them, it is a useful
reminder that private rulings only provide protection to those
to whom they are issued. Anyone else who has applied the
view to their own case should now reconsider their position
and, if necessary, amend any relevant tax assessments.

Much consternation and expense could have been avoided
if the law had been made clear as originally proposed, or
the ATO had published a public ruling on the issue which
presumably its staff would have located in coming to a view
on the recent private ruling.

Life and remainder interests: some discrete
issues

When we talk about life and remainder interests, we are
generally referring to a situation where an asset is held on
trust for the benefit of an individual for their life, with the
remainder interests held for someone else (interests held
via a trust are commonly referred to as “equitable life and
remainder interests”). On the death of the life tenant, the
remainder beneficiary generally becomes entitled to have
the asset transferred to them.*°

Trusts that create life and remainder interests often arise
under a person’s will. For example, a will may provide
that a dwelling is to be held on trust for the benefit of the
individual’s second spouse for life, with the remainder to
benefit the children of the individual’s first marriage.

There is a difference at law between a life interest and a
simple right to occupy. For example, a life interest carries
an entitlement to income from the property and a right

to occupy if that is specifically provided for. And each has
different tax consequences. There is often a difference of
views between the parties as to the nature of the interest
that the deceased’s will creates. This is a legal question
that must be resolved before the tax consequences can be
determined.

The ATO’s views about the CGT consequences of life and
remainder interests are set out in TR 2006/14. The ruling
effectively ended a debate that had been raging since

the CGT provisions were introduced in 1985 about how
those provisions applied to life and remainder interests.
TR 2006/14 is relatively comprehensive and considers

a range of scenarios, including the creation of the trust,

a disclaimer of a life interest, and the death of a life tenant.
But there are things that it doesn’t address and it would be
useful for the ATO to revisit the ruling with a view to giving a
view about them.*

Surrender of life interest

It often happens that the beneficiaries in a life/remainder
trust will seek to bring the trust to an end after a number
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of years. TR 2006/14 addresses cases where, in doing so,
the life tenant and remainder beneficiaries each acquire an
interest in the trust assets.*> However, it often happens that
the life tenant will simply surrender their interest for no
consideration.

Are there any CGT consequences for the life tenant from the
surrender in these circumstances?+3

CGT event E6* will not happen as there is no trust property
being transferred to the life tenant in respect of the ending
of the right to trust income. Accordingly, it is necessary to
consider how CGT event C2 (the ending of an intangible
asset) might apply. Before doing so, however, it is useful to
consider how CGT event E6 might apply if the trustee paid
the life tenant a nominal amount of consideration (say, $10).

CGT event E6 happens if the trustee of a trust disposes of
a CGT asset of a trust to a beneficiary in satisfaction of the
beneficiary’s right to income of the trust. The trustee will
make a capital gain or loss in respect of the asset. Also,
the beneficiary will make a capital gain or loss in respect
of their trust interest if the market value of the trust asset
it receives is more than the cost of the base/reduced cost
base of the life interest.

First, it needs to be determined whether the $10 is a
relevant “CGT asset” that would trigger the operation of

the provision. The ATO had for many years indicated on its
“advice under development” website page that it intended
to provide advice about whether Australian currency, or
Australian currency denominated assets, were CGT assets
for the purposes of CGT events E5 to E7. Recently, the ATO
has removed those topics from the website on the basis that
they were no longer a priority for them!

If the $10 is an asset, the trustee will make no gain or loss
from it. The beneficiary will presumably make a capital

loss on their interest equal to the difference between the
$10 and the market value of the interest at the time it was
acquired.*> This loss could be considerable if, for example,
the interest was acquired many years ago when the life
tenant was relatively young. The main residence exemption
would not apply to disregard the capital loss.*¢

Are the consequences the same if CGT event C2 is the
relevant event?

CGT event C2 happens if your ownership of an intangible
asset ends in one of a number of ways, including by
surrender. You make a capital gain if the capital proceeds
from the ending are more than the asset’s cost base, or a
capital loss if the proceeds are less than the asset’s reduced
cost base.

Unlike for CGT event E6, the market value substitution

rule in s 116-30 ITAA97 will apply to determine the capital
proceeds if there are no proceeds, or if the proceeds are
more or less than the value of the asset if the parties did not
deal at arm’s length.

Also, unlike for CGT event E6, the main residence exemption
applies to a capital gain or loss from CGT event C2. Although
it is an issue for another day, one wonders how the main
residence exemption applies where the trust assets consist

of more than the property in which the life tenant has a
relevant ownership interest for main residence purposes.
Presumably, an apportionment would be appropriate.

Conclusion

As a practice that has specialised in the taxation of
deceased estates and trusts for over 23 years, it is rare that
a week goes by where BNR Partners does not encounter a
little tax monster.

These “Frankensteins” often arise from the particular
circumstances of each individual estate, be that from the
affairs of the deceased, the assets they owned, or the
geographical locations of the beneficiaries and executors.
But many problems have, at their core, a failure by
government to amend the law or of the ATO to provide clear
guidance on how it considers the law to operate.

Anomalies in the tax law expose executors and
administrators, as well as tax practitioners, to unnecessary
risk and often come at a significant cost to revenue. While
governments tend to be reluctant to make law changes that
affect deceased estates, the Robodebt issue has highlighted
that defective laws should be reviewed to protect those that
are affected by them.

And while that may take some time to achieve, we should
surely be able to look to the ATO to provide updated
guidance on such matters as those highlighted in this article
within a reasonable time frame.

Lyn Freshwater
Senior Tax Adviser
BNR Partners

lan Raspin, CTA
Managing Director
BNR Partners

This article is an edited and updated version of “Deceased estates - taxation
nirvana or Frankenstein’s monster?” presented at The Tax Institute’s Tax
Summit held in Melbourne on 5 to 7 September 2023.
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The CGT main
residence
exemption:
tips and traps

by Neil Brydges, CTA, Principal Lawyer,
and Edward Hennebry, FTI, Senior
Associate, Sladen Legal

The capital gains tax main residence exemption
is (arguably) the most generous exemption for
post-CGT assets in the income tax legislation.
The eligibility requirements are not onerous, and
it is available to young and old, rich and poor.
However, actions, or inactions, can result in a
loss of the exemption, in whole or in part. The
article focuses on: the significance of “adjacent
land” including for primary producers; keeping
the exemption when demolishing or subdividing
the family home; when one dwelling can be two
CGT assets; planning for sea and tree changers
with two dwellings; the impacts of death

and inheritance; the impacts of relationship
breakdowns; absences, especially for foreign
residents; and the implications of the increasing
use of main residences to derive income
including through modern work practices and
“side hustles”.

Overview

Deceptively simple, but often misunderstood, more pages of
the Income Tax Assessment Act 1997 (Cth) are devoted to the
capital gains tax main residence exemption (CGT MRE) in
Subdiv 118-B than in any other Subdivision of Pt 3-1 (which
includes the core provisions of the CGT rules). This article
looks at some of the traps lurking in the detail of the CGT
MRE that can cause the unwary a tax disaster.

The article discusses the CGT MRE, including:

» the significance of “adjacent land” (including for primary
producers);

* keeping the exemption when demolishing or subdividing
the family home;

* when one dwelling can be two CGT assets;
* planning for sea and tree changers with two dwellings;
» the impacts of death and inheritance;

* the impacts of relationship breakdowns;

« absences, especially for foreign residents; and

» theimplications of the increasing use of main residences
to derive income, including through modern work
practices and “side hustles”.

Fundamentals and core
requirements

The CGT MRE can offer significant tax savings to individuals
who structure their affairs prudently. However, the
provisions in Subdiv 118-B are extremely prescriptive and,
depending on how a dwelling is used through an ownership
period, this may result in a loss of the full (or even partial)
CGT MRE.

The core fundamentals of which to be aware are:

« the CGT MRE is generally only available to Australian
tax resident individuals. This means that companies and
trusts cannot take advantage of or access the CGT MRE
unless it can be substantiated that those entities are
mere legal owners of the dwelling, and the individual
is absolutely entitled to the asset. So, if there is a
difference between legal and beneficial ownership, keep
good records and remember that a bare trust does not
necessarily enliven absolute entitlement;!

» the CGT MRE only applies to the following CGT events:
e CGT event Al: disposal of a CGT asset;
e CGT event B1: use and enjoyment before title passes;
e CGT event Cl1: loss or destruction of a CGT asset;

¢ CGT event C2: cancellation, surrender and similar
endings;

e CGT event El: creating a trust over a CGT asset;

e CGT event E2: transferring a CGT asset to a trust;
e CGT event F2: granting a long-term lease;

* before 7:30 pm on 9 May 2017 (ACT legal time):

e CGT event I1: individual or company stops being a
resident; and

e CGT event I2: trust stops being a resident trust;
e CGT event K3: asset passing to tax-advantaged entity;
e CGT event K4: CGT asset starts being trading stock;

e CGT event Ké: pre-CGT shares or trust interest (except
one involving the forfeiting of a deposit); and

* a CGT event that involves the forfeiting of a deposit
as part of an uninterrupted sequence of transactions
ending in one of the events listed above subsequently
happening;

« the sale or transfer needs to be on capital account.
It is not uncommon for “Mums and Dads” to decide to
demolish their existing dwelling and build a new property,
or properties, on that land. Depending on the facts and
circumstances, those activities may venture beyond
the mere realisation of a capital asset and constitute
an isolated profit-making transaction or the sale of
trading stock;
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to qualify for the CGT MRE, there must be a “dwelling”.
Section 118-115 ITAA97 defines dwelling as including:

a unit of accommodation that:
* is a building or is contained in a building; and

* consists wholly or mainly of residential
accommodation;

a unit of accommodation that is a caravan, houseboat or
other mobile home; and

any land immediately under the unit of accommodation.

However, except as provided in s 118-120 ITAA97 (see
below), a dwelling does not include any land adjacent to
a building;

for the dwelling to be a main residence, it needs to be
aresidence. As outlined in Koitaki Para Rubber Estates
Ltd v FCT,? “the place of residence of an individual is
determined, not by the situation of some business or
property he is carrying on or owns, but by reference to
where he eats and sleeps and has his settled or usual
abode”.

It is therefore necessary to show factors of residing
in a dwelling, such as the location of possessions, the
registered address under the electoral role, and the
registered address for mailing purposes. Generally,

a dwelling is your main residence if:

¢ you and your family live in it;

» your personal belongings are in it;

e it is the address your mail is delivered to;

* itis your address on the electoral roll; and

* services such as gas and power are connected.

TD 51 (now withdrawn) includes the following factors:

* the length of time the taxpayer has lived in the
dwelling;

¢ the place of residence of the taxpayer’s family;

¢ whether the taxpayer has moved their personal
belongings into the dwelling;

* the address to which the taxpayer has their mail
delivered;

¢ the taxpayer’s address on the electoral roll;

« the connection of services such as telephone, gas and
electricity; and

* the taxpayer’s intention in occupying the dwelling;

understanding an individual’s “ownership period” is
crucial, particularly if they do not qualify for the full CGT
MRE. Under s 118-125 ITAA97, coupled with s 118-130
ITAA97, the ownership period generally begins and ends
at settlement, and not at the contract dates. This is also
relevant for assessing the two-year period if a beneficiary
of a deceased estate seeks to dispose of the deceased’s
main residence within two years of death.

The use of the settlement date, rather than the contract
date, is an exception to the general approach for a
disposal or an acquisition under a contract;?

* the CGT MRE regime allows taxpayers to make a range
of choices when more than one dwelling is owned (for
example, which property is chosen as a main residence,
which property is chosen as a main residence under
the absence rules in s 118-145 ITAA97, which property
is chosen as a main residence under the building/
construction rule in s 118-150 ITAA97);

* thereis no approved form or written election needed to
make these choices. Rather, consistent with s 103-25(2)
ITAA97, the way a taxpayer prepares their income
tax returns is sufficient evidence of the making of the
choice. However, as income tax returns include minimum
details, apart from showing the claiming of the CGT MRE,
taxpayers should keep documentary evidence of any
choices to support their returns; and

* while the CGT MRE allows the taxpayer to make choices,
the CGT MRE itself is self-executing. Section 118-110
ITAA97, the core provision, says that a capital gain or
loss you make from a CGT event that happens in relation
to a CGT asset that is a dwelling or your ownership
interest in it “is disregarded” if you are an individual
and the dwelling was your main residence throughout
your ownership period. That is, if the requirements are
satisfied, the capital gain or loss “is disregarded” —
taxpayers do not have a choice. For example, if they
incurred a capital loss.

Similarly with deceased estates, s 118-195 ITAA97 says
a capital gain or loss “is disregarded”.

Adjacent land

Under s 118-120, a main residence includes “adjacent
land” of up to two hectares less the area of the land
immediately under the dwelling. Land adjacent to a
dwelling is adjacent land to the extent that the land
was used primarily for private or domestic purposes
in association with the dwelling. Examples of land use
primarily for private or domestic purposes include
gardening, reqular upkeep, the location of a swimming
pool, and the storing of trailers.

Generally, the CGT MRE does not apply to a CGT event that
happens in relation to adjacent land if that CGT event does
not also happen in relation to the dwelling.*

TD 92/171 considers that the CGT MRE extends to additional
land acquired after the time of acquisition of the residence,
as long as the requirements in ss 118-120 and 118-165
ITAA9T are satisfied, that is:

« the additional land (including the area of land on which
the dwelling is built) is adjacent to that on which the
dwelling is situated;

« the total area of land is not greater than two hectares;

« the additional land is used primarily for private or
domestic purposes in association with the dwelling; and

* the CGT event that happens in relation to the additional
land also happens in relation to the dwelling (or the
ownership interest in it).
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TD 92/171 includes the following example:

“Tom and Mary purchase a home in 1987 and occupy it as
their main residence. The home has never been used for
income producing purposes. In 1989, they purchase the
vacant block of land that adjoins the land on which their
dwelling is situated and construct a private swimming
pool. The total of the area of adjacent land and the area
of the land on which the home is situated is less than

2 hectares. In 2001, they enter into a contract to sell

the home with the adjoining block. A full main residence
exemption is available.”

The concept of “adjacent land” has particular significance to
primary producers because their land typically:

* serves a dual purpose as being the location of their
dwelling, as well as where they conduct farming activities;
and

* exceeds two hectares.

Accordingly, to calculate the potential capital gains tax
exposure on disposal of the land, a primary producer
may need to assess which portion of the land qualifies

as “adjacent land”, as well as whether any other CGT
concessions apply. For example, the CGT discount and/or
the CGT small business concessions.

Adjacent land does not need to be contiguous to the
dwelling, but proximity is important. As highlighted in

TD 1999/68, the further the distance between the land and
the land on which a dwelling is situated, the less likely it is
that the relevant land is “adjacent land” for the purposes of
the legislation. Example 2 of TD 1999/68 provides:

“9. Bob and Lyn own a house in a country town. Lyn owns
a horse which she rides in local horse competitions. There
is no room for the horse in the backyard of the house,

so Bob and Lyn bought a block of land some two street
blocks away on which to run the horse. The total area of
the land on which the house is situated and the horse
yard is less than 2 hectares. The horse yard, which is
used by Lyn primarily for private or domestic purposes in
association with her house, is considered to be adjacent
land for the purposes of section 118-120.”

For land which is greater than two hectares, TD 1999/67
allows taxpayers to choose which area of land qualifies

as adjacent land (in addition to the land over which the
dwelling is situated). However, when choosing the land,

the land must be used primarily for private or domestic
purposes. With primary producers, if the land containing the
dwelling is fenced off to (say) 1,000 square metres and the
farm is beyond that fence, the MRE would likely only extend
to the 1,000 square metres, not two hectares.

In TD 1999/67, the ATO says that, if the selected area of land
cannot be separately valued, apportionment of the capital
proceeds and cost base should be undertaken on an area
basis. Example 2 of TD 1999/67 provides:

“10. Alistair owns a 10 hectare property — see the diagram
below. He has selected the shaded area as the part of

the land on which he wishes to claim the main residence
exemption. This area does not exceed 2 hectares and

is used primarily for private or domestic purposes in
association with Alistair’s dwelling. He sells the property
for $500,000. He obtains an opinion from an expert
valuer that the value of the 2 hectares of land and the
house is $300,000. The cost base attributable to this
part of the property (taking into account improvements
since purchase) is $180,000 and the remainder is
$120,000. The capital gain on the total property is
$200,000. Alistair disregards $120,000 of the capital
gain because it is attributable to his main residence.

ROAD

Garage

ROAD”

Does vacant land qualify as “adjacent land”? Arguably, yes,
if the vacant land is used “primarily for private or domestic
purposes in association with the dwelling”. If a taxpayer had
evidence that the vacant land was used as a place for (say)
exercise, personal contemplation, walking a dog, paddocking
a pony etc in association with the dwelling, it seems
reasonable that the vacant land could be “adjacent land”.

However, if the vacant land was not being used for any
purpose, it is unlikely that the vacant land would meet the
statutory test. In a different context, the Commissioner
considers that vacant land “not being used for any purpose”
does not fall within the definition of an asset used “solely for
personal use and enjoyment” under s 152-20 ITAA97 (which
concerns the maximum net asset value test in the small
business CGT concessions) because the vacant land is not
being used solely for the personal use and enjoyment of the
individual.®

When one dwelling can be two CGT
assets

Two buildings on the land

As highlighted above, the CGT MRE applies to a “dwelling”,
not to “dwellings”. What is the circumstance if a taxpayer
has more than one unit of accommodation?

Section 118-115 defines “dwelling” as including (among
other things) a unit of accommodation that is a building, or
is contained in a building, or consists wholly or mainly of
residential accommodation. Subsections 118-120(5) and (6)
extend this to “adjacent structures”:

* 5118-120(5): the CGT MRE “applies to an adjacent
structure of a flat or home unit (if the same CGT event
happens to that structure or your ownership interest in
it) as if it were a dwelling”; and
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* s118-120(6): “[a] garage, storeroom or other structure
associated with a flat or home unit is an adjacent
structure of the flat or home unit to the extent that the
structure was used primarily for private or domestic
purposes in association with the flat or home unit”.

In TD 1999/69, the ATO says that whether two or more
units of accommodation are used together as one place
of residence or abode for the purposes of the definition
of “dwelling” is a question of fact that depends on the
particular circumstances of each case. Examples might
include a caravan or granny flat.

In TD 1999/69, the ATO states that the following factors are
relevant when considering whether units of accommodation
are used together as one place of residence or abode:

* whether the occupants sleep, eat and live in them;

» the distance between and the proximity of the units of
accommodation;

e whether the units are connected;
* whether the units are capable of being sold separately;

¢ the extent to which the daily activities of the occupants
in the units are integrated;

* how the units are shared by the occupants; and
* how costs of the units are shared by the occupants.
Example 3 of TD 1999/69 provides:

“9, William owns a large farming property. He employs
his brother Henry to help him. As the house on the farm
is not large enough to accommodate both William and
Henry’s families, Henry and his family sleep in William’s
caravan at the rear of the property. Both families live and
eat in the house and use and enjoy it for their domestic
purposes. They all spend most of their daily lives on

the farm and in the house. The caravan is connected to
electricity from the house.

10. The caravan and the house are considered to be one
dwelling because the activities of the families in them are
so integrated that they use them together as one place of
residence.”

Building separate to the land

Taxpayers should be conscious of the circumstances of a
post-CGT dwelling constructed on pre-CGT land.

Section 108-55(2) ITAA97 provides that a building
constructed on pre-CGT land is a separate CGT asset from
the land if the taxpayer entered into a contract for the
construction of the building on or after 20 September
1985 or, if there is no contract, the construction started on
or after that day. This is different to the common law rule
about fixtures attaching to the land.

The term “building or structure” is undefined but, based
on a plain and ordinary meaning, would include a dwelling.
In addition, for the purposes of the CGT rules, a building
or structure is taken to be acquired at the time that
construction first commenced (not when the land was
acquired).

This means that, when there is a disposal of pre-CGT land
that contains a post-CGT dwelling, any portion of the
dwelling which does not qualify for a full CGT MRE (for
instance, because the dwelling is used for income-producing
purposes) may be subject to CGT despite being situated on
pre-CGT land.

TD 2017/13 confirms that the CGT MRE can apply to any
gain that is attributable to the building. However, a full
CGT MRE may not be available if the building was the main
residence for only part of the period when the taxpayer
had an ownership interest in it. TD 2017/13 includes the
following example:

“2. Erica owns pre-CGT land on which she started to build
a dwelling on 1 January 2011. The dwelling was completed
on 1 January 2016 and Erica moves in immediately. She
lives in the dwelling until the settlement of the sale of the
property on 1 April 2016.

3. As the dwelling was Erica’s main residence from

1 January 2016 to 1 April 2016, she will qualify for the
main residence exemption for that period. She can

also choose under subsection 118-150(2) to extend the
main residence exemption for the four year period prior
to 1 January 2016 as she has met the conditions; the
dwelling became her main residence on completion and
she resided in it for at least three months.

4. As the property was Erica’s main residence for this
three month period, and she makes a choice to apply
section 118-150, she will qualify for the main residence
exemption for the period from 1 January 2012 to 1 April
2016 (four years and three months). No other dwelling
can be treated as Erica’s main residence during this
period.”

Section 118-150, referred to in TD 2017/13, is discussed in
more detail later in this article.

Owning two or more dwellings

Taxpayers are generally only able to treat one “dwelling”
at a time as their main residence for the purposes of the
CGT MRE. This extends to spouses, that is, spouses can
only claim a full CGT MRE on a single dwelling, unless they
are “living permanently separately and apart” from one
another.® Section 118-170 ITAA97, which deals with this
situation, provides:

“(1) If, during a period, a dwelling is your main residence
and another dwelling is the main residence of
your spouse (except a spouse living permanently
separately and apart from you), you and your spouse
must either:

(a) choose one of the dwellings as the main
residence of both of you for the period; or

(b) nominate the different dwellings as your main
residences for the period.

(2) If you nominate the different dwellings as your main
residences for the period, you split the exemption in
accordance with subsections (3) and (4).
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(3) If your interest in the dwelling you chose was
not, during the period, more than half of the total
interests in the dwelling, the dwelling is taken to
have been your main residence during the period.
Otherwise, the dwelling is taken to have been your
main residence for half of the period.

(4) If your spouse’s interest in the dwelling your spouse
chose was not, during the period, more than half of

the total interests in the dwelling, the dwelling is taken

to have been your spouse’s main residence during the
period. Otherwise, the dwelling is taken to have been
your spouse’s main residence for half of the period.”

Section 118-170 includes the following example:

“Example: You and your spouse (who are Australian
residents) own a town house as tenants in common in
equal shares. You and your spouse also own a beach
house as tenants in common, with your interest being
30% and your spouse’s 70%. From 1 July 1999, you live
mainly in the town house and your spouse lives mainly
in the beach house. On 1 July 2000 you and your spouse
dispose of both dwellings.

For the period 1 July 1999-30 June 2000 you nominate
the town house as your main residence and your spouse
nominates the beach house. The town house is taken

to be your main residence during the period. The beach

house is taken to be your spouse’s main residence during

half the period.”

TD 92/174 illustrates how spouses need to carefully consider
which dwelling they are to treat as their main residence
(note that the example considers the absence choice under
s 118-145 which is discussed later in this article). Specifically:

dwellings for the purposes of the CGT MRE. This may be
relevant when settlement of the contract for the disposal of
the existing dwelling occurs later than the settlement of the
contract for the acquisition of the new dwelling. However,
this rule can only apply if:

the taxpayer’s existing main residence was their main
residence for a continuous period of at least three months
in the 12 months ending when their ownership interest in
it ends (that is, settlement); and

the taxpayer’s existing main residence was not used for
the purpose of producing assessable income in any part of
that 12-month period when it was not their main residence.

This rule automatically applies, taxpayers cannot opt out.

Example 1in TD 1999/43 highlights how the rule in
s 118-140 interacts with the absence choice under s 118-145
(discussed later in this article):

“5. Anne acquired a dwelling on 1 January 1986 where
she lived until she went overseas on 1 January 1997. Anne
did not rent the home during her absence.

