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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 2025. A selection of the developments is considered in more detail in the “Tax News – the details” column on page 227 (at the item number indicated).

Reducing red tape in the tax system

In a media release on 24 September 2025, the Treasurer announced that the government was looking at new ways to cut red tape in the tax system to ease the compliance burden on businesses and to make the economy more productive. See item 1.

Capital raising to fund franked distributions

The Commissioner has released a practical compliance guideline that outlines when the ATO is likely to have cause to apply its compliance resources in relation to the integrity measure in s 207-159 of the Income Tax Assessment Act 1997 (Cth) (Distributions funded by capital raising) (PCG 2025/3). See item 2.

SMSFs: education directions for contraventions

The Commissioner has issued a draft practice statement that sets out what ATO officers need to consider when deciding whether to give a trustee, or a director of a corporate trustee, of a self-managed superannuation fund an education direction under s 160 of the Superannuation Industry (Supervision) Act 1993 (Cth) (PS LA 2025/D2). See item 3.

Division 7A: loan guarantees

The Commissioner has released a determination which is to the effect that, for the purposes of the Div 7A provision that is aimed at the possibility of the Division being circumvented by a private company giving a guarantee to another entity for the making of a loan, it is not material what type of entity the other entity is (TD 2025/6). See item 4.

Asset betterment assessments

A recent decision of the Administrative Review Tribunal illustrates the difficulties that a taxpayer faces when seeking to challenge assessments made by the Commissioner on an asset betterment basis (Ahmad and FCT [2025] ARTA 1907). See item 5.

Caution: appeal pending

The Tax Practitioners Board (the Board) is appealing to the Federal Court from the recent decision of the ART in which the tribunal reduced the sanctions imposed by the Board on an individual tax agent and an associated company tax agent from terminations to cautions (Auz Taxation Pty Ltd and Tax Practitioners Board [2025] ARTA 1711). See item 6.


President’s Report

by Tim Sandow, CTA
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Creating the Institute we want to see

President Tim Sandow shares his thoughts on our membership and advocacy work.

As a member organisation, preparing our Annual Report is always a chance to check in with ourselves and make sure we’re serving our member community in the best ways possible. It’s not just the number of members that I am most concerned with, it’s also the quality of the bonds of community keeping us connected.

To me, our advocacy work is a key indicator of how well our community is working. In our Annual Report FY25, I had the following remarks to make on the topic.

Empowering our member volunteers

When our members speak to us, we listen. Whether it’s concerns about changing legislation, ideas about improving the functioning of the tax system, or feedback on the Institute’s digital experience, the voices of our members are central to setting our priorities, both inside and outside the Institute.

Our local engagement framework has been operational for some time now, and our wonderful community of volunteers has embraced it in their work with us. A more strategic and formal approach to meaningful engagement with all of our states, in ways that are tailored to the members in each community, has allowed us to grow in new ways and reveal new strengths within that community.

One of the great strengths of the Institute is our resources, created by members for the benefit of members. Our volunteer community has embraced the challenge to become increasingly hands-on in designing these resources for their peers. That is what local engagement is all about — empowering our people to drive the agenda, represent their fellow members, and create the Institute that they wish to be a part of.

Leaving the ladders down

Another benefit of our local engagement framework has been to increase touchpoints with the younger generation of tax professionals. We have supported the implementation of new programs catering for emerging professionals, including the Next Generation Tax Discussion Group and Tax in Practice. We have also vastly increased our presence on university campuses, spreading the word of what a career in tax can offer and how we can support it.

While it is early days in our push to embrace the younger generation of tax professionals — an undertaking that will continue for many years — early engagement with our youngest members, and with young members of the wider community, has been very promising. The Institute will not just be present to see what changes the new generation of professionals will bring, it will also be instrumental in ushering them into the room and helping them to raise their voices.

Advocacy for the profession

Amplifying the voices of members as advocates for the tax profession is a central part of The Tax Institute’s mission. Our members represent some of the best expertise in tax, with a wealth of experience, insight and passion to draw from. No one knows our tax system better — and no one is more dedicated to ensuring its efficient and sustainable operation.

When I began my role as President, I laid out two key priorities for our advocacy work: dealing with the announced but unenacted measures, and addressing the need for consistency and appropriate access in the administration of the tax system.

Our advocacy work has gone so much further than this. I am immensely proud of how our resources and influence as an organisation have been put to good use in service of the tax community.

We have built strong and lasting relationships with regulators and government bodies, on a foundation of trust, expertise and transparency. Our representatives are increasingly called on for consultation and to attend forums including roundtables, senate enquiries, and more. Our members can be confident that not only are we listening to their concerns and ideas, but we are also reflecting their voice in ways that matter.


CEO’s Report

by Scott Treatt, CTA
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Our growth in the last financial year

CEO Scott Treatt reflects on strategic focus and the technology improvements of the past financial year.

In preparing The Tax Institute’s Annual Report for FY25, I took time to reflect on the direction and vision of the Institute. It was an opportunity to consider what we’d prioritised and how that had come to life for our members.

While there is still work to be done in the future — and isn’t there always! — I’m proud of what we have achieved and confident in our shared vision for where the Institute is headed. Set out below is what I wrote in my opening report for the Annual Report, in case you missed it there.

Building and sharing knowledge — as individuals and together as a community — is fundamental to The Tax Institute. This year, we have continued to leverage the immense expertise and generosity of our community to deliver value and connection to our membership.

Local engagement framework

“By members, for members” is not just a slogan — it’s the way we work and the way we think about our strategic growth into the future.

We embarked on FY25 with the aim of strengthening local engagement and working more strategically with our various councils and committees to better serve our members. Over the year, we collaborated deeply with State Councils, engagement working groups, and content working groups to ensure that the Institute is on the pulse of members’ needs.

I am pleased with the success of these efforts, which have born benefits such as a continuing Member Webinar series and a variety of new programs for emerging professionals to connect with fellow members and practitioners.

On an Institute-wide level, the local engagement framework prompts us to base our activities around what our members ask for from us and contribute to us. Our members are baked into the daily work of the Institute.

Strategically, we maintain a strong vision to continue with local engagement into the future, to ensure that our community can continue to build and share knowledge.

Upgrading digital experience

Technology has been a focus of member feedback in recent years, and in FY25, we have laid some of the foundational groundwork for significant technology upgrades across our business.

In an increasingly digital world, our digital platforms and capability are vitally important. A majority of members interact with us primarily online — whether by purchasing products and services, accessing resources, taking part in webinars, or submitting their ideas to our advocacy and resources.

We have undertaken to invest time, thought and resources in our technology this year and into the future, including:

• significant upgrades to our education platform, including redesigned course structures within our learning management system;

• upgrades to our eCommerce platform, ensuring ongoing security and stability;

• consultation on IT upgrades and a path to updating key technology platforms across the business; and

• a user experience review of our website, leading to an initial proposal for a future state.

Updating our technology platforms and infrastructure is a long-term investment and project which will require careful planning, strategy and resource management into the future. We expect work to continue over the next five years or more, and that improvements will be gradual but incredibly meaningful at each stage.

At the end of FY25, our strategic approach to local engagement is well underway and driving more meaningful connection with our members and volunteers. Our digital transformation is in its infancy — an exciting time which is full of potential growth and optimisation. We look forward to the next financial year and the developments it will bring.


Associate’s Report

by Sumitha Krishnan, FTI
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Tax certainty: a fundamental principle

We examine the importance of tax certainty as a fundamental principle of good tax law and how uncertainty affects taxpayers and the tax system.

Tax certainty is an established principle. The Scottish economist and philosopher Adam Smith, in his influential work The wealth of nations (book V, chapter 2, part 2), articulated four fundamental maxims regarding taxation, which he deemed essential characteristics of an effective tax system:

• the first Maxim concerns equity in taxation, asserting that individuals should contribute to government support in proportion to their respective capabilities;

• the second Maxim pertains to certainty of taxation, stipulating that every tax should be certain, and not arbitrary;

• the third Maxim emphasises convenience, which aligns with the primary goal of tax law drafting. That is, simplicity and ease of administration and compliance with tax law; and

• the fourth Maxim focuses on efficiency, primarily concerning the impact of taxes on decisions to work, save or invest in the market economy.

Among these, Smith regarded his second maxim, certainty, as a crucial element among his four canons of taxation. He believed that the certainty of what taxes each individual must pay was of such great importance that even a very considerable degree of inequity was, in his view, “not nearly as great an evil as a very small degree of uncertainty”. Smith’s concern was that the uncertainty of taxation encourages “the insolence, and favours the corruption, of an order of men who are naturally unpopular, even where they are neither insolent nor corrupt”.

Like Smith, The Tax Institute considers that certainty is an important principle of an effective tax system. Certainty creates a predictable tax system. When tax systems are predictable, they promote compliance, foster trust in government, and create an environment conducive to economic growth.

Why is tax certainty needed?

Taxpayers need certainty about their tax obligations to effectively manage their personal and business affairs. The self-assessment nature of our tax system necessitates that taxpayers feel confident in fulfilling their tax obligations. A key feature of our self-assessment system is the ATO public advice and guidance materials, as well as the ability of taxpayers to seek guidance on their tax affairs through private rulings. The ATO’s practical compliance guidelines — which outline the ATO’s administrative approach to an area of tax law, explain how the ATO will allocate its compliance resources, and set out risk assessment frameworks — also assist with taxpayer certainty.

From the government’s perspective, certainty is crucial for maintaining a predictable tax base, which ensures a reliable revenue stream that the government depends on to fund community services. This predictability allows resources to be redistributed from higher-income earners to lower-income earners, who more greatly benefit from public services. Further, the government requires certainty to prevent taxpayers from engaging in tax avoidance strategies that they may not otherwise pursue.

However, recent years have seen a decline in tax certainty, with elements of uncertainty in legislation making it challenging for taxpayers to understand their obligations and accurately determine their liabilities. This situation complicates compliance efforts and planning for taxpayers, increasing the potential for non-compliance which may arise from a lack of understanding rather than deliberate intent.

What causes uncertainty, and how does it impact taxpayers and the tax system?

Uncertainty in the tax system primarily stems from frequently changing laws, static laws that no longer reflect contemporary arrangements or values, retrospective legislation, and varying interpretations by courts and the ATO. This uncertainty imposes significant administrative and compliance burdens on taxpayers, who often require the assistance of tax practitioners to help them navigate their obligations. Practitioners themselves face challenges in providing reliable advice in the face of such uncertainty. At the same time, the ATO can also find it challenging to design effective administrative solutions to help taxpayers within the limits of its resources.

Frequently changing or static tax laws

The frequent amendments to our tax laws contribute to a lack of certainty, undermining the principles of good tax policy. A specific example is the (now recurring) temporary increase of the small business instant asset write-off (IAWO), which has led to confusion and counterproductive outcomes for business investment. For many years, The Tax Institute has recommended a permanent solution that raises the standard IAWO threshold to $30,000 and expands eligibility to businesses with an aggregated annual turnover of less than $50 million (instead of the current amount of $10 million). A permanent solution would reduce uncertainty and enhance investment incentives.

While many tax laws are subject to frequent amendments, many laws have remained static. A good example is the contractor provisions (contained in Div 7 of the Income Tax Assessment Act 1936 (Cth) (ITAA36)) and the employment agency provisions (contained in Div 8 ITAA36) in the Payroll Tax Act 1971 (NSW), which have faced several legal challenges in recent years. These provisions have remained static for more than a decade, raising concerns about their relevance in today’s on-demand and gig economy landscape. Further, in recent years, the courts have adopted a broad interpretation of these provisions that is arguably inconsistent with what was intended by parliament. This has led to, among other things, the classification of general practitioners and optometrists as contractors who fall within the “relevant contract” provisions, Uber drivers as employees of Uber, and the classification of cleaners and security guards as subject to the employment agency provisions, necessitating payroll tax payments.

Retrospective legislation

Retrospective legislation poses another significant challenge as it disrupts the stability and understanding of the law necessary for effective tax planning. In recent years, several laws have been introduced with retrospective effect. Examples include those Acts introducing public country-by-country reporting (the Treasury Laws Amendment (Responsible Buy Now Pay Later and Other Measures) Act 2024), and the Pillar Two rules (the Taxation (Multinational — Global and Domestic Minimum Tax) Imposition Act 2024), which became law on 10 December 2024. Both of these Acts apply retrospectively from 1 July 2024 and 1 January 2024, respectively.

The majority of the recent changes to the thin capitalisation rules also apply retrospectively from 1 July 2023, yet the Treasury Laws Amendment (Making Multinationals Pay Their Fair Share — Integrity and Transparency) Act 2024, containing the measure, received royal assent on 8 April 2024. The enabling legislation to temporarily increase the IAWO threshold for the 2023–24 income year to $20,000 oscillated between the Senate and the House of Representatives for several months until becoming law on 28 June 2024, just two days before year-end. These changes create uncertainty for taxpayers, potentially jeopardising their economic viability and resulting in costly compliance issues. A predictable tax framework is crucial for maintaining Australia’s investment appeal. The Tax Institute is of the view that retrospective legislation should be used only in very limited circumstances and not be used as commonly as it has been in recent years.

Varying interpretations by courts and the ATO

Taxpayers face uncertainty in tax law due to unclear legislative intent, leading to differing interpretations by the ATO and the courts. One key example in this regard is the Full Federal Court’s decision in FCT v Bendel,1 which is contrary to the longstanding position of the ATO that an unpaid present entitlement between a trust and a private company is a loan for Div 7A purposes. The ATO has outlined in an interim decision impact statement, issued on 19 March 2025, that it does not intend to revise its current views until the appeal process is finalised. We note that, on 12 June 2025, the Commissioner was granted special leave to appeal the decision to the High Court of Australia. In the meantime, taxpayers face uncertainty at the end of the 2024–25 income year, as ambiguity now surrounds the correct position. The ATO’s firm stance in the interim decision impact statement has left taxpayers with a dilemma in the meantime — whether to rely on the Full Federal Court’s decision or follow the ATO’s advice. Whatever course of action taxpayers decide to take will have serious and potentially irreversible tax outcomes.

Closing comments

Tax certainty is not merely an esoteric issue for tax professionals or a desirable state of affairs for taxpayers — the ability to rely on the law as it stands in managing our tax affairs is a fundamental pillar of our tax system. By ensuring that laws are certain, taxpayers can clearly understand their tax obligations and the legal consequences of their actions, which makes the tax system more predictable. A predictable system fosters trust, encourages compliance, and ensures Australia’s appeal as an investment destination, thereby promoting economic growth and productivity.

Reference

1 [2025] FCAFC 15.
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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 2025.

Government initiatives

1. Reducing red tape in the tax system

In a media release on 24 September 2025, the Treasurer announced that the government was looking at new ways to cut red tape in the tax system to ease the compliance burden on businesses and to make the economy more productive.

To this end, the government has tasked the Board of Taxation (the Board) to identify ways to responsibly reduce unnecessary compliance burdens and red tape in the tax system. The Treasurer said that this was all about reducing the regulatory and compliance burden across the economy to support productivity growth. The terms of reference for the Board’s review have been published on the Board’s website.

As part of the review, the Board will consult with businesses and the broader community to identify areas of business tax law and administration where there are opportunities for red tape reduction. The Board will look for substantial, material and measurable areas of red tape reduction that directly support productivity.

The Treasurer also announced that Mr Andrew Mills, who has been a member of the Board since 8 December 2023, has been appointed as acting Chair of the Board for a three-month period, effective from 1 October 2025. The Board is a non-statutory advisory body that provides the government with advice on tax policy.

The Commissioner’s perspective

2. Capital raising to fund franked distributions

The Commissioner has released a practical compliance guideline that outlines when the ATO is likely to have cause to apply its compliance resources in relation to the integrity measure in s 207-159 of the Income Tax Assessment Act 1997 (Cth) (ITAA97) (Distributions funded by capital raising) (PCG 2025/3).

The integrity measure is intended to discourage arrangements that feature the raising of capital to fund the payment of franked distributions and the release of franking credits in a way that generally does not significantly change the financial position of the entity. It addresses arrangements that are entered into for a purpose (other than an incidental purpose) and with the principal effect of accelerating the release of franking credits to members of entities in circumstances that cannot be explained by existing distribution practices, and which are typically artificial or contrived. The integrity measure addresses the concerns that were raised in TA 2015/2.

The framework in PCG 2025/3 can be used to understand:

• the level of compliance risk present in an arrangement in relation to the integrity measure, enabling informed decisions being made about the likelihood that there will be ATO compliance action;

• the features of arrangements that the ATO considers present greater compliance risk; and

• the types of documentation that the ATO considers to be relevant when assessing the compliance risk associated with an arrangement.

A taxpayer may be required, or the ATO may ask a taxpayer, to report their risk rating under PCG 2025/3 through the reportable tax position schedule.

3. SMSFs: education directions for contraventions

The Commissioner has issued a draft practice statement that sets out what ATO officers need to consider when deciding whether to give a trustee, or a director of a corporate trustee, of a self-managed superannuation fund (SMSF), an education direction under s 160 of the Superannuation Industry (Supervision) Act 1993 (Cth) (SISA) (PS LA 2025/D2).

PS LA 2025/D2 points out that the ATO is responsible for ensuring that SMSF trustees comply with relevant tax and superannuation laws, as well as dealing effectively with those who fail to do so, and that this role is fundamental in ensuring the preservation of retirement benefits and protecting the integrity of the superannuation system. The ATO’s role also ensures that tax concessions available within superannuation are appropriately targeted towards those who choose to operate within the regulatory framework.

In carrying out this role, the SISA provides a range of compliance options to deal with conduct which has resulted in contraventions of the SISA or the Superannuation Industry (Supervision) Regulations 1994 (Cth). One such option is to give an education direction.

Generally, the giving of an education direction will play an essential role in cases where the person’s lack of knowledge or understanding of their obligations contributed to the contraventions. There are important and positive benefits to giving an education direction, including:

• correcting knowledge gaps which led to past contraventions; and

• improving and refreshing overall trustee knowledge, thereby reducing the likelihood of any future contraventions occurring.

The appropriateness of any additional compliance options that may be chosen will depend on the circumstances of each case and the nature and seriousness of the conduct giving rise to the contraventions. Compliance options that might commonly be used in combination with an education direction include:

• imposing administrative penalties;

• giving a rectification direction; and

• accepting a written undertaking from the trustee to rectify the contravention.

An education direction is a written notice that the ATO gives to a person which, within a specified period, requires them to:

• undertake an approved SMSF trustee education course; and

• provide evidence to the ATO that the course was completed.

A person who is given an education direction must also sign (or re-sign) an SMSF trustee declaration form within 21 days of completing the education course. This is to confirm that they understand their obligations and duties as a trustee of an SMSF.

4. Division 7A: loan guarantees

The Commissioner has released a determination which is to the effect that, for the purposes of the Div 7A provision that is aimed at the possibility of the Division being circumvented by a private company giving a guarantee to another entity for the making of a loan, it is not material what type of entity the other entity is (TD 2025/6).

Under s 109U of the Income Tax Assessment Act 1936 (Cth), a private company is taken to make a payment to a shareholder or an associate of a shareholder (the target entity) for the purposes of Div 7A if:

1. the private company guarantees a loan made by another entity (the first interposed entity);

2. a reasonable person would conclude (having regard to all of the circumstances) that the private company gave the guarantee solely or mainly as part of an arrangement involving a payment or loan to the target entity;

3. another private company (which may be the first interposed entity or another interposed entity) makes a loan or payment to the target entity; and

4. the amount paid or loaned by the other private company to the target entity exceeds that company’s distributable surplus.

TD 2025/6 points out that requirement (1) above (that a private company guarantees a loan made by the “first interposed entity”) does not contain any restrictions on the type of entity that the first interposed entity must be. The first interposed entity need not be a private company and may be any entity (including, for example, a public company bank).

However, while any entity (including a public company) can be the recipient of a guarantee under s 109U(1)(a), the entity making the ultimate payment or loan to the “target entity” must be a private company pursuant to s 109U(1)(c) (see (3) above).

TD 2025/6 states that the ATO recognises that it is common for banks and other financial institutions to seek guarantees from related entities when providing loans to private companies. The ATO will focus the application of compliance resources concerning the application of s 109U to high-risk arrangements that display clearly artificial or contrived elements. For example, this would be the case where, on an objective assessment, one or more of the private companies involved in the arrangement entered into or carried out the arrangement with a view to circumventing Div 7A ITAA36, including through the exploitation of one or more private companies with no distributable surplus.