6. She acquired another dwelling on 1 February 1998 and
moved into that dwelling on her return from overseas
on 1 March 1998. Anne disposed of the first dwelling on

1 August 1998.

7. In accordance with section 118-145, Anne chose to
continue to treat the first dwelling as her main residence
for the period 1 January 1997 until she disposed of it on

1 August 1998.

8. In addition, under section 118-140, Anne may treat the
second dwelling as her main residence from when she
acquired it on 1 February 1998. Under section 118-140,

Anne is able to treat both dwellings as her main
residence for up to six months, ending when she ceased
to have an ownership interest in the first dwelling.”

“2. A husband and wife own a pre-CGT house which
they both occupy. Due to a change in employment,

the husband moves to another town and they acquire
another (post-CGT) house on 1 July 2000. The husband
occupies this house for 2 years during the course of his
employment contract. On 1 July 2002, he returns to the
pre-CGT house which he then continues to occupy with
his wife. The post-CGT house is sold within six years of
the husband ceasing to occupy it.

Using the dwelling to derive income

Basic position

Taxpayers who use their dwelling to produce assessable
income will generally lose their ability to claim a full
exemption from CGT under the main residence rules
(subject, perhaps, to the absence rule under s 118-145
discussed below).

3. To obtain a full main residence exemption on disposal
of the post-CGT house, the husband must make a
choice under section 118-145 to treat that house as

his main residence for the period 1 July 2002 until
disposal. The husband and wife can then choose to
treat the post-CGT house as their main residence under
paragraph 118-170(1)(a) for the entire period that they
owned it.

Section 118-185 ITAA97 provides that, if a dwelling was not
a person’s main residence for the whole time they owned
it, the formula below should be used as the starting point
to work out the amount of capital gains or losses subject to
the MRE:

Non-main residence days

If the husband does not make the choice under Capital gain or loss amount x

section 118-145, neither would be entitled to an
exemption for the period after the husband ceased to
occupy the post-CGT house.”

Days in ownership period

The capital gain or loss amount is the capital gain or loss the
taxpayer would have made from the CGT event apart from

However, a key exception to the above is in s 118-140 the application of the MRE.

ITAA97 which concerns taxpayers who are moving from one
main residence to another. This section affords taxpayers
a period of up to six months to treat two properties as

Non-main residence days is the number of days in the
taxpayer’s ownership period when the dwelling was not their
main residence.
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Section 118-185 does not apply if the person is an excluded
foreign resident or a foreign resident who does not satisfy
the life events test (discussed below).

The capital gain or loss after s 118-185, even if there is no
adjustment, may be further adjusted if the dwelling was
used to produce assessable income (see below). It should
be remembered that not all items of income from a dwelling
will be assessable income, such as board or lodgings under
a domestic family relationship.”

Example

Tom bought a dwelling on 1 May 2020 for $1,000,000.
He rented it out from the date of purchase to 30 April
2021. He then moved into the dwelling and used it as
his main residence until he sold it on 30 April 2022 for
$1,500,000.

Tom is not entitled to the full CGT MRE because he
did not treat the dwelling as his main residence for
the entire period of his ownership. He rented out
the dwelling for the first year. So, the capital gain is
calculated as follows:

The gross capital gain amount = $500,000

Non-main residence days = 365 days (1 May 2020
to 30 April 2021)

Days in ownership period = 730 days (1 May 2020 to
30 April 2022)

Capital gain subject to tax = $500,000 (365/730) =
$250,000

Since Tom had owned the dwelling for more than

12 months, the 50% CGT discount applies. Therefore,
the amount of capital gain that is subject to tax is
$125,000.

Using the dwelling to derive assessable
income

Section 118-190 ITAA9T provides that taxpayers can only
obtain a partial CGT MRE when they sell a dwelling if they
used the dwelling both as their main residence and for the
purpose of producing assessable income.

Taxpayers who, while residing in their dwelling:
e carry on a business in their dwelling;
* lease aroom in their dwelling; or

» allow guests to stay in their dwelling via platforms such
as Airbnb,

should be conscious of this rule.

A taxpayer can only receive the partial exemption if, had
they incurred interest on money borrowed to acquire the
dwelling, they could have deducted some or all of that
interest.® This is a hypothetical test which assumes that the
taxpayer had borrowed money to acquire the dwelling and
incurred interest on the money borrowed.

Furthermore, given the circumstances triggered by
COVID-19, taxpayers should consider IT 2673 and whether

they may have started treating their main residence as a
“place of business”:

“9. An appropriate part of any capital gain or capital

loss on the disposal of a dwelling would come within the
capital gains provisions in the income tax law where part
of the dwelling is used for income producing purposes.
Examples include where part of a dwelling is dedicated
for use in deriving rental income from tenants and where
a doctor’s dwelling contains a surgery that is used solely
as a place of business and is clearly identifiable as a place
of business.

10. Many other income producing activities may be
conducted, in whole or in part, from a dwelling. To take
some examples, each of the following activities may be
undertaken for reward, namely, children may be cared for
by a daycare giver, music or swimming lessons may be
given, tutoring or other tuition may be given, and car or
television repair services may be provided. In other cases,
professional people and self-employed persons might
undertake income producing activities from a study or
other room of a principal residence merely because it

is inconvenient for the work to be done at their normal
place of work. The dwelling in each of these instances
would only be regarded as being used for the purpose of
gaining or producing assessable income where that part
of the dwelling used for these activities has the character
of a place of business.

11. Whether a dwelling, or part of it, has the character of

a place of business is a question of fact that turns on the
particular circumstances of each case but the broad test
to be applied is whether a particular part of the dwelling:

(a) is set aside exclusively as a place of business;
(b) is clearly identifiable as a place of business; and

(c) is not readily suitable or adaptable for use for private
or domestic purposes in association with the dwelling
generally.”

In the context of COVID-19 and post-COVID-19 work-from-
home arrangements, the views of the ATO in TR 93/30 are
useful. The ATO considers what is a place of business or a
private study:

“5. The following factors, none of which is necessarily
conclusive on its own, may indicate whether or not
an area set aside has the character of a ‘place of
business’

* the area is clearly identifiable as a place of
business;

¢ the area is not readily suitable or adaptable for
use for private or domestic purposes in association
with the home generally;

* the area is used exclusively or almost exclusively
for carrying on a business; or

* the area is used reqularly for visits of clients or
customers.

TAXATION IN AUSTRALIA | VOL 58(5)

259



FEATURE

1.

12.

13.

14.

Paragraph 5 lists some of the factors which may
indicate that a part of a home has the character of

a place of business. The existence of any of these
factors or a combination of them will not necessarily
be conclusive in ascertaining the character of an
area used as a home office. Rather the decision in
each case will depend on whether, on a balanced
consideration of:

¢ the essential character of the area;
 the nature of the taxpayer’s business; and
* any other relevant factors,

the area constitutes a ‘place of business’ in the
ordinary and common sense meaning of that term.

The absence of an alternative place for conducting
income producing activities has also influenced a
court or tribunal to accept a part of a taxpayer’s
residence as a place of business. Examples include:

* aself employed script writer using one room of
a flat for writing purposes and for meetings with
television station staff ...;

» an employee architect conducting a small private
practice from home ...;

* acountry sales manager for an oil company whose
employer did not provide him with a place to work ...

In each of these cases the taxpayer was able

to show that, as a matter of fact, there was no
alternative place of business, it was necessary to
work from home, and that the room in question was
used exclusively or almost exclusively for income
producing purposes.

In circumstances such as those referred to in
paragraph 12, a place of business will exist only if:

* itis arequirement inherent in the nature of the
taxpayer’s activities that the taxpayer needs a
place of business;

* the taxpayer’s circumstances are such that there
is no alternative place of business and it was
necessary to work from home; and

* the area of the home is used exclusively or almost
exclusively for income producing purposes.

The circumstances where part of a home is
considered to have the character of a place

of business can be contrasted with the more
common case where a taxpayer maintains an
office or study at home as a matter of convenience
(i.e., so that he or she can carry out work at

home which would otherwise be done at his or

her reqular place of business or employment).
Examples of this include:

e a barrister who reads client briefs at home;

* ateacher who prepares lessons or marks
assignments at home; and

e aninsurance agent who maintains client files and
occasionally interviews a client in his or her home
office.

In these circumstances the area of the home and the
expenses incurred (subject to the exceptions listed
below) retain their private or domestic character ...

15. The expenses that may be associated with a home
office or study can be divided into two broad
categories. These are:

* Occupancy expenses relating to ownership or use
of a home. These include rent, mortgage interest,
municipal and water rates, land taxes and house
insurance premiums.

* Running expenses relating to the use of facilities
within the home. These include electricity charges
for heating/cooling, lighting, cleaning costs,
depreciation, leasing charges and the cost of
repairs on items of furniture and furnishings in the
office.”

Lastly, amounts received for board/lodgings in the context
of a domestic family relationship may not be assessable
income, as highlighted in IT 2167.

To calculate the CGT exposure on dwellings used to derive
assessable income, TD 1999/66 provides that, under most
circumstances, a floor area basis is appropriate, taking
into account the length of time the area has been used for
income-producing purposes. That is:

Percentage of period
of ownership that that
x part of the home was =
not used as a main
residence

Percentage of

Capital floor area not

gain * used as main
residence

Taxable
portion

TD 1999/66 includes several examples:
“Example 1

7. John, a carpenter, has lived in his home for 10 years
and he owns it. He has used the garage as a workshop
for his carpentry business for the whole 10 years. Based
on the area of the dwelling occupied by the garage, John
estimates the workshop is 20% of the area of the whole
dwelling. This is the basis on which John would have
claimed an interest deduction if he had a mortgage on
the property. John sells the home and makes a capital
gain of $25,000 from that CGT event.

8. Apart from section 118-190, as the dwelling was John’s
main residence he would have been able to disregard

the whole capital gain of $25,000. However, applying
subsection 118-190(2), John has a capital gain of $5000
(20% of $25,000) to be included in his assessable income.

Example 2

9. Peter owns a home that he lived in since October
1994. In October 1995, after taking a redundancy
package, he extended the rear of the home and built a
studio for his photography business. He has conducted
business from these premises since October 1996. Peter
borrowed $50,000 to build the studio. On the basis that
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the interest on the $50,000 relates solely to the studio,
Peter has claimed 100% deduction. In October 1999,
Peter sells the property.

10. Because Peter first used his dwelling to produce
income after 20 August 1996, he is taken by subsection
118-192(2) to have acquired it in October 1996 for

its market value. Having regard to the market value
acquisition cost Peter made a capital gain of $10,000
on the disposal of the property in October 1999.

11. As the dwelling was Peter’s main residence for the
whole period from October 1996 (when he is taken to
have acquired the dwelling) to October 1999, apart

from subsection 118-190(2) he would have been able to
disregard the $10,000 capital gain, so that he would have
made a capital gain of nil.

12. Subsection 118-190(2) requires Peter to increase the
capital gain that he would have made by an amount that
is reasonable having regard to the amount of interest

he would have been able to deduct had he borrowed

to acquire the whole house, including the studio, and
incurred interest. The interest Peter actually incurred on
the money he borrowed to build the studio is irrelevant.
Under the hypothetical test, assuming that the studio is
10% of the floor space of the house, the proportion of
the hypothetical interest deduction is 10%. Peter would
increase the capital gain from nil to 10% of the capital
gain made on the disposal of the house (10% of $10,000,
being $1,000). No adjustment is made to take account
of the use of the property prior to October 1996 because

Peter is not regarded as having owned it before that time.

Example 3

13. Assume the same facts as in example 2 except that
Peter commenced to use the premises for business in
April 1996 and made a capital gain of $15,000 on the sale
of the property (based on the actual acquisition cost).

14. In determining his capital gain Peter would take into
account the fact that only 10% of the dwelling was used
for income producing purposes and the fact that the
income producing activity was carried out for only 42 of
the 60 months in the period of ownership of the house.
His capital gain would be $1,050 (42/60 x $1,500).

« that use occurred for the first time after 7:30 pm on
20 August 1996; and

* the taxpayer would have been entitled to a full MRE
before the first time it was used for the purpose of
producing assessable income during their ownership
period.

Example 2 in TD 1999/66 above shows the application of
the special rule when calculating the taxable capital gain.

In that example, Peter first used his dwelling to produce
income after 20 August 1996. Therefore, he is taken by

s 118-192(2) to have acquired it in October 1996 for its
market value. Having regard to the market value acquisition
cost, Peter made a capital gain of $10,000 on the disposal of
the property in October 1999.

Application of the absence rule under
s 118-145

Under s 118-145, a taxpayer may choose to continue to treat
a dwelling that ceased to be their main residence as their
main residence. If the taxpayer:

« uses the dwelling for the purpose of producing
assessable income, the maximum period that they can
treat it as their main residence while they use it for that
purpose is six years. The taxpayer is entitled to another
maximum period of six years each time the dwelling
again becomes and ceases to be their main residence; or

* does not use the dwelling for the purpose of producing
assessable income, they can treat it as their main
residence under s 118-145 indefinitely.

For the absence rule to apply, the dwelling must first be
used as the taxpayer’s main residence before the absence
(effectively, the taxpayer must have ceased to live in the
dwelling).

The absence rule in s 118-145 does not apply if the dwelling
was the main residence because of s 118-147 ITAA97 (main
residence that was compulsorily acquired or destroyed) and
ceases to be the main residence because of s 118-147(3)
and (4).1°

If the taxpayer chooses to apply the absence rule in
s 118-145, no other dwelling can be treated as their main
residence at the same time, except if s 118-140 (changing

Note that the rules only apply to “your” assessable income.
So, if a taxpayer allows someone else to use the taxpayer’s
main residence for their work, the taxpayer can still access
a full exemption.®

Special rule in s 118-192 for first use to
produce income

Section 118-192 ITAA97 includes a special rule for dwellings
first used after 20 August 1996 to produce income. The

special rule states that the taxpayer is taken to have acquired

the dwelling or their ownership interest when the dwelling
was first used to produce income for its market value.

This rule only applies if:

» the dwelling was used for the purpose of producing

assessable income during the taxpayer’s ownership period;

main residences) applies."

Example 1

Fred moved into a dwelling on 1 May 2020. He used the
house as his main residence for three years and then
rented it out for three years until 1 May 2026.

Fred has not treated any other dwelling as his main
residence during his absence. Under s 118-145, Fred can
choose to continue to treat the dwelling as his main
residence during the absence because the absence is
less than six years.

Fred can make this choice when preparing his income
tax return for the income year in which the CGT event
happens.
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Example 2

On 1 May 2010, Tom moved into a dwelling and used it as
his main residence.

On 30 April 2012, Tom rented out one-quarter of the
dwelling to be used as a clothing alteration shop.

On 30 April 2014, Tom moved out and rented out the
whole dwelling to be used as a clothing alteration shop.

On 30 April 2019, the lease ended. Tom moved back into

the dwelling and used it for himself as his main residence.

On 30 April 2020, Tom sold the dwelling.

Diagram 1 shows the timeline and the application of the
absence rule.

From 1 May 2010 to 30 April 2012, the full MRE applies
since Tom used the whole dwelling as his main residence.

From 1 May 2012 to 30 April 2014, Tom is entitled to a
partial exemption under s 118-185 since he rented out
one-quarter of the dwelling for the purpose of producing

Diagram 1. Timeline and application of the absence rule

assessable income. The absence rule under s 118-145 does
not apply as Tom did not move out of the dwelling. The
dwelling did not cease to be Tom’s main residence for that
period.

The part of the capital gain that is taxable can be
calculated as follows:
Non-main residence days

Capital gain or loss amount x
Days in ownership period

From 1 May 2014 to 30 April 2019, the absence rule
applies as the dwelling ceased to be Tom’s main residence.
Since the dwelling was used to produce assessable
income, the maximum period that Tom can choose to treat
it as his main residence is six years. In this case, the full
rental period is less than six years, so Tom can treat the
dwelling as his main residence for the whole period.

From 1 May 2019 to 30 April 2020, the full MRE applies
since Tom moved back and used the whole dwelling as his
main residence.

Absence rule does

not apply
Full main residence Partial exemption
exemption applies from CGT

Absence rule applies
Full main residence
exemption applies
(< 6 years)

Full main residence
exemption applies

I t f

Rent the entire
property

Move in Rent out part

of the property

Non-main residence days

t t

Move back in Dispose of
the property

Query Tom’s cost base of the property when he calculates
the capital gain —is it reset to market value under s 118-192
at the date that he rents out part of the dwelling, or when
he rents out the entirety of the dwelling? It seems that the
former is correct.'”

The interactions between the absence rule under s 118-145
and the “first use to produce assessable income” rule
under s 118-192 are highlighted in ATO ID 2003/1112 and
ATO ID 2003/1113 (which have since been withdrawn as
the views were transposed into other ATO CGT guidance
products).

Demolition issues

Under Subdiv 118-B, to avail oneself of the MRE, there must
be a dwelling. Demolition of a dwelling is regarded as a
CGT event and a deemed disposal of the dwelling. Often

a taxpayer will not receive any capital proceeds for the
demolition, so there is no capital gain for the CGT MRE to
apply to (the market value substitution rule does not apply
to CGT event C1). The CGT MRE would disregard a capital
loss.

However, if the taxpayer then sells the vacant land, or
subdivides and sell the new lots, they must account for any
capital gain or capital loss they make on the sale. As there
is no dwelling on the land, the taxpayer is not entitled to
claim a partial exemption for the period when there was

a dwelling occupied as their main residence they sell. The
MRE will be available if the sale occurs whilst a dwelling
that is the taxpayer’s main residence remains on the land
they sell.

If a taxpayer decides to rebuild after demolishing the
dwelling, s 118-150 provides that the MRE can still be
claimed if:

« the taxpayer makes an election to treat the vacant land
as their main residence from the time the demolished
dwelling was last occupied by them; and

¢ thereis no more than four years between the time of last
occupation of the demolished dwelling and the time the
new dwelling becomes the taxpayer’s main residence.

Section 118-150 requires the taxpayer to live in the newly
constructed dwelling for at least three months.
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TD 92/147 includes guidance on determining whether a
dwelling becomes a taxpayer’s main residence as soon as
practical after erection or completion. The following factors
are relevant:

» the date the certificate of occupancy (if applicable) is
used;

» the date final building inspection approval is given;

» the date the dwelling becomes structurally complete;
and

» the connection of services, for example, electricity, gas
etc.

TD 92/147 includes examples that take the above factors
into account:™

“Example 1: Kim constructs a post-CGT dwelling
intended to become Kim’s main residence. A Certificate
of Occupancy issues on 1 March and Kim arranges

for furniture and other belongings to be moved in the
following day. However, due to flooding, the removalists
are unable to carry out their obligations on that date.
Kim moves into the dwelling on the earliest possible date
after the flooding has subsided. In these circumstances,
Kim is taken to have moved into the dwelling as soon

as practicable after the construction of the dwelling is
finished. In these circumstances, Kim is taken to have
moved into the dwelling as soon as practicable after its
erection or completion.

Example 2: The construction of Tom’s dwelling is due to
finish on 1 June. On 1 May, Tom decides to travel overseas
for a period of 6 months. He leaves on 15 May. Although
the construction of the dwelling is finished on 1 June,
Tom does not move into the dwelling until his return

to Australia in November. In these circumstances, a
choice that section 118-150 apply to the dwelling cannot
be made as the dwelling has not become Tom’s main
residence as soon as practicable after the construction of
the dwelling is finished.

Example 3: The construction of Mary’s dwelling is due
to finish on 1 March. On 11 February, Mary is directed
by her employer to go overseas on an assignment for
4 months, leaving on 25 February. The construction of
Mary’s dwelling is finished on 1 March. Mary moves into
the dwelling on her return to Australia in mid June. As
she is required by her employer to go overseas, Mary
is taken to have moved into the dwelling as soon as
practicable after the construction of the dwelling is
finished.”

In the absence of s 118-150, the MRE does not apply to
vacant land until the new dwelling is constructed and used
as the taxpayer’s main residence.

Marriage breakdown issues

Law

Sections 118-178 and 118-180 ITAA97 enable the CGT MRE
to be available to individuals who acquired an interest in a
dwelling following a marriage or relationship breakdown.

However, for these provisions to be enlivened, it is
necessary that the individual acquired their interest in the
dwelling because of the CGT roll-over under Subdiv 126-A
ITAA9T.

Section 118-178 will apply if a taxpayer:

e acquired an ownership interest in a dwelling from another
person (“the former partner”) as a result of a CGT event
(“the earlier event”);

¢ the former partner acquired the ownership interest on or
after 20 September 1985;

¢ there was a roll-over under Subdiv 126-A for the earlier
event; and

* a CGT event (“the later event”) happens in relation to the
ownership interest.

If s 118-178 applies, the CGT MRE applies to the later event
in the way that it would if:

« the taxpayer’s ownership interest had commenced when
their former partner’s ownership interest commenced
(“the acquisition time”); and

e from the acquisition time until the time the former
partner’s ownership interest ended:

* the taxpayer had used the dwelling in the same way
that the former partner used it; and

e the dwelling had been the taxpayer’s main residence
for the same number of days as it was their former
partner’s main residence.

The effect of the above is shown in the following examples
ins118-178:

“Example 1: Peter (the transferor spouse) is the

100% owner of a dwelling that he uses only as a main
residence before transferring it to Susan (the transferee
spouse). Susan uses the dwelling only as a rental
property.

Susan will be eligible for a partial main residence
exemption having regard to how both Peter and Susan
used the dwelling if, at the time the dwelling is sold,
Susan is an Australian resident.

Example 2: Caroline (the transferor spouse) is the
100% owner of a dwelling that she uses only as a rental
property before transferring it to David (the transferee
spouse). David uses the dwelling only as a main
residence.

David will be eligible for only a partial main residence
exemption having regard to how both Caroline and David
used the dwelling if, at the time the dwelling is sold, David
is an Australian resident.”

Section 118-180 is like s 118-178 but applies in situations
when a company or trust transfers the dwelling to the
individual. An individual who acquires a dwelling in these
circumstances will only be able to utilise a partial CGT MRE
when they choose to dispose of the dwelling. This is because
the days when the company or trust owned the dwelling are
ineligible main residence days.
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Practical tips

1. The requirements of the Subdiv 126-A relationship
roll-over should be carefully reviewed. ATO guidance
products (such as TR 2014/3 and TD 1999/53) and the
Full Federal Court case of Ellison v Sandini Pty Ltd" show
that the legislative parameters will be interpreted and
administered strictly.

Furthermore, the time at which the Subdiv 126-A
relationship roll-over occurs should be reviewed. Before
1998, the Subdiv 126-A relationship roll-over was found
under former s 160ZZM of the Income Tax Assessment
Act 1936 (Cth) and was more restrictive than under
Subdiv 126-A.

2.In the process of the marital/relationship split, the
transferee spouse should obtain from the transferor
spouse a written statement confirming how the dwelling
has been used by the transferor spouse (that is, as a main
residence, use of the six-year absence rule, if the transferor
spouse was a foreign resident etc), as this will assist in
substantiating eligibility for the CGT MRE in the event of
ATO scrutiny.

3. Note that a transfer of a property pursuant to the
Subdiv 126-A relationship roll-over qualifies as one of the
“life events” under the “life events test”. This means that
spouses who are foreign residents for less than six years
who transfer a property to their former spouse to which a
Subdiv 126-A roll-over applies may still qualify for the full
CGT MRE.

Example

John and Mary are a married couple. They purchased
their family home as joint tenants in Melbourne in
1995. In 2015, John and Mary moved to France for the
purposes of Mary’s employment. From this moment,
they started to self-assess as foreign residents of
Australia for tax purposes. They decided to rent out the
matrimonial home.

In 2020, John and Mary decide to separate. Mary
stays in France and John returns to Australia. Mary
transfers her interest in the property to John under a
Subdiv 126-A roll-over. John starts to self-assess as a
tax resident of Australia. John does not move back into
the property and continues to rent it. In 2022, John
sells the property.

Can John access the full CGT MRE?

CGT MRE and deceased estates
Full exemption

A capital gain or loss from a CGT event that happens in
relation to a dwelling, or the ownership interest in it, is
disregarded if the taxpayer is an individual and the interest
passed to the taxpayer as a beneficiary of a deceased
estate, or the taxpayer owned the dwelling as the trustee
of a deceased estate and, under s 118-195, the following
conditions are satisfied:

e either:

* the deceased acquired the ownership interest on or
after 20 September 1985 and the dwelling was the
deceased’s main residence just before death and was
not then being used for income-producing purposes;
or

* the deceased acquired the ownership interest before
20 September 1985; and

e either:

* the ownership interest ends within two years of the
deceased’s death, or within such longer period allowed
by the Commissioner; or

* the dwelling was, from the deceased’s death until
the taxpayer’s ownership interest ends, the main
residence of one or more of the following persons:

* the spouse of the deceased immediately before the
death;

* an individual who had a right to occupy the dwelling
under the deceased’s will; or

* if the CGT event was brought about by the
individual to whom the ownership interest passed
as a beneficiary — that individual.

For this purpose, under s 118-197 ITAA97, a taxpayer who
acquires a dwelling as a surviving joint tenant is treated as
acquiring the dwelling as a beneficiary of a deceased estate.

The CGT MRE is not available where, at the time of death,
the deceased was an excluded foreign resident (see below).

The CGT MRE for beneficiaries and trustees of deceased
estates applies only if the interest passed to an individual
taxpayer as a beneficiary in a deceased estate, or the
taxpayer owned it as a trustee of a deceased estate. An
“individual” is defined in s 995-1 ITAA97 to mean a natural
person. A CGT asset “passes” to a beneficiary in a deceased
estate in the way described in s 128-20 ITAA97.

The dwelling must have been disposed of within two years
of the deceased’s death or used as a main residence as
described in one of the ways listed in the table in s 118-195.
If none of the items are applicable, a full CGT MRE is

not available under s 118-195. A partial CGT MRE may be
available under s 118-200 ITAA97 (see below).

The CGT MRE will only apply where the ownership interest
disposed of by the taxpayer is the same as the ownership
interest that the deceased held at the time of death.””

A full CGT MRE was not available where an individual was
granted a right of occupancy under the will for only part of
the period from the time of the deceased’s death until the
dwelling was sold.”®

Use for income-producing purposes

If the dwelling was used for income-producing purposes,
the taxpayer may make a capital gain or loss.”” However,
the use of a dwelling to produce assessable income can be
disregarded in the circumstances covered by ss 118-145
and 118-190 (see above).
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Section 118-190 applies if the dwelling is the main

residence of the taxpayer or of someone else.

Section 118-190(4) provides that, in those circumstances,
any income-producing use before the death of the deceased
is ignored if:

¢ theinterest was acquired by the trustee or beneficiary
after 7:30 pm on 20 August 1996 (s 118-195 of the Income
Tax (Transitional Provisions) Act 1997 (Cth));

» the dwelling was the main residence of the deceased just
before death; and

* the dwelling was not being used for income-producing
purposes just before death, or any such use just before
death was ignored under s 118-190(3) (that is, under the
absence rule in s 118-145).

Section 118-192 (see above) contains a special rule

which applies when the taxpayer loses the entitlement

to a full CGT MRE because the dwelling was used for
income-producing purposes for the first time. The taxpayer
is taken to have acquired the dwelling or the taxpayer’s
ownership interest in the dwelling immediately before the
first time it was used for income-producing purposes for its
market value at that time.

If the taxpayer’s ownership interest in the dwelling passed
to the taxpayer as a beneficiary of a deceased estate, or if
the taxpayer owned it as a trustee of such estate, and the
CGT event did not happen within two years of the death of
the deceased, the CGT MRE applies as if:

* the taxpayer had acquired the interest as an individual
and not as a beneficiary or a trustee of a deceased
estate. This has the effect that ss 128-15 and 118-210
ITAA9T (dealing with the valuation of acquisitions by
beneficiaries and with the calculation of the cost base)
do not apply. It also enables s 118-185 to apply; and

* when applying the s 118-185 formula, the non-main
residence days were the number of days in the ownership
period when the dwelling was not the main residence of
the spouse of the deceased, an individual who had a right
to occupy the dwelling under the deceased’s will, or a
beneficiary.

If the CGT event happens within two years of the death

of the deceased, any income-producing use by the
beneficiary or trustee is disregarded because the CGT MRE
under s 118-195 does not require the dwelling to be the
beneficiary’s main residence during the two years.

However, s 118-192 does not apply to an entity:™®

» that acquired an ownership interest in a dwelling as
trustee of a deceased estate on or before 7:30 pm on
20 August 1996; or

* to whom an ownership interest in a dwelling passed as a
beneficiary in a deceased estate on or before that time.

Therefore, in relation to deceased estates, s 118-192 only
applies to ownership interests acquired by trustees or
beneficiaries after 20 August 1996.

The CGT MRE can still apply where the beneficiary,
or trustee of the deceased estate, uses the property

for income-producing purposes after the death of the
deceased.”

CGT MRE only applies to specified CGT
events

The CGT MRE for beneficiaries and trustees of deceased
estates only applies in relation to capital gains and losses
arising from specified CGT events. Therefore, if a capital
gain or loss arises from a CGT event which is not specified
in s 118-195, the CGT MRE will not apply. The specified CGT
events to which the CGT MRE applies are:

e CGT event Al: disposal of a CGT asset;
e CGT event B1: use and enjoyment before title passes;
e CGT event C1: loss or destruction of a CGT asset;

e CGT event C2: cancellation, surrender and similar
endings;

e CGT event E1: creating a trust over a CGT asset;

e CGT event E2: transferring a CGT asset to a trust;
e CGT event F2: granting a long-term lease;

* before 7:30 pm on 9 May 2017 (ACT legal time):

e CGT event I1: individual or company stops being
a resident;

e CGT event |12: trust stops being a resident trust;
e CGT event K3: asset passing to tax-advantaged entity;
e CGT event K4: CGT asset starts being trading stock;

e CGT event K6: pre-CGT shares or trust interest (except
one involving the forfeiting of a deposit); and

* a CGT event that involves the forfeiting of a deposit
as part of an uninterrupted sequence of transactions
ending in one of the events listed above subsequently
happening.

Section 118-230 ITAA97 expands the list in s 118-195 to
include CGT events E5 (beneficiary becoming entitled to
trust asset) and E7 (disposal to beneficiary to end capital
interest) that happen from 1 July 2006 in relation to a
dwelling held at some time in a special disability trust.

Partial exemption

Where the taxpayer is an individual and the interest passed
to the taxpayer as a beneficiary of a deceased estate,

or the taxpayer owned the dwelling as the trustee of a
deceased estate and the conditions for a full CGT MRE are
not satisfied, either a partial exemption or no exemption
will be available.2° The amount of the capital gain or loss

is apportioned by working out the number of non-main
residence days compared to the total ownership days that
are relevant for CGT MRE purposes.?'

Under s 118-205 ITAA97, the apportionment formula is
adjusted where a dwelling is inherited from someone who
had previously acquired the dwelling by inheritance. Where
the property was acquired by the deceased on or after

20 September 1985, the non-main residence days will also
include days where the property was the main residence of
an excluded foreign resident.??
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Under s 118-210, special rules also apply where, under a
deceased person’s will, the trustee of the deceased estate
acquires an ownership interest in a dwelling for occupation
by an individual. Such an acquisition may be in pursuance
of the will or under its authority, but does not have to be by
force of the will nor in strict conformity with it. However, if a
trustee acquires an ownership interest in a dwelling during
the administration of an intestacy, the trustee does not
acquire the interest under the deceased’s will because there
is no will.23

Extension of two-year period

PCG 2019/5 includes details of the factors to be considered
when exercising the Commissioner’s discretion to extend
the two-year period and includes a safe harbour to treat the
discretion as being exercised.

Some of the factors that the Commissioner may consider
when deciding whether to exercise the discretion are set out
in PCG 2019/5. The non-exhaustive list is below.

Factors favouring a longer period
The factors that favour a longer period include:

* the ownership of the dwelling, or the will, is challenged;

* alife or other equitable interest given in the will delays
the disposal of the dwelling;

» the complexity of the deceased estate delays the
completion of administration of the estate;

* settlement of the contract of sale of the dwelling is
delayed or falls through for reasons outside of the
taxpayer’s control; and

» restrictions on real estate activities imposed by a
government authority in response to the COVID-19
pandemic.

Factors weighing against a longer period
The factors that weigh against a longer period include:

» waiting for the property market to pick up before selling
the dwelling;

» waiting for refurbishment of the dwelling to improve the
sale price;

* inconvenience on the part of the taxpayer to organise
the sale of the dwelling; and

* unexplained periods of inactivity by the executor in
attending to the administration of the estate.
Other factors not relevant for the safe harbour

Other factors that are not relevant for the safe harbour
include:

* the sensitivity of the taxpayer’s personal circumstances
and/or of other surviving relatives of the deceased;

* the degree of difficulty in locating all beneficiaries
required to prove the will;

* any period the dwelling was used to produce assessable
income; and

» the length of time the taxpayer held the ownership
interest in the dwelling.

PCG 2019/5 includes a safe harbour to allow taxpayers up to
12 months, in addition to the two-year period, to dispose of the
dwelling if they satisfy all of the following conditions, as if the
discretion to extend the two-year period had been exercised:

e inthe first two years, more than 12 months was spent
addressing one or more of the factors under “Factors
favouring a longer period” above;

» the dwelling was listed for sale as soon as possible after
those circumstances were resolved (and the sale was
actively managed to completion);

* the sale completed (settled) within six months of the
dwelling being listed for sale;

« if any of the factors listed under “Factors weighing
against a longer period” above were applicable, they were
immaterial to the delay in disposing of the taxpayer’s
interest; and

» the longer period for which the taxpayer would otherwise
need the discretion to be exercised is no more than
12 months.

Special disability trusts

Under s 118-222 ITAA97, the CGT MRE is available after the
death of the principal beneficiary of a special disability trust
where the intended recipient of the residence disposed of
the dwelling within two years of the death and the dwelling
was not used to produce assessable income. A partial CGT
MRE may be available to the trustee in the event that the
property was used to produce assessable income prior to
the principal beneficiary’s death.

CGT MRE changes for foreign
residents
Background

The government’s Housing Affordability Package was
announced on 9 May 2017 as part of the Federal Budget
2017-18.24

The policy to deny the CGT MRE to taxpayers who, at

the time of the CGT event (that is, when they enter into

a contract to sell a dwelling that has been their main
residence), are a foreign resident or non-resident for tax
purposes (hereafter referred to as simply “foreign resident”)
was announced in the following brief terms:

“The Government will extend Australia’s foreign resident
capital gains tax (CGT) regime by ... denying foreign

and temporary®! tax residents access to the CGT main
residence exemption from 7:30pm (AEST) on 9 May 2017,
however existing properties held prior to this date will be
grandfathered until 30 June 2019 ...”

After a chequered legislative history following the Budget
announcement in 2017, the Treasury Laws Amendment
(Reducing Pressure on Housing Affordability Measures) Act
2019 (the MRE Act) was enacted on 12 December 2019 and
applies from 9 May 2017 (subject to a transitional rule).

This article does not consider the Australian individual tax
residency rules. TR 2023/1 gives the ATO’s views on the
individual residency tests.
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Amendments from 9 May 2017
Foreign resident individuals

By amending s 118-110, the core provision, the MRE Act
removed the entitlement to the CGT MRE for foreign
resident individuals as follows:

1. Individuals who are an “excluded foreign resident”?¢
(that is, foreign resident) at the time the CGT event
happens to a dwelling in which they have an ownership
interest are not entitled to the CGT MRE for any part
of the exemption that arises from their use of the
dwelling.

The CGT MRE is denied where the dwelling:

a. is held by an individual who is an excluded foreign
resident or is a foreign resident who does not satisfy
the life events test (see below);

b. was, or was taken to be, the individual’s main
residence for the whole?’ or part?® of the ownership
period; and

c. theinterest did not pass to the individual
as a beneficiary in, or as trustee of, the estate of
a deceased person.

2. The CGT MRE is also denied if the individual is a foreign
resident at the time the CGT event happens to part
of their individual ownership interest because of a
compulsory acquisition.?®

For capital gains from CGT event A1, the time of disposal is
when the contract for sale of the property is entered into.3°

Example 1.2. Main residence exemption denied
(from the EM)

Vicki acquired a dwelling in Australia on 10 September
2010, moving into it and establishing it as her main
residence as soon as it was first practicable to do so.

On 1 July 2018 Vicki vacated the dwelling and moved
to New York. Vicki rented the dwelling out while she
tried to sell it. On 15 October 2020 Vicki finally signs a
contract to sell the dwelling with settlement occurring
on 13 November 2020. Vicki was a foreign resident for
taxation purposes on 15 October 2020.

The time of CGT event Al for the sale of the dwelling
is the time the contract for sale was signed, that is
15 October 2020. As Vicki was a foreign resident at
that time, she is not entitled to the main residence
exemption in respect of her ownership interest in the
dwelling.

Note: This outcome is not affected by:

* Vicki previously using the dwelling as her main
residence; and

» the absence rule in section 118-145 that could
otherwise have applied to treat the dwelling as
Vicki’s main residence from 1 July 2018 to 15 October
2020 (assuming all of the requirements were
satisfied).

Exemption for certain life events

Under s 118-110(5), a foreign resident will be able to
continue to access the CGT MRE for CGT events concerning
certain life events if:

« they have been a foreign resident for no more than
six years at the time of the CGT event; and

* they satisfy the “life events test”, which requires that,
during the person’s period of foreign residency, one of
the following specified circumstances occurred:

« the person or their spouse has had a terminal medical
condition that existed at any time during that period of
foreign residency;

e the person’s child has had a terminal medical condition
that existed at any time during that period of foreign
residency, and that child was under 18 years of age at,
at least, one such time;

* the person’s spouse, or child who was under 18 years
of age at death, died during that period of foreign
residency; or

* the CGT event happens because of separation or
divorce.

“By amending s 118-110 ...
the MRE Act removed
the entitlement to the
CGT MRE for foreign
resident individuals ...”

Terminal medical condition. A person will satisfy this
element of the life events test if, during all or part of the
period of a person’s foreign residency, either they, their
spouse or their child had a “terminal medical condition”.®

For a child of the foreign resident, it is necessary that,
during at least part of the period of foreign residency where
the child was suffering from a terminal medical condition,
the child was under 18 years of age.

Death. A person will satisfy this element of the life events

test if, during a person’s period of foreign residency, their

spouse, or their child who was under 18 years of age at the
time of their death, dies.

Divorce or separation. A person will satisfy this element
of the life events test if the CGT event occurs because

of a matter referred to in a paragraph of s 126-5(1)
ITAA97 (which provides a CGT roll-over for certain assets
transferred between spouses because of a marriage or
relationship breakdown) involving the person or their
spouse (or former spouse).

If the CGT event has not occurred because of one of the
matters in s 126-5(1), the person is not able to access the
CGT MRE even if the matter has occurred during their
period of foreign residency.
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Example 1.8. Main residence exemption - life events
test (from the EM)

Joan acquired a dwelling on 7 February 2015, moving
into it with her spouse John and establishing it as
their main residence as soon as it was first practicable
to do so. Joan and John are residents of Australia at
the time of the purchase of the property. In 2020,
they retire to live in the Bahamas and acquire a new
residence there. They become foreign residents at this
time. They rent out their former Australian residence
after they leave Australia, and it is not maintained as
their main residence in the rental period. In 2021, John
dies and Joan decides to sell their former residence.
As Joan has been a foreign resident for less than

six years at the time of entering into the CGT event
for the sale and her spouse has passed away during
the period of her foreign residency, she is entitled to

a partial main residence exemption for the sale of the
residence based on the period that it was her main
residence.

In the above example, Joan satisfies the life events test.
Accordingly, only a partial exemption is available to Joan

because she (and John) acquired a new residence overseas.

Had Joan not acquired a new residence overseas but
instead rented a residence overseas, because she satisfies
the life events test, she would have been entitled to a full
exemption under s 118-145 which allows her to continue to
treat the former residence as her main residence for up to
six years after it ceases to be her main residence.

Foreign resident disposes of dwelling acquired
from deceased person

If the deceased was an Australian resident. Under

s 118-195(1A)(b), where a foreign resident disposes of
a dwelling acquired from a deceased person who was a
resident of Australia, the CGT MRE will continue to be
available for the period attributable to the period:

» during the deceased person’s lifetime when they used
the dwelling as their main residence;

* that occurs within two years of the deceased’s death (or
within the further time allowed by the Commissioner);
and

» following the deceased’s death, where the dwelling was
the main residence of an an individual who:

* was the spouse of the deceased immediately before
their death; and/or

* had aright to occupy the dwelling under the
deceased’s will.

However, any additional component of the CGT MRE that
the foreign resident beneficiary accrued (that is, from
occupying the dwelling) is denied.

Refer to example 1.6 of the EM, where a foreign resident
beneficiary inherits a main residence from a deceased
person who was an Australian resident at the time of
their death.

If the deceased was an excluded foreign resident at the
date of death. Under s 118-195(1)(c) and (1A)(a), the part
of the CGT MRE accrued by the deceased in respect of the
dwelling is not available to the beneficiary.

Beneficiaries continue to be entitled to the CGT MRE for
any part of the exemption that they accrue (if they are

not a foreign resident at the time the CGT event occurs).

To ensure that no part of the CGT MRE of the deceased is
included, the following apply when calculating a capital gain
or loss:

« the first element of the dwelling’s cost base and reduced
cost base for the beneficiary is the cost base of the
deceased, immediately before the deceased’s death;

e asurviving joint tenant of a dwelling is not able to treat
the dwelling as the deceased’s main residence where
that dwelling was being built, repaired or renovated if
the deceased was a foreign resident at the time of their
death; and

* apportionment occurs on a day’s basis based on
“non-main residence days” to “total days”, with the
number of days the deceased person held the ownership
interest in the dwelling treated as “non-main residence
days”.%?

The CGT MRE will not apply if the deceased was an excluded
foreign resident at the time of their death and:*

* the beneficiary who inherits the ownership interest was a
foreign resident at the time when the CGT event happens;
or

* the trustee of the deceased estate acquired a dwelling
after the deceased person’s death for an individual to
occupy under the terms of the will, and the dwelling was
later disposed of by the trustee.

Australian residency ends. The MRE Act also amended the
CGT MRE so that it does not apply if CGT event I1 or [234
occurs to an ownership interest in a dwelling.?®

Marriage or relationship breakdown

The authors discuss below an issue relating to the impact
of the changes to the CGT MRE for foreign residents on
taxpayers who have a marriage or relationship breakdown
and there is a later sale of a dwelling that was their main
residence, in circumstances where a property is transferred
under the family law settlement and the transferor
subsequently becomes a foreign resident.

CGT roll-over on marriage or relationship breakdown
under current law. The Subdiv 126-A roll-over is discussed
earlier in this article.

Under s 118-178, an individual who acquires an

ownership interest in a dwelling that was the subject of a
Subdiv 126-A roll-over must consider, in addition to their
own use of the dwelling, how their former spouse used
the dwelling. If either of the individuals used the property
other than as their main residence (that is, for a taxable
purpose), there may only be a partial CGT MRE available
on sale. If the dwelling was used solely as the main
residence by the individual and their former spouse from
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when the former spouse acquired the dwelling, a full CGT
MRE is available.

Impact of changes. The MRE Act is silent on the interaction
between ss 118-110(3) and 118-178, so it is unclear how the
measures impact a resident individual selling the dwelling
whose former spouse is a foreign resident at the time of
the CGT event. It is possible that the individual selling the
property could be adversely affected by the measures
despite the fact that they are a resident at the time of the
CGT event.

Assume that:

» the resident spouse sells a dwelling in Australia which
was transferred from their former spouse under a family
law settlement;

» the property is eligible for a CGT roll-over under s 126-5;

» the resident spouse continues to treat the dwelling as
their main residence until they sell it; and

* the former spouse is a foreign resident at the time the
CGT event happens to the resident.

There are two interpretations:

1. the CGT event does not happen to the foreign resident
former spouse, so there is no impact on their main
residence days — accordingly, the resident spouse
can consider the main residence days of their foreign
resident former spouse and would be eligible for a full
CGT MRE on the sale of the property; or

2. notwithstanding that the CGT event does not happen
to the foreign resident former spouse, they are a
foreign resident at the time the CGT event happens to
the resident, so the main residence days of the foreign
resident former spouse are zeroed out as if they had
never lived there — in this case, when the resident
spouse sells the property, they will be eligible for only
a partial exemption.

This second outcome is an extraordinary one, given that:
e paral.22 of the EM states:

“Individuals who are Australian residents for taxation
purposes at the time a CGT event occurs to a dwelling
are not affected by this measure.”

Diagram 2. Case study timeline

* the resident may not even know whether their former
spouse is a foreign resident at the time of the CGT event;*

« existing family law settlements would not have taken
these measures and this outcome into account; and

e it would be difficult to negotiate a future family law
settlement and quantify the tax impact so that an
equitable settlement could be reached, to consider the
contingency that the former spouse may, one day and
following the family law settlement, be a foreign resident
at the time the resident spouse sells the property.

Application and transitional provisions

The amendments to the CGT MRE generally apply to

CGT events happening on or after 7:30pm on 9 May 2017.
However, under transitional rules, the amendments do not
apply in relation to a capital gain or loss from a CGT event
that happened on or before 30 June 2020,*" if an individual
held an ownership interest in the dwelling to which the CGT
event related at all times from immediately before 7:30pm
on 9 May 2017 until immediately before the CGT event
happened.®®

Similar transitional rules apply to deceased estates and
special disability trusts.

Case study: effect of foreign resident
changes to the CGT MRE
Facts

An Australian resident taxpayer, Mike, has always been a
resident for tax purposes. He bought a dwelling in Australia
on 1 July 1987 for $100,000 and used it as his home; it has
never been rented out, and the dwelling has always been his
main residence. On 30 June 2017, having decided to accept
a job overseas, Mike relocated offshore for an indefinite
period and became a foreign resident. At that time, Mike’s
home was worth $2.5m.

Mike decides to stay overseas. Five years later, on 30 June
2022, he sells the dwelling that, prior to moving overseas,
had been his home for 30 years. Because Mike is a foreign
resident at the time of the CGT event, and Mike did not
satisfy the life events test, he is not entitled to the CGT
MRE — at all. So, he will have a taxable capital gain of $2.7m
(see Diagram 2).

Live in dwelling as Rent while
1987 main residence 2017 foreign resident 2022
| |
| |
Value: $100,000 Value: $2.5m Value: $2.8m
Acquired property Become excluded CGT event -

as main residence

foreign resident

sell property

First rent property

N

7

—~

Capital gain = $2.7m
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Tax implications
Mike cannot:

* claim a partial CGT MRE for the number of days he lived
in the dwelling;

e continue to treat the dwelling as his main residence after
he vacates it (under the absence rule in s 118-145) —
which would otherwise allow him to continue to treat the
dwelling as his main residence indefinitely if the property
is not used for an income-producing purpose or for up to
six years if he rents it out; or

* if he had decided to rent the property in 2017 when he
left Australia — reset/uplift the cost base of the dwelling
to its market value on the date he first began to rent it
(where that use occurs for the first time after 20 August
1996) under s 118-192.

This is because all of these concessions are contained in
the CGT MRE rules and rely on the taxpayer being entitled
to claim a partial CGT MRE — and Mike is not entitled to any
CGT MRE.

Third element ownership costs. Had Mike instead
acquired the dwelling after 20 August 1991, he would be
entitled to include ownership costs, such as rates, repairs,
maintenance, insurance and interest expenses, in the

cost base of the property. But Mike never kept records

of these costs because he did not think it was necessary;
everyone knows that the sale of a dwelling that is your
main residence is not subject to CGT. Mike could not have
foreseen all those years ago that the government would
propose to retrospectively deny him the CGT MRE, causing
the sale of his home to be taxable in the future based on his
circumstances.

If Mike is unable to substantiate his third element ownership
costs, he would not be able to include an estimate of

these amounts in the cost base of the property, thereby
increasing his taxable capital gain.

Contrast this with a taxpayer who acquires a dwelling after
these changes are enacted with the knowledge that, under
the rules, there is a possibility that they will not be entitled
to the CGT MRE — they would be able to prospectively retain
all relevant cost base records from the date of acquisition to
minimise their eventual taxable capital gain.