To avoid doubt, the ATO’s decision to apply compliance resources in this manner:

• only applies in respect of s 109U, with the result that, if the private company which gave the guarantee were to pay an amount to the third-party lender (or to the private company borrower) which results in a deemed dividend arising under another provision in Div 7A, the ATO may have cause to devote compliance resources to applying that other provision; and

• applies regardless of whether the third-party lender is or is not a private company.

Section 109N compliant loans

It should also be noted that the ATO will not have cause to devote compliance resources to the application of s 109U in circumstances where it can be evidenced that a genuine s 109N ITAA36 compliant loan agreement has been entered into.

Recent case decisions

5. Asset betterment assessments

A recent decision of the Administrative Review Tribunal (ART) illustrates the difficulties that a taxpayer faces when seeking to challenge assessments made by the Commissioner on an asset betterment basis (Ahmad and FCT1).

The asset betterment assessments considered in the decision were amended income tax assessments of the taxpayer (an individual) in respect of the four income years ending 30 June 2013 to 30 June 2016 (inclusive) (the relevant years). The Commissioner also issued false or misleading statement administrative penalty assessments (based on recklessness) (the penalty assessments) for each of the relevant years.

The amended assessments and the penalty assessments were raised by the Commissioner at the conclusion of an audit during which the Commissioner formed the view that the taxpayer, who had reported only very modest amounts of income across the relevant years, had not declared the full extent of her taxable income. In the course of the audit, the Commissioner had identified that, during the relevant years, the taxpayer:

• Had controlled a number of bank accounts into which significant funds had been deposited (and thereafter had been used for a range of private expenses and purchases); and

• had increased her overall net assets year-on-year to a degree that could not be explained or could have been funded by the income she reported.

The Commissioner determined that the taxpayer’s taxable income over the relevant years should be increased from $83,891 to $1,651,795, and that the amended assessments and the penalty assessments should be raised in respect of the resultant shortfall. Combined, the amended assessments and the penalty assessments led to an increase of the taxpayer’s taxation liability of more than $1,442,534.

The taxpayer lodged objections to the amended assessments and the penalty assessments in which she broadly claimed that:

• her taxable income across the relevant years was consistent with the returns she had lodged;

• any unexplained deposits in her accounts had been made by her husband, an individual engaged in both organised crime and legitimate business who also directed the family finances and controlled her access to her accounts; and

• to the extent that her husband had paid amounts on her behalf or facilitated loans which were then used to acquire assets, these were amounts that had been gifted to her.

The Commissioner partially allowed the objections which resulted in modest reductions to the taxpayer’s amended taxable income in each of the four years. However, the ART rejected the taxpayer’s primary claims.

Having considered both the oral and documentary evidence before it, the ART was reasonably satisfied that:

• the taxpayer had engaged, over each of the relevant years, in the buying and selling of luxury items, including handbags, of which she kept little or no record;

• many of these transactions were conducted using the Laamaj account (an account in the name of a company through which, inter alia, the taxpayer operated) but may have extended beyond that to cash transactions; and

• the taxpayer had, at least, a degree of access to the Laamaj account such that she was able to use funds held within it (be that either with or without her husband being present at any given time) to undertake transactions involving the buying and selling of luxury items, as well as other private purchases for the benefit of herself and her children.

The ART said that, where the taxpayer submitted that deposits in the Laamaj account were to be treated as income of that entity separately to any income attributable to the taxpayer personally, it accepted that it was indeed a different entity to the taxpayer herself. However, it was a company, on any realistic view of the evidence before the tribunal, that was owned by the taxpayer who also had access to its bank account into which unexplained deposits were made and funds were thereafter used to buy items of a personal and domestic nature and to support her family’s lifestyle.

The ART said that, to be successful in her application, the taxpayer was required to discharge the statutory onus imposed on her which required her to establish not only that the amended assessments were excessive, but also what they should be. Put another way, it was not good enough for the taxpayer to simply show the tribunal that the amounts the Commissioner had arrived at in calculating her revised taxable income were wrong — she must go further and establish, on the balance of probabilities, the true extent of her income for each of the relevant years.

The ART said that, in relation to the penalty assessments, the taxpayer was required to demonstrate that either no false or misleading statements were made to the Commissioner that resulted in a shortfall of tax, or, if she accepted that such statements may have been made, that they were not made by the taxpayer being reckless as to the operation of a tax law. The penalty assessments might also be the subject of remission, in whole or in part, if the ART could be satisfied that it was appropriate in the circumstances to do so.

After considering the issues, the ART determined that the taxpayer had been unable to establish those matters in relation to either the amended assessments or the penalty assessments and that there was no basis for any remission of the latter.

Tax agent issues

Where a registered tax agent is preparing an income tax return for a taxpayer in circumstances similar to those of the case noted above, issues will arise for the tax agent where the tax agent suspects that the taxpayer has not been forthcoming in relation to relevant matters. It is suggested that it would be of considerable assistance if the Tax Practitioners Board were to issue guidance on the issues.

6. Caution: appeal pending

The Tax Practitioners Board (the Board) is appealing to the Federal Court from the recent decision of the ART in which the tribunal reduced the sanctions imposed by the Board on an individual tax agent and an associated company tax agent from terminations to cautions.

That decision is Auz Taxation Pty Ltd and Tax Practitioners Board2 and was considered in the Tax Tips column of the October 2025 issue of the journal (vol 60(4), p 166).

It may be noted that, for an appeal to the Federal Court from a decision of the ART to be competent, the appeal must be on a question of law.3 This means that the basic issue on an appeal will be whether the ART’s decision involves a question of law. Further, even if a question of law can be identified, any decision of the Federal Court on the appeal would be unlikely to resolve the issues because of the practical limitations on the jurisdiction of the court in a case involving the exercise of an administrative discretion.

TaxCounsel Pty Ltd

ACN 117 651 420

References

1 [2025] ARTA 1907.

2 [2025] ARTA 1711.

3 S 172 of the Administrative Review Tribunal Act 2024 (Cth).
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Tax Tips

by TaxCounsel Pty Ltd

Reasonable care: TPB code of conduct

There are two important Code of Professional Conduct principles which rely on the concept of “reasonable care”.

Background

The Code of Professional Conduct (the Code) prescribed for registered tax practitioners by Div 30 of the Tax Agent Services Act 2009 (Cth) (TASA)1 has, since its enactment, contained two principles that rely on the concept of “reasonable care”.

The two Code principles that are specifically related to reasonable care are contained in the following subsections of s 30-10 TASA:

“(9) You must take reasonable care in ascertaining a client’s state of affairs, to the extent that ascertaining the state of those affairs is relevant to a statement you are making or a thing you are doing on behalf of the client.

(10) You must take reasonable care to ensure that taxation laws are applied correctly to the circumstances in relation to which you are providing advice to a client.”

For convenience, these principles may be referred to as “reasonable care: the facts” (see s 30-10(9) above) and “reasonable care: the law” (see s 30-10(10) above). Neither of these principles has been amended since their enactment and neither has been considered by the courts or the Administrative Review Tribunal (ART).

It must, however, be kept in mind that the Code has otherwise undergone substantial change, particularly in recent times, and that the Code should be construed and applied holistically.

TASA consequences of breach

If a registered tax practitioner has not taken reasonable care in ascertaining a client’s state of affairs under Code item 9 or has not taken reasonable care to ensure that the tax laws are applied correctly, the Tax Practitioners Board (TPB) may find that the registered tax practitioner has breached the Code and may impose sanctions for the breach.2

If a registered tax practitioner breaches the Code, the TPB may impose are one or more of the following sanctions:3

• a written caution;

• an order requiring the registered tax practitioner to do something specified in the order;

• suspension of the registered tax practitioner’s registration; and/or

• termination of the registered tax practitioner’s registration.

In addition, the same conduct which may amount to a failure to take reasonable care under Code item 9 or Code item 10 could constitute a breach of another Code item or one of the civil penalty provisions in the TASA. For example, s 50-20 TASA makes it an offence for a registered tax practitioner to make false, misleading or reckless statements to the Commissioner. Also, s 50-30 TASA creates an offence in relation to the signing of declarations in certain circumstances, unless the registered tax practitioner takes reasonable steps to ensure the accuracy of the document.

It is also important to note that the potential consequences of a breach by a tax practitioner of one or other of the reasonable care Code principles are not confined to the consequences that are prescribed by the TASA. For example, a failure by a registered tax practitioner to take reasonable care would often mean that the tax practitioner was negligent and this would open up the possibility that a client who or which is adversely affected by the practitioner’s failure to take reasonable care would have recourse against the tax practitioner for negligence.

The TPB has issued an information sheet on each of the reasonable care principles: TPB(I) 17/2013 (reasonable care: the facts) and TPB(I) 18/2013 (reasonable care: the law).

Reasonable care: the facts

It is pointed out in TPB(I) 17/2013 that the duty to take reasonable care is a well-established feature of the common law in Australia. While Code item 9 requires registered tax practitioners to take “reasonable care” in ascertaining a client’s state of affairs, the Code does not extend the common law duty of registered tax practitioners to take reasonable care. However, it does establish an additional range of possible statutory consequences under the TASA.

TPB(I) 17/2013 states that the standard of “reasonable care” generally required of a registered tax practitioner is that of a competent and reasonable person, possessing the knowledge, skills, qualifications and experience that a registered tax practitioner is expected to have, in the circumstances.

The obligation to take reasonable care does not mean that the care taken needs to be perfect or to the highest level of care possible. It is sufficient that the registered tax practitioner acts in a way that is consistent with how a reasonable person, possessing the required knowledge, skill and experience of a registered tax practitioner, objectively determined, would act in providing tax practitioner services.

On the other hand, if the information supplied by a client does not seem credible (in accordance with how a competent and reasonable person, possessing the knowledge, skills, qualifications and experience of a registered tax practitioner, objectively determined, would perceive the information) or appears to be inconsistent with a previous pattern of claim or statement, further enquiries would be required, having regard to the terms of the engagement with the client.

In such situations, taking reasonable care would mean that a registered tax practitioner would need to ask questions of their clients or examine the client’s records, or both, based on a reasonable registered tax practitioner’s professional knowledge, skills and experience in seeking information. The requirement to take reasonable care relates to the services that are to be provided and is therefore subject to the agreed terms of the engagement with the client.

TPB(I) 17/2013 states that the terms of the engagement with the client may arise from a variety of sources, including a letter of engagement, an email, telephone communication or face-to-face visits. The terms of the engagement will determine the scope of the engagement between the registered tax practitioner and their client, and adherence to these terms will usually be the first step towards showing that reasonable care has been taken.

The TPB considers that a written agreement between a registered tax practitioner and their client that sets out the terms and conditions of the arrangement between the parties is prudent. An engagement letter is likely to be a simple way to assist a registered tax practitioner to comply with their obligations under the Code and to define the obligations of both parties.4

TPB(I) 17/2013 states that some of the factors that may impact on the steps required to take reasonable care under Code item 9 include:

• the terms of the engagement between a registered tax practitioner and their client;

• the complexity of the transaction;

• the client’s circumstances, including their level of sophistication (such as a large client with in-house tax teams and specialists); and

• the nature of any pre-existing relationship between the registered tax practitioner and their client.

TPB(I) 17/2013 sets out a number of examples that illustrate the general application of Code item 9. In all cases, consideration needs to be given to the specific facts and circumstances, as well as to the tax laws as applied to the facts.

Reasonable care: the law

Similarly to the position in relation to reasonable care in relation to the facts (see above), TPB(I) 18/2013 states that, in the context of reasonable care in relation to the law, the standard of “reasonable care” generally required of a registered tax practitioner is that of a competent and reasonable person, possessing the knowledge, skills, qualifications and experience that a registered tax practitioner is expected to have, in the circumstances.

TPB(I) 18/2013 refers to the fact that the Accounting Professional & Ethical Standards Board has stated5 that professional competence and due care is a fundamental principle that members must comply with. This principle requires a member “to maintain professional knowledge and skill at a level required to ensure that a client or employer receives competent professional services … and act diligently in accordance with applicable technical and professional standards”. This requires, among other things, the exercise of sound judgment when applying professional knowledge and skill in the performance of such a service.

TPB(I) 18/2013 also points out that Code item 10 requires registered tax practitioners to take “reasonable care” to ensure the correct interpretation and application of the law. An incorrect interpretation and application of the law, therefore, may not necessarily amount to a failure to take reasonable care for the purposes of the TASA.

If, on the other hand, the registered tax practitioner applied the tax laws incorrectly to the circumstances of a client and, in doing so, did not take reasonable care to determine the correct tax treatment in the circumstances, it would be likely that the registered tax practitioner would be in breach of Code item 10.

TPB(I) 18/2013 states that there is no set formula for what it means to take reasonable care in any given situation. However, it may include the registered tax practitioner referring to some or all of the following to ensure that they apply the tax laws correctly to their client’s circumstances:

• legislation and related extrinsic material (for example, explanatory memoranda to Acts);

• case law;

• rulings and determinations issued by the Commissioner on the topic in question;

• the Commissioner’s instructions in documents such as income tax returns, BAS returns, fact sheets and practice statements;

• any other guidance material published by the ATO, including on its website;

• information published or provided by a recognised professional association or other relevant regulatory agency;

• publications, information, advice or commentaries published by other experts, registered tax practitioners or specialists;

• another registered tax practitioner or a legal practitioner who has the ability and expertise to provide advice on tax laws; and/or

• relevant training material.

The explanatory memorandum to the Bill that on its enactment became the TASA points out that one method of clarifying the application of a relevant law is to seek a private ruling from the ATO which is binding on the Commissioner but not the taxpayer. However, there is no obligation for the taxpayer to act in accordance with the ruling.

The requirement to take reasonable care relates to the circumstances to which the registered tax practitioner is providing advice to their client and is therefore subject to the agreed terms of the engagement with the client. As noted above, the TPB considers that a written agreement between a registered tax practitioner and their client that sets out the terms and conditions of the arrangement between the parties and is appropriately reviewed when relevant circumstances change is prudent.

In all cases, whether or not a registered tax practitioner has taken reasonable care for the purposes of Code item 10 will be a question of fact to be determined by examining all of the circumstances of a particular situation.

Reasonable care and administrative penalties

There have been several court decisions on whether a taxpayer has taken reasonable care in relation to establishing a reasonably arguable position for the purposes of the administrative penalties imposed by the Taxation Administration Act 1953 (Cth) (and formerly under the Income Tax Assessment Act 1936 (Cth)).

In that context, Finn J said in R & D Holdings Pty Ltd v DCT6 that reasonable care encompassed the need for the taxpayer, or its advisers who are reasonably relied on, to positively refer to the applicability of the law in question to the taxpayer’s circumstances and actually to form a reasoned view on the matter.

It may be noted that the views of the Commissioner on the meaning of “reasonable care” in the context of the administrative penalty provisions that apply to false or misleading statements made by a taxpayer are given in MT 2008/1, and it is of interest to refer to the following points made by the Commissioner in the ruling:

• the reasonable care test requires an entity to take the same care in fulfilling their tax obligations that could be expected of a reasonable ordinary person in their position. This means that, even though the standard of care is measured objectively, it takes into account the circumstances of the taxpayer;

• judging whether there has been a failure to take reasonable care turns on an evaluation of all of the circumstances surrounding the making of the false or misleading statement to determine whether a reasonable person of ordinary prudence in the same circumstances would have exercised greater care;

• although the concept of “reasonable care” is not defined, the expression has a long history of usage in the context of tort law. A failure to exercise reasonable care in relation to conduct causing harm is central to proving negligence;

• in proving negligence under the common law, the benchmark standard of care demanded of a person subject to a duty of care depends on what a reasonable person of ordinary prudence would have done, or would not have done, in response to a foreseeable risk of injury. This involves the application of an objective test, generally without regard to the personal characteristics or idiosyncrasies of the person whose conduct is in question. To this extent, there is a difference between the test for proving negligence and determining whether reasonable care is shown in complying with tax obligations which does have regard to an entity’s particular circumstances, including their knowledge, education, experience and skill;

• because an objective test applies to determine whether reasonable care has been taken when making a statement to the Commissioner, the actual intentions of the entity are not relevant; and

• “reasonable” does not connote the highest possible level of care or perfection.

When applying these points in the context of the reasonable care principles of the Code, it should be noted that the Code is concerned with the conduct of a registered tax practitioner. For example, it is suggested that the reference to a reasonable person of ordinary prudence would need to be read as a reference to a reasonably competent registered tax practitioner.
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Reaching for the stars

The recipient of the 2025 CTA3 Advisory Dux Award reflects on her journey to receiving the CTA designation.
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	Carrie Tan, CTA

Senior Tax Adviser
Ventia Services Group, Sydney





As a child, Carrie dreamed of space exploration. Today, she navigates the complex universe of tax law with the same curiosity and precision. And her achievement as Chartered Tax Adviser (CTA) dux of 2025 proves that she has reached for the stars in her own extraordinary way. “I wanted to be an astronaut,” she reflects. While her path led elsewhere, earning the CTA3 Advisory dux distinction shows that Carrie has transformed under pressure into a true diamond of the profession.

Carrie’s achievements as a senior tax adviser at Ventia Services Group, recently earning her CTA accreditation and being a three-time dux, prove that, with dedication and reaching for the stars, you can achieve it all. Having studied a Bachelor of Commerce degree at UNSW, Carrie saw an opportunity to expand her skillset and spread her wings in the tax world.

We were curious about what drives Carrie’s passion for working in tax. She told us that, when working with SME clients, she gets to see how tax principles apply in the real world. “What I find most engaging about tax is how it is always changing. It evolves with the world which means there is always something new to learn and a new problem to solve. I enjoy the challenge of working through these complex issues to find an optimal solution,” she explains.

But it’s the problem-solving aspect that truly energises her. “I take pride in solving complex problems and contributing to the growth and success of Ventia,” Carrie says. “I enjoy the challenge of taking a difficult tax issue and breaking it down into manageable components to find practical solutions,” she concludes.

The CTA is a highly regarded designation in the tax world and Carrie knows this. “I decided to become a CTA to deepen my tax technical expertise and formalise my commitment to the tax profession.”

Being the driven individual she is, Carrie embarked on the demanding CTA journey in August 2023, skilfully balancing a full-time job and family responsibilities. Her commitment to excellence has been unwavering. Not only has she received a high distinction for every subject that she studied with us, she has also achieved dux three times: first in 2023 for ATL004 CTA2B Advanced, then for Tax for Trusts, and now for CTA3 Advisory. Her academic momentum continues to build. After graduating with us from the Graduate Diploma of Applied Tax Law in April, she recently completed CommLaw 3, cementing her powerhouse tax skills.

Speaking to Carrie at The Tax Summit, we could tell that she was ambitious, humble and personable, and we wanted to know what the CTA designation meant to her. “Receiving the CTA2B Advanced, the Tax for Trusts, and the CTA3 Advisory Dux Awards was a great honour but it is not just about getting a qualification. Rather, it represents my ongoing dedication to the tax profession and a reminder to always strive to do my best. This achievement reinforces my commitment, and it is a privilege to be able to be among a group of highly respected tax professionals in Australia.”

We wanted to understand what made Carrie’s experience of studying with The Tax Institute so successful. For her, it was the program’s practical focus that set it apart. “The best part was the high quality of the module materials and the program’s focus on practical application. The CTA program is not about memorising and regurgitating tax laws; it is about learning how to apply them to real situations which is what a tax adviser does daily,” she explains.

It was also the CTA program’s structure that particularly impressed her. “I particularly enjoyed that it covered a wide range of tax topics, while also providing you with the opportunity to specialise in a specific tax topic in CTA3. I appreciated that the program was structured well and manageable alongside my full-time job,” she notes.

When we asked Carrie about her aspirations, her ambition was clear: “I want to become a senior tax professional, leading to more doors opening for me with more challenging opportunities. I aim to become a tax technical expert and to one day become a strategic business partner, contributing to financial decisions from a tax lens.” Given her stellar determination, we have no doubt that she will get there. Her journey to CTA dux is just the beginning of what promises to be an exceptional career trajectory.
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Member Spotlight

Networking and public speaking in SA
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Thomson Geer





George Hodson is a Partner at Thomson Geer and has been a member of The Tax Institute since 2008. He is the Chair of the South Australian State Council.

How did you get started in tax?

By accident! I had moved back to Australia from Canada in 2007 and one of my friends worked at a law firm that was then known as Thomson Playford (which is now Thomson Geer). He encouraged me to go for a role there — which I only later found out was because he was getting a referral bonus!

This was pre-GFC, and jobs were more plentiful. So, I think it was right place, right time for me. They basically hired me on the spot. At the time, I thought I would give it a go for a while and then move on to something else, but it has been nearly 18 years.