CGT event |1 not applicable. CGT event 11 (s 104-160
ITAA97) happens when an individual stops being an
Australian resident, causing a deemed disposal of their CGT
assets at their market value, and allows the taxpayer to
choose to defer the tax on these assets. However, CGT event
I1 does not happen when Mike stops being an Australian
resident, because CGT event I1 applies only to CGT assets
that are not taxable Australian property® —in this case,
Mike’s dwelling continues to be taxable Australian property
and therefore still is within the Australian CGT regime.

What about the CGT discount? Mike will have a taxable
capital gain of $2.7m, without access to any CGT MRE. Is he
entitled to any CGT discount as a foreign resident? Foreign
residents have not been entitled to the CGT discount since
8 May 2012.

Under s 115-115:

* as Mike became a foreign resident after 8 May 2012, he
is entitled to a reduced discount based on the number of
days he was a resident. (The law requires the calculation
to be performed based on the number of days but, for
illustrative purposes and simplicity, years have been used
here instead.) So, given that Mike was a resident for 30
years out of 35 years of ownership, he will be entitled
to a CGT discount of 42.85% instead of the full 50%
discount; but

* had Mike become a foreign resident before 8 May 2012,
he would be entitled to apportion the CGT discount by
applying it only to that part of the capital gain which had
accrued to 8 May 2012 by figuring out the market value
of the property on 8 May 2012. On the facts as given,
Mike did not become a foreign resident until 2017, so this
market value rule is not available to him.

Variations to facts

What if Mike moves back to Australia? If Mike moves back
to Australia after 30 June 2020 and re-establishes himself
as a resident, then sells the dwelling, he would not be a
foreign resident at the time of the CGT event and he would
be entitled to the CGT MRE. So, he could access a partial
CGT MRE, the absence rule in s 118-145, and the cost base
market value deeming rule in s 118-192 as applicable.

However, para 1.23 of the EM explains that the general anti-
avoidance rules in Pt IVA may be applied to arrangements
that have “been entered into by a person for the sole or
dominant purpose of enabling that person or another
person to obtain the [CGT MRE]".

What if Mike dies while he is overseas? If Mike dies while
he is overseas, his interest in the dwelling will pass to the
beneficiaries (referred to in this article as “the beneficiary”)
of his deceased estate in accordance with the wishes set
out in his will. Table 1 summarises whether the CGT MRE is
available to a beneficiary of a deceased estate who inherits
a dwelling.

Assume that Mike dies on 10 June 2024, and Mike’s
beneficiary sells the property on 15 October 2024.

Mike is an excluded foreign resident at the time of his death.
As Mike is an excluded foreign resident at the time of his
death, any part of the CGT MRE that Mike has accrued is
not available to the beneficiary. This means that, despite
Mike residing in the property for 30 years as a resident and
because he was an excluded foreign resident when he died,
his beneficiary may not be able to claim any CGT MRE — it
will depend on their residency status at the time of the CGT
event.

If the beneficiary is a resident at the time of the CGT event
(that is, when they sell the property), they will be entitled to
the CGT MRE that accrues, but not that of Mike.

If the beneficiary is a foreign resident at the time of the CGT
event, they will not be entitled to any CGT MRE; not for the
period that Mike resided in the dwelling, nor for the period
following his death. This is irrespective of the beneficiary’s

TAXATION IN AUSTRALIA | NOVEMBER 2023



FEATURE

use of the dwelling or the beneficiary’s residency status
throughout the ownership period. This means that, if the
deceased was an excluded foreign resident at the time of
death, and the beneficiary is a foreign resident at the time
of the CGT event, no CGT MRE is available to the beneficiary.

If Mike had died before 30 June 2023, he would not

have been an excluded foreign resident at the time of his
death, and there would have been a life event (his death).
Therefore, the CGT MRE would have been available up to the
time of Mike’s death.

Mike was a resident at the time of his death. Had Mike been a
resident at the time of death (that is, he had re-established
his residency before he died and was not a foreign resident
at the time of death), the CGT MRE accrued by Mike will
continue to be available to his beneficiary to the extent of:

» the period during Mike’s lifetime that he used the
dwelling as his main residence;

» the period that occurs within two years of Mike’s
death (or within such longer period allowed by the
Commissioner); and

* the period following Mike’s death where the dwelling was
the main residence of Mike’s spouse (assuming he had
one) immediately before his death and/or an individual
who had a right to occupy the dwelling under Mike’s
will, regardless of the residency status of that spouse or
individual.

However, the beneficiary —to whom the ownership interest
in the dwelling passed under the will (but falling short of
having a right to occupy the dwelling under the will) —is
denied any component of the CGT MRE that is attributable
to the period following death when they lived in the dwelling
as their main residence if they are a foreign resident at the
time of the CGT event.

So, to summarise, if Mike’s beneficiary is:

» aresident at the time of the CGT event (that is, on
15 October 2023) — they continue to be entitled to the
CGT MRE for any part of the exemption that they accrue
(the cost base for the beneficiary will be Mike’s cost base
immediately before his death); or

» g foreign resident at the time of the CGT event — they
will be denied any part of the CGT MRE that they
accrued.

Foreign resident inherits dwelling from deceased
foreign resident

Varying the facts from earlier, Mike acquired the dwelling
on 1 July 1987, moving into it and establishing it as his
main residence as soon as it was first practical to do so.
He continued to reside in the property until he became

a foreign resident on 30 June 2017. He still owned the
dwelling when he died on 10 June 2024.

Sarah, Mike’s daughter, inherited the dwelling following
Mike’s death. On inheriting the dwelling, Sarah rented it out.
It was not her main residence at any time. On 15 October
2024, Sarah signs a contract to sell the dwelling and
settlement occurs on 15 December 2024.

Table 1. Is the CGT MRE available to a beneficiary of a
deceased estate who inherits the dwelling?

At the time At the time
of the CGT At time of death, the of death,.the
event, the . " deceased is an
. deceased is a resident .
beneficiary excluded foreign
isa... resident
Resident v CGT MRE available.* X In relation to
the deceased’s
period of
ownership.
v In relation
to the period
following the
date of death.
Foreign v/ CGT MRE available* but X CGT MRE not
resident only in relation to: available

« the period before the
date of death during
which the dwelling was
the deceased’s main
residence;* and

« the period within two
years of the date of
death;” and

« the period after the
date of death where
the dwelling was the
main residence of the
deceased’s spouse
and/or an individual who
had a right to occupy
the dwelling under the
deceased’s will.

X CGT MRE not available
in relation to the period
following the above.

* Subject to normal CGT MRE rules.
A Or within such longer period allowed by the Commissioner.

Sarah resides in France and is a foreign resident for the
whole of the time she has an ownership interest in the
dwelling.

Sarah is not entitled to any CGT MRE for the ownership
interest that she has in the dwelling at the time she sells
it. Specifically, she is not entitled to any CGT MRE for the
following periods:

e 1July 1987 to 30 June 2017 (when Mike used the
dwelling as his main residence): because Mike was an
excluded foreign resident at the time of his death, any
part of the CGT MRE that Mike accrued is not available
to Sarah;

e 1July 2017 to 10 June 2024 (when the property was
leased out by Mike while he was overseas): Mike cannot
access the absence rule in s 118-145; and

* 10 June 2024 to 15 October 2024 (when the property
was leased out by Sarah): Sarah is not entitled to the
CGT MRE because she is a foreign resident on 15 October
2024, the day on which she signs the contract to sell
her ownership interest (the day on which CGT event Al
occurs).
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Foreign resident inherits dwelling from deceased
Australian resident

Varying the facts from earlier, Mike acquired the dwelling
on 1 July 1987, moving into it and establishing it as his
main residence as soon as it was first practical to do so0.4°
He continued to live in the property, and it was his main
residence until his death on 10 June 2022. Mike was at no
time a foreign resident.

Sarah, Mike’s daughter, inherited the dwelling following
Mike’s death. On inheriting the dwelling, Sarah rented it out.
It was not her main residence at any time. On 12 November
2023, Sarah signs a contract to sell the dwelling and
settlement occurs on 12 December 2023.

Sarah lives in France and is a foreign resident for the whole
of the time she has an ownership interest in the dwelling.

Sarah is entitled to a partial CGT MRE for the ownership
interest that she has in the dwelling at the time she sells

it, being the exemption that accrued while Mike used the
dwelling as his main residence (1 July 1987 until 10 June
2022). She is not entitled to any CGT MRE that she accrued
in respect of the dwelling (10 June 2022 until 15 October
2023). This is because she was a foreign resident on

15 October 2023, the day on which she signs the contract to
sell her ownership interest (the day on which CGT event A1l
occurs).

It should be noted that Sarah will need to apply s 118-200
to work out the amount of the capital gain or loss that
she realises from the sale of the ownership interest in the
dwelling.

If Sarah had instead sold the dwelling on or before

10 June 2024, she would have been entitled to a full CGT
MRE. This is because the whole of the CGT MRE would
have, or would be taken to have, accrued from Mike’s
use of the residence. This includes the two-year period
following Mike’s death.

What if Mike returns to Australia to die?

Assume that, in February 2022, Mike is diagnosed with

a terminal medical condition. He decides to return to
Australia for medical treatment and to be close to his family
and friends. Mike returns to Australia but is immediately
confined to a hospital bed, where he spends the next four
months until his death.

While in hospital, Mike, as part of attending to his estate
planning and financial affairs, may arrange to sell the
property before he dies in June 2024. Alternatively, he may
still own the dwelling at the time of his death.

If Mike is a resident at the time of the CGT event or his
death, he is entitled to the CGT MRE, including the absence
rule under s 118-145. But, if he is an excluded foreign
resident at the time of the CGT event or his death, he is not
entitled to any CGT MRE.

Assume that, immediately on Mike’s return to Australia, he
is transferred to a hospital and dies without ever moving
back into his home. Has Mike become a resident again, or is
he still a foreign resident at the time of the CGT event or his

death? This is a question of fact, but it may be problematic
to establish that Mike has re-established his residency
simply by virtue of his presence in Australia while he seeks
medical treatment.

Neil Brydges, CTA
Principal Lawyer
Sladen Legal

Edward Hennebry, FTI
Senior Associate
Sladen Legal

This article is an edited and updated version of “The main residence
exemption: tips, traps, trips and tricks” presented at The Tax Institute’s Tax
Summit held in Melbourne on 5 to 7 September 2023.
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Changes

to the thin
capitalisation
rules

by Ed Ng, Partner, and Richard Goodwin,
CTA, Associate Partner, EY Australia

The changes to the thin capitalisation rules
from an asset-based approach to an earnings-
based method will require careful consideration
for all taxpayers within the scope of the new
rules. While these changes have previously
been foreshadowed by the government, there
is “devil in the detail”. Non-corporate and
non-consolidated group structures will need

to review application of the fixed ratio test to
their circumstances. Entities seeking to rely on
the third party debt test will need to review the
terms of the debt and security arrangements in
relation to their external borrowings. The surprise
inclusion of new debt creation rules, on which
there was no earlier consultation and which are
very broad in scope, will potentially apply to
many financing arrangements (including existing
financial arrangements). The new measures
apply for income years commencing on or after
1July 2023 and, therefore, taxpayers need to
commence a review of their existing financing
arrangements now.

Introduction

On 22 June 2023, the government introduced into
parliament the Treasury Laws Amendment (Making
Multinationals Pay Their Fair Share — Integrity and
Transparency) Bill 2023 (the Bill) which will amend the

thin capitalisation provisions in Div 820 of the Income Tax
Assessment Act 1997 (Cth) (ITAA97). The amendments will
apply for income years commencing on or after 1 July 2023.

The Bill will replace the current asset-based thin
capitalisation measures with three new tests:

» adefault fixed ratio test based on 30% of tax earnings
before interest, taxes, depreciation and amortisation
(EBITDA) (replaces the safe harbour test for all general
class investors);

* agroup ratio test (replaces the worldwide gearing test
for all general class investors); and

* athird party debt test for general class investors and
financial entities that are not authorised deposit-taking
institutions (ADIs).

The changes to the thin capitalisation rules to adopt

an earnings-based approach follows the recommended
approach of the OECD as set out in its action 4 report.' The
changes were proposed by the government ahead of the
2022 Federal election and were subject to consultation
after the election, before the government confirmed in the
Federal Budget in October 2022 that it would proceed with
these measures. In March 2023, exposure draft legislation
was released (the Treasury Laws Amendment (Measures for
Future Bills) Bill 2023: Thin capitalisation interest limitation
(the exposure draft Bill)).

The measures included in the Bill are a significant change
to the current thin capitalisation rules and need to be
carefully considered by taxpayers. While the Bill has taken
into consideration the many submissions that were made in
response to the exposure draft Bill, there remain issues with
the operation of the new rules that will impact taxpayers in
certain industries.

The Bill also includes new debt creation rules that were not
previously foreshadowed. These measures, which will deny
deductions for interest on borrowings to either acquire
assets from an associate or to fund dividends or other
distributions to an associate, are very broad and would
appear to apply to a wide range of transactions.

At the time of writing, the Bill had been passed unamended
by the House of Representatives and is before the Senate,
pending the amendments that have been foreshadowed

by Treasury in the report by the Senate Economics
Legislation Committee (SELC) which was issued on

22 September 2023. On 18 October 2023, Treasury
released, for consultation, an exposure draft of the proposed
amendments to the Bill. The amendments deal with a
number of the issues that are raised in this article, including:

« application of the third party debt test to ensure that
it can apply to trusts and partnerships;

* amendments to the security and asset recourse
limitations in the third party debt test to ensure that it
operates appropriately;

* modifications to the fixed ratio test and in particular the
calculation of tax EBITDA for certain trusts;

« modifications are also made to the fixed ratio test to
require adjustments for prior year tax losses and notional
R&D deductions; and

limiting the scope of the debt creation rules by
introducing certain exemptions similar to those contained
in the “old” debt creation rules in former Div 16G of the
Income Tax Assessment Act 1936 (Cth) (ITAA36). The
exposure draft amendments will ensure that borrowing
from a third party to fund the acquisition of an asset from
an associate is not subject to the debt creation rules. The
draft amendments also include a one-year “grace period”
for financial arrangements entered into before 22 June
2023, such that the debt creation rules only apply to
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these arrangements for income years commencing on or
after 1 July 2024.

The consultation period on the exposure draft amendments
closed on 30 October 2023. The amended Bill will

be considered by the Senate, which is due to sit from

6 November to 17 November 2023, and finally from

27 November to 7 December 2023.2 It is anticipated

that the amendments to the Bill would be considered
during these periods (most likely the latter period). Any
amendments made by the Senate must then be agreed to by
the House of Representatives, which sits from 13 November
to 16 November 2023, and finally from 27 November to

7 December 2023.3

The exposure draft amendments confirm that there will be
no deferral of the start date of the Bill, that is, the measures
in the Bill will apply for income years commencing on or
after 1 July 2023 (other than the one-year grace period
under the debt creation rules for financial arrangements
entered into before 22 June 2023). Nor, given the potential
complexity, is there likely to be any grandfathering of
existing financing arrangements.

As such, passage of the Bill through parliament will mean
that the new thin capitalisation rules and the debt creation
measures have retrospective application (in some cases).

Thin capitalisation

The amendments to the thin capitalisation provisions in
Div 820 ITAA9T will introduce three new tests to replace the
existing tests for “general class investors”:

¢ adefault fixed ratio test based on 30% of tax EBITDA;
* agroup ratio test; and

* athird party debt test.

The amendments will apply for income years commencing
on or after 1 July 2023.

The thin capitalisation rules continue to apply only where
debt deductions of the taxpayer and its associate entities
exceed $2m in an income year.

The definition of “debt deduction” in s 820-40(1) ITAA97

is widened by removing the requirement that the cost
needs to be incurred “in relation to a debt interest issued
by the entity”. The intent of this change is to include as
debt deductions amounts that are economically equivalent
to interest in line with OECD best practice guidance. This
expanded definition of “debt deduction” may therefore
include costs such as quarantee fees, arranger fees and
other costs related to financing arrangements that were not
previously treated as a debt deduction. Section 820-40(3)(a)
will also be repealed to ensure that interest rate swaps are
included within the definition of “debt deduction”.

The existing exemption in s 820-37 ITAA97 for outward
investing entities where the assets of the Australian entity
and its associates represent at least 90% of its total assets
continues to apply. Therefore, Australian outbound groups
with limited overseas operations should remain exempt
from the thin capitalisation rules.

General class investors

The new thin capitalisation rules will apply to “general class
investors”. This term is defined (somewhat confusingly) in

s 820-46(2) ITAA9T and provides that an entity will be a
general class investor for an income year where:

e it is not, for all of that year, a financial entity or an ADI
that is either an outward investing entity or an inward
investing entity; and

« assuming that the entity was a financial entity, it would
be either an outward investing financial entity or an
inward investing financial entity that is not an ADI for the
income year.

This means that the following entities will be general class
investors:

* an Australian entity that carries on business in a foreign
country at or through a permanent establishment or
through an entity that it controls;

e an Australian entity that is controlled by foreign
residents; and

« aforeign entity having investments in Australia.

This new definition will encompass entities of any of
the following types under the current thin capitalisation
provisions:

¢ outward investors (general);
e inward investors (general); and
* inward investment vehicles (general).

The definition of “financial entity” in s 995-1(1) ITAA97 is
amended to include two additional conditions in para (a) for
entities that are a registered corporation under the Financial
Sector (Collection of Data) Act 2001 (Cth). These conditions
will require that the entity is carrying on a business of
providing finance (but not predominantly to associates) and
that it derives all or substantially all of its profits from that
business. This is a change from the exposure draft law which
had proposed to repeal para (a) entirely.

Financial entities that satisfy the requirements of the
amended definition will remain subject to the existing thin
capitalisation rules (other than the arm’s length debt test
which will be replaced by the third party debt test for both
general class investors and financial entities).

Fixed ratio test

The fixed ratio test is the default test that “general class
investor” entities will apply, unless an election to use either
the group ratio test* or the third party debt test® is made.

The fixed ratio test allows an entity to claim net debt
deductions of up to 30% of its tax EBITDA (referred to as
the entity’s “fixed ratio earnings limit”).6

“Net debt deductions” are calculated as follows:”

1. first, work out the sum of the entity’s debt deductions
for the income year;

¢ next, work out the sum of each amount included in the
entity’s assessable income for that year, that is:
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¢ interest, an amount in the nature of interest, any other
amount that is calculated by reference to the time
value of money;

e any amount directly incurred by another entity
in obtaining or maintaining the financial benefits
received, or to be received, by the other entity under
a scheme giving rise to a debt interest; or

* any other expense that is incurred by another entity
and that is specified in the Income Tax Assessment
(1997 Act) Regulations 2021 (Cth) made for the
purposes of s 820-50(3)(b)(iii) ITAA97; and

¢ next, subtract the sum of assessable income from the
sum of debt deductions.

If the entity’s net debt deductions are less than its fixed
ratio earnings limit (ie 30% of tax EBITDA), no debt
deductions are disallowed (subject to application of the
transfer pricing provisions discussed below). The excess
debt capacity cannot be carried forward.

If the entity’s net debt deductions exceed its fixed ratio
earnings limit, the excess amount is disallowed as a
deduction in the current income year.® This is not a
permanent denial of deductions (as is the case under the
existing thin capitalisation provisions). As discussed below,
the excess deductions (the fixed ratio test (FRT) disallowed
amount) may be carried forward and deducted in later
income years (subject to satisfying certain conditions).

Tax EBITDA

The concept of “tax EBITDA” is the key element of this new
earnings-based approach and will be relevant to both the
fixed ratio test and the group ratio test (discussed below).

An entity’s tax EBITDA is calculated as follows:®

« first, work out the entity’s taxable income or tax loss for
the income year (disregarding the operation of Div 820
ITAA97 and treating a tax loss as a negative amount);

* next, add the entity’s net debt deductions for the income
year;

* next, add the sum of the entity’s deductions (if any)
under Div 40 ITAA97 (capital allowance decline in
value deductions) and Div 43 ITAA97 (capital works
deductions) for the income year (other than deductions
for the entire amount of an expense incurred by the
taxpayer); and

* next, make adjustments to the result of the last bullet
point in accordance with the Income Tax Assessment (1997
Act) Requlations 2021 (if any) made for the purposes of
s 820-50(1)(d).

If the result of the calculation is less than zero, it will be
deemed to be zero. In this case, the entity will not be able to
deduct any of its debt deductions for the income year.

There have been a number of changes to the calculation of
tax EBITDA from the exposure draft Bill.

The add-back for depreciation and capital allowances has
been expanded to include all amounts deductible under
Div 40 and Div 43 (except amounts that are immediately

deductible, such as mining and exploration expenditure
that is deductible under Subdiv 40-H). The change from

the exposure draft is welcome and ensures that balancing
adjustments under Subdiv 40-D and deductions allowed
under other parts of Div 40, including low-value and
software development pools (Subdiv 40-E) and project
pools and business-related costs (Subdiv 40-1), are included
in the depreciation add-back.

The Bill does not contain an add-back for prior year tax
losses that are deducted from the taxpayer’s assessable
income in the current year under Div 36 ITAA97. This had
been included in the tax EBITDA calculation in the exposure
draft Bill (thereby resulting in an increase in the current
year tax EBITDA).

The most significant change to the calculation of tax EBITDA
from the exposure draft Bill is the exclusion from taxable
income/(loss) (first step of the calculation) of the following
amounts:

» dividends (and franking credits to the extent that the
dividend is franked);"°

« for a beneficiary of a trust: its share of the net income of
the trust where the beneficiary is an associate entity of
the trust (in this respect, a beneficiary will be considered
an associate entity of the trust where it holds at least
a 10% thin capitalisation control interest (TC control
interest));" and

e for a partnerin a partnership: its share of the net income/
loss of the partnership where the partner is an associate
entity of the partnership (in this respect, a partner will be
considered an associate entity of the partnership where
it holds at least a 10% TC control interest).”?

The exclusion of these amounts would appear to be a clear
policy decision.” It is aimed at preventing double-counting
of tax EBITDA capacity by ensuring that amounts of income
are only included in the tax EBITDA of the lower tier entity
and not in the tax EBITDA of the investors in that entity
(even though the income may ultimately be subject to tax
at the investor level). Unlike the current thin capitalisation
rules,* there is no ability for the excess debt capacity of
the lower tier entity to be shared with the investor entities
when determining their thin capitalisation capacity. In this
respect, p 93 of the explanatory memorandum to the Bill
notes that:

“Feedback was considered on the inclusion of an ability
to share excess interest capacity within trust groups, but
ultimately decided against including this for simplicity
and integrity reasons.”

This will have significant implications for non-corporate and
non-consolidated group structures, which are commonplace
in the property development, infrastructure and engineering
sectors. It is often the case that each investor in a joint
venture project would be responsible for securing its own
debt funding which is then provided to the joint venture
entity by way of an equity contribution. Such structuring is
for commercial and financial reasons (and is not driven by
tax factors), including:
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e aninvestor may have an interest in a portfolio of assets
and is borrowing in relation to the overall portfolio rather
than an individual project; and

e each investor may have a different risk profile and/or be
able to secure debt funding on different terms.

Given these commercial considerations, it may not be
possible for the debt to be “pushed down” to the joint
venture level. Further, the new debt creation rules
(discussed below) may preclude such restructuring of the
debt. Impacted stakeholders have made submissions to
Treasury and the SELC that there should be amendments
to the Bill to allow for the excess tax EBITDA capacity of
the lower tier entity to be included in the tax EBITDA at
the investor level (ie akin to the “associate entity excess
amount” in the current thin capitalisation provisions).

The following example highlights the issue.
Assume the following facts (and see Diagram 1):

* JVis atax law partnership engaged in property
development;

* Aus Cois a general class investor and has received equity
and debt funding from its foreign parent (Foreign Co) to
fund its equity contribution to JV;

* both Aus Co and Aus Col have provided funds to JV as
equity contributions. JV does not have any debt funding;

» the net income of JV (pursuant to s 90 ITAA36) is $100m;
¢ Aus Co has paid $10m of interest to Foreign Co; and

* Aus Co’s taxable income (before application of the thin
capitalisation rules) and tax EBITDA is calculated as set
out in Table 1.