It’s so interesting how many people find tax by accident. What made you stay in tax?

I always liked problem-solving as a kid — puzzles, things like that. I found tax was a one of those areas where problem-solving is front and centre. If you’re getting questions, it’s likely because pretty smart people don’t already know the answer. Which means the answer is rarely straightforward.

Working in tax (at least for a lawyer) is also not repetitive in ways that other areas of law may be. Some other practice areas might do very similar things all the time, whereas the work I do is completely unpredictable, which I have always enjoyed.

What do you do when you’re not working?

Emily and I have three kids aged from 1 to 6, a dog and a bunch of chickens, so life is busy. Ideally, I’d like to say fishing and sport, but that is now more ancillary than what it was before children! We have 10 chickens, but they’re all different types of breeds because the kids chose them. So there’s a smattering of normal chickens and then there’s these other, quite exotic ones.

Can you tell me about the impact the Institute has had on your career?

The Tax Institute has helped me to develop my profile quite rapidly. I initially received quite a lot of advice from partners at Thomsons and professionals outside of the firm to get involved in attending Tax Institute events and presenting where possible. Presenting is an effective way to build a profile in areas you might be interested in.

The Tax Institute is very good at giving that platform and opportunity to young practitioners. I remember I got an opportunity to present at the National Tax Convention when I must have been around 30.

Presenting is a good opportunity for people to get to know some of my practice areas. The amount of phone calls that I have had from people over the years who would say that they had seen me at an event or read a paper I’d written — when I’ve never met these people — is quite surprising.

You’re now Chair of the SA State Council. How did that come about?

I joined a technical committee about 12 or so years ago and once you’re on one committee, you get pulled onto others!

I’ve been on the Barossa Organising Committee on and off and I’ve been on the SA State Council for a number of years. That’s just a natural evolution of going from one committee to the other and trying to help the local tax community.

It’s good to be involved in organising events and getting an understanding of what people in the tax community want. If we can get that right, then people are going to rock up at events, people are going to meet more people, and more opportunities come from that for everyone.

As State Chair, what are you hoping to achieve for SA in the future?

The number one thing I want to do is boost engagement of our younger cohort in SA.

As State Chair, I want to make sure that younger members of the profession continue to get the same opportunities that we did. I once asked a barrister I was working with (who now happens to be a High Court judge!) why he had agreed to present at an event session and he told me he thought it was important to give back, as he wouldn’t have gotten to where he was if other people hadn’t done the same for him. I share this sentiment entirely.

To read George’s full story, click here.



[image: Illustration]


Corporatising the family farm

by Frederick Mahar, CTA, Managing Principal, FM Mahar & Associates, and Karen Goodfellow, CTA, Principal, Goodfellow Tax Advisory


This article looks at some of the opportunities and challenges, from a tax perspective, presented by restructuring a family run primary production business into a corporate entity. It starts by looking at why a non-corporate structure might be no longer fit for purpose and hence why introducing a corporate entity may be worth considering. The article then goes on to explore, through an agribusiness lense, some of the roll-overs and concessions that one may be able to avail themselves of to perform a restructure in the most tax-effective manner possible — in particular, the small business restructure roll-over in Subdiv 328-G of the Income Tax Assessment Act 1997 (Cth) (ITAA97), the small business CGT concessions in Div 152 of the Income Tax Assessment Act 1936 (Cth), the roll-over to a wholly-owned company in Subdiv 122-A or 122-B ITAA97, and the trading stock election available in s 70-100 ITAA97 for reconstitution of partnerships.



Overview

In 2017 (the most recent publicly available statistics we could find), there were approximately 132,000 farm businesses in Australia, 99% of which are Australian family owned and operated.

There often comes a time in the lifecycle of the family farming business when it outgrows its existing ownership structure and its owners (ie family members), together with their advisers, consider moving some, or all, of the assets of the business to a corporate environment.

Restructuring the family farm into a corporate environment involves a number of considerations and multiple steps. The questions you will likely need answers to include, but are not limited to, the following:

• How is the ownership of farm land structured now?

• How is the ownership of the farming business structured now?

• Why is the business growing and will it keep growing?

• What are the family’s long-term succession plans?

• How will tax rates play a role?

• How will the need to retain profits impact structure design?

• How will the family access cash flow for personal needs?

• How will control be passed?

This article will consider the following issues:

• managing (which is to say “minimising”) the tax fallout from moving assets from an existing ownership structure to a company, including:

• the income tax consequences of transferring trading stock (livestock and/or standing crops);

• the balancing adjustment consequences of transferring depreciating assets; and

• the CGT consequences of transferring the farm land and/or other CGT assets used in the farming business;

• eligibility for, and choosing between, the various roll-overs, concessions and relief that are potentially available for such a restructure;

• preparing for the restructure, ie tidying up balance sheets, dealing with related party loans, identifying the assets to be taken across and those that should perhaps “stay behind”; and

• how to best access business profits, post-restructure, to fund private expenditure.

Why is your current structure not suiting you well?

Given the costs and effort involved in restructuring, one presumably would consider doing so only if the current structure was no longer serving the needs of the business. As they say, “if it ain’t broke, don’t fix it”!

So why might your current structure be “broken”? In an agribusiness context, this most often happens when the farming operations are rapidly growing in size and scale and taxable profits are increasing accordingly (a good problem to have in most cases).

A non-corporate structure is generally ill-suited to a rapidly scaling business where profits need to be retained to reinvest in farming assets, such as expensive plant and equipment, replacement livestock or even to acquire new land, for the following reasons (this is not an exhaustive list):

• there is a point at which the effective individual tax rate exceeds the company tax rate(s), resulting in a larger than necessary slice of the profits being “lost” in the form of tax;

• the need to achieve asset protection for after-tax profits reinvested in the business. As trusts are tax flow-through vehicles, there is effectively an obligation to create present entitlements at the end of each year to all of a trust’s distributable income. Even if not paid out, obligations to the relevant beneficiary have been created that are exposed in the event of death or bankruptcy; and

• attempts to cap the rate of tax on retained profits at the company rate by distributing to a corporate beneficiary have become enormously complex and uncertain in light of the Commissioner’s views in TD 2022/11 and unresolved (at the time of writing) litigation in the case of FCT v Bendel.1

Operating the family farm through a private company

Having determined that operating the family farm through a partnership of individuals or a trust is no longer fit for purpose, we can now turn our minds to the consequences of moving it into a company.

What does holding the farming assets in, and operating the farming business through, a company offer that the existing structure does not? And what are some of the consequences of doing so — positive and negative?

The basics of running a business through a private company

Unlike a flow-through entity, such as a partnership or trust, a private company is a separate taxpayer that is taxed on its taxable income at one of two rates. For most private companies carrying on a business of primary production, this will be the base rate entity of 25% (unless the company has an aggregated turnover for the year in excess of $50 million, in which case it will be 30%). When company profits are distributed to shareholders by way of dividend, shareholders are entitled to a franking credit in recognition of the tax already paid by the company, which will either limit the tax to be paid by the shareholder on their dividend income to top up tax or result in a refund to the shareholder of tax paid by the company.

For growing agribusiness enterprises, the use of a well-planned corporate structure can have quite significant advantages, including:

• capping the effective tax rate at 25% (or 30% for businesses in excess of $50 million in turnover);

• keeping a separation between the agribusiness entity and the individual owners;

• providing flexibility when considering the passing of control to the next generation.

• a company is a more accepted and understood operating structure for customers, suppliers and banking institutions than a trust vehicle;

• a company better facilitates an independent board of directors to oversee the running of the business. A board of directors allows for the drawing in of differing expertise and experience;

• a company provides a simpler mechanism for reinvestment of trading profits to fund working capital and/or business expansion by way of profit retention and formulated dividend policy; and

• a company better facilitates a whole or partial future sale to an arm’s length third party.

The drawbacks of operating through a company

As they say, “there’s no such thing as a free lunch”. And this is true of benefiting from the lower corporate tax rate and the other advantages of operating through a company listed above — there are trade-offs to be made:

• one of the main disincentives to holding assets in a company is the fact that companies are not eligible for the CGT discount. This, of course, is an issue only for capital gains on assets that are not otherwise dealt with in the tax system (the main examples of those being trading stock and depreciating assets), most notably land and business goodwill. For farming businesses with no goodwill, this will be of no concern. As for land, it may be appropriate to hold the farm land outside the corporate environment so as to retain the CGT discount on what may be the only valuable CGT asset used in the business;

• another disincentive might be the need to access funds to pay down debts (eg for land acquisition) that are held outside of the company. This issue is discussed in a little more detail below;

• some of the tax concessions designed to assist the farming sector (most notably primary production income averaging and farm management deposits (FMDs)) are available only to individual taxpayers who conduct farming businesses, or individual partners in a partnership and individual beneficiaries in a trust that conducts a farming business. Individual shareholders in a company are not able to access primary production averaging or FMDs even if the company is conducting a primary production business;

• triggering a “disentitling event” — where an individual or a trustee has made an election under either of Subdiv 385-E (Primary producer can elect to spread or defer tax on profit from forced disposal or death of livestock), Subdiv 385-F (Insurance for loss of livestock or trees), or Subdiv 385-G (Double wool clips) of the Income Tax Assessment Act 1997 (Cth) (ITAA97), and subsequently ceases to carry on a primary production business to which the election relates, the remaining amount(s) under the election will be required to be included in assessable income in the year of the disentitling event;2 and

• exposure to the complexities and compliance overheads of Div 7A of the Income Tax Assessment Act 1936 (Cth) (ITAA36).

Accessing cash flow to meet private expenses

As noted above, a company is a separate taxpayer which pays tax on its own taxable income. Notwithstanding the common misconception of many of your clients, the company’s money is not theirs to spend as they please — at least not without paying tax on it. It follows that, to enable family members to meet lifestyle and other private expenses, the company must “distribute” funds to those family members in some way.

The options for accessing cash flow from a private company to meet private expenses are as follows:

• salary and wages;

• dividends;

• shareholder loans/drawings; and

• rent on land held in personal names.

Salary and wages

Salary and wages are obviously taxed at marginal rates in the hands of the relevant “employee” (family member), and are deductible to the company paying them. They are therefore a very straightforward way to extract funds from the family farming business operated through a company. However, there are a number of additional costs associated with “employing” family members in the family farm, such as the obligation to make superannuation guarantee contributions, payroll tax and WorkCover premiums.

Dividends

A company can distribute its profits to shareholders in the form of dividends. Dividends are assessable income of the shareholder (s 44) and taxed at their marginal rate of tax, subject to a tax offset equal to any franking credit(s) attached to the dividend. If tax payable by the shareholder is less than the franking credit, they will be entitled to a refund. However, top up tax will be payable if tax payable by the shareholder on the dividend is greater than the franking credit.

Care should be taken when declaring dividends to ensure that sufficient franking credits are available to frank the dividend.

Shareholder loans

Shareholder loans are a popular way for ultimate owners to access funds from the company. However, loans from private companies to shareholders or associates of shareholders will give rise to deemed dividends under Div 7A if not managed properly. The payment of dividends at year end to clear out loan balances is a very common way to do this. However, where the borrower is not a shareholder but an associate of a shareholder, dividends are not an option. Salary or some other assessable amount that the company is obliged to pay to the borrower will have the same effect, however.

Rent for use of farm land held in personal names

For various reasons, it may be appropriate to keep the farm land separate from the farming business being conducted by the company. Where that is the case, having the company pay rent for use of the land is an effective way for the land-owning family members to access business profits for personal needs. Like salary, such amounts will be deductible to the company and assessable to the recipient. However, the on-costs that come with having family members on the payroll are not triggered.

Farm management deposits

If moving a farming business to a corporate environment where FMDs are involved, consideration will need to be given to the ongoing status of those deposits and how to manage the tax consequences that ensue.

FMDs are available only to those individuals who are in receipt of primary production income or trust distributions that are sourced from a primary production activity.3 It follows that, when the new operating vehicle is a private company, the FMD deposits of the transferor individuals or trust will cease to be defined as FMDs. This is taken to happen 120 days after the taxpayer ceases to be in receipt of the primary production income and the (previously) FMDs will be deemed to have been withdrawn at this time.4

This begs the question: how do primary producers effectively and efficiently withdraw FMDs without causing excessive primary tax incidence in the year(s) of withdrawal?

One course of action may be to enter into a share farming arrangement with the view that the retiring primary producer “tops up” their income by gradually drawing down on their FMD in a way and at a pace that allows for their primary tax position to be managed, subject to the following:

• while using the FMD withdrawals to make deductible superannuation contributions is one means by which this can be achieved, if the move to a corporate environment has been triggered by a desire to pass control to the next generation, the holders of the FMDs are often at an age where: they are not overly interested in making concessional superannuation contributions; they are quite cynical of the superannuation industry generally; and even if they are open to it, they will be limited to their respective unapplied unused concessional contributions cap;5

• consideration needs to be given to the effect on an individual’s primary tax position of the long-term averaging provisions,6 ie whether the primary producer should consider opting out of the primary production averaging regime altogether, and if so, what that will look like;7

• another matter to consider is the degree of control and direction of the original farmer in respect of the proposed share farming arrangement. That is, if the original farmer moves into a predominantly passive role, arguably, the share farming income will be akin to income from property rather than actual primary production income; and

• the final (serious) matter to consider relates to the death of an individual holding any FMD(s). An FMD is deemed to have been repaid on the death (or bankruptcy) of an individual in accordance with s 393-10(4) ITAA97!

How to corporatise the family farm

Having made the decision to move some or all of the agribusiness assets to a company, or companies, the question then becomes how to do so tax effectively. This article will consider the pros, cons and “how-tos” of the following restructuring pathways into a corporate environment:

• using the small business restructure roll-over in Subdiv 328-G ITAA97;

• “selling” the assets of the business across and applying the small business CGT concessions in Div 152 ITAA97 to reduce or eliminate the capital gain;

• electing to apply roll-over relief in Subdiv 122-A ITAA97 for the transfer of assets between an individual, a trust or a partnership to a wholly owned company; and

• interposing an interim partnership between the transferor and transferee company.

Before we start

Before getting into the detail of the various roll-overs and concessions that one might avail themselves of in order to move into a corporate environment, there are a number of points that should be borne in mind that are relevant to the farming sector in particular:

• one of the primary objectives of restructuring a farming business into a company is often/generally to plan for succession to subsequent generations. This is usually a more complex exercise than simply transferring the business as a whole from the existing owners to a company in which the shares are held by those individuals. As such, a combination of roll-overs and/or concessions is often called for;

• unlike the “average” non-agricultural business where the difference in book value and market value of depreciating assets and trading stock is quite probably minimal, taxpayers carrying on a farming business will likely face significant tax issues when looking to transfer those assets. This will require solutions that are seldom seen in the non-agricultural sector;

• given that the most valuable asset involved in a farming business, by some measure, will be the land on which the farming business is carried on, the CGT issues raised by transferring its ownership are likely significant. Often the land has been in the same hands for many years, and therefore carries with it a large latent capital gain. Or it might even be pre-CGT, a valuable attribute that is not to be trifled with. It is for this reason (among others) that it may be appropriate to leave the land out of the restructure entirely, or at least to deal with it separately; and

• while this article is concerned with corporatising the family farm, it is not restricted to moving the family farm into a company. In fact, in some circumstances, it may be appropriate to involve more than one company in the ongoing structure. For example, if one of the drivers behind the restructure is to pass control to, say, three siblings, it may be appropriate to transfer the business to three companies to be conducted in partnership. Again, it bears repeating, this discussion is not a case of “one size fits all” — in terms of designing the target structure or the assets that will be taken across, and, last but not least, in terms of which roll-over/concession (or roll-overs/concessions) to apply.

Small business restructure roll-over

From 1 July 2016, small businesses have been provided with a new roll-over for gains and losses arising from the transfer of CGT assets, trading stock, revenue assets and depreciating assets as part of a restructure of a small business.

How it works

Subdiv 328-G will provide an optional roll-over where a small business entity transfers an active asset of the business to another small business entity as part of a genuine business restructure, without changing the ultimate economic ownership of the asset.

The tax cost/s of the transferred asset or assets is rolled over from the entity that transferred the asset or assets (the transferor) to the entity to which the asset or assets are transferred (the transferee). This is achieved by providing that, for the purposes of applying the income tax law:

• the transferor is taken to have received an amount which approximates the “tax cost” of the asset to them (that is, the amount the income tax law recognises as the transferor’s cost); and

• the transferee is taken to have acquired each asset for the amount that equals the transferor’s tax cost for the asset just before the transfer.8

What you need to know

The key points to note about the small business restructure roll-over include:

• the roll-over is available for asset transfers taking place on or after 1 July 2016;

• the roll-over can apply to CGT assets, depreciating assets, trading stock and/or revenue assets;

• the roll-over is optional and can be applied on an asset-by-asset basis;

• the transfer of the asset must be, or must be a part of, a genuine restructure of an ongoing business (discussed further below);

• each party to the roll-over must be a small business entity (or affiliated with a small business entity, connected with a small business entity or a partner in a partnership that is a small business entity) for the year in which the transfer occurred;

• ultimate economic ownership in the asset must be maintained (discussed further below);

• the roll-over will not apply to a transfer to or from an exempt entity or a complying superannuation entity;

• to ensure that the asset transfer does not trigger any other income tax consequences, such as a deemed dividend under Div 7A, a “tax neutral” rule has been introduced which “switches off” the application of existing income tax law. However, any FBT, GST and/or stamp duty consequences of the transfer will remain — the new rules do not provide any relief against a tax liability in those areas;

• for the purpose of determining eligibility for the 15-year CGT exemption for small businesses, the transferee will be taken as having acquired the asset when the transferor acquired it, ie the transferor’s ownership period will be counted towards the 15 years;

• by contrast, for CGT discount purposes, the 12-month time period for CGT will re-start on transfer — the transferor’s ownership period will not be counted. This is to avoid the roll-over being used to transfer assets from a non-discount eligible entity (usually a company) to an entity that is entitled to the discount shortly before sale of the asset. Keep in mind, however, that the roll-over can be used to access the discount for a gain that effectively accrued to a company by transferring the business to a discount-eligible entity at least 12 months prior to sale (provided it can be shown that the transfer is part of a genuine restructure or the safe harbour can be used); and

• roll-over relief is available for depreciating asset pools.9

Genuine restructure. To be eligible for the roll-over, the transfer of the asset must be, or must be a part of, a genuine restructure of an ongoing business.

In the words of the explanatory memorandum to the Bill that introduced Subdiv 328-G (the Tax Laws Amendment (Small Business Restructure Roll-over) Bill 2016), whether a restructure is “genuine” is a question of fact that is determined having regard to all of the facts and circumstances surrounding the restructure.

Examples listed in the explanatory memorandum of factors that would indicate a genuine restructure include:

• it is a bona fide commercial arrangement undertaken to enhance business efficiency;

• the business continues to operate following the transfer, through a different entity structure but under the same ultimate economic ownership;

• the transferred assets continue to be used in the business;

• the restructure results in a structure likely to have been adopted had the business owners obtained appropriate professional advice when setting up the business;

• the restructure is not artificial or unduly tax driven; and

• it is not a divestment or preliminary step to facilitate the economic realisation of assets.

Refer to LCG 2016/3 which discusses the features that, in the Commissioner’s view, indicate that a restructure falls within the scope of genuine restructure, and those features that indicate that the restructure falls outside.

Safe harbour. Presumably due to the nebulous nature of the requirement that the transfer be a “genuine restructure”, a safe harbour rule is included to provide certainty to taxpayers.10

A small business will be taken to satisfy the requirement that the transaction is, or is a part of, a “genuine restructure” of an ongoing business where, for three years following the roll-over:

• there is no change in the ultimate economic ownership of any of the significant assets of the business (other than trading stock) that were transferred under the transaction;

• those significant assets continue to be active assets; and

• there is no significant or material use of those significant assets for private purposes.

What qualifies as a “significant asset” for these purposes is a question of fact according to example 9 in LCR 2016/3.

If a small business does not meet the requirements of the safe harbour, it can still access the roll-over by satisfying the general principle that the transaction is, or is a part of, a genuine restructure of an ongoing business.

Ultimate economic ownership. To be eligible for the roll-over, the transaction must not have the effect of changing the ultimate economic ownership of transferred assets (ie the individuals who, directly or indirectly, beneficially own the asset) in a material way. Points to note include:

• if there is more than one individual who is an ultimate economic owner of an asset, the same proportionate ownership in the asset must be maintained; and

• an “immaterial” change in economic ownership appears to be permissible — the explanatory memorandum does not elaborate on what constitutes “immaterial”.