Aus Co’s fixed ratio earnings limit (30% of tax EBITDA) will
be nil and therefore it will not be able to claim a deduction
for the interest paid to Foreign Co. This is despite there
being excess debt capacity at the joint venture (project)
level and the income of the JV being taxable in the hands
of Aus Co. Consequently, Aus Co’s taxable income (after
applying the thin capitalisation rules) will be $50m. The

Diagram 1. Fixed ratio test for non-corporate structures

Table 1. Aus Co taxable income and tax EBITDA

Taxable income (before thin capitalisation rules) Sm
Net income from JV 50
Debt deductions (10)
Taxable income 40
Tax EBITDA

Taxable income (before thin capitalisation rules) 40
Exclude share of net income of JV (50)
Add-back net debt deductions 10
Tax EBITDA Nil

ability to carry forward excess debt deductions is of no
benefit in this example as there will be no tax EBITDA in
later income years.

FRT disallowed amount

A deduction may be allowed in the current income year
where an entity had debt deductions disallowed in an earlier
income year under the fixed ratio test (the FRT disallowed
amount) if the entity’s net debt deductions are less than

its fixed ratio earnings limit (ie 30% of its tax EBITDA) for
the current income year.” FRT disallowed amounts over the
previous 15 years can be claimed under this rule.

This deduction is only available under the fixed ratio test
and may address year-on-year volatility concerns for
businesses which are limited in their ability to claim debt
deductions depending on their economic situation.

The fixed ratio test must also be used in all intervening
income years between the year the FRT disallowed amount
arose and the year in which it is utilised. Where an entity
chooses to use either the group ratio test or the third party
debt test in an intervening income year, the FRT disallowed
amount is deemed to be zero and therefore cannot be
applied in a later income year.'®

Foreign Co

Loan

Loan
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The FRT disallowed amount is treated in a similar manner

to a tax loss. In order for a company to claim a deduction

for an FRT disallowed amount in a later income year, the
company needs to satisfy either a modified continuity of
ownership test (COT) or a modified business continuity test
(BCT)."” The addition of the BCT as an alternative test where
the COT is failed is a positive development from submissions
made in response to the exposure draft Bill.

For trusts, utilisation of the FRT disallowed amount in later
income years will be subject to the trust loss provisions

in Sch 2F ITAA36. Trusts will not be able to rely on an
alternative BCT."®

Tax consolidated group or MEC group. Where an

entity joins a tax consolidated group or multiple entry
consolidated (MEC) group, any FRT disallowed amounts may
be transferred to the head company subject to satisfying a
transfer test.

The FRT disallowed amount is transferred to the head
company at the joining time if the joining entity could
have deducted the FRT disallowed amounts in respect

of the “trial year”.”” As with the loss transfer tests in the
tax consolidation provisions, the trial year is generally

the period starting 12 months before the joining time and
ending just after the joining time. Likewise, when applying
the transfer test, it is to be assumed that the entity had not
joined the tax consolidated group (but was a wholly-owned
subsidiary of the head company) and it had sufficient

fixed ratio earnings capacity to enable it to use the FRT
disallowed amount.

The transfer test therefore requires that the joining entity
must be able to satisfy either the modified COT or the
modified BCT for the trial year. The addition of the BCT as a
transfer test is a welcome change from the exposure draft
Bill and should mean that FRT disallowed amounts are able
to be transferred to the head company in most acquisition
scenarios.

The head company may choose to cancel the transfer of an
FRT disallowed amount that would otherwise be transferred
to the joined group.?? Such choice cannot be revoked. This is
also a change from the exposure draft Bill.

If the FRT disallowed amounts are transferred to the joined
group, the head company is deemed to have the amount
for the same income year as the joining entity.? That is,
the 15-year carry forward period is not reset on joining

a tax consolidated group or an MEC group. However, for
the purposes of applying the modified COT or modified
BCT going forward, the head company is deemed to have
acquired the FRT disallowed amounts at the joining time.??
Therefore, the head company must satisfy the modified COT
or modified BCT on a go-forward basis to be able to use
the transferred FRT disallowed amount. Further, the FRT
disallowed amounts that are transferred are not subject to
an available fraction limitation.

If a head company has multiple FRT disallowed amounts
for a particular income year (eg as a result of multiple
entities joining the group), the head company is taken
to have only one FRT disallowed amount for that year,

which is the aggregate of the FRT disallowed amounts
transferred to it.2®

Where the FRT disallowed amounts are transferred to the
head company, the allocable cost amount of the joining
entity will be reduced by the tax effect of the amount
transferred (new step 6A of the allocable cost amount
calculation).?*

When an entity leaves a tax consolidated group or an MEC
group, any FRT disallowed amounts remain with the head
company.®

Group ratio test

The group ratio test allows an entity in a highly leveraged
group to claim debt deductions in excess of the amount
permitted under the fixed ratio test, based on the ratio of
net third party interest expense to EBITDA of the entity’s
worldwide group (referred to as the “group ratio”).

The entity must make a choice to apply this test.?6 The
choice must be made in the approved form and made before
the date on which the entity lodges its income tax return
for the income year or the due date for lodgment of that

tax return (whichever is earlier) or a later date allowed by
the Commissioner.?” The choice is revocable on application
to the Commissioner and on the Commissioner granting

the revocation if it is fair and reasonable to do s0.2% This
may occur where there has been a change in the entity’s
circumstances and, at the time the entity made the original
choice, it was reasonable to believe that the entity’s group
ratio earnings limit was greater than the entity’s fixed ratio
earnings limit. Where the choice is revoked, it is taken never
to have been made.

To apply the group ratio test, the entity must be a “group
ratio (GR) group member”. This requires that the entity
be part of a group (a GR group) that prepares audited
consolidated financial statements and the entity is fully
consolidated on a line-by-line basis in those financial
statements.?®

Where the group ratio test applies, the amount of debt
deductions that are disallowed is the amount by which the
entity’s net debt deductions for the income year exceed the
entity’s “group ratio earnings limit” for the income year.3°

The group ratio earnings limit for an entity is equal to its
“group ratio” multiplied by its tax EBITDA.%'

Unlike the fixed ratio test, there is no ability to carry forward
excess debt deductions under this test. Any excess debt
capacity is also not carried forward.

The entity’s group ratio is its “GR group net third party
interest expense” divided by the “GR group EBITDA” of the
GR group. If the GR group EBITDA is zero or less than zero,
the group ratio is zero.%?

The group ratio test relies on information in the audited
consolidated financial statements of the GR group parent.
However, certain adjustments need to be made to the
amounts disclosed in those financial statements, which may
make application of this test difficult (if not impossible for
large multinational groups).
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First, when calculating the “GR group net third party
interest expense”, an amount in the nature of interest and
any other amount that is economically equivalent to interest
are to be treated as interest.*®

Further, payments of interest or amounts economically
equivalent to interest between GR group members and their
associate entities outside the group are to be disregarded.
When applying this provision, there is a modification to

the definition of “associate entity” such that a TC control
interest of 20% or more is only required (as opposed to

the usual associate interest of 50% or more).3* This may
significantly broaden the scope of entities that are treated
as associate entities for this purpose.

Second, when calculating the “GR group EBITDA”, any group
entity that has a negative EBITDA is to be disregarded.®®
This partly reflects recommendations in the OECD action 4
report which recognised that the presence of loss-making
entities within a group could potentially increase the
capacity of profitable entities in the group to deduct
interest expenses. As such, the report recognised that some
limit may need to be placed on a group ratio test, while also
noting that obtaining information on loss-making entities
could be difficult. At para 151, the report stated:

“This risk could be dealt with in part by a general
principle that places an upper limit on the interest
capacity of any entity applying the group ratio rule,
equal to the net third party interest expense of the entire
group. This upper limit should not mean that an entity’s
net interest deductions are lower than they would have
been under the group ratio rule if group EBITDA had not
been reduced by losses. This approach does not remove
the risk that the total net interest deductions of all group
entities could exceed the group’s actual net third party
interest expense. However, it should prevent an individual
entity receiving a very high level of interest capacity
that could be used for base erosion and profit shifting
purposes.”

The approach adopted in the Bill for excluding entities with
negative EBITDA is complex and may mean that adoption of
this test is not viable for large multinational groups. It may
be the case that the group ratio test is applied in limited
circumstances (eg portfolio companies of private equity or
investment funds).

Entities that apply the group ratio test are required to
prepare and keep records documenting how the group ratio
was calculated. These records must be prepared by the

due date for lodging the entity’s income tax return for the
income year or the date of lodgment (whichever is earlier).3¢

Third party debt test

As with the group ratio test, entities are able to elect to
utilise the third party debt test for a year, but any disallowed
interest cannot be carried forward for use in later years.

The entity must make a choice to apply this test. The choice
must be made in the approved form and made before the
date on which the entity lodges its income tax return for
the income year or the due date for lodgment of that tax

return (whichever is earlier) or a later date allowed by the
Commissioner.3 The choice is revocable on application

to the Commissioner and on the Commissioner granting

the revocation if it is fair and reasonable to do s0.%® This
may occur where there has been a change in the entity’s
circumstances and, at the time the entity made the original
choice, it was reasonable to believe that the entity’s third
party earnings limit was greater than the entity’s fixed ratio
earnings limit. Where the choice is revoked, it is taken never
to have been made.

The Bill introduces the concept of an “obligor group”. An
entity is a member of an obligor group in relation to a debt
interest if the creditor (lender) in respect of that debt has
recourse to payment of that debt to the assets of the entity.
Where the member entity that issued the relevant debt
interest has made a choice to use the third party debt test,
all members of the obligor group are taken to have made
that choice if the member is an associate entity (TC control
interest of 20% or more, and treat ss 820-860(3) and
820-870(1)(b)(i) to (ii) ITAA9T as applying when determining
whether such member is an associate of the issuer of the
debt interest).*

“The measures ... are a
significant change to the
current thin capitalisation
rules and need to be
carefully considered ...”

The third party debt test allows all debt deductions which
are attributable to third party debt and satisfy certain
conditions. For this purpose, a debt deduction that satisfies
the following conditions is taken to be attributable to the
third party debt:

« itis directly associated with hedging or managing the
interest rate risk in respect of the debt interest; and

e itis not referrable to an amount paid, directly or
indirectly, to an associate entity of the borrower entity.

This ensures that the costs of interest rate swaps between
unrelated parties can also be deducted under the third party
debt test.

The conditions include:*°

¢ the entity (borrower) issued the debt interest to an entity
(lender) that is not an associate entity;

* the debt interest is not held at any time in the income
year by an associate entity;

* the holder of the debt interest has recourse for payment
of the debt only to Australian assets:

« of the entity; and

« that are not rights under or in relation to a quarantee,
security or other form of credit support;
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* the entity uses all, or substantially all, of the proceeds of
issuing the debt interest to fund its commercial activities
in connection with Australia that do not include:

* any business carried on by the entity at or through its
overseas permanent establishments; and

« the holding by the entity of any associate entity debt,
controlled foreign entity debt or controlled foreign
entity equity; and

¢ the entity is an Australian resident.

As recourse is limited to the borrower’s assets, or those

of entities in the same tax consolidated group, the use of
related party guarantees where one or more guarantors
are outside of the tax consolidated group, or Australia, is
precluded. The Bill does, however, allow recourse to credit
support rights in certain situations, such as where the right
relates wholly to the creation or development of a CGT
asset that is, or is reasonably expected to be, real property
situated in Australia.*!

Real property includes the lease of land, if the land is
situated in Australia. The recourse to credit support rights
do not extend to a foreign entity that is an associate entity
of the holder of the right (eg an overseas parent entity). The
intention of this special exception is to allow the third party
debt test to be relied on by Australian residents in respect
of certain greenfield developments of real property (ie land
and buildings) situated in Australia. Notably, this special
exception is intended to only apply during the development
phase of the real property, and not to operating the
subsequent business when the development is completed/
operating.

This recourse requirement would also appear to exclude
common security arrangements, seen particularly in
property and infrastructure projects, where a lender has
recourse to the membership interests in the borrower
(which is required for ease of enforcement of the security,
rather than credit enhancement), as well as the assets of the
borrower. Submissions have been made to Treasury and the
SELC on this issue, and it seems that amendments will be
made to correct this deficiency in the Bill.

As currently drafted, the requirement that the borrower

be an “Australian resident” would preclude trusts and
partnerships from being able to use the third party debt test
(the definition of “Australian resident” refers back to s 6(1)
ITAA36). Again, submissions have been made on this issue
and it is likely that this definitional issue will be amended

to allow trusts and partnerships to access the third party
debt test.

The borrowed funds must also be used to fund the
borrower’s Australian operations, but cannot be used to fund
its overseas permanent establishments or any associate
entity debt, controlled foreign entity debt or controlled
foreign entity equity, irrespective of whether assessable
income is generated.*? This precludes the on-lending of
funds to foreign companies and the acquisition of foreign
equity stakes, irrespective of whether income is attributed
to Australia under Australia’s controlled foreign corporation
(CFC) rules or otherwise assessable in Australia. Where

income is assessable in Australia or attributed to Australia
under the CFC rules, this will lead to double taxation as

the income generated is assessed in Australia, while the
associated debt deductions incurred in funding the relevant
on-loan or equity stake are denied.

Conduit financer arrangements. The Bill includes rules that
allow conduit financing to satisfy the third party debt test
conditions in certain circumstances, allowing one entity in

a group to raise third party financing and on-lend to other
entities in the group.

Conduit financer arrangement rules operate to allow
associate entity debt to qualify in some circumstances
where the conduit financer’s debt interest (to an “ultimate
lender”) satisfies all of the third party debt conditions (with
some modifications) and:*?

* the conduit financer funds on-loans to its associates only
with amounts borrowed from the ultimate lender;

* any intermediate conduit financers may fund on-loans
with funds borrowed by the preceding conduit financer
only;

* the on-lending is on the same terms, to the extent that
those terms relate to a cost incurred in relation to the
relevant debt interest, as the debt interest issued to the
ultimate lender, disregarding the following:

e the terms (if any) of the ultimate debt interest that
have the effect of allowing the recovery of reasonable
administrative costs that relate directly to the ultimate
debt interest;

» the terms (if any) of a relevant debt interest issued to
the conduit financer that have the effect of allowing
the recovery of reasonable administrative costs of the
conduit financer that relate directly to the relevant
debt interest; and

* the terms (if any) of a relevant debt interest, to the
extent that those terms have the effect of allowing the
recovery of costs of the conduit financer that:

* are a debt deduction for the income year of the
conduit financer; and

* are a debt deduction that is treated as being
attributable to the ultimate debt interest under
s 820-427A(2) ITAA9T because it is directly
associated with hedging or managing the interest
rate risk in respect of the ultimate debt interest;
and

¢ the conduit financer that borrows from the ultimate
lender and the borrowers are Australian residents.

For this purpose, the threshold for an associate entity is
a TC control interest of 20% or more.*

Transfer pricing overlay: modifications to

s 815-140

A notable change in the Bill is that s 815-140 ITAA97 will
be amended to apply Subdiv 815-B ITAA97 to the quantum

of debt under consideration to general class investors or
outward investing financial entities (non-ADI).
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Previously, there was an exclusion in s 815-140 that meant
Subdiv 815-B would not operate to substitute a level of
gearing that an independent taxpayer dealing at arm’s
length would have had, and instead Div 820 ITAA97 applied
to restrict the quantum of debt on which debt deductions
were allowable. With this amendment, the quantum of
debt, which gives rise to debt deductions subject to one of
the three proposed tests, will also be subject to a transfer
pricing analysis in terms of gearing that an independent
taxpayer would have had, consistent with the arm’s length
principle. Effectively, it will obligate taxpayers with debt
arrangements that are within the scope of Subdiv 815-B

to analyse their capital structure to ensure that their

debt levels can be supported by a debt analysis which
demonstrates an “arm’s length” amount of debt, in addition
to supporting an arm’s length interest rate.

The analysis which will be required to support the debt
guantum will, in many ways, be analogous to the economic
assessment of an arm’s length capital structure which

was required under the current arm’s length debt test.
This would typically involve an analysis of borrowing
capacity, with reference to relevant financial ratios that
an independent lender would consider, as well as the
debt/equity and risk profile that would be expected to be
accepted by shareholders in the market.

In this context, taxpayers need to be mindful that this
analysis will be expected to consider a range of financial
ratios relative to comparable industry peers, such as
interest cover, debt service cover, debt to EBITDA, and
debt to equity. The analysis may also extend to the overall
structure of debt finance as part of the arm’s length
conditions. This analysis is potentially complex and may
be onerous for taxpayers seeking to document their
self-assessment position for transfer pricing purposes in
relatively conservative gearing scenarios.

As a consequence, the fixed ratio test and group ratio test
operate as a cap on the amount of the debt deduction

after applying transfer pricing principles and not as a safe
harbour. In other words, this means that there is no ability
for general class investors or outward investing financial
entities (non-ADI) to calibrate the amount of debt such
that their debt deductions would be, for example, at exactly
30% of their tax EBITDA until they first satisfy the transfer
pricing rules.

Diagrams 2 and 3 illustrate what the amended s 815-140
could mean in practice.

Diagram 2 shows the operation of the current law (safe
harbour debt amount takes precedence over arm’s length
capital structure). The actual conditions are an interest
rate of 5% (assume, for example, that this is equivalent to
a BBB credit rating), and an actual debt amount from an
international related party of $100, meaning a total debt
deduction of $5. Assume that the transfer pricing rules
under Subdiv 815-B determine that the arm’s length capital
structure should be a debt amount of $50, equivalent to a
credit rating of A, which then suggests that an arm’s length
interest rate should be 4%. Currently, the law specifies that
s 815-140 modifies the application of the transfer pricing

Diagram 2. Interaction of current transfer pricing and
thin capitalisation law
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rules such that Div 820 should determine the maximum
allowable debt amount that the arm’s length interest rate
should be applied against. In this case, the safe harbour debt
amount is assumed to be $60. Therefore, the allowable debt
deductions would be determined by multiplying an arm’s
length interest rate of 4% to the safe harbour debt amount
of $60 (ie the areas A + B), equivalent to $2.40.

Diagram 3 shows the amended s 815-140 in operation, ie
the arm’s length capital structure places a limit on the debt
($50 in this example) on which any debt deductions may be
claimed. Applying an arm’s length interest rate of 4%, the
allowable debt deduction is now only $2 (ie the area A).

As mentioned, as a consequence of the Bill, the fixed

ratio test and the group ratio test operate as a cap on the
amount of the debt deduction after applying transfer pricing
principles. If, for example, the taxpayer relies on the fixed
ratio test and the tax EBITDA of the taxpayer is $5, the fixed
ratio earnings limit (ie 30% of tax EBITDA) will be $1.50 and,
accordingly, $0.50 of debt deductions will be disallowed

in the current income year. However, the FRT disallowed
amount may be carried forward and deducted in later
income years, subject to satisfying certain conditions.

If, for example, the taxpayer relies on the fixed ratio test
and the tax EBITDA of the taxpayer is $10, the fixed ratio
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earnings limit (ie 30% of tax EBITDA) will be $3 and,
accordingly, no debt deduction will be disallowed in the
current income year. The excess debt capacity of $1 (being
the difference between the fixed ratio earnings limit of $3
and the debt deduction supported under the transfer pricing
rules of $2) cannot be carried forward.

Debt creation deduction limitation

The Bill did not include the proposed changes to s 25-90
ITAA9T that were included in the exposure draft Bill.

The explanatory memorandum to the Bill noted that the
proposed amendments would be deferred (following
concerns raised by stakeholders), to be considered through
a separate process.

However, unexpectedly and without any earlier consultation,
the Bill included broad-ranging “debt deduction creation
rules” in new Subdiv 820-EAA ITAA97. These rules will also
apply for income years commencing on or after 1 July 2023.
In part, these debt creation rules will do what the proposed
changes to s 25-90 were intending to do, but will also
extend much further.

Paragraphs 2.144 to 2.146 of the explanatory memorandum
states the policy intent for these new measures:

“Excessive debt deductions pose a significant risk to
Australia’s domestic tax base.

The strengthened thin capitalisation rules will play an
important role in limiting excessive debt deductions.
However, they do not address the risk of excessive

debt deductions for debt created in connection with an
acquisition from an associate entity or distributions or
payments to an associate entity. Such debt deductions
may only ever indirectly, and at most, be partially limited
by the thin capitalisation rules.

New Subdivision 820-EAA seeks to directly address this
risk by disallowing debt deductions to the extent that
they are incurred in relation to debt creation schemes that
lack genuine commercial justification.” (emphasis added)

The operative provisions, however, do not include any
reference to a lack of commercial justification for their
application and, as currently drafted, will potentially apply to
many transactions that have a commercial purpose or where
there is no increase in the overall level of debt in Australia.
Indeed, these rules are currently impacting existing third
party transactions and causing uncertainty for taxpayers in
relation to determining the tax implications of a proposed
investment and hence the pricing of such a transaction.

In broad terms, the debt creation rules will apply to disallow
debt deductions where an entity borrows in the following
situations:

» asset acquisition: an entity borrows (either from a related
party or a third party) to acquire a CGT asset, or a legal
or equitable obligation, from an associate;** and

» payment or distribution: an entity borrows from an
associate to fund one or more payments or distributions
(eq dividend and/or return of capital) to that associate or
another associate.*¢

As currently drafted, the debt creation rules could apply to
the following transactions:

e borrowing from an Australian resident lender (related
party or third party) to acquire a CGT asset from an
associate: there does not seem to be any mischief with
such an arrangement as the interest paid by the borrower
will be subject to tax in Australia in the hands of the
lender;

¢ transactions that occurred before 1 July 2023 (before the
debt creation rules were introduced) but where interest
continues to be paid after 1 July 2023: the retrospectivity
of the provision in these circumstances is a harsh
outcome. It is submitted that the debt creation rules
should only apply to transactions entered into for income
years commencing on or after 1 July 2023;

* borrowing to fund the subscription for new shares in
a foreign subsidiary: in this respect, the debt creation
rules will achieve the intended purpose of the proposed
amendments to s 25-90, which is contrary to the
statements in the explanatory memorandum that
the amendments to s 25-90 are to be deferred and
considered through a separate process;*’

« refinancing existing related party debt: this does not
result in any increase in the overall debt in Australia;

e post-acquisition restructuring: it is common that,
following a global acquisition, there is a commercial
desire to combine the Australian entities of the
target group with those of the acquirer group. Such
restructuring may no longer be able to be debt-funded;
and

« the acquisition of trading stock and depreciating assets
from a related party.

While the government asserts that these arrangements lack
commercial justification and thus relevant debt deductions
are to be denied, this measure also denies debt deductions
arising from genuine commercial activities (as discussed
above) and irrespective of whether:

« there is a dominant or principal purpose of increasing
debt deductions;

« the borrowing in question is from a related party or third
party lender;

¢ the creditor is in Australia or overseas;

* the borrower entity could satisfy the amended s 815-140
in terms of the “arm’s length capital structure” with the
borrowing in question; and

¢ the interest deductions would otherwise be deductible
under the amended thin capitalisation provisions
discussed in this article.

The asset acquisition aspect of this measure appears to be
the government’s attempt at addressing scenarios similar

to that in Mylan Australia Holding Pty Ltd v FCT,*® given the

similar fact pattern.

The former debt creation rules*’ included exceptions for
a number of the above transactions (eg the acquisition
of trading stock, the acquisition of newly issued shares,
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and where the Commissioner was satisfied that there was
no overall increase in the indebtedness of the Australian
group). Submissions have been made to Treasury and the
SELC in regard to (among others) the breadth of the new
debt creation rules. It appears that consideration is being
given to amending the Bill to provide similar exclusions from
the new debt creation rules as were contained in former

Div 16G ITAA36.

The only anti-avoidance rule within the debt creation
measures is a specific anti-avoidance provision designed to
address schemes seeking to avoid application of the debt
creation rules.>° The anti-avoidance rule applies a principal
purpose test rather than a dominant purpose test and may
readily impact any attempts to avoid application of the
rules.

Ed Ng
Partner
EY Australia

Richard Goodwin, CTA
Associate Partner
EY Australia

Note

Due to publishing deadlines, detailed consideration of the exposure draft
amendments released on 18 October 2023 has not been able to be included
in this article other than as noted in the introduction.
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SUPERANNUATION

Superannuation
by Daniel Butler, CTA, DBA Lawyers

New 15% tax on
S3m+ member
super balances

Deferring the taxation of unrealised gains until
they are realised is very likely to “grow the
pie” for both members and the Revenue in the
longer term.