Where a discretionary trust is involved in the roll-over (either as transferor or transferee), there is a savings provision (whereby the ultimate economic ownership requirement is taken to be satisfied) if, in broad terms, the trust has a family trust election in place and every individual who had ultimate economic ownership of the transferred asset before the transfer, and every individual who has ultimate economic ownership of the transferred asset after the transfer, are members of the family group relating to the family trust.11

Small business restructure roll-over: closing comments

In closing, note the following when it comes to utilising the small business restructure roll-over to corporatise the family farm:

• as the genuine restructure roll-over in Subdiv 328-G is available only to taxpayers with an aggregated business turnover of less than $10 million, it will be of no use to farming businesses that turnover more than that, or are connected with another business that turns over more than that;

• the requirement that the relevant asset transfer be part of a genuine restructure of an ongoing business will not necessarily be satisfied in the context of restructuring a farming business for the purposes of passing control onto the next generation and/or allowing for the current generation to access some of the fruits of their labour. The Commissioner’s comments in LCR 2016/3 make it clear that he does not consider a restructure undertaken for the purposes of succession planning, or seeking to extract wealth from the business assets, to be a “genuine restructure of an ongoing business”;

• similarly, the requirement that the restructure not have the effect of changing the ultimate economic ownership of transferred assets (ie the individuals who, directly or indirectly, beneficially own the asset) in a material way will likely be problematic where discretionary trusts are involved, as is often the case when it comes to the ownership of family farming assets; and

• one of the more attractive aspects of the Subdiv 328-G roll-over, particularly for agribusiness, is that, for the purposes of determining eligibility for the 15-year CGT exemption for small businesses, the transferee will be taken as having acquired the asset when the transferor acquired it, ie the transferor’s ownership period will be counted towards the 15 years. Of the roll-overs and concessions discussed in this article, Subdiv 328-G is the only one about which this can be said.

Small business CGT concessions

Division 152 ITAA97 contains CGT concessions that are available to entities that are, in broad terms, considered small businesses. These concessions enable a capital gain that arises from a CGT event to be disregarded, reduced or deferred under the small business CGT concessions provided that certain conditions are satisfied.

The four available small business CGT concessions are:

1. the 15-year exemption (Subdiv 152-B);

2. the small business 50% reduction (Subdiv 152-C);

3. the retirement exemption (Subdiv 152-D); and

4. the small business roll-over (Subdiv 152-E).

The basic conditions contained in Subdiv 152-A must be satisfied in order for any of these concessions to be available. The taxpayer may also need to satisfy additional requirements to qualify for a specific concession.

The basic conditions are as follows:

• a CGT event must happen in relation to an asset that the taxpayer owns (s 152-10(1)(a));

• the event would otherwise have resulted in a capital gain (s 152-10(1)(b));

• at least one of the following applies (s 152-10(1)(c)):

• the taxpayer is a CGT small business entity for the income year;

• the taxpayer satisfies the maximum net asset value test;

• the taxpayer is a partner in a partnership that is a CGT small business entity and the asset is an interest in an asset of the partnership; or

• (broadly) the CGT asset concerned is used in the business of a connected entity of an affiliate of the taxpayer that is a CGT small business entity; and

• the CGT asset satisfies the active asset test (s 152-10(1)(d)).

If the asset is a share in a company or an interest in a trust, a number of additional conditions must be satisfied (s 152-10(2)).

Table 1 summarises the available concessions and the eligibility conditions applying to each.

Reasons for using the small business CGT concessions to move the family farm into a corporate environment

Results in an uplift in cost base. Because the small business CGT concessions are not a roll-over (which is essentially just a tax deferral), the company will have a market value cost base for the CGT assets used in the farming business (most likely land). In the event that a later sale of the land cannot benefit from the concessions (perhaps because the business has outgrown the small business CGT concessions, or all eligible CGT concession stakeholders have utilised their $500,000 lifetime retirement exemption limit), this uplift in cost base delivers a permanent tax saving.

Access to superannuation CGT cap. Provided certain hoops are jumped through, the proceeds from the 15-year exemption and/or the gain from the retirement exemption can be contributed to superannuation outside the “standard” contribution caps (s 292-100 ITAA97). Such contributions can be made up to the CGT cap ($1.78 million for the 2024–25 income year).

Complete flexibility in structuring transaction. All restructure-related CGT roll-overs (leaving the replacement asset roll-over in Div 152 aside) can be accessed only if certain conditions are met by the target structure. For example, the roll-over provided by Subdiv 122-A ITAA97 is available only if the individual or trustee from which the farming asset(s) are being transferred owns all of the shares in the transferee company. Similarly, the small business restructure roll-over in Subdiv 328-G is available only if the ultimate economic ownership of the asset(s) is maintained.

The small business CGT concessions in Div 152, while subject to several conditions that must be satisfied by the taxpayer entity in order to get access, have no concern with the attributes of the target structure. In particular:

• the transferee entity need not be “small” for Div 152 purposes (ie it can be worth $6 million or more, or have an annual turnover exceeding $2 million);

• the underlying owners of the farm following the restructure need not bear any similarity to the underlying owners before the transaction took effect, thereby allowing new owners to be introduced at that point if desired, or “old” owners to exit. This can be particularly useful in the context of succession planning for farming families; and

• a choice to use the retirement exemption and/or the small business roll-over can be made on an asset by asset basis, and in fact can be made for only part of a gain (for instance, an entity with CGT concession stakeholders (both over 55 years of age and under 55 years of age) would have the option to apply the retirement exemption to only part of a gain for the benefit of the over 55s, and the small business replacement asset roll-over to the remainder of the gain to possibly buy enough time to apply the retirement exemption in favour of the under 55s). For example, compare this with Subdiv 124-N ITAA97 (Disposal of assets by a trust to a company) which requires all CGT assets to be disposed of to the transferee company.


Table 1. Summary of concessions



	Concession

	Description

	ITAA97 reference




	15-year exemption

	An individual is entitled to a full exemption if:

• the basic conditions are satisfied;

• the asset has been owned continuously for over 15 years;

• if the CGT asset is a share in a company or an interest in a trust, the company or trust must have had a significant individual for a total of 15 years during which it owned the CGT asset; and

• the individual is at least 55 years of age and the CGT event happens in connection with the retirement of the individual, or the individual is permanently incapacitated at the time of the event.

A company or trust is entitled to a full exemption if:

• the basic conditions are satisfied;

• the asset has been held continuously for over 15 years;

• the individual had a significant individual for a total of 15 years during the period of ownership; and

• a significant individual of the company or trust just before the CGT event is at least 55 years of age, and the CGT event happens in connection with the retirement of the individual, or the individual is permanently incapacitated at the time of the event.

	Subdiv 152-B




	Small business 50% reduction

	If the basic conditions are satisfied, the individual is able to reduce the capital gain on active assets by 50%.

It is not compulsory to apply the small business 50% reduction.

	Subdiv 152-C




	Retirement exemption

	An individual may disregard a capital gain if:

• the basic conditions are satisfied; and

• if the individual is under 55, the proceeds from the event are rolled over into a complying superannuation fund.

A company or trust may disregard a capital gain if:

• the basic conditions are satisfied;

• the individual has a significant individual just before the CGT event;

• a payment is made to a CGT concession stakeholder; and

• if the recipient of the payment is under 55, the payment must be made to the CGT concession stakeholder by contributing it to a complying superannuation fund.

There is a lifetime limit of $500,000 on the amount which can be treated as exempt for any one individual.

	Subdiv 152-D




	Small business roll-over

	If the basic conditions are satisfied, a taxpayer may roll over a capital gain against the acquisition of a replacement business asset.

The capital gain is crystallised when the replacement asset ceases to be held as an active asset.

	Subdiv 152-E







Motivation for transaction is irrelevant (other than for Pt IVA purposes). In the context of restructuring small businesses, the most often considered alternative to the small business CGT concessions is the small business restructure roll-over in Subdiv 328-G. One of the most significant differences between the two is that the small business restructure roll-over can be accessed only in the case of a “genuine restructure”, or by satisfying a safe harbour which imposes restrictions on the ongoing business for three years following the restructure. It is beyond the scope of this article to discuss the meaning of “genuine restructure” but suffice to say that the Commissioner takes the view that it does not encompass some of the more likely reasons to restructure the ownership of a family farm, ie succession planning and extracting wealth from the business.12 The small business CGT concessions in Div 152 have no such intention-based requirement.

Reasons against using the small business CGT concessions to move the family farm into a corporate environment

Loss of pre-CGT status. A corollary of the small business CGT concessions not being a roll-over, and therefore providing a permanent tax saving via an uplift in cost base, is that any favourable tax attributes of the transferred assets will similarly be lost, most importantly, any pre-CGT status. It follows that using the small business CGT concessions to change the ownership of pre-CGT farming land and/or other pre-CGT assets will have the effect of bringing that asset into the CGT net for a subsequent sale (or other CGT event). That would not be the case if a roll-over were used.

No shelter for balancing adjustment amounts. Many of the “standard” roll-overs that lend themselves to corporatising a business (ie individual, trustee or partnership to company (Subdiv 122-A and Subdiv 122-B ITAA97), unit trust to company (Subdiv 124-N ITAA97), and the small business restructure roll-over (Subdiv 328-G)) bring with them balancing adjustment roll-over relief for the transfer of depreciating assets (s 40-340 ITAA97). This is to be contrasted with the small business CGT concessions which, if available, will disregard capital gains only. Assessable balancing adjustment amounts on the transfer of depreciating assets will remain. Given that large-scale farming equipment is often written off at a rate faster than it loses its value, other solutions will need be found for moving those assets into a company (such as the “double shuffle”, further discussed below).

Trading stock. The transfer of trading stock as part of a business restructure will be treated as a disposal of trading stock outside the ordinary course of business such that the assessable income of the transferor includes the market value of the stock on the date of the transfer (s 70-90 ITAA97). This can have significant consequences in the case of livestock and standing crops which have an appreciably lower carrying value than market.

This outcome may be able to be addressed by availing oneself of the election available in s 70-100 ITAA97 to treat the stock as disposed of at closing value via a “double shuffle” (further discussed below).

Requirement to make a superannuation contribution if using the retirement exemption. If the retirement exemption is used to disregard a capital gain otherwise generated by a business restructure and the relevant CGT concession stakeholders are under 55 years of age, a contribution must be made to superannuation equal to the exempt amount. Depending on their broader life circumstances and objectives, being subject to the preservation rules that apply to superannuation may not be attractive to your farming clients.

Small business CGT concessions in an agribusiness context: closing comments

In closing, note the following when it comes to applying the small business CGT concessions in an agribusiness environment:

• the small business CGT concessions in Div 152, while generous, have strict eligibility requirements, the most fundamental of which is the maximum net asset value or small business turnover test. It follows that they have no relevance to primary production operations of a larger size;

• the concessions operate to disregard capital gains only. They do not provide any cover for the taxing event that is triggered by the transfer of depreciating assets and/or trading stock which, as noted above, is of particular concern when it comes to farming businesses; and

• the 15-year exemption, the most generous of the concessions because it disregards the entire gain with no lifetime cap (unlike the $500,000 lifetime retirement exemption limit), is often targeted by farming taxpayers given the rarity with which farming assets change hands and therefore the likelihood that the 15-year ownership requirement has been satisfied. However, care should be taken in ensuring that the relevant CGT event is “in connection with retirement”. This test is harder to pass, albeit not impossible, where the relevant individual taxpayer or CGT concession stakeholder continues to work in the business.13

Subdiv 122-A

Introduction

Subdivision 122-A ITAA97 provides a roll-over for the disposal of an asset, or all of the assets of a business, conducted by an individual sole trader or trustee to a wholly owned company. Where the individual or trustee chooses the roll-over in relation to the disposal of an asset, or all of the assets of the business, any capital gain or loss that the relevant taxpayer makes is disregarded.14 The roll-over is a replacement asset roll-over as the asset being disposed of is substituted for shares in the company.

The roll-over available under Subdiv 122-A does not require that the individual or trustee be a “CGT small business entity” or that any asset(s) of the individual or trustee be an “active asset”.

Mechanics

For the incorporation roll-over relief to be available, the following circumstances must exist:

• one of the CGT events (the trigger events) contained in s 122-15 ITAA97 happens in respect of an individual or a trustee (transferor), namely, a disposal or creation event (this article will focus only on a disposal event), to a CGT asset or all of the assets of a business;

• consideration for the trigger event provided by the company can only be non-redeemable shares in the company and/or the company undertaking to discharge one or more liabilities in respect of the asset(s) of the business (s 122-20(1) ITAA97);

• the market value of the shares received as consideration for the trigger event must be substantially the same as the market value of the asset(s) disposed of less any liabilities that the company undertakes to discharge in respect of the asset(s) (s 122-20(3) ITAA97);

• immediately after the disposal, the transferor of the asset(s) must own all of the shares in the transferee company, and the transferor must own the shares in the same capacity as that prior to the disposal (s 122-25(1) ITAA97);

• the transferee company cannot be an exempt entity in the year of disposal (s 122-25(5) ITAA97);

• the transferor must choose to obtain roll-over relief; and

• residency tests must be satisfied by both the transferor and transferee (s 122-25(6) and (7) ITAA97).

Transferee company: liability in respect of an asset. Where the transferee company undertakes to discharge one or more liabilities in respect of the transferred asset(s), s 122-35 ITAA97 imposes a limit, as outlined in Table 2, on the amount of liabilities that the company may assume to determine whether the market value of the shares is substantially the same as the net market value of the assets transferred.

Section 122-37 ITAA97 recognises that, where all of the assets of a business are disposed of to the transferee company, liabilities assumed by the company may not be “in respect” of particular assets. In this case, where a liability cannot be traced to a particular asset or assets, the liability is taken to be in respect of all of the assets of the business. Examples include a revolving debt instrument (a bank overdraft facility), provisions for GST, payroll tax, or employee entitlements.

Where a liability can be traced to, or is in respect of, two or more assets, s 122-37(3) provides that the liability is to be attributed in proportion to the assets’ market value.

Transferor to own all shares in the company and in the same capacity. In accordance with s 122-25(1) ITAA97, the transferor (individual or trustee), immediately after the disposal of the asset(s), must own all of the shares in the transferee company and in the same capacity. Consequently, roll-over relief will not be available in circumstances where joint owners dispose of an asset(s) to the transferee company.15 In this case, alternative roll-over relief under Subdiv 122-B ITAA97 (for partners in partnership) may be available on the basis that “partnership”, in tax law, includes joint owners of property.16


Table 2. Section 122-35 limitations



	Disposal type

	Nature of asset

	Liability cannot exceed




	1. Disposal of an asset of the business

	Post-CGT

	Cost base of the asset*




	Pre-CGT

	Market value of the asset*




	2. Disposal of all assets of the business

	Post-CGT

	The sum of:

• the market values of the precluded assets (trading stock and depreciating assets); and

• the cost bases of the other assets.




	Pre-CGT

	The sum of the market values of the assets.




	Pre- and post-CGT

	Post-CGT assets

The sum of:

• the market values of the precluded assets (trading stock and depreciating assets); and

• the cost bases of the other assets.

Pre-CGT assets

The sum of the market values of those assets.





* The cost base or market value is to be determined at the time of disposal.



The integrity requirement17 that the shares be held in the same capacity as that prior to disposal applies to ensure that roll-over relief is only available where beneficial interests in the underlying asset(s) have not changed; this extends to the trustee of a discretionary trust.

Assets excluded from the incorporation roll-over relief

The incorporation roll-over relief, inter alia, does not apply to a “precluded asset”.18 A precluded asset is defined by s 122-25(3) ITAA97 as:

• a depreciating asset; or

• trading stock (which by virtue of s 70-10(1)(b) ITAA97, includes livestock).19

Precluded asset: trading stock. The transfer of trading stock to a wholly owned company does not attract any roll-over relief as the transfer will be treated as a “disposal outside the ordinary course of business” in pursuance of s 70-90 ITAA97. The corollary is that the transferor will include deemed market value proceeds in assessable income in the roll-over year; the transferee will be taken to have acquired the trading stock for the same value.20

Accordingly, careful consideration needs to be given to the transfer of trading stock in circumstances where trading stock has a low carrying or book value. A low book value is not uncommon in primary production settings where, over time, accounting for natural increase has the effect of amortising down the overall value of sheep and cattle on hand. In this case, it may be commercially beneficial to consider the interposition of an interim partnership between the transferor and transferee company (see below). Conversely, where this is an issue, a view could be taken that the transfer of trading stock under these circumstances will have the effect of bringing forward the ultimate tax liability for the transferor in any case, of course, this consideration will depend on the tax profile of the transferor.

Precluded asset: depreciating assets. By comparison, a depreciating asset (also a precluded asset) is the subject of automatic balancing adjustment relief in circumstances where CGT roll-over relief for transfers to a wholly owned company is available. The relief is granted by item 1 of the table in s 40-340(1) and by s 40-340(2)(b) ITAA97.

Section 40-345 ITAA97 provides the consequences of automatic balancing adjustment roll-over relief as follows:

• any s 40-285 ITAA97 balancing adjustment is to be ignored, namely, a balancing adjustment that would otherwise be included in the transferor’s assessable income or that would be included as an allowable deduction is disregarded; and

• the transferee can deduct the decline in value of the depreciating asset using the same method and effective life that the transferor was using.

Small business pooled assets. Where the transferor is a small business entity which has elected to calculate depreciation deductions under Subdiv 328-D ITAA9721 instead of Div 40 ITAA97, special rules regarding roll-over relief apply in pursuance of s 328-243 ITAA97.

Section 328-243 ITAA97 is a conjunctive provision which allows automatic roll-over relief under s 40-340 where:

• a balancing adjustment event occurs for depreciating assets;

• the disposal involves a CGT event;

• the conditions in item 1, 2, 3 or 8 of the table in s 40-340(1) ITAA97 are satisfied;

• depreciation deductions are calculated under Subdiv 328-D ITAA97;

• the transferor and the transferee jointly choose the roll-over relief; and

• all of the depreciating assets that, just before the balancing adjustment events occurred, were:

• held by the transferor; and

• allocated to the transferor’s general small business pool;

must be held by the transferee just after those events occurred.

The consequences of roll-over under the Subdiv 328-D ITAA97 regime are:

• the transferor does not subtract anything (termination values) for the balancing adjustment event(s) in respect of the small business pool;22

• balancing adjustment event(s) in respect of depreciating assets which have been immediately written off by the transferor are disregarded;23

• a choice made by the transferor in respect of depreciating assets which are primary production assets applies to the transferee as if the choice had been made by the transferee;24

• pool deductions for depreciating assets included in the transferor’s general small business pool (existing pool assets subject to a 30% depreciation rate) are split equally between the transferor and transferee for the balancing adjustment year. Following the balancing adjustment event year, the transferor cannot deduct anything further in respect of the general small business pool;

• pool deductions for depreciating assets first used or installed ready for use by the transferor (15% depreciation rate), including where the transferor’s closing pool balance is less than $1,000,25 are split equally between the transferor and transferee;

• pool deductions for depreciating assets first used or installed ready for use by the transferee are subject the usual general small business pool rules; no deduction is able to be taken by the transferor;26 and

• in the event that the transferor has a negative pool balance in respect of the balancing adjustment event year, the amount to be included in assessable income is split equally between the transferor and transferee.27

Note: Consideration should be given as to whether items of plant and equipment are to be transferred from the individual or trustee to the transferee company at all. This is on the basis that, in addition to plant and equipment that the transferor owns, there may be finance leases, hire purchase contracts or chattel mortgages in respect of other items of plant and equipment. Refinancing costs, administration expenses and duty implications for such transfers may be prohibitive; accordingly, it may be commercially advantageous that some or all of the plant and equipment remain with the individual or trustee in favour of a single lease agreement between the transferor and transferee company. If this is the case, consideration will need to be given to the management of inter-entity loans that may arise in respect of assets held by the transferor but used as trade-ins by the transferee when acquiring new equipment.

Conversely, given that most small business pool balances for eligible assets were written off by the transferor for the income year ended 30 June 2023, does a tax arbitrage advantage arise when the transferee company disposes of rolled-over assets? The answer is “yes”.

Unpaid present entitlements (UPEs) to corporate beneficiaries. When rolling over a business conducted by a trust to a wholly owned company, consideration of an unpaid present entitlement(s) owing to a corporate beneficiary may be necessary. Where a UPE (which, as we presently understand, does not constitute “a provision of credit or any other form of financial accommodation” in terms of s 109D(3) ITAA36) arose prior to 16 December 2009, there appears to be no adverse consequences of leaving this “frozen” UPE amount on foot with the transferee trust.

For “post”-UPEs, although consideration may be given to converting the UPE into an actual loan from the corporate beneficiary to the trust, that is, a conversion from an obligation to pay, viz, a UPE, to an obligation to repay, viz, a loan. Under these circumstances, the transferee company may then undertake to discharge this liability as part of the roll-over on the basis that it represents a liability relating to all of the assets of the business. On the basis that inter-company payments or loans are not treated as dividends for Div 7A ITAA36 purposes, there should be no adverse impact on either the transferor trust or the transferee company.28

Requisite documentation. In the authors’ experience, the following documentation may be required in order to effectively execute a Subdiv 122-A roll-over:

• the Div 122-A ITAA97 roll-over minutes;

• the s 40-340 ITAA97 election(s);

• the sale contract;

• the real estate lease(s);

• the assignment/transfer of real estate lease(s);

• where necessary, conversion of the UPE, loan agreement(s) and deed(s) of assignment of loan agreement(s); and

• ASIC documentation (Form 484, change to company details).

Consequences of applying the roll-over

As noted in the introduction, the first consequence of applying the incorporation roll-over relief is that any capital gain or loss of the transferor is disregarded.

The second consequence relates to the acquisition date or the cost base of the transferred asset(s) to the transferee company. The rules in respect of the consequences for the company are contained in s 122-70 ITAA97:



	Nature of asset

	Cost base in hands of company

	Time of acquisition




	Pre-CGT asset(s)

	

	Before 20 September 1985*




	Post-CGT asset(s)

	Value at time of transfer

	At time of transfer





* 	The deeming rule in s 122-70(3) ITAA97 applies for the purposes of exempting a pre-CGT asset from the operation of the CGT regime; it does not determine the acquisition time of a pre-CGT asset for the purposes of calculating the asset’s cost base.

The third consequence relates to the shares acquired as consideration for the transferred asset(s), and depends on:

• whether an asset, or all of the assets, of the business are being transferred; and

• whether the transferred assets are pre-CGT, post-CGT or a combination of both.

What follows is an outline of the various consequences that ensue in the following circumstances:

• an asset of the business is disposed of where either:

• the asset is post-CGT; or

• the asset is pre-CGT; and

• all of the assets of the business are disposed of where either:

• all of the assets are post-CGT;

• all of the assets are pre-CGT; or

• some of the assets are post-CGT and some are pre-CGT.

Disposal of an asset of the business

The asset is post-CGT. Where the asset being disposed of is post-CGT, the cost base and reduced cost base of each share received as consideration in respect of the asset is determined as the asset’s cost base at the time of disposal (less any liabilities that the transferee company undertakes to discharge in respect of it), divided by the number of issued shares evenly.

Example: post-CGT asset. KG acquires an asset in March 2021 for 100,000 (no debt). In March 2023, KG chooses roll-over relief and transfers the asset with a market value of 110,000 to GTA Pty Ltd in exchange for 110,000 non-redeemable shares. In May 2023, KG disposed of all shares in GTA Pty Ltd for $150,000.

CGT analysis. The capital gain ($10,000) that KG makes on the transfer of the asset to the company is disregarded. The asset is acquired by the company in March 2023 for $110,000. KG’s capital gain on disposal of the shares is determined as follows:



	Detail

	Amount




	Capital proceeds

	$150,000




	Less: cost base of shares

	($110,000)




	Capital gain

	$40,000




	Less: general discount

	($20,000)*




	Taxable capital gain

	$20,000





* Note the special rule in s 115-34 ITAA97. The shares received in exchange for the transferred asset have not been held for the requisite 12-month period; however, they are treated as though they had been if acquired as a replacement asset under Subdiv 122-A ITAA97.

The asset is pre-CGT. Where the asset being disposed of is pre-CGT, the taxpayer is taken to have acquired the shares pre-CGT also.29

Example: pre-CGT asset. FM acquires a pre-CGT asset. In March 2023, FM chooses roll-over relief and transfers the pre-CGT asset worth $100,000 to FMMA Pty Ltd. FMMA Pty Ltd issues 100,000 non-redeemable shares as consideration for the transfer.

CGT analysis. Any capital gain or loss that FM makes on the transfer of the asset is disregarded. The asset acquired by the company will be deemed to have been acquired pre-CGT. The shares received as consideration for the transfer are deemed to have been acquired pre-CGT and, accordingly, if the shares are disposed of by FM later, there will be no CGT implications.

Note: In order to avoid the possibility of unfranked dividend(s) being paid by the company on the future disposal of the pre-CGT asset (in the company’s hands), the company should consider liquidation such that the assessable amount of the liquidator’s distribution is determined under s 47 ITAA36 and CGT event C2 happens on cancellation of the shares. This approach ensures that CGT preferences are not “washed out” when capital proceeds leave the company.30

Disposal of all of the assets of a business

All of the assets are post-CGT assets. Where all of the assets of a business are disposed of, and all of those assets are post-CGT, the cost base and reduced cost base of each share received as consideration in respect of the assets is determined as:31

• the sum of the market values of any precluded assets; and

• the cost bases of the other assets at the time of disposal (less any liabilities that the transferee company undertakes to discharge in respect of it) divided by the number of issued shares evenly:

(market value of precluded assets + cost bases of other assets) / issued capital = cost base of each share

All of the assets are pre-CGT assets. Where all of the assets of a business are disposed of, and all of those assets are pre-CGT:

• all shares taken to be acquired pre-CGT where no precluded assets transferred;

• where at least one asset is a precluded asset, the percentage proportion of pre-CGT shares acquired is calculated as: the market value of assets other than precluded assets (less any liabilities that the company undertakes to discharge in respect of those assets) divided by the market value of all assets (less any liabilities the company undertakes to discharge in respect of those assets):

((market value of all assets – market value of precluded assets) – relevant liabilities) / (market value of all assets – relevant liabilities)

• the cost base and reduced cost base of each other share is determined as: the market values of precluded assets (less any liabilities that the company undertakes to discharge in respect of those assets) divided by the number of those other shares.32

Example: pre-CGT asset plus precluded asset. GT owns the following assets:

• pre-CGT land with a market value of $400,000 (debt = $50,000); and

• pre-CGT precluded asset with a market value of $100,000 (no debt).

GT chooses roll-over relief and transfers both assets to GT Pty Ltd for consideration of 100,000 non-redeemable shares.

CGT analysis. Any capital gain or loss that GT makes on the transfer of the assets to the company is disregarded. The company is treated as acquiring the land pre-CGT. The percentage proportion of the pre-CGT shares is determined as:

(($500,000 – $100,000) – $50,000) / ($500,000 – 50,000) = 77% (77,000 shares)

The remaining 23% of the shares are therefore post-CGT shares with a cost base and reduced cost base determined as:

($100,000 – $nil) / 23,000 shares = $4.35 per share

Some of the assets are pre-CGT and some are post-CGT. Where at least some of the assets were acquired by the transferor pre-CGT, the percentage proportion of pre-CGT shares is required to be calculated as:

• the total market values of pre-CGT assets excluding precluded assets (less any liabilities that the company undertakes to discharge in respect of those assets) divided by the total market values of all of the assets (less any liabilities that the company undertakes to discharge in respect of those assets):

(MV of pre-CGT assets – relevant liabilities) / (MV of all assets – relevant liabilities)

• the cost base and reduced cost base of each other share is determined as: the sum of the market values of the precluded assets and the cost bases of the post-CGT assets (less any liabilities that the company undertakes to discharge in respect of those assets) divided by the number of those other shares.33

Example: combination of pre-CGT, post-CGT and precluded asset(s). In June 2022, RP chooses roll-over relief and transfers his business to RP Pty Ltd in return for 100,000 non-redeemable shares. The business includes:

• pre-CGT assets: cost base $100,000, market value $350,000 (no debt);

• post-CGT assets: cost base $150,000, market value $250,000; and

• post-CGT precluded assets: market value $75,000.

The CGT status of the non-redeemable shares is determined as follows:

• percentage proportion of deemed pre-CGT shares: ($350,000 – $nil) / ($350,000 + $250,000 + $75,000) = 51.85% (51,850 shares);

• percentage proportion of deemed post-CGT shares: ($250,000 + $75,000) / ($350,000 + $250,000 + $75,000) = 48.15% (48,150 shares); and

• cost base and reduced cost base of post-CGT shares: ($75,000 + $150,000) / 48,150 shares = $4.67 per share.

Subdiv 122-A in an agribusiness context: closing comments

In closing, note the following when it comes to utilising the Subdiv 122-A roll-over in an agribusiness context:

• the requirement that, in order to benefit from the Div 122 roll-overs, the transferee company be wholly owned by the transferee(s) (in the same proportions where the assets were originally held in partnership) makes it too restrictive to be useful in some agribusiness circumstances;

• that said, of the CGT roll-overs/concessions discussed in this article, it is the only one available to taxpayers of a size that do not qualify for the small business restructure roll-over in Subdiv 328-G or the small business CGT concessions in Div 152; and

• whatever the case, the Div 122 roll-overs provide no shelter for the transfer of trading stock, meaning that some other solution will need to be identified to manage the often large tax bill triggered when transferring livestock or standing crops outside the ordinary course of business. Read on for one such solution.

Alternative: the s 70-100 “roll-over”

As mentioned above, the majority of agribusinesses hold trading stock. Trading stock by definition includes livestock.34 Trading stock disposed of by a transferor “outside the ordinary course of business” is deemed to have been disposed of for its market value.35

As part of a broader succession planning tool, and in order to avoid the inclusion of a deemed market value realisation in the assessable income of the transferor, it is possible to use an election available under s 70-100 ITAA97 to transfer livestock by way of interim partnership whereby the tax profile of the transferor’s livestock becomes that of the transferee.36 The provision, inter alia, requires that an election be made by no later than 1 September in the year following that of the transfer.

While there has been some concern that such an arrangement may attract the application of Pt IVA ITAA36, the ATO, in both ATO ID 2003/203 and TD 96/3, states that the anti-avoidance provisions will not apply as a “tax benefit will not be obtained”. This position is again affirmed in the NTLG consultative workshop on Part IVA amendments minutes (6 March 2015).37 Example 8, included in the minutes, provides:

“Example 8 – Double transfer through partnership to ensure no gain on sale of stock

Example 8 involves the interposition of a partnership to allow a transfer of trading stock between companies, while avoiding assessable income arising from the transfer. Participants referred to previous Interpretative Decision ATO ID 2003/203 and Taxation Determination TD 96/3 to support the view that Part IVA would not apply in the circumstances outlined in this example.

Pursuant to section 70-100 of the ITAA 1997, an election can be made to treat trading stock as having been disposed of for effectively its cost, with the transferee deemed to purchase the trading stock for the same value. In other words, these provisions allow the transfer of trading stock from one entity to another entity via a partnership without any assessable income arising from the transfer.

On examination of the TD and ATO ID following the workshop it appears that the TD is silent on the application of Part IVA to this arrangement. However, the ATO ID concludes that,

the interposition of the partnership to enable the election to be made will not prevent the operation of the exclusion in paragraph 177C(2)(a) of the ITAA 1936. As there is no tax benefit, Part IVA of the ITAA 1936 will not apply.

The legal basis for the conclusion reached in the ATO ID is not readily apparent.”

Mechanics

The election available under s 70-100 is joint and requires that:

• immediately after the trading stock ceases to be trading stock of the transferor, it is an asset of a business carried on by the transferee; and

• immediately after the item ceases to be trading stock on hand of the transferor, the entities that owned it immediately beforehand have between them interests in the item whose total value is at least 25% of the item’s market value; and

• the value so elected is less than the market value; and

• the item is not a thing in action.

An integrity measure, whereby the election will have no effect, introduces different language to that used above. The integrity measure envisages that the election will have no effect if:

• there is a transfer outside the “course of ordinary family or commercial dealing”; and

• consideration receivable by the transferor is greater than that so elected, namely, book value.

The reason that these issues are mentioned is two-fold:

1. the adviser must consider the passage of time over which the transfer takes place, that is, will the transfer satisfy usual commercial practice? For example, is a one-day transfer sufficient to meet the requirement that the asset becomes an “asset of the business being carried on by the transferee”? Further, does it meet the “ordinary family or commercial dealing” requirement? Having regard to the agribusiness itself, should the interim partnership trade for a period greater than a day? In the authors’ collective view, yes, to put beyond doubt the commerciality of the transaction(s); and

2. when considering usual commercial practice, there is an anomaly, and documentation is critical. Remembering that the consideration receivable for the transfer can only be book value for the election to have effect, the adviser must ensure (and must check) that all/any documentation prepared (usually by the family solicitor) reflects only book value. Failing this, the integrity measure will void the transaction(s), potentially leading to an unexpected and unfunded punitive tax result.

As mentioned above, in the authors’ experience, the s 70-100 ITAA97 roll-over is mainly used as a succession planning tool. As the section itself recognises, the roll-over is an effective means by which family members may become involved in the running of a going concern. In the agricultural setting, it is not uncommon for interim partnerships to be left running as going concerns for many years after the first transfer. It is also common that these partnerships are structured such that the minimum requisite carrying value is maintained by the transferor, with the ultimate transferee holding the majority interest, namely, a 25/75 arrangement. The benefits of doing so include the retention of profits at the corporate level while maintaining access to the primary producer income tax averaging and FMD regimes.

Similar to that mentioned under the incorporation roll-over relief section, balancing adjustment relief in respect of depreciating assets is available under s 40-340(3) ITAA97.

Finally, in the case of unfunded transactions, it is likely/usual that a creditor/debtor relationship will come into existence, namely, that the transferee will have debt owing to the transferor. Consideration needs to be given as to how this situation is to be dealt with, particularly if the transferor is a company. Two issues come to mind:

1. the first is obvious, namely, a loan that may require the normal application of Div 7A ITAA36 loan documentation and requisite minimum year repayments; and

2. the second issue is around the potential for there to be a “payment”, particularly under the extended definition of “payment” in s 109C(4) ITAA36. That provision applies when an item of company property is transferred for less than market value. If you apply the trading stock election in s 70-100 ITAA97, you will transfer property for less than market value. The same may also apply with plant and equipment and the relief in s 40-340 ITAA97. Finally, it is important to note that both ss 70-90 ITAA97 and 70-100 ITAA97 relate to the position of transferor; conversely, s 109C(4) ITAA36 is a potential issue for the transferee company where the transferee partnership includes that company.

While on the topic of Div 7A, where the interim partnership remains on foot for an extended period of time, care needs to be taken to ensure that the provisions in Subdiv E of Div 7A ITAA36 are not enlivened in respect of partnership drawings paid to or loaned to a shareholder or an associate of the private company partner.38 Specifically, Div 7A may have application where a shareholder or an associate of the private company overdraws their partner equity account.

Required documentation. As we know, general journal entries do not create a transaction(s); their function is to record the transaction(s). Accordingly, and depending on the tenure of the interim partnership, the following minimum documentation is recommended:

• the s 70-100(4) election(s): the item as disposed of at closing (book) value;

• the chattel and livestock sale agreements: transferor to interim partnership, then interim partnership to ultimate transferee;

• the partnership agreement for the interim partnership;

• when the transfer is unfunded: the loan agreements between the transferor, interim partnership and ultimate transferee;

• again, when unfunded: the deeds of assignment of debt between the interim partnership (the assignor), the transferor (the assignee) and the ultimate transferee (the debtor);

• where relevant, the deed of dissolution of the interim partnership;

• where not all plant and equipment is transferred: chattel leases; and

• farm leases.

Some other things to consider

GST consequences

On the basis that the transferor is registered for GST, the transfer of business assets to a wholly owned company for consideration will be a taxable supply for GST purposes, meaning that the transferor will be required to remit GST equal to 1/11th of the market value consideration received for the transfer. However, the A New Tax System (Goods and Services Tax) Act 1999 (Cth) includes provisions that allow for the GST-free supply of a going concern by a transferor. The supply is GST-free if:

• the supply is for consideration;

• the recipient is registered or required to be registered; and

• the supplier and the recipient have agreed in writing that the supply is of a going concern.

Further, a supply of a going concern is a supply under an arrangement under which:

• the supplier supplies to the recipient all of the things necessary for the continued operation of an enterprise; and

• the supplier carries on, or will carry on, the enterprise until the day of the supply.

“As we know, general journal entries do not create a transaction(s); their function is to record the transaction(s).”

In the event that not all of the things necessary for the continued operation of the enterprise are to be transferred to the transferee company, then, as at the date of supply, the following will be required:

• the lease or license agreements for the use of any remaining plant, equipment or motor vehicles; and

• preparation of, or assignment of, a lease agreement for the use of commercial premises.

In accordance with GST guidance provided by the ATO, people are not “things” that are capable of being supplied and, accordingly, are considered outside of the scope of “all things necessary”. However, staff will need to transfer over to the transferee company which means that new TFN declarations, choice of superannuation declarations etc will be required to be completed and lodged with the ATO.

Trade debtors and bad debts

The existence of a bad debt(s) must be considered when determining whether trade debtors are included within an asset class to be transferred as part of the incorporation roll-over relief. A bad debt can only be written off and claimed as an income tax deduction if “it was included in your assessable income for the income year or for an earlier income year”.39 If a trade debtor that is transferred subsequently “turns bad”, the transferee company will not be eligible to include the bad debt as an income tax deduction on the basis that the debt was never included in its assessable income in the current or previous income year(s). In this case, consideration may be given to leaving suspect debtors behind with the transferor.

Dealing with UPEs

Unpaid entitlements to income (or capital) distributions are a particular problem for restructuring, where the value of the UPE is to be assumed by the new entity.

Unlike proprietary limited companies with the ability to retain after-tax earnings, partnerships and trusts are flow-through vehicles, meaning that income tax incidence rests with the partners or beneficiaries, or, in some cases, the trustee. In usual circumstances, partner equity accounts and beneficiary trust entitlements are not fully drawn from year-to-year, meaning, in essence, that the partner or beneficiary has “loaned” back the share of profit or UPE, interest-free, to either the partnership or the trustee for the purposes of maintaining circulating capital. Over time, in a family setting, it is usual that these entitlements grow.

Take, for example, the following scenario:

• a dairy farming operation has been conducted by way of trust estate for over 20 years. Mum and Dad are the directors of the corporate trustee, and they have provided all bank guarantees;

• Mum and Dad are in their 70s, they own the land on which a dairy farming operation is conducted, and the land is mortgaged to the bank ($2 million). They receive rent for the use of the land which is completely utilised to service the bank debt;

• Mum and Dad have a son and a daughter. The son works on farm, and the daughter lives in the city;

• Mum, Dad and the son take modest “drawings” of $40,000 per annum;

• over the past five years, the business has grown significantly, and trading conditions have been favourable;

• significant appointments of trust estate income have been made to each family member but only the daughter’s trust entitlement has been fully paid in cash by the trustee;

• the son is agitating for control of the business;

• the balance sheet of the trust estate indicates UPEs as follows:

• Mum: $1,000,000;

• Dad: $900,000; and

• the son: $650,000; and

• the daughter: $nil.

For the reasons that follow, it is often preferred that the UPE first be paid out and, if required, re-lent as a simple loan from the beneficiary to the trustee before it is assigned as part of the restructure transactions. Disposal, by way of conversion of the UPE to a loan by agreement between the trustee and the presently entitled beneficiary, is not an uncommon measure. The process of conversion requires an advance (or deemed advance) of the amount from the beneficiary to a trustee by way of either:

• the beneficiary:

• requiring the trustee to pay the amount of the UPE; and

• then advancing the amount of the (now) loan back to the trustee; or

• implementing the above through a deed of payment and loan, by which the UPE is deemed to have been paid out by the trustee and re-lent by the beneficiary to the trustee on loan terms.

But what are the tax consequences of doing this? The UPE is a CGT asset,40 either as an equitable chose in action41 or as a debt for moneys had and received.42 If the balance of a UPE is assigned, for CGT purposes, that CGT asset has been disposed of and will give rise to CGT event A1 in the hands of the beneficiary. Either the capital proceeds will be the value of the asset provided in replacement of the UPE with a value equal to the UPE balance, or the market value substitution rule will apply; again, with the capital proceeds being the market value of the consideration provided.