Overview

The Treasury Laws Amendment (Better Targeted
Superannuation Concessions) Bill 2023 (the draft Bill),
together with accompanying explanatory materials, were
released by Treasury for public consultation on 3 October
2023. This follows the release by Treasury of a consultation
paper, Better targeted superannuation concessions' (the
consultation paper) on 31 March 2023.

The draft Bill proposes to insert new Div 296 in the
Income Tax Assessment Act 1997 (Cth) (ITAA97), which will
contain the core provisions relating to the new tax. An
exposure draft of the Superannuation (Better Targeted
Superannuation Concessions) Imposition Bill 2023 (the
Imposition Bill) was also released, which sets out the
proposed provisions that are necessarily required to be
contained in a separate Bill for constitutional reasons to
impose the new tax.

Broadly, from 1 July 2025, new Div 296 tax will apply where
a member’s total superannuation balance (TSB) exceeds
$3m and there has been an increase in their TSB at the end
of the relevant income year (as adjusted for withdrawals
and contributions) compared to their TSB just before the
start of that year. This movement in the adjusted TSB

is termed “superannuation earnings”. The proportion of

the superannuation earnings that corresponds with the
percentage of an individual’s TSB that exceeds $3mis
termed “taxable superannuation earnings” (TSE). The TSE
will be assessed to the individual and subject to tax at the
rate of 15%.

This article provides an analysis of several key aspects of
the new tax that is proposed to commence on 1 July 2025
and apply from the 2025-26 income year (assessments
would commence to be issued after 1 July 2026). For ease
of expression, the term “TSB” is referred to throughout
this article rather than “adjusted TSB (as adjusted for
withdrawals and contributions)”.

Key issues with the draft Bill

While broadly supportive of the principle that tax
concessions for superannuation should be subject to certain
limits, numerous professional bodies have concerns with the
following aspects of the new measure:

« the imposition of a tax on unrealised gains: especially
as the new tax will adversely impact those with illiquid
assets, such as real estate that may have no ready funds
to pay the tax. Self-managed superannuation funds could
easily report actual taxable income on a “per member”
basis, which would overcome this concern;

* negative superannuation earnings are quarantined: they
can only be used to offset future earnings and do not
give rise to a refund. If unrealised gains are to be subject
to tax, tax symmetry and fairness suggest that a refund
should be provided for negative superannuation earnings;

« the $3m threshold is not indexed: while the new measure
is initially expected to impact around 80,000 members
in the 2025-26 income year, with increasing investment
values and contributions to superannuation over time, it
will cover many more; and

e amember will have no ability to withdraw their
superannuation balance when it exceeds $3m and
they have not yet satisfied a condition of release. The
goalposts will change substantially with this new tax
and impact taxpayers who are unable to withdraw their
superannuation (where their TSB exceeds $3m) — these
people will have no choice but to pay the new tax.

A number of professional and industry bodies continue to
advocate for changes to address one or more of the above
concerns.

How the new tax will work

The operation of Div 296 is broadly consistent with the
overview provided in the consultation paper. A simplified
summary from the exposure draft explanatory materials
follows on how the mechanics of the new tax will work:

¢ Anindividual has TSE for an income year if their TSB
at the end of that year is greater than the “large
superannuation balance threshold” (the threshold)
(defined to be $3m) and the amount of their
superannuation earnings for the year is greater than nil.

* The total amount of TSE for an income year is worked out
by first determining the percentage of the TSB at the end
of the year that exceeds the threshold according to the
following formula:

Your total
superannuation balance -
at the end of the year

The large
superannuation
balance threshold

x 100
Your total superannuation balance

at the end of the year

* The percentage provided by the formula is then
multiplied by the amount of superannuation earnings for
the year to provide the amount of TSE. This is achieved
by applying the following formula:
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The amount of your
superannuation
earnings for the year

The percentage worked out N
under subsections (2) and (3)

* The amount of an individual’s basic superannuation
earnings for an income year is determined by subtracting
their previous balance (their TSB immediately before
the start of the income year) from their current adjusted
balance (their adjusted TSB at the end of that year), as
follows:

Current adjusted balance - Previous balance

* Anindividual’s adjusted TSB is worked out using the
following formula:

Your total
superannuation
balance at the
end of the year

Your Your
withdrawals - contributions
total for the year total for the year

* The adjusted TSB reflects a modified closing
superannuation balance after considering the effect
of a range of withdrawals and a range of contributions
that would otherwise overstate or understate earnings.
This area is complex, given the nature and number of
withdrawals and contributions that may result in an
adjusted TSB.

e The draft Bill includes that a member will be liable to
pay tax on TSE under the proposed s 296-15 ITAA97.
Proposed s 5 of the Imposition Bill imposes a 15%
tax rate on those earnings. The proposed Div 296 tax
will operate as a separate assessment process to a
member’s income tax assessment, similar to how Div 293
tax operates, and therefore does not form part of the
member’s taxable income.

Thus, broadly, earnings are calculated with reference to the
difference in the TSB at the start and end of the income
year, with adjustments for withdrawals and contributions.

For example, Sarah’s TSB on 30 June 2026 is $6m. The
proportion of her TSB that exceeds $3m is 50% ([$6m -
$3m] + $6m). In this case, 50% of her TSE will attract the
additional tax.

A flat tax rate of 15% is then applied to the proportion of
earnings attributable to an individual’s balance over $3m.

For example, Sarah’s calculated earnings are $650,000;
however, only 50% of these earnings are attributed to her
TSB that exceeds $3m and attract the additional 15% tax.

Sarah’s tax liability is $48,750 (15% x $650,000 x 50%).

Key changes in the draft Bill
(compared to consultation paper)

Compared to the consultation paper, there are a number of
key changes in the draft Bill, including:

* the definition of “total superannuation balance” will
undergo substantive changes and require considerably
more analysis to determine. The changes to the TSB
remove the link to the transfer balance account (TBA),
and defined benefit pensions will need to be valued on an

annual basis, broadly reflective of their withdrawal value.
Currently, such pensions reflect their original TBA value;

e aperson is not liable to pay Div 296 tax in the following
circumstances:

« they are a child recipient of a superannuation income
stream at the end of the income year;

* they have (in any year) had a structured settlement
contribution made in respect to them as a payment for
personal injury, regardless of the amount; or

* they die before the last day of the income year;

« foreign superannuation fund interests have been
expressly excluded from an individual’s TSB;

» the draft Bill confirms that a member’s share of an
outstanding borrowing, in relation to a limited recourse
borrowing arrangement that is added to a member’s TSB
under s 307-230(1)(d) ITAA97, will not be included in
their TSB for Div 296 purposes only. This was also noted
in the consultation paper;

e negative superannuation earnings are quarantined and
can only be used to offset future positive superannuation
earnings; and

* areduced rate of Div 296 general interest charge will
apply to any outstanding liabilities relating to Div 296
which remain unpaid by the due date. The reduced rate
will be the base interest rate plus 3% (rather than the
usual 7%).

The draft Bill makes numerous other consequential and
miscellaneous amendments to the ITAA97, the Taxation
Administration Act 1953 (Cth) and other Commonwealth laws
to give effect to this measure.

Members are taxed and can elect to
obtain a release authority

The new tax will be levied on the member and not on

the fund itself. Members will have 84 days to pay their
Div 296 tax liability. However, a member will be given the
opportunity to withdraw moneys to pay Div 296 tax under
a “release authority” arrangement that is similar to what
is in place for Div 293 tax. They will have 60 days to elect
to release a certain amount from one or more of their
superannuation funds for the purposes of paying that tax.

Division 293 tax (an extra 15% tax) is imposed on a member
in respect of their concessional contributions where their
adjusted taxable income exceeds $250,000 in a financial
year (this is a simplification of the Div 293 tax regime which
is more complex than this broad summary can explain).

University of Adelaide’s report

After reviewing data on more than 720,000 SMSF members
each year over the financial years ending in 2021 and
2022, the University of Adelaide’s International Centre for
Financial Services report? concluded that:

“e Taxation on unrealised capital gains is rare among
OECD countries, and rarer still in OECD pension systems.
Australia’s tax system clearly delineates between income
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and capital gain taxes (CGT), and the CGT regime, which
has been in place now for almost 40 years, is based
primarily on realised gains evidenced by completed
transactions. Given both the benchmarking to other
OECD nations and Australia’s own economic history,

we interpret the structure of the current proposal — to
reduce superannuation tax concessions for individuals
with TSBs in excess of $3 million — as a somewhat radical
departure from existing taxation policy, with potentially
far broader consequences than just those outlined by
Treasury in their consultation paper.

Deferring the taxation of unrealised gains until they
are realised is very likely to ‘grow the pie’ for both
superannuants, and for those taxing superannuants,
in the longer term.

Selling illiquid assets is typically associated with
substantial transaction costs, and the Government’s
proposal to cover the new liability with funds external
to superannuation is unlikely to be possible for all
affected members.

We estimate an approximate 4-fold increase in the
rate of liquidity problems, from 3.1% to 13.5%, once we
account for members meeting the added tax expense
in a prior period. This implies an additional cumulative
liquidity risk factor for affected members.

There might be as many as 49,000-50,000 SMSF
members in Australia that will be impacted by the

Trg
niche
Institute

The Tax
| Institute

change in tax concessions for super, year-on-year,
based on our balanced panel.”

Conclusion

While the ATO will perform the calculations and issue the
assessments from its systems and data, advisers will need
to understand how the systems and processes work so they
can accurately advise their clients on the expected financial
impact and Div 296 tax liability. Undoubtedly, there will be
errors, issues and teething problems in implementing and
refining the systems before the tax is bedded down.

Naturally, the short consultation period (just over two
weeks) provides limited opportunity to properly consider
and respond to such a substantive new and complex tax
that impacts one of Australia’s most important retirement
regimes and structures: superannuation funds.

Daniel Butler, CTA
Director
DBA Lawyers
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Successful Succession

by Archana Manapakkam, AT,
Velocity Legal

Death and the
small business
CGT concessions

The structure within which an individual holds
their business assets will affect the way the
small business CGT concession regime applies
following their death.

Introduction

The small business CGT concessions (SBCs) are contained in
Div 152 of the Income Tax Assessment Act 1997 (Cth) (ITAA97).
Broadly, these rules allow a taxpayer that meets certain
“basic conditions” to access the SBCs to reduce or disregard
a capital gain that would otherwise arise from a CGT event

in relation to a CGT asset that they own. These SBCs are the
15-year exemption, the small business 50% reduction, the
retirement exemption, and the small business roll-over. For
some of these SBCs, additional conditions (beyond the basic
conditions) apply to access the concessions.

The impact of death on operation of the SBCs differs
depending on whether the relevant CGT asset was owned
by the deceased personally or by their company or
discretionary trust. This is examined below.

Asset owned by individual
Special rules in s 152-80

Where the CGT asset forms part of the estate of a deceased
individual (or the deceased individual owned the asset

as a joint tenant just before they died), s 152-80 ITAA97
contains special rules that effectively allow a legal

personal representative (LPR), a beneficiary, a trustee of a
testamentary trust, or a remaining joint tenant(s) to “stand
in the shoes” of the deceased and access the SBCs where

a CGT event happens in relation to that asset if:

» the deceased would have been entitled to reduce or
disregard a capital gain under Div 152 had the CGT event
happened just before the deceased’s death; and

* the CGT event happens in relation to the CGT asset within
two years of the deceased’s death.

When determining whether the deceased would have been
entitled to reduce a capital gain under Div 152 had the
CGT event happened just before their death, the following
modifications apply:

e in relation to the 15-year exemption: ordinarily, as the
rule applies to individuals, either: (1) the individual must
be 55 years or over at the time of the CGT event and the
CGT event happens in connection with their retirement; or
(2) the individual must be permanently incapacitated at
the time of the CGT event. Where s 152-80 applies, the
requirement for the CGT event to happen in connection
with retirement (where the (deceased) individual was
55 years or over at the time of the hypothetical CGT
event) is dispensed with; and

e inrelation to the retirement exemption: if the deceased
was under 55 years of age at the time of the hypothetical
CGT event, there is no requirement to contribute any
funds in superannuation.’

No aggregation of ownership periods for
purpose of 15-year exemption

When determining whether the deceased would have been
entitled to the 15-year exemption, it is important to bear

in mind that it is not possible to aggregate the deceased’s
period of ownership with the period of ownership of the
LPR, beneficiary, trustee or remaining joint tenant(s) (as

the case may be). This is because the deceased needed to
have been entitled to the exemption if the CGT event had
happened just before their death and, if they did not own
the asset for at least 15 years as at that date, they would not
have been entitled to the 15-year exemption.

CGT event does not happen within two
years of deceased’s death

Where the CGT event does not happen within two years of

the deceased’s death, the Commissioner has a discretion
under s 152-80(3) to extend the time limit so that the LPR,
beneficiary, trustee or remaining joint tenant(s) can still access
the SBCs by standing in the shoes of the deceased. This
discretion is unfettered, and the rules of administrative law will
apply to the exercise of the power (eg the Commissioner will
be required to take into account relevant considerations, not
take into account relevant considerations etc).

If an exercise of the Commissioner’s discretion is required,
the taxpayer will need to make an application for a private
ruling to the Commissioner requesting the Commissioner to
exercise their discretion under s 152-80(3).

Taxpayer may be able to access SBCs in
own right if s 152-80 not satisfied

If the requirements in s 152-80 are not satisfied, for example:
» the deceased would not have been able to access the

SBCs had the CGT event happened just before their
death, for example:

¢ the asset was a pre-CGT asset in the deceased’s hands;
or

* the deceased was not a small business entity and did
not satisfy the maximum net asset value test; or

e the CGT event does not happen within two years of the
deceased’s death and the Commissioner has not exercised
his discretion under s 152-80(3) to extend the limit,
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the LPR, beneficiary, trustee or remaining joint tenant(s) will
not be able to access the SBCs by standing in the shoes of
the deceased under s 152-80.

Despite the above, the LPR, beneficiary, trustee or
remaining joint tenant(s) may still be able to access the
SBCs in their own right to reduce or disregard the capital
gain. Further, if the requirements are not satisfied because
the asset was a pre-CGT asset in the deceased’s hands, the
LPR, beneficiary, trustee or remaining joint tenant(s) would
receive a market value cost base in the asset/interest as at
the deceased’s death, which would effectively shelter any
capital gain that has accrued on the asset until the date of
death from CGT. However, any gains accruing on the asset
after the deceased’s date of death would be exposed to CGT.

Asset owned by company

Where the deceased owned shares in a company that are
then acquired by the LPR, beneficiary, trustee or remaining
joint tenant(s), s 152-80 will only apply where the CGT event
happens in relation to the shares in the company (eg the
shares are sold), provided the other requirements in s 152-80
are satisfied. However, if the CGT event happens in relation to
the assets of the company (eg the company sells a business
that it carries on), s 152-80 has no scope for operation as
those assets never formed part of the assets of the deceased.

If the CGT event happens in relation to the assets of the
company, this causes difficulties in the context of the
15-year exemption for the following reasons:

« it will generally be more difficult for the company to
satisfy the requirements to access the 15-year exemption
on the sale of the assets in s 152-110 ITAA97, in
particular, the requirements in s 152-110(1)(d); and

« even if the company is able to access the 15-year exemption
on the disposal of the assets, it may not be possible to
extract the exempt amount tax-free from the company.

This is expanded on below.

Ability of company to access 15-year
exemption

Section 152-110(1)(d) provides that the company must have
a “significant individual” (ie an individual who has a “small
business participation percentage” in the company of at
least 20%)? just before CGT event and either:

* the significant individual is 55 years or over at the
time of the CGT event and the CGT event happened in
connection with their retirement; or

* the significant individual is permanently incapacitated at
that time.

In the context of death, the significant individual cannot be
the deceased for obvious reasons.

In addition, the LPR or trustee cannot be a significant
individual. This means that, if the company sells its assets
while all of the shares in a company are held by the LPR
or trustee, the company can only access the 15-year
exemption if the LPR or trustee makes income and capital
distributions from the deceased estate or trust estate to

beneficiaries in such a manner that one or more of those
beneficiaries satisfies the requirement in s 152-110(1)(d).

In many circumstances, this may simply not be possible, for
example, due to:

* the characteristics of the beneficiaries (they may
all be working adults under 55 years of age and not
permanently incapacitated);

e the terms of the will/testamentary trust (eg there may
be four beneficiaries who are to receive all distributions
equally such that none of them will meet the 20%
threshold to be a significant individual); and/or

» the stage of administration of the estate.

If the company waits until the shares pass to a beneficiary,
the company will only be able to access the 15-year
exemption if the beneficiary satisfies the requirements

in s 152-110(1)(d). Again, this may not be possible due to
the characteristics of the beneficiary or their percentage
shareholding in the company.

Given the above, it can be appreciated that determining
whether the 15-year exemption can be accessed at the

company level after the death of a sole shareholder is a
complex exercise and the outcome may well be that the
company is not entitled to the exemption.

Ability to extract exempt amount tax-free
from company

A capital gain made by a company that is disregarded under
the 15-year exemption (or would be disregarded if the asset
was not a pre-CGT asset) (the “exempt amount”) can only be
extracted tax-free from a company under s 152-125 ITAA97 if:

* the exempt amount it is paid to an individual who is a
“CGT concession stakeholder” (ie a significant individual
or their spouse if that spouse holds a small business
participation percentage of more than 0% in the
company)? just before the CGT event; and

¢ the payment is made within two years of the CGT event
(although a later time can apply if a look-through earnout
right is involved).

For the same reasons set out above, the CGT concession
stakeholder cannot be the deceased, the LPR or the trustee
of a testamentary trust.

Given the requirements in s 152-125, even if the 15-year
exemption can be accessed at the company level following
the death of a sole shareholder, it is entirely possible that
the exempt amount (or a portion of it) would not be able

to be extracted tax-free from the company, in which case
that amount may be trapped in the company. This will be
the case if, for example, there is a significant individual who
meets the requirements in s 152-110(1)(d), but the exempt
amount is to be shared equally with that individual and
others who do not meet the requirements in s 152-110(1)(d).

Assets owned by discretionary trust

Section 152-80 will never have any scope for operation if
the relevant assets are owned by a discretionary trust. This
is because the assets of the trust would not form part of the
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deceased’s estate. Further, and in contrast with shares in a
company, the deceased would never have held an “interest”
in that discretionary trust which is capable of forming part
of the assets of the deceased’s estate.

In terms of the 15-year exemption, as with a company,

a trust that disposes of a CGT asset will be able to access the
15-year exemption if it meets the requirements in s 152-110.
This includes the requirement in s 152-110(1)(d) discussed
above in the context of assets owned by a company. This
may again be difficult to satisfy as the deceased cannot be
the significant individual. Depending on the characteristics of
the discretionary objects of the trust (and who controls the
trust following the deceased’s death), it may or may not be
possible for the trust to make distributions in such a manner
that the requirements in s 152-110(1)(d) are satisfied.

As a trust is a flow-through vehicle, unlike with a company,
there will be no issue of an exempt amount being trapped in
the relevant entity.

Given the above, where a CGT event happens in relation to
assets owned by a discretionary trust that was controlled
by the deceased, there will be difficulties involved in the
context of the 15-year exemption, but generally not to the
same extent as with a company.

Key takeaways

The operation of the SBC rules in the context of death is
littered with traps and anomalies. These traps and anomalies

Institute

The Tax
I Institute

vary with the nature of the entity that holds the relevant
CGT assets, as discussed above. In the context of individuals,
these include the fact that s 152-80 will not apply where the
asset was a pre-CGT asset of the deceased just before their
death and the two-year time limit contained in s 152-80.

In the context of companies, there will be difficulties with
accessing the 15-year exemption at the company level

and the exempt amount being potentially trapped in the
company, although there is the possibility of disposal at the
shareholder (rather than asset) level to bypass these issues.
In the context of discretionary trusts, there will also be
difficulties with accessing the 15-year exemption.

It is important for an adviser to be aware of the differences
in the operation of the SBC rules for assets held by

a deceased personally or through company or trust
structures. An adviser who is well-versed in the differences
can not only assist with avoiding missteps after death, but
can also identify potential issues prior to death and help a
client to take steps so that these issues do not eventuate.

Archana Manapakkam, ATI
Special Counsel
Velocity Legal

References

1 S152-80(2) ITAA9T.
2 S152-55I1TAA9T.

3 S152-60 ITAA9T.

The centre of the tax conversation

290 TAXATION IN AUSTRALIA | NOVEMBER 2023


https://www.taxinstitute.com.au/

CUMULATIVE INDEX

Cumulative

IndeXx

The following cumulative index is for volume 58, issues (1) to (5).
Listed below are the pages for each issue:

Vol 58(1): pages 1to 56
Vol 58(2): pages 57 to 118
Vol 58(3): pages 119 to 168

15-year exemption
small business CGT concessions,
impact of death.......cveeenens 288-290
50% CGT discount
contracts, timing issues 180, 181
family home becomes investment
property....
sale of shares in family trus
100-point innovation test
183-day test

A
Absence rule
main residence CGT
exemption......... 76, 255, 261, 262, 267
Absentee owner surcharge.......... 102-104
Accounting
foreign trusts
labour costs, construction or

creation of capital assets......cu. 9,10
sale and purchase
agreements......ceeeens 39,41,43,44
Accounting standards
general insurance contracts.............. 174

Active assets
sale, small business CGT
CONCESSIONS ..covvueucrrmssersssssssssssssssssssssnes 21
Adjacent land
main residence CGT
EXEMPLION cooeeeeecerenecnnerecrsssenannes 255, 256
Affordable housing — see Housing
affordability
Aggregated turnover
connected entities
- Commissioner’s discretion,

control 174,175
- concept.. 70
Agreement
acquisition of CGT asset,
HMING.coueecrricrisscssissnssisnnnns 180-183
Allocation of profits
professional practices.....cncens 33

Amended assessments

property development profits.... 178, 179
Amnesty

small business lodgment

penalty .

And for no other purpose

Aefinition eeeeceseeeeeessesesessesenen 176,177
Announced but unenacted

measures

Annual property tax..
Anti-avoidance rule

intangible assets
Archer Brothers principl
Arm’s length concept

superannuation fund.
Asprey report
Assessments

asset betterment ......eeeienecninnnnns 12,13
Asset betterment assessments.....12,13
Asset protection

testamentary discretionary
148,149,152
Assets — see also Depreciating assets

instant asset write-off

small business CGT concessions,

asset sale versus share sale........ 21,22

.11, 33, 34

Vol 58(4): pages 169 to 220
Vol 58(5): pages 221to 300

Associated transactions

landholder duty...eueuumeieenns 210,21
Associates

payments to, low corporate tax

Jurisdictions ..c.eeeerceeeecenenennes 82, 84,85
Audits

Project Wickenby

Australian beneficiaries of foreign
trusts

conduit foreign income....

foreign income tax offset
foreign source income. 189-201
tax rates 191,192

Australian Capital Territory
non-foreign discretionary trust
amendments.
property taxes
Australian residents
foreign companies, central

management and control................. 122
foreign source
income 56,157,189-201

throwback interest
Australian tax system
complexity and cost
statutory interpretatio
Australian Taxation Office
central management and control.... 122
digital services.... 176
dispute resolution.
fraud prevention
individuals, ATO focus on claim
information-gathering power:
intangible assets
non-arm’s length capital

...60

172

objections, communication
protocols

reimbursement agreements........