But what of the cost base? If the cost base rules were examined, you would quickly conclude that the cost base is likely to be nil.43 This is so as a result of a UPE not attracting any of the five elements set out in s 110-25 ITAA97. You might also consider item 3 of the table in s 112-20(3) ITAA97. That section provides that, because the creation of a UPE constitutes CGT event D1, the market value substitution rule applies only if the presently entitled beneficiary has paid or given something for it.44 The Commissioner takes the view that a presently entitled beneficiary, prior to appointment, has no legal or equitable right to demand and receive payment, and, accordingly, cannot be regarded as having provided anything to the trustee in respect of the appointment. The corollary is a gain, equal to the face value of the UPE.45

The same issue will potentially arise in cases where a UPE balance is “forgiven” through a will or by some other means prior to death. Conversely, if a UPE is left “on foot”, the deceased’s will may provide a mechanism whereby the UPE is transferred to a discretionary testamentary trust by way of residuary estate. The UPE may then be loaned back to its original source on normal commercial terms.

How then does the trustee fund the UPEs without adversely affecting the farming operation?

A potential solution might be to refinance all or part of the UPEs by way of (term) bank debt (the principle in Roberts and Smith). The deductibility of interest on such a loan is discussed in TR 2005/12.46 In that ruling. the Commissioner takes the view that the interest expenses will be sufficiently connected with the assessable income earning activity, or business, carried on by the trustee if the purpose of the trustee in borrowing the funds, when viewed objectively, is to refinance a “returnable amount”.

A “returnable amount” is not a term found in either statute or common law. The term is described as “a useful shorthand phrase covering a variety of situations in which a beneficiary may loosely be said to have invested an amount in a trust in the relevant sense”.47 That is, the beneficiary must have provided property to the trustee, which includes an equitable chose in action; in other words, use of a UPE.

At para 5, TR 2005/12 defines a “returnable amount” as:

“… money or property forming part of the trust estate that:

(a) is employed by the trustee in gaining or producing the assessable income of the trust estate, or in carrying on business for that purpose; and that

(b) a beneficiary of the trust estate is entitled to require to be returned to that beneficiary; and that

(c) is or represents money or property that was previously transferred by the beneficiary (or another person on the beneficiary’s behalf) to the trustee of the trust estate, including money or property previously retained by the trustee out of funds to which the beneficiary was presently entitled.” (emphasis added)

Importantly, an entitlement that has arisen from the debiting of an internally generated goodwill or an asset revaluation reserve (say, in this case, a livestock revaluation reserve) cannot be regarded as a returnable amount on the basis that the beneficiary has not invested or provided anything to the trustee.

TR 2005/12 provides a cautionary note, stating that, the trustee must positively show that the borrowing is “sufficiently connected” with the assessable income earning activity, or business, carried on by the trustee. In other words, the onus rests with the trustee in this respect.

The “sufficiently connected” test requires an objective assessment of the trustee’s purpose, namely, that the borrowing (and interest deduction) sought is to refinance a returnable amount. The interest expense will not satisfy the sufficiently connected test in circumstances where the trustee borrows funds to merely discharge an obligation to make a distribution to a presently entitled beneficiary:

“11. … Accordingly, where a beneficiary becomes entitled to an amount and the borrowing and distribution by the trustee is contemporaneous (or nearly so) with that entitlement coming into existence, it would be difficult to show that a sufficient connection exists. In such a case it would ordinarily be concluded that the purpose of the trustee in borrowing funds was only to make the distribution.” (emphasis added)

As the onus of proof rests with the trustee, the trustee must be able to provide documents or other evidence to show that:

• there is in fact a “returnable amount”; and

• the sole object of the borrowing is to refinance that amount.

But what evidence? The Commissioner is not required to prescribe which documents or other evidence is required of the trustee to discharge this onus. However, documentation providing information regarding an agreement(s) between the beneficiary and trustee as to use of the funds representing the UPE(s), separate identification of the UPE(s) in the financial statements of the trust estate, and minutes/resolutions detailing the reason(s) for the borrowing(s) will all go to satisfying the trustee’s evidentiary burden.

TR 2005/12 provides 11 examples, of which six involve discretionary trusts. To this end, examples 3, 5 and 6 provide illustrations of what the Commissioner considers as a “returnable amount”, in addition to a view of what represents an appropriate passing of time between the present entitlement itself coming into existence and payment of the UPE way of refinance.

In relation to our example above, the trustee has determined that Mum and Dad’s (and the son’s) respective UPEs have been “on foot” and have been incrementally increasing (taking account drawings and funds required to meet primary tax, concessional superannuation contributions and FMDs) for at least the last five years. The trustee is satisfied that all UPEs noted above are “returnable amounts”. On this basis, the trustee proposes to seek bank borrowings solely to refinance part only of Mum and Dad’s trust entitlements. Mum and Dad plan to reduce their own borrowings on the primary production land, meaning that rental income will now form part of their savings plan. In these circumstances, and taking account TR 2005/12, interest expense on the bank borrowing is arguably deductible to the trustee. This should be the case equally, even if Mum and Dad had chosen to use those funds solely for private purposes.

State duties

It is outside the scope of this article but, for a country of only 26 million people, we have an exceedingly complex system of taxes, not just at the federal level but also at the state level, in the form of duties. What’s more, the rules in each jurisdiction can be different and produce different results.

For this reason, it is recommended that practitioners engage with experienced duty practitioners who are familiar with the law that applies in the particular jurisdictions that your client’s business operates, to avoid unpleasant surprises.

The duties issues of concern include:

• the transfer of real property and the purchaser duties that accompany that;

• the exemptions applying to inter-generational land transfers of real property;

• issues that can arise, for example, in Tasmania, around leasehold improvements that attach to land; and

• the transfer of business assets in states that still impose duties on the conveyance of such assets (it is understood that a duty exemption is available in Queensland for trust to company restructures).

It is not the authors’ intention to explore these matters. Rather, their intent is to highlight the importance of working with practitioners who can fully advise on the duties implications of a structural plan, particularly where the adviser is in a different jurisdiction to that of the client.
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PepsiCo: a guide to the ongoing implications

by Cameron Blackwood, ATI, Head of Tax, Angelina Lagana, CTA, Head of Tax Controversy, and Craig Boyle, CTA, Special Counsel, Corrs Chambers Westgarth


The High Court’s 4:3 majority judgment in FCT v PepsiCo, Inc brings to an end one of the more significant Australian income tax disputes in recent times, and addresses a number of important and fundamental concepts for multinationals. In finding in favour of the taxpayer in the long-running, embedded royalty dispute against the Commissioner of Taxation, and in considering what constitutes an embedded royalty for tax purposes, the High Court clarified the concept of consideration for the use of intangible assets. It also provided definitive guidance on the interpretation and application of Australia’s diverted profits tax and general anti-avoidance provisions.



Introduction

As foreshadowed in the article PepsiCo comes to an end: the High Court calls last drinks and closes the bar,1 the PepsiCo2 decision is significant for several reasons. It carries with it many implications extending beyond the specific fact pattern that was present in PepsiCo.

In this article, we delve further into the detail of both the majority and minority judgments of the High Court, and consider what may come next in the context of the vexed question regarding the Commissioner’s treatment of royalties and intangibles.

Key takeaways from PepsiCo

There are a number of key takeaways from the PepsiCo case, including:

• the High Court reinforced that Australia’s royalty withholding tax provisions are to be applied with close regard to the objective characterisation of the relevant “true contractual arrangements”, as well as the importance of establishing the arm’s length, or “fair”, pricing of the sale of goods, and clearly documenting and establishing the rationale behind commercial transactions;

• the High Court considered and confirmed the interpretation of key elements of Pt IVA of the Income Tax Assessment Act 1936 (Cth) (ITAA36), which will have an ongoing impact on the application of Australia’s anti-avoidance rules; and

• the operation of Australia’s diverted profits tax (DPT) provisions has now been considered by Australia’s highest court. With the United States previously expressing concerns with DPTs, following the authoritative guidance now provided by the High Court regarding their interpretation and operation, there will likely be a spotlight on how the Commissioner applies these provisions in the future. This is particularly the case in respect of arrangements involving software and technology, and other intangibles.

Background to PepsiCo

The factual background to the PepsiCo dispute was set out in detail in “PepsiCo falls flat for the ATO”,3 regarding the Full Federal Court decision in PepsiCo, Inc v FCT.4

Having regard to the majority judgment of the High Court, which affirmed the majority decision of the Full Federal Court, the key facts are summarised below.

Note: Paragraph references in this article are to specific paragraphs within the High Court’s published decision.

The “players”

The PepsiCo case had its origins in the longstanding commercial and contractual arrangements governing the bottling and distribution of certain branded beverages in Australia:

• PepsiCo, Inc: a US incorporated parent company, holding trademarks, designs, formulas and other intellectual property for the Pepsi and Mountain Dew brands (para 117);

• Stokely-Van Camp, Inc (SVC): a PepsiCo group company also incorporated in the US, holding equivalent intellectual property rights for the Gatorade and Propel brands (paras 117–118);

• Schweppes Australia Pty Ltd (SAPL): an unrelated Australian company with exclusive manufacturing, bottling and distribution rights for the applicable PepsiCo group beverages in Australia under the relevant agreements (paras 117–119);

• PepsiCo Beverage Singapore Pty Ltd (PBS): an Australian incorporated subsidiary of PepsiCo, later nominated to act as the seller of concentrate to SAPL (para 119); and

• Concentrate Manufacturing (Singapore) Pte Ltd (CMSPL): a member of the PepsiCo group incorporated in Singapore and the manufacturer of concentrate and supplier thereof to PBS (paras 135–136).

The contractual arrangements

Central to the case were the exclusive bottling agreements (EBAs) entered into between PepsiCo and SAPL, and between SVC and SAPL.

The EBAs provided that PepsiCo and SVC would sell (or cause to be sold by one of its subsidiaries, which was ultimately nominated to be PBS) the flavour concentrates required for the manufacture of certain beverages to SAPL. At the relevant times, SAPL bought concentrate from PBS, and paid for the concentrate in accordance with invoices issued to it by PBS.

The sale price for the concentrate was determined in accordance with the terms of the EBAs. SAPL made no payments to PepsiCo or to SVC, and no provision was made in either EBA for the payment by SAPL to PepsiCo or SVC, respectively, of a royalty for its use of the PepsiCo group intellectual property.

Nevertheless, it was common ground that the PepsiCo EBA contained an implied licence to SAPL for the use of intellectual property, with the SVC EBA expressly granting such a licence to SAPL (para 141). The licences granted SAPL with rights to use trademarks and other PepsiCo group intellectual property in Australia to enable it to manufacture, bottle, sell and distribute the finished beverages in branded PepsiCo group packaging.

Both the majority judgment (comprising Gordon, Edelman, Steward and Gleeson JJ) and the minority judgment (comprising Gageler CJ, Jagot and Beech-Jones JJ) of the High Court also referenced other agreements entered into in connection with the PepsiCo EBA. This was a Co-operative Advertising and Marketing Agreement (entered into between SAPL and a PepsiCo group company, which was ultimately PBS), and a Performance Agreement (entered into between SAPL and another PepsiCo group company registered in Ireland, being Pepsi-Cola International, Cork). Provisions with a similar effect to these other agreements were incorporated within the SVC EBA.

Somewhat significantly, the majority judgment went to some length in analysing the terms and the effect of the three agreements, noting that:

“124. … The Performance Agreement recorded that the Performance Agreement, the PepsiCo EBA and the annual Co-operative Advertising and Marketing Agreement contained the entire agreement between the parties.”

The majority of the High Court also collectively referenced these three agreements as the “SAPL Bottler, Seller and Distributor Agreement”.

In contrast, and which may partially explain the different conclusions reached by the minority of the High Court, the minority appeared to direct much of their focus and attention towards the specific provisions and operation of the PepsiCo and SVC EBAs.

Obligations under the agreements

The majority of the Full Federal Court reached the conclusion that a “complete view” of the licence granted by PepsiCo (and SVC) to SAPL was one which acknowledged:5

“47. … ‘(a) the benefits obtained by [SAPL] in being permitted to use the goodwill attaching to the trade marks; (b) the restrictions both as to product and marketing imposed on [SAPL] in its utilisation of that goodwill; (c) the burdens placed upon [SAPL] in complying with testing and inspection regimes; and (d) the benefits obtained by PepsiCo/SVC in having [SAPL] sustain and promote their goodwill in Australia …’”

As a starting point for a further, more detailed consideration of the High Court decision in PepsiCo, both the majority and minority of the High Court agreed with this conclusion.

In the words of the majority:

“156. … the licence obtained by SAPL was part of a package involving substantial obligations upon SAPL and substantial benefits to PepsiCo and not merely benefits to SAPL …”

As will be seen in the analysis below, the interpretation of the interlinked costs, benefits and promises to both PepsiCo/SVC and SAPL under the applicable commercial and contractual arrangements and transactions, is a critical point of difference between the majority and minority judgments of the High Court. This, in turn, drives vastly different outcomes and conclusions in respect of the specific issues that were in dispute in PepsiCo.

The issues and grounds of appeal

Following the Full Federal Court majority decision in favour of PepsiCo, the Commissioner pursued three grounds of appeal before the High Court (para 122):

1. the Full Federal Court ought to have found that payments made by SAPL to PBS included a “royalty” paid “as consideration for” the use of, or right to use, the PepsiCo/SVC intellectual property licensed to SAPL;

2. the Full Federal Court ought to have found that such “royalties” were income “derived by” and “paid to” PepsiCo and SVC for the purposes of the royalty withholding tax provisions within the ITAA36; and

3. in the alternative, if no royalty withholding tax was payable by PepsiCo or SVC, the Full Federal Court ought to have found that PepsiCo and SVC were liable for DPT for the purposes of the DPT provisions within Pt IVA ITAA36 .

The High Court decisions

Issue 1: royalty withholding tax

Contractual construction: principles

The majority judgment quite succinctly summarised perhaps the key, fundamental issue at the heart of the PepsiCo dispute:

“124. Critical to the resolution of these appeals is the proper construction of the agreements between SAPL and PepsiCo, and between SAPL and SVC …”

The majority then provided guidance as to how this task should be undertaken:

“126. … The specific contractual rights and obligations of the parties to the SAPL Bottler, Seller and Distributor Agreement are to be construed objectively, by reference to the language used, circumstances addressed and commercial purpose or objects to be secured.”

In the specific context of determining whether any part of the payments made by SAPL constituted a royalty under s 6(1) ITAA36, the majority confirmed the above:

“159. Whether the payments for concentrate from SAPL to PBS were in part ‘consideration for’ the right of SAPL to use the PepsiCo Intellectual Property turns on the proper construction of the whole SAPL Bottler, Seller and Distributor Agreement of which the PepsiCo EBA formed a part — what the parties had agreed, ascertained objectively …”

The majority cited the decision of the High Court in Mount Bruce Mining Pty Ltd v Wright Prospecting Pty Ltd6 (Mount Bruce Mining) with approval and as support for the propositions set out above.

The minority were in agreement with this statement of principle, confirming (at para 51) that the “proper construction (and subsequent characterisation) of a commercial agreement [should be undertaken] in accordance with orthodox principles”. The minority referred to the decision of the High Court in Electricity Generation Corporation v Woodside Energy Ltd7 (EGC) as an example of those orthodox principles.

It should be noted — for further reference below — that the High Court in Mount Bruce Mining cited the decision in EGC with approval. However, there was a critical difference between the approach taken by the respective judgments in objectively construing the commercial and contractual arrangements and transactions between SAPL and PepsiCo, and between SAPL and SVC.

Contractual construction: application

The majority held that, in relation to the supply of concentrate required for the manufacture of the beverages, the PepsiCo and SVC EBAs, properly construed, did not give rise to a “sale” of concentrate. Rather, the EBAs spoke of obligations and promises for PepsiCo and SVC to sell, or cause to be sold, concentrate in the future (paras 130–131).

The majority then highlighted that the relevant agreements entered into between the PepsiCo group entities and SAPL:

“137. … show that the objective, unchallenged evidence was that SAPL placed orders for and paid for concentrate in accordance with invoices for the sale of concentrate issued by PBS. The concentrate sold by PBS had been purchased by PBS from CMSPL …”

The majority also stated:

“133. … Properly construed, each purchase order and invoice evidenced a contract for the supply of concentrates between PBS and SAPL.”

and concluded:

“148. The exchange of promises in the SAPL Bottler, Seller and Distributor Agreement between PepsiCo and SAPL was separate from the future agreements that may be, and were, entered into by SAPL for the sale and purchase of concentrate …”

In other words, the majority, in undertaking an objective assessment of what the parties had agreed, concluded that there were two distinct and separate commercial and contractual arrangements between entities within the PepsiCo group and SAPL.

In contrast, the minority, in undertaking an objective assessment of what the parties had agreed, considered that a “complete view” of the licence granted by PepsiCo (and SVC) to SAPL (as referred to above) was one which acknowledged a “… series of exchanges of promises and grants of rights” (para 53), concluding that what “remains, however, is the critical point that the components comprising this ‘complete view’ of the EBAs, as the Full Court majority recognised, are interlocking and indivisible” (para 48).

In other words, the minority concluded that there was one single commercial and contractual arrangement between entities within the PepsiCo group and SAPL that was unable to be bifurcated.

The minority also stated:

“51. The proper construction (and consequent characterisation) of a commercial agreement, in accordance with orthodox principles, does not enable a court to subdivide that which is objectively characterised as a single, integrated and indivisible transaction …”

and concluded:

“52. The EBAs each provided for an exchange of promises to effect the sale by PepsiCo or SVC or another PepsiCo Group member of the concentrate needed to make and the intellectual property rights needed to sell the branded drinks. As such, the future sales of that concentrate at the agreed rates … were as much an indivisible part of the transactions as the grant of the necessary intellectual property licences enabling SAPL to fulfil its obligations in respect of those branded drinks under the EBAs, including the obligation and right to sell those drinks to retailers and consumers. What cannot be done is to separate the part from the whole or to attribute to each party intentions based on the perceived value to them of any individual promise …”

As will be seen below, the different conclusions reached by the majority and minority judgments — notwithstanding that both involved the same process of objective construction and characterisation of the same commercial and contractual arrangements and transactions — gave rise to very divergent outcomes regarding whether any part of the payments made by SAPL to PBS for the concentrate included a royalty.

What is “consideration for” a royalty?

The majority judgment also quite succinctly summarised the substance of the embedded royalty aspect of the PepsiCo dispute:

“151. … There was no dispute that if, properly construed, SAPL’s obligation to pay for concentrate under the SAPL Bottler, Seller and Distributor Agreement included, in part, a payment which was consideration for the use of the PepsiCo Intellectual Property, then such a payment would be a ‘royalty’ within the meaning of that defined term in s 6(1) of the ITAA 1936.”

In an important aspect of the High Court’s overall decision in PepsiCo, the majority clarified the meaning of the words “consideration for” in the definition of the term “royalty”. The majority stated:

“160. The word ‘consideration’ has multiple meanings and shades of meaning. In the modern law of contract, ‘consideration’ has developed as a concern with reciprocity, or a ‘quid pro quo’ between an offered promise and acceptance. But another meaning of consideration which applied in circumstances broader than modern contracts, such as a conveyance or the making of a payment, was a ‘moving cause’ or a ‘material cause’ for the payment. In this broader, alternative sense, the ‘consideration’ for a payment was the ‘purpose’ of the payment or conveyance, or the ‘basis’ or ‘condition’ upon which it is made.

161. … Similarly, the phrase ‘consideration for’ in the definition of ‘royalty’ in s 6(1) of the ITAA 1936 is unlikely to be confined to whether there is a quid pro quo in the making of an offer and acceptance of that offer. The definition of ‘royalty’ refers to an amount ‘however described or computed’ and to an amount ‘to the extent to which’ it is paid as consideration for the right to use intellectual property. The phrase ‘consideration for’ in the definition of ‘royalty’ in s 6(1) of the ITAA 1936 extends to the ‘basis’, ‘purpose’, or ‘condition’ for a transaction by which one party confers a benefit upon another …”

The minority can be said to be in agreement with this statement of principle, stating:

“44. It follows that an amount may be consideration for the use of intellectual property so as to meet the definition of ‘royalty’ without the amount itself being labelled as a ‘royalty’, and indeed without an ‘amount’ being specified at all, provided an amount can be ‘computed’ to be an amount in money …”

What, then, was the “consideration for” the PepsiCo intellectual property?

In broad terms, the Commissioner had contended that “… unless the price said to be payable for the concentrate in the EBAs included consideration for the right to use the intellectual property, PepsiCo and SVC were giving those valuable rights to SAPL for nothing” (paras 49 and 123). Both the majority and the minority found that this contention was erroneous.

Rather, the minority, in finding for the Commissioner, concluded that the proper characterisation of the PepsiCo transactions as a single, integrated and indivisible arrangement, with the EBAs securing the distribution rights to well-known beverages for which the use of the intellectual property was necessary, “required a conclusion that part of the payments made by SAPL was for the use of PepsiCo/SVC’s intellectual property” (para 58).

Expressed in a different way, the minority concluded that the approach taken by the Full Court, in separating the relevant legal rights and obligations, was wrong:

“53. The Full Court majority, having rightly found the transaction to involve an integrated and interlocking series of exchanges of promises and grants of rights, were wrong then to engage in a process of subdivision in which the payment (said to be for concentrate) attached to the concentrate and the other exchanges of value attached to other aspects of the agreement …”

In applying the agreed on, broader meaning of the term “consideration” for the purposes of the definition of “royalty” within s 6(1) ITAA36, the minority concluded:

“53. … the promise to pay imposed on SAPL under the EBAs for the concentrate to some extent moved the grants of the intellectual property licences, the relevant promises forming part of a single and indivisible whole. Accordingly, the payment for the concentrate is to some extent a payment for the grants of the intellectual property licences.”

“52. … Once it is accepted that within the contractual scheme SAPL’s payment for the concentrate in part moved the grant of the intellectual property licences, the answer that the payment included a royalty component is unavoidable.”

In applying the agreed on, broader meaning of the term “consideration”, the majority similarly confirmed that the starting point for “whether a payment is a basis, purpose or condition ‘for’ the conferral of the use of intellectual property will always depend on what the parties have agreed” (para 161).

The majority quite strongly rejected the Commissioner’s contention (as referred to above), noting that such analysis “oversimplifies what the parties agreed and misconceives the overall arrangement and hence the basis or condition for the licence to SAPL to use the PepsiCo Intellectual Property” (para 166).

The majority noted that the “SAPL Bottler, Seller and Distributor Agreement constituted a complex exchange of valuable promises” (para 166), and it was not “an agreement for the sale of goods or an agreement to sell goods in the future … By way of contrast, the contracts between SAPL and PBS, at arm’s length, were for the sale and purchase of concentrate” (para 162).

It was stated by the majority:

“163. Although the licence for the PepsiCo Intellectual Property was a significant part of the architecture of the entire SAPL Bottler, Seller and Distributor Agreement, the Commissioner’s contention that the payments for concentrate from SAPL to PBS were in part ‘consideration for’ the right of SAPL to use the PepsiCo Intellectual Property must be rejected. There was no basis for concluding that the PepsiCo Intellectual Property was given away for ‘nothing’, or that PepsiCo was not being properly compensated for the use of the PepsiCo Intellectual Property. The ‘consideration’ in the sense of the basis for, or a condition of, the use by SAPL of the PepsiCo Intellectual Property was the performance of the monetary and non-monetary undertakings by SAPL under the composite SAPL Bottler, Seller and Distributor Agreement, including the performance of undertakings or exchange of promises in cl 4 of the PepsiCo EBA, one of which was SAPL’s promise to pay agreed unit prices for concentrate.”

They ultimately concluded that no part of the payments made by SAPL under the two distinct and separate commercial and contractual arrangements entered into, constituted a royalty:

“174. The contractual price paid by SAPL to PBS for the concentrate was the price paid for goods sold and delivered. The Commissioner did not dispute that it was an arm’s length price, or a fair price, or that it was not disproportionately high. When the price paid for goods has those characteristics, it cannot be said that a part of the price paid for those goods is payment of a royalty for the use of intellectual property applied to products partly made with those goods.” (emphasis added)

Arm’s length price

In addition to the conclusions reached by the majority regarding the objective construction and characterisation of the relevant commercial and contractual transactions as forming two distinct and separate arrangements, it is also apparent from the majority judgment that the price paid for concentrate by SAPL formed a key component of the reasoning and ultimate decision.

For example, the majority notes in a number of instances, in addition to the extract (at para 174) as referred to above, that the price paid for concentrate by SAPL was a “fair price”.

While the minority sought to downplay this factor, stating (for example) that “the price said to be allocated to the item to be sold (in this case, the concentrate) is not or is not proved to be artificially inflated is not the point” (para 55), the majority also specifically noted:

“123. … The Commissioner was wrong to assert that part of the arm’s length price paid by SAPL to PBS for concentrate had to be treated as payment from SAPL to PepsiCo or SVC for the right of SAPL to use the PepsiCo Intellectual Property. There is no legal or economic reason to make that leap in logic. To do so would involve assigning part of the fair price paid for goods to a different commercial bargain. The Commissioner’s appeals to this Court should be dismissed.”

By a 4:3 majority, the Commissioner’s appeals to the High Court were dismissed.

Duties cases

In the Full Federal Court decision, significant time was dedicated by both the majority and minority of the Full Federal Court in reconciling perceived inconsistencies in a previous line of authority of the High Court regarding the imposition of duty on the transfer of property. This was partly in response to the Commissioner’s reliance on these cases to contend:

“172. … that it was necessary for the Court to look beyond the construction of the agreement to the whole of the arrangement and commercial dealing between the parties, including the value of the PepsiCo Intellectual Property and the pricing model adopted in other jurisdictions for other products, in order to characterise the consideration …”

The minority judgment perhaps best summed up the reconciliation of this line of authority, noting that they were not considered to be inconsistent, as the “difference in the outcomes between [these cases] involves only the objective characterisation of each transaction” (para 41). Importantly, the minority also stated:

“41. … The principle remains the same in all cases — if the transaction is characterised as the sale of property, the price of the sale is the consideration, but, if the transaction is characterised as the sale of property and other elements, the consideration is that which moved the sale of the property and those other elements …”

The majority would appear to have reached a similar conclusion, albeit expressed in different terms (para 173). Significantly, the majority and minority once again expressed similar sentiments regarding the “orthodox principles” for properly construing commercial agreements, with the minority commenting that the duties cases show that an objective characterisation of a transaction should not involve:

“41. … any inquiry into the parties’ subjective perceptions of the value to them of parts of the transaction.”

and the majority noting that the duties cases show that such process should not involve:

“172. … looking outside the terms of the arrangements and the transactions involved …”

Issue 2: derivation

Albeit in separate judgments, the majority and minority of the High Court unanimously concluded that the payments made by SAPL to PBS were not income “derived by” and “paid to” PepsiCo and SVC for the purposes of the royalty withholding tax provisions within the ITAA36.

This conclusion was primarily reached on the basis that there was no antecedent monetary obligation owed by SAPL to PepsiCo and SVC as the EBAs were not contracts of sale for the concentrate. Rather, they were contracts that would cause the concentrate to be sold in the future by PBS to SAPL.

Under the terms, substance and effect of the EBAs, in the words of the majority:

“185. No monetary obligation was owed by SAPL, or payment made by SAPL, to PepsiCo for or in respect of the concentrate …”

and in the words of the minority:

“68. Nothing supports giving these facts a legal character contrary to their appearance.”

Issue 3: diverted profits tax

Context: scheme, alternative postulates and issues

As PepsiCo and SVC were found not to be liable to pay royalty withholding tax under the ITAA36, it was necessary for the High Court to consider, as something more than a hypothetical question, whether they were instead liable to pay DPT.

After spending some time setting out the legislative structure of the DPT provisions within Pt IVA ITAA36, the majority judgment succinctly summarised the relevant key components of the DPT aspect of the PepsiCo dispute, and the customary machinery provisions of Pt IVA, as follows (paras 195–197]).

Scheme. The Commissioner’s identified scheme was, in substance, entry by PepsiCo into the PepsiCo EBA with SAPL on terms where SAPL bought concentrate and was licensed to use the PepsiCo intellectual property but paid no royalty for the use of the PepsiCo intellectual property.

Alternative postulates. The Commissioner’s case was that, had the scheme not been entered into or carried out, there were two alternative postulates:

1. that the PepsiCo EBA would or might reasonably be expected to have expressed the payments by SAPL to be for all of the property provided by and promises made by the PepsiCo group entities rather than for concentrate only; or

2. that the PepsiCo EBA would or might reasonably be expected to have expressly provided for the payment by SAPL for the concentrate to include a royalty for the provision to SAPL of the PepsiCo intellectual property.

Under either alternative postulate, the Commissioner contended that a royalty would or might reasonably be expected to have been paid by SAPL to PepsiCo or to another entity on PepsiCo’s behalf, or as PepsiCo directed.

PepsiCo contended that neither postulate was reasonable within the meaning of s 177CB(3) ITAA36.

Issues. These contentions gave rise to the following two issues:

1. whether PepsiCo obtained a tax benefit in connection with the identified scheme for the purposes of s 177J(1)(a) ITAA36; and

2. if so, whether it would be concluded, having regard to the relevant specific matters within s 177J(2) ITAA36, that the person, or one of the persons, who entered into or carried out the scheme or any part of the scheme did so for the principal purpose, or for more than one principal purpose that includes a purpose, of enabling PepsiCo to obtain a tax benefit, or both to obtain a tax benefit and to reduce PepsiCo’s liability to tax under a foreign law, in connection with the scheme.

Tax benefit

In a common statement across the High Court decisions in PepsiCo, the majority noted that whether “there is a ‘tax benefit’ in connection with a scheme is to be established as an objective fact” (para 204). The majority summarised the key inquiry required by s 177CB(3), stating that:

“204. … The inquiry directed by Pt IVA requires a comparison between the scheme and an alternative postulate … As the inquiry involves events and circumstances that did not actually happen, ‘[a] decision that a tax effect might reasonably be expected to have occurred if the scheme had not been entered into or carried out must be based on a postulate that is a reasonable alternative to entering into or carrying out the scheme’.”

Onus

The majority confirmed, as also correctly understood by the majority of the Full Federal Court, that the taxpayer at all times bore the onus of proving that it had not obtained a tax benefit in connection with a scheme (para 205). A key point of contention in PepsiCo, however, was what a taxpayer must do to discharge the onus.

The Commissioner contended that this required:

“205. … PepsiCo … to prove the existence of an alternative postulate in which it was not liable to pay royalty withholding tax, and that this postulate had to be reasonable in the sense required by s 177CB(3) …”

The majority rejected this contention of the Commissioner, finding that:

“207. The use of the word ‘must’ in s 177CB(3) … mandates that there cannot be a tax benefit if there is no postulate that is a reasonable alternative to a scheme …”

In so doing, the majority also reconciled the current line of authority of the courts dealing with similar considerations, noting:

“208. The Commissioner also relied upon a number of authorities, including Federal Commissioner of Taxation v Trail Bros Steel & Plastics Pty Ltd,[8] RCI Pty Ltd v Federal Commissioner of Taxation,[9] and the more recent decision in Federal Commissioner of Taxation v Guardian AIT Pty Ltd,[10] in support of the contention that PepsiCo had to prove the existence of an alternative postulate in which PepsiCo was not liable to pay royalty withholding tax, and this postulate had to be reasonable in the sense required by s 177CB(3). Those authorities do not support the Commissioner’s contention.”

And further stating:

“207. … Put another way, reaching a decision that a ‘tax effect’ in s 177C(1)(bc) might reasonably be expected to have occurred if the scheme had not been entered into or carried out ‘must’ be based and only based on a postulate or postulates that is or are ‘reasonable’. If none exist, no relevant ‘tax effect’ can be demonstrated.”

However, in clarifying this important statement of principle, the majority did go on to acknowledge that a taxpayer does not discharge the onus merely by demonstrating that the postulate relied on by the Commissioner is unreasonable (para 211). In citing the decision of the Full Federal Court in RCI Pty Ltd v FCT11 with approval, the majority noted (paras 210–211):

“… the issue is not whether the Commissioner puts forward a reasonable counterfactual or not; it is a question of the court determining objectively, and on all of the evidence, including inferences open on the evidence, as well as the apparent logic of events, what would have or might reasonably be expected to have occurred if the scheme had not been entered into.”

In this regard, the majority noted:

“212. … that a taxpayer may more usually demonstrate the absence of a tax benefit by identifying, on the evidence, a postulate or counterfactual which shows what it might reasonably be expected to have done, had it not entered into or carried out a relevant scheme … Nevertheless, in unusual cases, a taxpayer may demonstrate the absence of a tax benefit by establishing that there is no postulate that is a reasonable alternative to entering into or carrying out the scheme.”

Somewhat curiously, given the significance of this issue in the decision of the Full Federal Court, and the resulting focus thereon in the High Court Special Leave submissions of both the Commissioner and PepsiCo (including the Commissioner’s affidavit evidence that “the operation of the taxpayer’s onus in a scheme case impacts all Pt IVA litigation”), the minority judgment considered:

“99. … it is unnecessary to consider the Commissioner’s further submission that the Full Court majority erred in their approach to the onus of proof as it applies to s 177C(1)(bc) of the ITAA by contemplating that a taxpayer may discharge that onus by proving that there is no reasonable alternative to a scheme.”

The minority arrived at this conclusion based on their finding that each of PepsiCo and SVC obtained a tax benefit in connection with the relevant scheme (para 99). It is to this aspect that we now turn in further detail.

Reasonableness of alternative postulates

The majority confirmed that a “correct understanding of the economic substance of the contractual arrangements is important to an application of the DPT provisions” (para 214), also succinctly summarising that in “these appeals, the central question is the economic and commercial substance of the Scheme, as distinct from its legal shape or form” (para 215).

In summarising the Commissioner’s submissions, the majority noted:

“215. … The Commissioner submitted that the economic and commercial substance of the Scheme was that, in return for the making of each payment from SAPL to PBS, SAPL received two valuable benefits — the concentrate and the PepsiCo Intellectual Property. In this respect, the Commissioner submitted that the allocation of the total contract price to concentrate was not the substance of the Scheme but was only a means and form to give it effect. As explained above, that misconceives and oversimplifies the composite SAPL Bottler, Seller and Distributor Agreement.”

And stated:

“216. The true economic and commercial substance of the composite SAPL Bottler, Seller and Distributor Agreement was that SAPL was appointed and accepted appointment as the exclusive bottler, seller and distributor of the Beverages as part of a comprehensive arrangement involving an exchange of promises, on an arm’s length basis, which included the promise to purchase concentrate at agreed prices which were not disproportionately high, as well as the conferral of intellectual property rights. That conferral of rights did not take place ‘for nothing’ …”

The majority concluded that the Commissioner’s alternative postulates were not reasonable, stating that “the problem with the Commissioner’s position … is that he misconceived the economic and commercial substance of the Scheme” and it “was not the case that the payments made by SAPL to PBS were consideration for the receipt of two benefits” (para 218). Rather, in agreeing with the conclusion reached by the majority of the Full Federal Court, the majority found that the “commercial and economic substance of the [S]cheme was that the price agreed for concentrate was for concentrate” (para 218).

In reinforcing this conclusion, the majority also found that the following critical facts, “unique to these appeals, enabled PepsiCo to demonstrate that there were no other reasonable alternative postulates and therefore no relevant tax effect” (paras 219–220):

3. that the substance of the scheme (as properly construed and characterised) included that the price paid for concentrate was for concentrate and nothing else;

4. that the scheme was a product of arm’s length dealings between unrelated parties; and

5. the absence of a royalty was market standard, a substantive element of the business model which was adopted by the PepsiCo group and which had commenced in the early 1900s.

It was for these reasons that the majority concluded that the “only postulate here that might have exhibited the same substance and achieved the same results as that found in the scheme was the SAPL Bottler, Seller and Distributor Agreement”, with PepsiCo also showing “that it was probable that no different arrangement might reasonably be expected to have been entered into” (para 224).

In other words, the majority concluded that PepsiCo obtained no tax benefit, on the basis that where “the substance of the Scheme does not permit the conclusion to be drawn that the price for concentrate included a royalty, that conclusion is not reasonably open” (para 224).

In contrast (as referred to above), the minority judgment found that each of PepsiCo and SVC obtained a tax benefit in connection with the relevant scheme (para 99). This was on the basis that:

“94. … on their proper construction and characterisation, the EBAs each provide for a single, integrated and indivisible transaction of which the sale of concentrate by PepsiCo or SVC (as applicable) or their nominated PepsiCo Group member to SAPL forms one inseparable part, from which it follows that the price said to be for the sale of concentrate has within it a component for the transfer of the intellectual property rights (the royalty). Once that is accepted, it also follows that PepsiCo and SVC have not discharged their onus by negativing the reasonable alternative postulate to the schemes … On this reasonable alternative postulate to the schemes under s 177CB(3), PepsiCo and SVC each obtained a tax benefit (s 177C(1)(bc)) as, but for the schemes, each might reasonably be expected to have been liable to pay withholding tax on the amount if the scheme had not been entered into or carried out (s 177C(1)(g)).”

Principal purpose

Given the majority’s conclusion in relation to the lack of reasonable alternative postulates, the principal purpose threshold was not determinative of the outcome for the PepsiCo dispute with respect to the application or otherwise of the DPT provisions within Pt IVA ITAA36.

Nonetheless, the majority felt it appropriate to make certain observations regarding whether the scheme was entered into by PepsiCo and SVC for the principal purpose of enabling them to obtain a tax benefit, which may be of interest to taxpayers more broadly for the purposes of the application of both the DPT provisions and the general anti-avoidance provisions.

For example, and perhaps most significantly, the majority noted that:

“229. … It would be unthinkable to suppose that sophisticated commercial operators did not take tax outcomes into consideration in negotiating the form of a transaction …”

And further:

“229. … taking tax outcomes into account does not necessarily justify an application of Pt IVA of the ITAA 1936, or, indeed, the imposition of DPT …”

In considering the manner in which PepsiCo and SVC entered into and carried out the scheme — one of the many relevant factors at play — the majority identified that there were three significant reasons tending away from a conclusion that PepsiCo and SVC had a principal purpose of enabling them to obtain a tax benefit. These reasons were noticeably similar to the unique factors (as referred to above), which enabled PepsiCo and SVC to demonstrate and discharge the onus that there were no other reasonable alternative postulates to the SAPL Bottler, Seller and Distributor Agreement (para 230).

In considering the form and substance of the scheme, the majority considered that “because the price agreed for concentrate was for concentrate and nothing else, the form and substance of the Scheme were the same” (para 232).

More specifically, the majority again reinforced that for “the reasons already given, the Commissioner’s argument is flawed because it misstates the true economic and commercial substance of the Scheme” (para 232).

In perhaps the final demonstration of the importance, and the critical difference, between the approach taken by the respective judgments in objectively construing the commercial and contractual arrangements and transactions between SAPL and PepsiCo, and between SAPL and SVC, the majority, in the context of its obiter comments in relation to the principal purpose test, stated:

“232. … In other words, the composite SAPL Bottler, Seller and Distributor Agreement was a correct and accurate record of the bargain ultimately struck by the parties. It follows that this factor strongly favours the conclusion that the Scheme was not entered into for the principal purpose of enabling PepsiCo to obtain the tax benefit.”

Whereas the minority, in concluding that the considerations in s 177J(2) ITAA36 weigh in favour of the existence of the requisite principal purpose, stated:

“108. … It is the commercial and economic substance of the schemes, in which the parties to the EBAs have executed an indivisible transaction involving interlocking promises including the sale of concentrate and the grant of the intellectual property licences along with other promises of value, which drives the outcome …”

Detailed observations and practical tips

While the judgment is ultimately a “win” for PepsiCo and, by extension, taxpayers more generally, the broader implications of the case are far more nuanced. The outcomes at both the High Court and the Full Federal Court were closely divided, which underscores the finely balanced nature of the key issues that were in dispute.

Contractual interpretation

Both the majority and minority judgments in the High Court confirmed that commercial arrangements and transactions are to be construed objectively and in accordance with their contractual terms and language used, circumstances addressed, and commercial purposes and context. Further, both judgments also confirmed that the subjective perceptions of the transactions that are held by the relevant parties to those arrangements, together with looking outside the terms of those specific arrangements and the transactions involved in order to characterise the consideration under those arrangements, are not relevant to the objective construction process.

The decision and findings of the majority also confirm that the mere presence of intellectual property as a component in a transaction, does not, in and of itself, give rise to the presence of an embedded royalty.

However, the fact that the High Court was split on a 4:3 basis in construing the relevant agreements and arrangements in PepsiCo, while applying the same generally accepted principles of contractual construction, shows just how important it is to ensure that utmost care and attention is taken when drafting commercial agreements and pricing transactions. Going forward, this will particularly be the case in respect of transactions that involve, or potentially involve, the use of or payments for intellectual property. This, in turn, will likely involve other specialist areas of law (such as copyright/trade mark and patent law).

TR 2024/D1

The ATO has acknowledged, in a recent short press release, the High Court’s decision in PepsiCo, noting that it is currently considering the decision, including any broader impact that it may have on the reasoning set out in TR 2024/D1.