Small Business Litigation Funding

PrOgram ... ceceeeeesssesssssessssesssssssssessens 19
SMSFs, voluntary disclosure
service
superannuation, non-arm’s length
EXPENSES.veurerurmeerssenssnsesssreessssessenees 96,98

Australian Treasury
2023 Intergenerational Report....... 224
Modernising individual tax

residency
tax adviser misconduct

B
Backpacker taX ......eeemnecrnnenees 102
Balance sheets

sale and purchase agreements.... 40-42

Bankruptcy
testamentary discretionary

Base erosion anti-abuse tax (US)....... 85
Benchmark interest rate

Div 7A 57
Beneficial enjoyment of trust
property. 199
Binding death benefit
nominations.............. 47-49,141-143,148
Bitcoin 61
Board of Taxation
individual tax residency rules........... 125
Review of corporate tax
FESIAENCY werreerneemrcenrseesseenssensesecnnsenaes 122

tax consolidated groups, CGT
LT[ =T 137
Bonus deduction
SME energy incentive..
“Bright line” test
Building expenditure
income characterisation ... 37
Burden of proof
foreign trusts, financial
accounting....
lost trust deeds.
payment, advance or deposi
Burnout
self-coaching strategies........... 204-206
Business activity statements
small business lodgment

AMNESLY werreerreeeresseeessensseesssensenees 33,34
Business practice case
international tax evasion............... 65, 66
c
Capacity
loss of, gifts made by
attorney ..ecencnecsncinecienenne 109-111

Capital account or revenue account
labour costs, construction or

creation of capital assets. 9,10
Capital assets labour costs
creation or construction..............8-10
Capital expense/capital nature
non-arm’s length expenses........ooece... 50
Capital gains
foreign trusts
- Australian beneficiaries
o] 156,157,190, 194-197
- transferor trust
1= 192,195-197
Capital gains tax
CGT improvement threshold........cccooeeee. 1

contracts, timing issues
fairness fund payment, taxi

industr
main residence CGT

exemption.
non-arm’s length income

interaction. .158-160
retiring partne! 125,126

vacant land.
Capital raisings
funded by franked distributions......... 35
Car museum
luxury car tax, quotable
PUMPOSE wuuceerrnecissensessssesssssssessessssense 176,177
Carrying on a business
vacant land deduction exclusion..... 232
versus working from home....... 77,78
Cars — see Motor vehicles
Central management and control
ATO QUIdANCE.ceuuereeereerecrnaenesseesssennae 122
CGT assets
asset sale compared with share
sale 21,22
owned by deceased
individual...
CGT events

288, 289

event Al 43,180,199, 254, 265,
267,21, 272

event B1
event C1
event C2

event E5
event E5 to E7

254, 265, 268, 270, 273
..254, 265, 268, 273
.250, 253, 254, 265
event K4..

event Ké...
event L3
CGT improvement threshold
CGT main residence exemption —
see Main residence CGT exemption

CGT roll-overs
relationship breakdown
- main residence CGT
exemption......... 263, 264, 267, 268
- sale of jointly owned property.... 78
sale and purchase agreements....44, 45

SMEs, tax consolidation........... 135-137
Charities
community, deductible gift
[CIo1] o T1=] ) £~ 174
Children

death benefits
definition of “child”.
superannuation dependants.
testamentary discretionary
trust 150, 151,153
Clear and convincing proof — see
Evidence
Clothing
work-related expenses
Code of Professional Conduct
Commissioner of Taxation
compliance, vacant land
deductions
discretion, connected entitie
international tax evasio
Project Wickenby
risk assessment, foreign
incorporated companies.......coeeeeen. 122
Tax Summit address.....cceeeeuvvuneee 175,176
Commonwealth income support
payments
superannuation conditions of

release 94
Community charities
deductible gift recipients........cooucuuuue. 174

Company directors
retirement, superannuation
conditions of release........cuuns 89
Compassionate grounds
superannuation conditions of
[ LT OO, 93, 94
Compliance
intangible assets..
professional practices
reimbursement agreements
Conditions of release
superannuation
- compassionate grounds
first home super savel
health-related...........
preservation components
- retirement.
- severe financial hardship ..
spouse contribution splitting.....95
transition to retirement

PENSION ceurrvernreesrressersssssssesssssssasnens 93
Conduit financer arrangements
third party debt test.....oveveeerenennes 280

Conduit foreign income

received by Australian

beneficiaries

Conflict transactions

gifts made by attorney......ccc...... 109-1
Connected entity

aggregated turnover

- Commissioner’s discretion,

control
- concept of contro
definition .
Consolidated entity disclosure
statement. 63
Consolidated groups
SMEs, CGT roll-overs.......ccoeueeueee 135-137
Contractors
employee or independent
CONEFACEON wovvueereereerrvrssssnsssneeeesessssssnnns 1
Contracts
tiMING ISSUES wuuveunreereeneeesseeaeens 180-183

Contribution splitting
spouse, superannuation conditions
of release 95
Control — see also Central
management and control

connected entities ... n-74
Controlled foreign company regime

intangible integrity measure............... 84

third party debt test.....conecrencnnes 280
Corporate tax entities

loss carry back rules............ 33,185,186

TAXATION IN AUSTRALIA | VOL 58(5)

291



292

CUMULATIVE INDEX

Corporate tax rates
low corporate tax
jurisdictions ......ccceevceuenec 27,28, 84, 85
Corporate tax residency
foreign incorporated companie
proposed amendments.
Corpus of the trust estat
COVID-19 impacts
maintainable earnings of
DUSINESSES.cuuunritirreirncsirssenninnn 39,40
Cross-border arrangements
intangible assets
intangible integrity measure.

D
Death — see also Deceased estates
before administration ................ 250, 251
foreign residents, life events test...267
of transferor, foreign trusts................ 196
small business CGT concessions,
IMPACE ONueereeereeeeseernereenessenaanes 288-290
Death benefits
10021\ S 47-49,141-143,148
SMSFs
- beneficiaries.
- payments
- taxation

- timing of payments
- type of payment
superannuation conditions of

release 91
Death duties. 244
Debt

sale and purchase agreements.... 40, 41
Debt creation rules

thin capitalisation....274, 277, 282, 283
Debt deductions

LT3 a 1= AT 282,283
Debt forgiveness
foreign trusts ....ccsesnecinnes 198,199

Deceased estates — see also Death
foreign resident
beneficiaries...
foreign trusts...
legacies
life and remainder interests.....
main residence CGT

. 247-249

exemption ... 249, 250, 264-266
present entitlement .243-247
residency . 247-249
taxation.. .243-252
testamentary discretionary

trusts. 147

Deductibility of expenditure
depreciating assets
intangible assets
litigation settlement
overtime meal allowance
rental properties.
self-education
temporary full eXpensing.......oe.. 32
throwback interest, Australian

beneficiaries
travel expenses
vacant land

Deductible gift recipient provisions
community charities..
meaning of “school”..

Deemed market value cost base.......... 79

Demolition
established house, vacant land

deductions..
main residence CGT
exemption ...

Dependant
definition weeevsssssnrissinns 148

Depreciating assets
composite assets
technology investment boost "
temporary full eXpensing.........

Deregistration
tax agents

Digital currency..

Digital games tax offse

Disability pensions

Disclosure of information
consolidated entity disclosure

statement

Discount capital gain — see 50%

CGT discount

Discretionary trusts
deceased individuals, CGT assets
owned by ..289, 290
Div 7A loan issue: -
family trust distribution tax....
foreign surcharge provisions..
lost trust deeds 14-19, 207, 208

testamentary trust: ... 147-154
Dispute resolution
ATO 175

Division 7A
benchmark interest rate..
loan issues........
loan repayments
trust reforms.......
unpaid present entitlements.
Divorce
foreign residents, life events test....267
sale of jointly owned property .. 18
testamentary discretionary
trusts. 153
Documentation
lost trust deeds.............. 14-19, 207, 208
roll-overs, sale and purchase
agreements
superannuation conditions of
release
- retirement
- temporary incapacit
- termination of
employment ... cenecrenennens 89-91
Domestic travel expenses........ 63
Double tax agreements
Australia-Finland...
Australia-Germany
Australia-NZ
Australia-South Africa.
dual tax residents..
state surcharges, val
Double taxation
intangible assets anti-avoidance

PrOVISION ceereeeeveensersenssessenssessenssssssnses 29
Dual tax residents
trust distributions.......cceecicecnncenns 192

Due diligence
sale and purchase agreements....39-46

E
Early access

superannuation benefits......e 87
Early-stage innovation company

scheme

investor benefits.....ciuieneceinns 238
Earnings

sale and purchase agreements.....39, 40
Earnouts

sale and purchase agreements....42, 43
Education — see also Tax education

self-education expense

dedUCtions .....ecessncssssseesninns 226
Electric vehicles
electric car discount ... eccvssnes 36
Employee
definition ..csisncisincssssssns 88
or independent contractor........cceeeuee. 1
Employee bonus
assessable income.....vceccvvunnnnns 169
Employers

FBT, electric car discount
SG contributions
Employment
receipt of gain or reward
volunteering
Enduring power of attorney

gifts made by attorney.....oeeeee. 109-11
Energy incentive

SME bonus deduction ... 174

SME business boost.....cceeeeeeneen 33,63
Engineering, procurement and

construction contracts................... 64, 65

Enterprise value

sale and purchase agreements........... 39
Equitable life and remainder interests

deceased estates.....uns 251,252

Equity value adjustments
sale and purchase agreements
Errors
GST, correcting by taxpayer
Estate planning — see Succession
and estate planning

.40

Evidence
intangible assets....erreermsseneens 10
international tax evasion...
lost trust deeds.............. 14-19, 207, 208
tax agent, judicial review
Proceedings.....cissscssnnens 126,127

Excepted trust income

minor beneficiaries.. ..150, 151

Executors

testamentary discretionary trusts.... 147
Exploit

definition s 27,84
F
Fairness fund payment

taxi iINAUSEIY oo 177,178
Fame of an individual

use of for @ fe@uiccnennenecennens 63

USE Of IMAGES ceuueumeeerrrcrreecrmerseeennaenaene 63
Family home

main residence CGT exemption........... 76
Family law

testamentary discretionary

trust: 153,154

Family living expenses
superannuation conditions of
release
Family trust distribution tax
Family trust elections 177, 201
Family trusts — see Discretionary trusts

Farming
vacant land deduction exclusion.....232
Federal Budget 2016-17.......ccccoevvverrunnnee 79

Federal Budget 2017-18
Federal Budget 2018-19
Federal Budget 2022-23
SME business boosts.
Federal Budget 2023-24
announced but unenacted

measures
business measures... 32-36
Medicare amendments.......ccrruueneees 8

non-arm’s length expense:
superannuation
Fifty per cent CGT discount

contracts, timing issues ............. 180, 181

family home becomes investment
PrOPETTY couerceeeeeernereersneenmssesnssessssesssssessaees 76

sale of shares in family trust.............. 22

Financial accounting
foreign trusts
labour costs, construction or

creation of capital assets.....ccouee... 9,10
sale and purchase
Agreements. . e 39,41,43,44

Financial hardship
superannuation conditions of
release 94
Finland
Australia-Finland DTA.
First home super saver scheme
superannuation conditions of

release 94
Fixed ratio test

earnings-based method.....ccccconeueenee 274

thin capitalisation.......... 274-278

Fixed trusts

superannuation funds, non-arm’s

length expenses..... 97,100, 101

Fly in fly out employees

travel expenses..
Food

GST, prepared meals
Foreign currency.

fOreign trusts . eeeeceeeeceeseseessesnssennes
Foreign hybrid mismatch rules

64, 65,119

intangible integrity measure............... 84
Foreign income tax

intangible integrity measure............... 84
Foreign income tax offset

Australian beneficiaries ...........ccooeeee 200

MiSMAtChes ... eeiiccrinecciiinees 201

Foreign pension funds
foreign trusts
Foreign resident companies
central management and control ....122
Foreign residents
deceased estates,
beneficiaries.....rrirnnnne 247-249

main residence CGT
exemption ... 78,79, 266-272
- disposes of dwelling acquired
from deceased person............ 268
individuals 267
- inherits dwelling from
deceased Australian resident...272
inherits dwelling from
deceased foreign resident........... 27
life events exemption........ 267,268
relationship breakdown.....268, 269
Foreign source income
Australian beneficiaries, foreign
trUStS.rirenini 156, 157,189-201
employee bonus 169
temporary residents
voluntary disclosure
Foreign surcharge purchaser duty

NSW, Validity woooeeeeeeeeerreneanesesecsens 102-104
Foreign tax elections
sale and purchase agreements........... 45

Foreign trusts
Australian resident
beneficiaries......c... 156, 157,189-201
conduit foreign income.. ..195
- death of transferor ..
- debt forgiveness..
deceased estates
family trust elections.
financial accounting, burden
of proof
- foreign currency
- foreign pension funds
in-specie distribution

migration to Australia
non-resident family trusts.......... 196
- post-marital and family relief

testamentary trusts
transferor trust

TUIES weonrrrrteesssreassnnsinenns 192,195-197
- unpaid present
entitlements..........oeveveenns 198,199
Franked distributions
funded by capital raisings........coeeeeeeer 35

Fraud
ATO prevention
international tax evasio
Project Wickenby
Fraud and Criminal Behaviours

Group 175
Freezing orders
family trust distribution tax................ 177

Fringe benefits tax
electric car discount
otherwise deductible rule..
small business lodgment amnesty....33

Frozen food

GST, prepared meals .....erneeens 228
Funding resolution
SMSF loan agreement........ccceeccuncenes 131

Future earnings
sale and purchase

AGreeMENtS.cuueeeeeeeeseerrereersseraanens 42,43

G
Gainfully employed

Aefinition ceveressirrisssnnnnens 88
General class investors

thin capitalisation......eecscnsecnnne 275
General insurance

accounting standards ... 174
General interest charge........cocccveeveunee 177
Germany

Australia-Germany DTA
royalty barrier rule..
Gifts
deductible gift recipients..
- meaning of “school”...
made by attorney
Global tax evasion..
Goods and services tax
adjustments... i
cars, quotable purpose
errors, correcting by taxpayer
instalments
payment, advance or deposi
prepared meals
small business entity status
technical amendments.......cccveeees

TAXATION IN AUSTRALIA | NOVEMBER 2023



CUMULATIVE INDEX

Goodwill

CGT, retiring partner ... 126

consolidated groups.......eeeseenes 136
Group ratio test

thin capitalisation............ 274, 278, 279
H
Hardship

superannuation conditions of

release 94

Harmonisation

Property taxes ...eceeseermmseessseeessnnees 6

Health conditions
terminal, superannuation
conditions of release
High Court of Australia
statutory interpretation by ................. 172
High net wealth individuals
foreign trusts, Australian

beneficiaries Of .. cirueneens 189-201
Holiday home
family member occupation ... 7

Housing affordability
foreign residents, CGT main
residence exemption
residential properties.

I
In-specie distributions
foreign trusts eecceeeeeeeeseenene 199,200
Incapacity
superannuation conditions of
ElEASE . retterrsrsssssissssrssassniens 91-93
Income
fairness fund payment, taxi
industry
fame of an individual.
intangible assets, indirect
derivation

Income characterisation

building expenditure......ciucennes 37
Income splitting

minors 150
Income streams

effect of transfer balance cap............ 36

Income tax returns
small business lodgment
AMNESLY werreerrreereserisssssserssssesasenses 11,33
unlodged, sale and purchase
agreements
Independent contractor relationship .....1
Individuals

ATO focus 37
deceased, CGT assets owned

DY cortvrvsssmsessessesesesssssssssnsesesessssasees 288,289
fame

- use of for a fee .63

- use of images... .63

residency tests...onnns 10, 11, 35,125
Information disclosure

SMSFs, voluntary disclosure.....106, 107
Information-gathering

ATO POWETS.couuuuirummncrssssssssssmssasssssssnns 125
Inheritance
superannuation fund ... 88
Innovation
early-stage innovation company
11T T 238-240
Input tax credits
adjustments .35
technical amendments. 125
Insolvency
testamentary discretionary
trusts 152,153
Inspector-General of Taxation
Small Business Litigation Funding
Program.... .19
Instant asset write-off. .33
small business entities .....ureiennnns 174
Insurance

accounting standards
permanent incapacity, condition of
release 91
Intangible assets
anti-avoidance rule.......... 26-30, 82-86
associate payments, low corporate
tax jurisdictions
cross-border arrangements.
definition
denial of deduction
ordinary Meaning .......ceecssscrnene 83

right to exploit....
“royalty” definition
royalty withholding tax.....ccceeeeee. 27,84

Intangible-related payments
significant global entities.............. 82-86

Integrity measures
intangible assets anti-avoidance
rule.... 26-30, 82-86
thin capitalisatio
transparency
vacant land deductions
Intellectual property
anti-avoidance rule......eereennes 27,28
intangible integrity measure. .82
“royalty” definition
Interdependency relationship

definition wcceesessenns 144,145,148
superannuation
dependants.......cenrcennne 142,144,148

Interest charge

Australian resident

beneficiaries.....cwvuuinenns

Interest expenses

vacant land deductions
Intergenerational Report
International tax evasio
International tax treaties

state surcharges, validity
Investments

landholder duty

SME business boosts
Investors

early-stage innovation company

SCHEME..eeeeerreeereereereetessessssene 238, 240
J
Judicial review proceedings
taX 8GENLt . eerererrrerereniesensisennes 126,127
L

Labour costs
construction or creation of capital

asset: 8-10
Land
sale of land contracts, timing
issues 183
vacant land deductions.............. 231-236

Land tax surcharge
foreign discretionary trusts.....102-104
Landholder duty

associated transactions.............. 210,211
Leases

vacant land deductions.............. 231-236
Legacies

deceased estates...
Legal personal representative

definition ..

superannuation dependant:
Legal practice

CGT, retiring partner ... 125,126
Legal professional privilege

tax adviser misconduct ........cuenceens 124
Legislation

technical amendments
Life and remainder interests

deceased estates.......ooouueernrnenees 251,252
Life events test
foreign residents.......ucinsiinnennn 267

Life insurance
foreign trusts
Limited recourse borrowing
arrangements
SMSFs, nil cashing.
Liquidation
sale of bUSINESS...ccuucirirnncrssisanis 22
Litigation
settlement amount,
deductibility
Small Business Litigation Funding
Program... e ccecssscsssesssaessens 19
Loan
definition .eissesiinisines 221
Loan agreements
SMSFs, non-arm’s length

INCOME...oovvtrrmmneneenesssssssnasens 129-133
Loan repayments
Div 7A 34
Loans
DiV TA ISSUES oovvuvmrenninncresssnssnnns 228,229
foreign trusts ....ceeeceereceesecennees 199, 200

Lodgment penalty amnesty

small business...
Look-through earnout right
Loss carry back rules

claiming tax offset.....ues 185,186

temporary measures .....csecsenes 33
Loss of capacity

gifts made by attorney................ 109-1
Loss or outgoing

holding land
Lost trust deeds............... 14-19, 207, 208
Low corporate tax jurisdiction

definition ...27,28, 84

intangible assets
Low-income threshold

Medicare amendments
Lump sum death benefits

payments 143

EAXALON covvvererrrsssssnnssssssienne 144
Luxury car tax

car museum, quotable

PUPOSE ererrsssssnsesens

26-30, 82, 84, 85

Je— (TR Y

M
Main residence CGT exemption
absence rule....... 76, 255, 261, 262, 267
adjacent land
building separate to the land
deceased estates...

demolition...
family home becomes investment
property.. .76
foreign residents. 78,79, 266-272
- disposes of dwelling acquired
from deceased person........ 268
individuals 267
inherits dwelling from
deceased Australian resident...272
inherits dwelling from
deceased foreign resident........... 27
- life events exemption.......267, 268

- relationship breakdow 268, 269
owning two or more

AWEIlINGS.euirerrirscrnirsernissesenes 257,258
relationship breakdown

~ CGT roll-oVers ..reeeeens 263, 264,

267,268

- foreign residents .....ccoueeee 268, 269

- sale of jointly owned property... 78

requUIremMents... . rcessseennenns 254,255

special disability trusts .266

tax concessions .76-79
two buildings on the land......... 256, 257
using dwelling to derive

- deceased estate
working from home versus
carrying on a business............ 77,78
Maintainable earnings
sale and purchase agreements.....39, 40
Market value
SMESs, CGT roll-overs....... 135,136
Market value substitution rule....129, 137
Marriage breakdown — see
Relationship breakdown
Maximum net asset value test........ 21,22
Meal allowances
expenses, reasonable amounts.......... 63
Medical conditions
terminal, superannuation
conditions of release.
Medicare levy
Mental incapacity
gifts made by attorney
Mergers and acquisitions
sale and purchase agreements...39-46
Mindfulness

self-coaching. .. cceereceunenenne 204-206
Minors
testamentary discretionary
trusts. 150-152
Misconduct
tax adVvisers ennssssseennns 124,125

Motor vehicles
car expenses, ATO focus on claims ....37
cents per kilometre rate,

work-related expenses.. 37
electric car discount.... 36
quotable purpose......erecenne 176,177

Multinational enterprises

thin capitalisation rules............. 274-283
Museum
cars, quotable purpose.. 76,177

N
Net cash/debt adjustment

sale and purchase agreements.... 40, 41
Netherlands

royalty withholding taX......coeeeeeescenene 85
New South Wales
annual property taX....ceeceneens 6

non-foreign discretionary trust
amendments
surcharge purchaser duty,
validity.
New Zealand
Australia=NZ DTA ..erreeenerinsenns 102
Non-arm’s length arrangements
SMSF property development
PrOFILS veeeereeeereeeessesesssensssessasennens 64,101
Non-arm’s length expenses
superannuation funds
- amendments.......eeeereerennns 96,97
- fixed trusts
- general fund expense!
- in-specie contribution value
non-fixed trusts
private companies
proposed change .50, 51, 60
services provided in capacity
of trustee....veenerrriernnns
- specific assets
Non-arm’s length income provisions
CGT interaction
superannuation

.37, 50, 51,96-101,
129-133, 224

Non-resident companies

central management and control.....122
Non-resident trusts — see Foreign trusts
Non-residents — see Foreign residents

(o]
Objections
ATO communication
ProtoCOIS..cneeecrnereennensennens 227,228
OECD
earnings-based best practice
model
Pillar One
Pillar Two
Offshore estates
testamentary trusts.....cocereceencnnne 197
Offshore receipts in respect of
intangible property rule (UK).............. 85
Ordinary family or commercial
AEAIINGS «oooveeeeceerenreeerssensereessssenaanes 35, 201
Ordinary income
fame of an individual....coerrrrvees 63
Otherwise deductible rule
FBT, FIFO employees......c...... 64, 65,119
Overdue tax returns
small business lodgment amnesty......11

Overseas travel expenses........c. 63
Overtime meal allowances

expenses, reasonable amounts.......... 63
P
Partnerships

CGT, retiring partner .......coeceuuu. 125,126

Patent box regimes
intangible integrity
MEASUTE .c.errvrssmssmssssanisssssssnes
Payday superannuation
PAYG instalments
Penalties
small business lodgment
amnesty
tax adviser misconduct ..
tax exploitation scheme

tax promoter penalty laws......124, 225
Pensions
death benefit payments 143-145

foreign trusts ..............
transition to retirement.
Permanent incapacity
superannuation conditions of
release 9

Permanent retirement
superannuation conditions of
FIEASE....ovtterrtrressrssieesssssssessnsines 89,90
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Personal services income

fame of an individual.......ueeienenes 63
Policy

collaborative development
Post-marital and family relief

trusts 196
Prepared food
GST 228
Present entitlement
deceased estates.....oocuuunennnens 243-247
trust income, resident
beneficiaries.....ieneecisssnnnns 198

Preservation age
superannuation
transition to retirement pensio

Preserved benefits
superannuation, components.

Primary production
vacant land deduction exclusion..... 232

Private companies
superannuation funds, non-arm’s

length expenses ....97,100, 101
Probate of Wills.........ocunccrirneccrinnns 147
Productivity

self-coaching... . cceneceeccnnns 204-206
Professional practices

allocation of profits.......ncsecenes 33

legal practice, retiring

PAMENET woeeeeereeeceeeeeseeensennens

Project Wickenby
Promoter penalty laws
Property
definition ...
Property development
assessable income
profits diverted to SMSFs
Property investments

transfer duty ....ocverceenccnnncnnns 210,211
Property taxes
harmonisation....isessiseens 6

Protective trusts
testamentary discretionary

trust 151,152
PwC

MEASUTES «.eoreerereereessessessessessessensens 225,226

tax leaks. 124

Q
Qualified domestic minimum top-up
tax

intangible integrity measure............... 84
Queensland
non-foreign discretionary trust
ameNdmMents ....creusmecisssasnennns 104
Quotable purpose
definition s 176

R

Rates of tax
foreign trusts, Australian

beneficiaries

lump sum death benefits..
minor beneficiaries of trust
pension benefits

Record-keeping

FBT 61

lost trust deeds.............. 14-19, 207, 208
Reforms — see also Tax reforms

fraud prevention........vce 175, 226

minor beneficiaries of trusts,

concessions
tax adviser misconduct
Tax Practitioners Board
trust issues

Refunds
surcharge duty/land tax............ 102,103
Reimbursement agreements
ATO QUIdANCE cvuunrreerersresssensnennns 34,35
being a party to...
share buy-back.... .

Reimbursements
or receipt of gain, whether
employment ... 89
Relationship breakdown
main residence CGT exemption....... 263

- CGT roll-overs......cuuvuunne 263, 264,

267,268

- foreign residents................. 268, 269

sale of jointly owned property............ 78
testamentary discretionary

ErUSES st aene 153,154

Release authority
withdrawal of superannuation
funds, tax [i@ability ...ocvreerseeceeneens 286
Rental properties
absence rule

deductibility of expenses............. 67,68
family home becomes investment
property

later used as home.
Reporting obligations

country-by-country reporting

transparency

Residency

deceased estates......ciunnns 247-249
Residency assumption

foreign source income. 189,195
Residency tests

foreign companies. 122

individuals
Resident
definition s cisnissnais 122
Resident beneficiaries
conduit foreign income........cccvneeeee. 195
foreign source
INCOME..urcrrinsirnnnns 156, 157,189-201
present entitlement to trust
income 198
taX rateS.eerererssesessessensens 192,193

Residential properties
housing affordability
main residence CGT exemption.....

Residential vacant land
whether deductible.....crru 233

Restricted non-preserved benefits
SUperannUation .......eeeissnnnnns 87

Retirement
CGT, retiring partner
definition
superannuation conditions of

release 88-91
transition to retirement pension........ 93
Reversionary pensions

death benefit payments............. 143,144
Reward
or receipt of gain, whether
EMPIOYMENT wooureeereeerrenrssermeensssernsnenns 89

Risk assessment
foreign incorporated companie
professional practice profits.
reimbursement agreements..
sale and purchase of busines:
Roll-overs
sale and purchase agreements... 44, 45
Royalties
intangible integrity measure.
Royalty withholding

.83

L 23 GO 27,29, 82, 84,85
S
Sale and purchase agreements
completion

earnouts
enterprise value..
equity value adjustment.
financial accounting..
foreign tax elections..
locked box mechanism
maintainable earnings.
net cash/debt adjustmen
roll-overs, documenting..
tax warranties
unlodged returns
value assignment
working capital....
Sale of business
sale and purchase agreements....39-46
small business CGT

concessions... 21,22
Sale of land
contracts, timing iSSUES ....cvceuveeenreenes 183
Scheme
definition i 131
School
meaning 8

Scrip-for-scrip roll-overs
sale and purchase agreements....44, 45

SMEs, tax consolidation.. 135,136
Secrecy provisions
need for reform.......cecveeveeeceennne 124,125

Self-assessment

individuals, residency tests.............. 10, 11
Self-coaching

time management and

Productivity ..oceeeceeeceeeeceneeeenne 204-206
Self-education
expense deductions........ceenee 37,226
Self-employed
definition
Self-managed superannuation funds
BDBNS .......oovrrrmmmrennennsnsesisssssnnens 47-49,148

conditions of release

- compassionate grounds......... 93,94

- first home super saver

- health-related
preservation components..
- retirement
severe financial hardship.
spouse contribution splittin
transition to retirement
pension
death benefit payments.
inheritance of fund
limited recourse borrowing

ArrangemMents ......ceeeecemseresessennenns 90

loans, non-arm’s length

income .129-133
preservation components .. 87
property development profits

diverted to ....ennerieeenririens 64,101

voluntary disclosure to ATO.....106, 107
Separation
foreign residents, life events
test. 267
Settlement proceedings
deductibility of expenditure..
Share buy-back
reimbursement agreements.
Shareholders
control, connected entities............ 71-74
Shares
small business CGT concessions
- shares owned by deceased....... 289
- share sale compared with
asset sale..iniinnes 21,22
Shortfall interest charge........cccccooeevuune. 177
Significant global entities
intangible assets anti-avoidance
rule 26-30,82-86
Single entity rule..
Skills and training boost..........cccccovvevuunee. 33
Small business
disposal via asset sale or share
sale 21,22
energy incentive 33,63,174
Federal Budget 2023-24
measures
instant asset write-off
lodgment penalty amnesty.....11, 33, 34

pooling rules. 33
skills and training boost................ 33, 62
Small Business Litigation Funding
Program ... ceecesssesmeeessnsesssnessssssesns 19
tax debt 175

technology investment boost
temporary full expensing...
Small business CGT concessions
asset sale compared with share

sale 21,22
connected entities ....ereirciennnns 70
death

- 15-year exemption........... 288-290

- deceased individuals, CGT
assets owned by 288, 289
- impact on 288-290
- shares owned by deceased.......
scrip-for-scrip roll-overs,
Small business entities
aggregated turnover
instant asset write-off
tax concessions.
Small Business Litigation Funding

Program 19
Small-to-medium businesses
energy incentive ... 33,63,174
tax consolidation, CGT
FOlI-OVErS......overirmmmmniennenessrerisnns 135-137
South Africa
Australia-South Africa DTA.........eeee 102

South Australia
non-foreign discretionary trust
amendments
stamp duty
Special disability trusts........coeueeueee 152
Spouses

104

superannuation contribution
splitting
superannuation dependants....
Stamp duty
harmonisation
South Australi

Start-ups
early-stage innovation company
Y0111 1 O 238-240
Statutory interpretation
by High Court of Australia........cccceveeee. 172
intangible assets anti-avoidance
rule 26-30
Streaming rules
deceased estates.....ineneernsnns 243
Structure in use or available for use
vacant land deductions ... 233

Substantial and permanent structure
vacant land deductions
Succession and estate planning
1210721\ — 47-49,141-143,148
gifts made by attorney 109-1m
inheritance of superannuation

fund 88
testamentary discretionary
LA VL] £ 147-154

Superannuation
balances above $3m, new

L= OO, 225, 285-287
BDBNs, death
benefits....ounen. 47-49,141-143,148

certainty for superannuants....
complexity and cost of system
concessions, amendments...............
conditions of release
- compassionate grounds
- first home super saver-..
- health-related.
- preservation components
- retirement..
- severe financial hardship ..
- spouse contribution splittin
- transition to retirement
PENSION ceorrennereerenmsseeesseessesenssnsensenens 93
inheritance of fund......ccccoeueeeeeneeeverernnnns 88
non-arm’s length income
rules ... 37,50, 51,96-101,129-133
payday superannuation........ 36, 37,224
proposals for change. 224
SG contribution shortfal
transfer balance cap, effect on
income streams
Superannuation benefits
documentation .....ceincsiisnnns 87
early access
Superannuation death benefits

BDBNs... 47-49,141-143,148

payments

EAXALON ettt
Superannuation dependant

definition . 144
Superannuation earnings........... 285-287
Superannuation guarantee

shortfall 36

Superannuation trustee
services provided to fund,
non-arm’s length expenses.......99, 100
Surcharge purchaser duty
NSW, validity .

T
Tasmania
non-foreign discretionary trust
amendments ... 104
Tax advisers
MISCONAUCE cecvereerecrerecreeereeseesensennes 124,125
Tax agents
cancellation of registration
deregistration ...
judicial review proceedings.
Tax Avoidance Taskforce
Tax concessions — see also Small
business CGT concessions
main residence CGT exemption....76-79

.102-104

27,128

TAXATION IN AUSTRALIA | NOVEMBER 2023



CUMULATIVE INDEX

small business entities ... 70

SUPEranNUAtioN ....ceceeeeemreessneerneenns 225
Tax consolidation

SMESs, CGT roll-overs......cceeeuueee 135-137
Tax debts

freezing orders iSSUEd ......covceuereeemrennene 177

Tax education
CommLaw2 Dux Award, study
period 3, 2022
- Chris Green.
Corporate Tax Dux Award, study
period 3,2022
= Tanim ISIam ...eeeeeeeerrsssnsnsens 24
CTA2A Advanced Dux Award,
study period 3, 2022

- Bryan Hartanto .....cneccennne 81
CTA3 Advisory Dux Award, 2023
- Mitchell Bird
Graduate Certificate in Applied
TaX LAW covrrersnnnesisneesssssnssssssssssssssense 25

Graduate Diploma of Applied Tax
Law... 25,139
Tax for Trusts Dux Award, study
period 1, 2023
- Yuxi Dedic
Tax exploitation scheme
Tax offsets
digital GAMES..ceeeeeereerreeereseenaeee 35,36
foreign income
- Australian beneficiaries
- mismatches.
loss carry back rules..
Tax practitioners

advising iNdiVidualS......cceeeereensrernenees 37
Federal Budget 2023-24
MNEASUIES e.eerrerrrreeressessessessessessessensans 32,33

Tax Practitioners Board
deregistration of tax agent
judicial review proceedings
reforms 226
tax adviser misconduct .............. 124,125

Tax promoter penalty laws......... 124,225

Tax rates — see Rates of tax

Tax reforms — see also Reforms
thin capitalisation.......cn 60,62
EraANSPAreNCY ..uceeenceesceesseesseensereerssennene 63

Tax returns
GST, taxpayers correcting errors.....125
small business lodgment amnesty...... 11
unlodged, sale and purchase

AQreemMeNtS.. . cimsssnscssssssninns 45

Tax risk — see Risk assessment

Tax warranties
sale and purchase

agreements... i 43,44
Taxable superannuation earnings
NEW 15% taX..snenneeeresessssssnnns 285-287

Taxi industry

fairness fund payment
Technology investment boost..
Temporary full expensing measure.....32
Temporary incapacity

superannuation conditions of

release 92,93
Temporary residents
foreign source iNCOME......oovceereeenerennes 192
Terminal medical condition
life events test.....ccinneccisinnns 267
superannuation conditions of
release 91,92
Termination of employment
documentation ......eceereneeessinenns 90, 91
retirement ... 89
Testamentary discretionary trusts
benefits 147
commencement

family law disputes
insolvency
minors....
protective trusts....oecveceenes
wills
Testamentary trusts
offshore estates.....cooooueereeneererrrrssnnnnns 197
The Tax Institute
Annual General Meeting.
CPD events..
goal setting..
Local Tax Club:
membership renewal
Scott Treatt, CEO

The Tax Summit 2023............ 4,120,121
- Commissioner’s address.....175, 176
volunteering
Thin capitalisation rules
debt creation
rules..... 274,277,282, 283
debt deductions, limitation....282, 283
fixed ratio test
general class investors
group ratio test
multinational enterprises.......... 274-283
third party debt test.
transfer pricin
Third party debt test
thin capitalisation..
Throwback interest
Australian resident
beneficiaries......un. 156,189, 200
Time management
self-coaching strategies........... 204-206
Timing issues
absence rule
contracts
death benefit payments..
Div 7A loan repayments ...
sale and purchase agreements,
COMPIELION ueetereeretreerersrerenaae 41,42
superannuation benefits, access........ 90
superannuation guarantee
CONEribULIONS cuucetitettiiriaiiinene 36
temporary full expensing measure....32
Total superannuation balance

above $3M..ccrcern. 225, 285-287
Trading stock
cars, quotable purpose............ 176,177
property development
PrOFItS eveeeeeeresennerecrssenneecnsssensseens 178,179

Transfer balance account

transition to retirement pension........ 93
Transfer balance cap

effect on income streams..........ccoeeeeeee 36
Transfer pricing

thin capitalisation changes.....280-282
Transferor trust rules............ 192,195-197
Transition to retirement pension

superannuation conditions of

release 93
Transitional compliance approach
fame of an individual ... 63
Transparency
Proposed reforms.. . eecessessscens 63

Travel expenses
FBT, FIFO employees.
reasonable amounts..
Trust beneficiaries
Australian, resident and
non-resident trusts.
Trust deeds

Trust estate
amount of property of.
beneficiary of..........
corpus, ordinary meaning
definition
Trust income
Australian beneficiaries, foreign
source income............ 156,157,189-201

present entitlement to ...oveeercrrecnnn 67
Trust property

beneficial enjoyment......coceevecennenens 199
Trustees

BDBNS ucrncinerscisenssasssscssssssssnes 47-49

lost trust deeds, consequences

for. .207,208
services provided to

superannuation fund................ 99,100
testamentary discretionary trusts..... 147

Trusts

Div 7A reforms
reimbursement agreements........ 34, 35

U
United Kingdom
offshore receipts in respect of

intangible property rule..........ccce0..... 85
United States
base erosion anti-abuse tax ............ 85

Unpaid present entitlements
Div 7A loan issues.. .34,228,229
foreign trusts 198,199

Unrestricted non-preserved benefits
SUPEraNNUALIoN ...ceeeeeeeuereereseresseersseeessnes 87

A"

Vacant land
deductions
whether adjacent land

Value of businesses
sale and purchase agreements....39-46

Victoria

anNUal Property taX ..ceeseeseeseens 6
fairness fund payment, taxi
[0 [VE] 4 OO 177,178

foreign surcharge purchaser

Voluntary disclosure
foreign source income.....evcveernnene. 193
Voluntary disclosure of information

SMSFs... 106, 107
Volunteering
whether employed .....eeneceeseeenes 88

w
Wealthy individuals
foreign trusts, Australian
beneficiaries of....
Weekender
family member occupation
Wellr
Western Australia
non-foreign discretionary trust
amendments....
Whistleblower reforms ..
Wills
deceased estates, taxation................ 243
definition of “income”.
protective trusts
superannuation death benefits ......... 141
testamentary discretionary
trust 147-149
Withholding tax
royalties. .. eens 27,29, 82, 84,85
superannuation death benefits ........ 144
Work-related expenses
ATO focus on claims
cars, cents per kilometre rat
self-education....
Working capital
sale and purchase
AQrEeMENtS..ceeeceeereereeresseersssensaes 40-42
Working from home
versus carrying on a busines
work-related expenses...
Work-life bal

Legislation

A New Tax System (Goods and
Services Tax) Act 1999 . ..62,125
Div99 .
Div 129
S13-10(D) rerrrnsmnneensesssssssnnees
5 29-40
$38-2 .
s 38-3(1)(c)
5129-20(1) .
Sch1 228
A New Tax System (Goods and
Services Tax) Regulations 2019 .......
A New Tax System (Luxury Car Tax)
Act 1999

s 9-5(1) ..
A New Tax System (Wine
Equalisation Tax) Act 1999 .............. 125
Acts Interpretation Act 1901
Pt5 172
s 15AA 172

Administrative Decisions (Judicial
Review) Act 1977

Bankruptcy Act 1966
s5 152
s 58 152
s116 152
N RS 02 - O 152
Conveyancing Act 1919 (NSW)
s 54A 183
Corporations Act 2001 .......ccoeeververrnenne 99
Ch2M 63
S T08(8)  woueueereererssssssmssessanensesssssssssssnes 210
Disability Services Act 1986
s 8(1) 144

Duties Act 1997 (NSW) ......ccccvvvveveuenees 104
s 104JA(1)
Duties Act 2000 (Vic) .

Duties Act 2001 (Qld)
Duties Act 2001 (Tas) ..
Duties Act 2008 (WA) ..o
Evidence Act 1995

5128 127
Evidence Act 1995 (NSW) ... 207
s 140

s 140(1)
Evidence Act 2008 (Vic)
5140

s 140(1)
Family Law Act 1975 .....cccoeeeuunee 142,144,
148,153
E 651 07 I 153
s79 153
Financial Sector (Collection of
Data) Act 2001 ......ccverrereccccccrenrernnnee 275
Fringe Benefits Tax Assessment Act
1986 62
s 52 64
s 58GA 75

Income Tax Assessment (1936 Act)
Regulation 2015
reqg17 . .202,203
Income Tax Assessment (1997 Act)
Regulations 2021
reg 995-1.06 ...
Income Tax Assessment
Amendment Act 1979 ... 201
Income Tax Assessment
Amendment Bill (No. 5)
1978 cervsssssnsnassenennns 157,189,195
Div 6 189
Income Tax Assessment (Cents per
Kilometre Deduction Rate for Car
Expenses) Determination 2023 ... 38
Income Tax Assessment
Regulations 1997
reg 303-10.01
Income Tax (Transitional
Provisions) Act 1997 ........... 37,62,174
Subdiv 40-BB ..
Subdiv 328-E ..

s 118-110
s 118-195
s 328-180 .
s 328-181 ..
International Tax Agreements Act 1953
s 3(4) 192
ITAA36 70
Pt 1Nl
- Divée ...
- Div 6AA .
- Div7A ...34,38,57,199, 228, 229
- Subdiv EA . 229
74,283
28, 29, 35, 82, 270
122
s 6(1) 10, 83,190, 191, 203, 280
s 6(1)(d) . .23
s6B .. 92,200

s 6B(2A)(a)(ii)
s 21

s 26AAA(1)(b)
s 26AAA(1)(c) ..
S 26AAA(2) ceeeeeerrrrsininnneeneensenins
s 26AH
s44

s 47

s 47A
s 82KZM ...
s 82KZMD
s 90
s95 ..
s 95(1)

$95(2) ..
s 95(3) ..

190,195, 247, 252
252
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s 95A

s 95A(1)

s97 ... ..156,192,195

s 9710 99A . .196, 202

s98 .. 56,195

s98(4) . ..194,195

s99 .. 156, 249

s$99(4) .

s99(5) .

s 99A 92,195, 245, 249

s 99B 56,157,189-201, 253

s 99B(1) ....156,190-192,194, 195,199

s 99B(2) .............156, 191,193,195, 196,
199, 253

s 99B(2)(a) ...

s 99B(2)(b)

s 99B(2)(c) .
s 99B(2)(c)(i)

s 99B(2)(d)

s 99C .156,189,191-194,
197-199, 253

s 99C(1) ...

s 99C(2) .. ..156,198,199

s 99C(2)(c) . 156,199

s 99C(2)(d) 199

s 99C(2)(e) ... 199

s 99D 249

50 0 ) R, 249

s 99D(2) —

s 100A .. 34, 35, 66, 67, 201, 221,

249, 253

s 100A(8)

s100AA ..

s 100AB ...

s 100AB(5) .

s 101

s102

s 102AA(1) ..

s102AA(4) .

s102AAL ...

s 102AAM

s 102AAM(1A)(a) 200

s 102AAM(1C) 203

s 102AAM(5) .

s102AAU(2) ..

s 102AAZB .

s102AAZD .

s 102AG(2)(a) 150

s 102AG(2AA)

s109D(3)
s109E(1) .
s 115-30(1)
s159GZZZP
s160ZZM
s161AA ..
s 167
s 170
s170(1)
s 170(10AA)
s177M

s 342(a)
Sch 2F
- s 271-90
- s272-5(1) ..
ITAADT ....vrvrircssiannsssssssnnss
Pt 3-1
Div 26
Div 36
Div 40 ..
Div 43 ..
Div 70
Div115 .
Div 128
Div 149 ..
Div 152
Div 160
Div 170 .
Div 230
Div 296
Div 615
Div 770
Div 820
Div 855
Subdiv 40-D ..
Subdiv 40-E ..

SUbdiV 40-H s 276
Subdiv 40-I ...276
Subdiv 115-C .. ...252

Subdiv 118-B ..
Subdiv 118-I

Subdiv 122-A
Subdiv 122-B
Subdiv 124-M
Subdiv 124-N
Subdiv 126-A
Subdiv 152-A
Subdiv 152-C
Subdiv 152-D
Subdiv 207-B
Subdiv 295-C
Subdiv 302-B
Subdiv 302-C
Subdiv 305-B ...
Subdiv 328-D
Subdiv 328-F
Subdiv 815-B
Subdiv 820-EAA
Subdiv 855-B ...
Subdiv 900-B ...
Subdiv 960-D ...
Subdiv 960-S
s4-5
s 6-5
s 6-5(1)
s 6-10

s6-25 .
s 8-1 ...

254,262,273

8,9,97,125,183, 200,
226, 235, 236
.. 226

s 8-1(1)(a)
s 8-1(1)(b)
s10-5

s 15-75
s25-5 .
s 25-90
s 26-102
s 26-102(1) ...
s 26-102(1)(a)
s 26-102(1)(b)(i)
s 26-102(2)
s 26-102(3)
s 26-102(4)
s 26-102(5)
s 26-102(6)
s 26-102(7)

s 26-102(8)
s 26-102(9)
s 26-110

s 26-110(1) .
s 26-110(2)

s 26-110(2)(b)
s 26-110(2)(c)(ii)
s 26-110(3)(b) ...
s 26-110(4)(b)(i)
s 26-110(4)(b)(ii)
s 26-110(4)(b)(iii) .
s 26-110(5)(b)
s 26-110(6)
s 26-110(6)(a)
s 26-110(6)(b) ..
s 26-110(7) ...
s 26-110(7)(a)
s 26-110(7)(b)
s 26-110(8)
s 26-110(9)
s 26-110(10) ..
s 26-110(10)(e) ..
s 40-30 ..
s 40-30(4)
s 40-35
s 40-82 ..
s 40-85(1)
s 40-285 ..
s 40-285(1)
s 40-295
s 40-880(2A)

... 282
..231-236
232-234,236

s 70-10(1)
s 70-35(1)
s102-5
s102-5(1)
s103-5 ..
s103-25(2)
s104-10 .
s104-10(1) .
s 104-10(2)
s 104-10(3)
s104-25 ..
s 104-35(1)

$104-35(2) eeereererrvrssissensesnsssessssenes 183
s104-80
s104-155
s104-155(3) .
s104-160
s104-215 ..
s104-510 ...
s108-55(2)
s109-5 ..
s 110-25(4)
s 110-55 .
s112-20 .
s 112-20(1)(c)
s 115-25(1) .
s115-40 .
s 115-115 .
s 115-215

s 115-220
s115-222 ..
s 115-228(1)
s 116-20(2)
s 116-30 ..

s 116-30(2)(b)(i)
s 118-20
s 118-25(4)
s 118-30
s 118-110
s 118-110(2)
s 118-110(2)(a)
s 118-110(3) ...
s 118-110(4) ...
s 118-110(5)
s 118-115 .
s 118-120

s 118-120(5)
s 118-120(6)

s 118-125
s 118-130
s 118-135 .19
s 118-140 .79, 250, 258, 261
s118-145 ... 79, 255, 258, 261, 262,

264, 265, 267, 268, 270-272
s 118-145(2) ..
s 118-145(3A)
s 118-145(4)
s 118-147 ..
s 118-147(3)
s 118-147(4)
s 118-150
s118-165
s 118-170
s118-178
s118-180 ... 263
s118-185 , 265
s 118-185(3)
s118-190 ..
s 118-190(1)(c)
s118-190(2) ..
s118-190(3) ..
5118-190(4)
s 118-192 ..

s 118-192(2) .
s118-195 .. .253, 255, 264, 265
s 118-195 to 118-210 .

s 118-195(1)(c) ..
s 118-195(1A)(a)
s 118-195(1A)(b)
s 118-197
s 118-200 ...
s 118-200(1)
s 118-200(2) ..
s 118-200(3) .
s 118-200(4) .
s118-205 ..
$118-205(4) .
s 118-210
s 118-210(5)(a) .
s 118-210(6) ..
s 118-222
s 118-230 ..
s 118-245(3) .
s 118-300
s 118-305
s 118-565(1)
$122-20 ..
$122-20(3)
5122-50(1)
s 124-780(2)(a)(i)
5124-780(2)(c)
5 124-780(3)(d) ...
5124-780(5)(a)
s 124-783(7)

$124-785(2)
$124-875(1) .
$126-5 ..
s126-5(1)
$128-15 .
s128-15(4)
$128-20 ..
s152-10 ..
$152-10(1)(@) ..
5152-10(1)(d)
$152-10(1A) .
5152-10(2)
$152-10(2A)
s152-15 .
s152-20
s152-35
s152-40
5152-40(3)(b)
s152-55 ..
s152-60
s152-80
$152-80(2)
5152-80(3) ..
s152-110
5152-110(1)(d) .
$152-125 ..
5 202-75(3)
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