While the depth and breadth of any necessary reconsideration and/or rewrite of TR 2024/D1 may be open to debate, some initial observations may include:

• para 16 of TR 2024/D1 notes that “consideration” does not have its technical meaning in contract law. The majority of the High Court has some specific comments in this regard (paras 160–161) that may support this position to a certain extent;

• para 83 of TR 2024/D1 notes that determining the purpose of a payment requires regard to matters beyond the boundaries of any contracts giving rise to the payment, including the commercial and financial relations between the parties. This may now appear to be in direct contrast to certain comments of both the majority and minority (as referred to above; see, for example, para 172);

• further, in connection with the objective construction of specific contractual rights and obligations, the High Court in PepsiCo cites the previous leading decisions of the High Court in Mount Bruce Mining and EGC with approval. Neither of these cases appear to have previously been incorporated or referenced in TR 2024/D1; and

• somewhat curiously, paras 88 to 102 of TR 2024/D1 analyse the concept of “consideration” for royalty purposes from the perspective of a GST analysis, whereas in PepsiCo, the Commissioner approached this notion by reference to the High Court line of authority in the duties cases. While some of those duties cases are referenced in TR 2024/D1, others are not. Given that the majority and minority in PepsiCo have now reconciled those duties cases, it may be logical for these conclusions to be reflected in any rewrite of TR 2024/D1.

It may also be expected that the ATO will release a decision impact statement in connection with the High Court’s decision in PepsiCo.

Oracle case

The ATO had also previously announced that it would defer the finalisation of TR 2024/D1 pending the outcome of the PepsiCo High Court proceedings. It seems curious that the Commissioner sought to tie the draft ruling to PepsiCo — a matter which neither concerned the use of software nor involved related-party arrangements — particularly given that the previous iteration of the draft ruling was found in TR 2021/D4.

It may be open to speculation that the current “state of flux” in relation to TR 2024/D1 is referable to the Federal Court’s judgment at first instance in favour of the Commissioner in PepsiCo, Inc v FCT,12 which was handed down on 30 November 2023, and which may have been a catalyst for the release of TR 2024/D1 on 17 January 2024.

From a practical perspective, it may also have been more logical to align the finalisation of TR 2024/D1 with the progression of a matter such as Oracle Corporation Australia Pty Ltd v FCT13 (Oracle), which, having regard to the underlying issues that were referenced within the stay application proceedings, appears to fall squarely within the ATO’s software royalty ruling framework.

However, given the status and complexity of the Oracle proceedings, it may be several years before a court considers and opines on the technical and substantive royalty issues that are in dispute. In any event, further delays to the finalisation of TR 2024/D1 would not be unprecedented. More than four years have already elapsed since TR 93/12 was withdrawn with effect from 1 July 2021, initially replaced by TR 2021/D4, which was released on 25 June 2021. Against that backdrop, the prospect of a further multi-year wait for clarity regarding the specific identification and characterisation of royalties in a software and technology space would be, while unfortunate, perhaps unsurprising.

Arm’s length dealings

It is difficult to escape a conclusion that a certain part — perhaps a not insignificant part — of the High Court majority’s reasoning in PepsiCo was influenced by the independence of the parties and the arm’s length nature of the prices paid by SAPL to PBS for the concentrate.

This factor, together with the comment of the majority that critically, “the Commissioner did not contend that these prices were incorrect or had been inflated to hide some secret royalty outlay” (para 167), may limit the decision’s utility as a precedent for related-party transactions or arrangements lacking demonstrable commercial independence. For such cases, the risk profile remains materially higher, as well as the Commissioner’s potential appetite to challenge.

It is apparent from the majority judgment of the High Court that the positions of the Australian courts and the Commissioner on royalty characterisation are not always aligned. Regardless of the outcome, the Commissioner will continue to apply increased scrutiny to commercial arrangements involving intangibles, particularly where there is some valuable intellectual property connected to those arrangements, or where transfer pricing considerations are involved. Taxpayers should, therefore, critically assess any payments for the use of intangibles and ensure that there is a robust basis for how such payments are characterised.

The decision in PepsiCo also does not preclude the possibility that a product price could be found to contain an embedded royalty component — particularly in circumstances where the price is found to be inflated to effectively reflect the value of associated intellectual property rights. In such cases, royalty withholding tax implications may still arise, provided the “consideration for” any embedded royalty component is “derived by” or “paid to” a non-resident.

DPT and Pt IVA

The specific conclusions reached by the majority and minority of the High Court in relation to the objective construction of the commercial and contractual arrangements and transactions between SAPL and PepsiCo, and between SAPL and SVC, were fundamental to the later conclusions reached regarding the analysis and application of the DPT provisions within Pt IVA ITAA36. On one view, the High Court’s comments may be of limited utility to other taxpayers in considering their own specific commercial facts and circumstances in an anti-avoidance context.

However, and not insignificantly, the majority judgment of the High Court has confirmed some critical general propositions that are of broad precedential value to taxpayers.

Onus

The majority of the High Court has established that taxpayers are able to discharge their onus in relation to the tax benefit limb of Pt IVA ITAA36 by demonstrating that there is no postulate that is a reasonable alternative to the entering into or the carrying out of a scheme. This may be viewed as definitive guidance regarding the interpretation of s 177CB ITAA36, which was introduced in 2013 in an effort to address concerns regarding the prevalence of a “do nothing” argument in the context of the determination of a reasonable alternative postulate.

The analysis of the majority — in particular the references to the “unique facts” which enabled PepsiCo to demonstrate there was no reasonable alternative to the arrangements that were entered into — simultaneously confirms that while a “do nothing” alternative postulate may remain valid following the 2013 amendments to Pt IVA ITAA36, this would not be without risk. A taxpayer must still be adequately prepared to defend the position it has adopted and go through a comprehensive and rigorous evidentiary process to establish such a position.

Reasonable alternative postulate

As part of the introduction in 2013 of s 177CB, s 177CB(4)(a)(i) provided that, among other factors, particular regard was to be had to the substance of a scheme when determining whether a postulate is a reasonable alternative.

As referred to above, a key issue for the majority of the High Court was correctly understanding the economic and commercial substance of the scheme, as separate from its legal shape or form. In rejecting the Commissioner’s submission “that the allocation of the total contract price to concentrate was not the substance of the Scheme but was only a means and form to give it effect” (para 215), a key finding of the majority was that the Commissioner’s argument misstated “the true economic and commercial substance of the Scheme” (para 232). It can be seen that this conclusion, which had its origins in the majority’s objective construction of the contractual arrangements, was critical to both the majority’s DPT analysis, as well as the majority’s royalty withholding tax analysis.

The majority of the High Court has also established that, in and of itself, taking tax outcomes into account in negotiating the form of a transaction does not necessarily justify an application of Pt IVA or the imposition of DPT under the ITAA36.

Unique facts

Of particular interest as a post-script to PepsiCo is the progression of the current Federal Court proceedings between The Coca-Cola Company (Coca-Cola) and the Commissioner, which also extends to whether payments for concentrate made to an overseas entity ought to have been characterised as royalties subject to withholding tax.

It may be expected that a significant component of Coca-Cola’s commercial operations and arrangements share similarities with those of PepsiCo, while also involving a number of their own, separate “unique facts”. In the context of the Commissioner having assessed Coca-Cola to DPT, which is a key aspect of the current Federal Court proceedings, it remains to be seen how broadly the comments of the majority in the High Court — particularly in respect of the establishment or otherwise of a reasonable alternative and therefore the existence of a DPT tax benefit — are applied to similar but not identical evidence, facts and commercial circumstances.

PS LA 2005/24

In addition to the ATO’s consideration of the broader impact of the High Court decision in PepsiCo to TR 2024/D1, there are likely to be a number of additional ATO publications and guidance materials requiring similar reconsideration.

For example, PS LA 2005/24, which the ATO notes is already being reviewed as a result of the decision of the Full Federal Court in FCT v Guardian AIT Pty Ltd14 (which decision was referenced by the High Court in PepsiCo), states the following in response to the question of whether “all of the case law on the concept of tax benefit [is] still authoritative following the [2013] amendments”:

“83. No. New section 177CB so significantly alters the conceptual framework of the tax benefit test that cases such as Federal Commissioner of Taxation v. RCI Pty Ltd [sic] … can no longer be wholly regarded as representing the law, so far as the tax benefit concept is concerned, and should be treated with extreme caution.”

Given that the majority of the High Court has cited and quoted from the decision of the Full Federal Court in RCI Pty Ltd v FCT with approval (see paras 208 and 210–211) in the context of “tax benefit”, it may be concluded, with respect, that PS LA 2005/24 will also require further reconsideration and rewriting following PepsiCo.

It will be of interest to observe whether or not other, perhaps less obvious, ATO publications and guidance materials may also be reconsidered. For example, TR 2010/4 relies quite heavily on an extension and application of the High Court’s decision in Chief Commissioner of State Revenue (NSW) v Dick Smith Electronics Holdings Pty Ltd15 (Dick Smith), which was one of the duties cases under consideration in PepsiCo.

Given the comment of the majority in PepsiCo that Dick Smith turned on an application of a state Duties Act to its particular facts (para 172), and the implied limitation on the broader application of the case, it may be queried whether the reliance placed by the Commissioner on the Dick Smith decision in the above and other instances should be revisited.

The post-PepsiCo world for taxpayers

It may be expected that the ATO’s decision impact statement will provide some insights into the Commissioner’s views regarding the broader application of the High Court’s decision in PepsiCo. The authors anticipate this will highlight that many aspects of the High Court’s analysis and comments relate to the particular facts of PepsiCo. In the meantime, what is known is that the ATO continues to receive significant funding from the federal government to conduct its ongoing tax avoidance taskforce activity, a component of which is its regular program of assurance and risk-based reviews and audits.

Taxpayers should therefore continue to be proactive and prepared, which, in the specific context of PepsiCo, should include the following:

• taking the utmost care and attention when drafting commercial agreements, irrespective of whether they involve related intra-group entities or unrelated third parties;

• considering how the ATO might scrutinise arrangements and transactions. For example, there is still a risk that royalty-type features may arise in respect of commercial agreements involving both tangible goods and intangible property (such as distribution arrangements, licensing and use of patents, data and know-how, marketing and branding etc). It therefore becomes critical to be able to identify what goods and/or services are being provided under relevant contract(s);

• considering how payments for those goods and/or services are specified or how they may be characterised. For example, whether there might be an embedded royalty component having regard to some of the aspects of the decision in PepsiCo;

• objectively evaluating whether there are any payments occurring for the use of intangibles, and if not, why not. How the relevant transactions are priced — whether they are priced “fairly” — and whether the purchaser is paying for intangible or intellectual property, or merely for goods;

• considering what evidence exists to support the pricing arrangements. Whether any comparable arrangements with other parties (including cross border supply and service agreements) have been reviewed. Whether any valuation of the cross-border licensing of brands, inventions, knowledge, patents, copyright protected works and other intellectual property have been undertaken; and

• ensuring contemporaneous documentation has been prepared and formalised to support the positions taken and the commercial decision-making process. For example, whether there is evidence of alternative arrangements that were considered and why they may have been dismissed. The commercial rationale of taxpayers will be critical in a post-PepsiCo world, particularly in respect of arrangements involving intangible assets.
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Litigating tax disputes: key issues

by Luke Imbriano, FTI, Partner, Joseph Tranzillo, Senior Associate, and Codey Swadling, Lawyer, Corrs Chambers Westgarth


The decision to litigate may be one of the most consequential steps in the lifecycle of a tax dispute. The potential benefits of litigation are generally obvious; the potential disadvantages less so. With a view to promoting a thoughtful approach to tax litigation, this article sets out some of the key considerations that may influence a taxpayer contemplating whether to commence proceedings against a tax authority, such as the Australian Taxation Office. These and other concerns may also inform any decision to appeal against an adverse judgment in such proceedings. It is hoped that an awareness of such matters at an early stage in the tax dispute lifecycle — or at least prior to the actual decision-making — may allow the taxpayer to manage or avoid the risks attending litigation, and to position themselves so as to maximise its many potential rewards.



Introduction

Litigating tax disputes is, at least for taxpayers, notoriously difficult. The stakes in such disputes may be incredibly high, the timeframe for resolution may appear unclear or non-existent, and the other side frustratingly intransigent. Further, the statutory provisions may not lend themselves to ready comprehension, and the authorities may well raise more questions than they resolve when one seeks to apply them to the present facts. Added to this, it is trite to say that the myriad costs of tax litigation — and in particular extended tax litigation — may render even the strongest of cases practically unfeasible.

All of this is not to promote a pessimistic view of tax litigation. Indeed, in the authors’ experience, the successful resolution of tax litigation can be of enormous consequence for the particular taxpayer, the relevant industry, and even Australia’s economy and society at large. Clarification as to the operation of tax laws has the potential to profoundly shape how taxpayers structure their transactions, holdings and commercial (and private!) relationships. As such, the point of this article is to promote a thoughtful and considered approach to litigating tax disputes. The decision to litigate a tax dispute — whether in the courtroom or tribunal — is not one that should be made lightly, nor should the decision to appeal from an unfavourable result in such litigation. And for these decisions to be made properly, they should be made by taxpayers properly informed by their advisers.

This article seeks to highlight some of the key considerations that should be taken into account when making decisions about tax litigation. Of course, each decision will turn on its own circumstances, and this article cannot exhaustively detail every matter that could factor into the decisions regarding whether and how to litigate. Yet there are certain considerations that regularly and substantially influence such decision-making. They are the subject of what follows. It is hoped that cognisance of such matters, and the ability to determine what considerations arise in respect of a particular tax dispute and what weight should be given to them when they do arise, will assist taxpayers and their advisers in deciding whether or not to litigate, and how to do so efficiently and with a view to obtaining an optimal outcome.

This article is primarily directed to a scenario in which a taxpayer is in a position of disagreement with the ATO. Typically, this situation would arise where the ATO has issued an unfavourable original or amended assessment. However, and as is discussed below, an assessment is not a pre-condition to tax litigation, for example, a private ruling from the ATO can be challenged prior to the making of an assessment. Many of the considerations raised with respect to disputes with the ATO can also arise, mutatis mutandis, with respect to disputes with state and territory revenue authorities.

Considerations when litigating a tax dispute

Should you litigate?

Take the hypothetical scenario wherein you, an Australian taxpayer, have reached the position (potentially on advice from your competent advisers) that certain sums you have received in a particular income year should not properly be included in your assessable income for that income year. Having considered the matter carefully, you self-assess on that basis. The ATO later reviews your assessment, forms a contrary view about the status of those received sums, and issues an amended assessment that incorporates those sums into your assessable income (and, in turn, taxable income) for that income year.

The production of that notice of assessment is generally conclusive evidence of the due making of an assessment, that the assessment is valid, and that its amounts and particulars are correct.1 The exception is in proceedings under Pt IVC of the Taxation Administration Act 1953 (Cth) (TAA), which provides the procedural mechanisms for lodging taxation objections and reviewing objection decisions.

You are therefore left with a choice. One option is to accept the amended assessment and the tax consequences flowing from that assessment (including the shortfall interest charge and any penalties). Another is to avail yourself of the objection and review processes set out in Pt IVC — that is, ultimately, to litigate.

This decision involves more than a mere evaluation of the merits of your position. The following sections address some of the key considerations to which attention should be paid when seeking to make this choice, particularly where an objection has already been lodged and an unfavourable objection determination made.

Do you have an informed understanding of the case?

As stated, a taxpayer’s decision to litigate should not follow solely from their assessment of the strength of their legal position. It does not follow, however, that a taxpayer does not need to have an intimate understanding of the nature of their case so as to be in a position to make such an assessment. Put somewhat inelegantly, a crucial component of the taxpayer’s ability to make an informed decision is that they have the relevant information.

Indeed, Australian courts expect that, from the time an application is made to them, taxpayers have this informed understanding. From the first directions hearing, the taxpayer is expected to inform the court about the nature of the case — including the issues in dispute, the expected timeframes, and the witnesses intended to be called — so that the presiding judge can efficiently and effectively manage the case with a view to setting it down for timely resolution.

The content of a case’s “relevant information” will turn on the facts of a particular dispute, but one would generally expect it to include an appreciation of:

• the issues that would fall for determination in the event of any litigation;

• the relevant legal principles, including as expressed in the legislation and case law;

• the facts that the taxpayer would need to prove to make out their position, at least in the event that the ATO and taxpayer have not reached an agreed position as to the relevant facts; and

• the evidence that would be required and available to establish the abovementioned facts, at least in the event of disagreement.

With regard to the identification of the relevant issues, it is of fundamental importance that the issues sought to be litigated have the potential materially to impact the impugned decision. Often, that will mean that, if the issues are to be resolved as contended for by the taxpayer, the outcome of the objection determination may actually change.2 Rare is the taxpayer who or which will knowingly pursue tax litigation merely on point of principle, with no realistic prospect of altering an assessment or some determination; rarer still the forum which will entertain such proceedings.

With regard to the legal principles, a taxpayer would do well to seek advice as to the lay of the jurisprudential landscape in which they propose to conduct the tax litigation. If, for example, an issue in dispute concerns the interpretation of a particular statutory provision, does the taxpayer’s position align with or challenge the relevant authorities? Are the authorities themselves contradictory or unclear? Is this a matter which has never been the subject of judicial consideration? And if so, are there similar decisions which can be utilised by analogy or distinguished on the basis of difference? These are all matters that will doubtlessly arise in the course of any proceeding that follows, and so it is preferable that they be critically considered at a time when litigation and the consequences thereof can still be avoided.

With regard to the factual considerations, it should first be observed that there are cases where the facts are not the subject of dispute between the taxpayer and the ATO. In such cases, the dispute often turns on the way in which the legislative regime applies to those agreed facts, and questions of evidence quietly fade into the background. That is not to say that the facts in such cases are unimportant — they are simply uncontested. The application of the law will invariably turn on the nature of the facts, and so a taxpayer should familiarise themselves with precisely the circumstances giving rise to the dispute.

If the facts are contested, however, the taxpayer should consider the availability of the evidence that they will need to substantiate their version of events. There may be difficulty in locating the relevant documentary evidence, if indeed such evidence ever existed. That evidence may have been stored electronically, and may have since been inadvertently or routinely deleted; it may take the form of physical documents stored in a long-forgotten warehouse. Further, key witnesses, who may be the only persons able to testify as to crucial matters, may be difficult or impossible to contact. And even if they may be located, their present relationship with the taxpayer may be less than cordial. Of course, parties to proceedings before a court or tribunal may be able to issue a subpoena or summons to even friendly witnesses,3 but one should bear in mind that the subject may not welcome such conduct. These are forensic decisions that will need to be made in the fullness of time in the event that litigation is pursued, but they should be given at least preliminary consideration prior to going down a path that may necessitate a particular outcome.

In essence, what is required prior to making a decision to litigate is a familiarity with what shape the litigation will take. This is necessarily an imperfect image; litigation has a tendency to take on a life of its own. Yet a taxpayer who or which has an understanding informed by the best information available at the time is in a significantly better position to make sensible decisions than one acting solely on the basis of a disagreement with the ATO. A well-articulated appeal, for example, will not only assist the court in resolving the dispute, but it also puts a taxpayer in a stronger position to negotiate a settlement outcome. It also follows that a taxpayer should prioritise attaining such an understanding as early as possible in the dispute, prior to the incurring of substantial costs and the potential altering of one’s relationship with the ATO (as discussed below).

Strength of case

Only a taxpayer who or which understands the nature of their tax dispute is capable of appreciating the strengths and weaknesses of their case. That is, they are in a position at least to attempt to evaluate the likelihood that the prosecution of litigation will result in a more favourable outcome than would otherwise be the case. In most tax disputes, this enquiry is quite narrow: taxpayers tend to seek an outcome that ultimately reduces their tax liability as compared with that assessed, and so the strength of their cases can often be distilled to the likelihood that the result of the litigation will be a reduction in their assessed tax liability.

However, while taxpayers and their advisers are often easily able to identify the outcome, or sort of outcome, that they would seek to attain, it is the authors’ experience that some taxpayers will overestimate their own position and overlook the strength of contrary, unfavourable arguments, even when those arguments have already been communicated to the taxpayer at an earlier stage in the dispute. Prior advisers too may be inclined towards such behaviour, particularly where the dispute has arisen in circumstances where the taxpayer has followed their tax advice. Added to this is the compounding difficulty of the taxpayer bearing the burden of proof in Pt IVC proceedings.4 If an assessment is challenged, the taxpayer must prove that it is excessive or otherwise incorrect, and what the assessment should have been; if the impugned decision is not an assessment, the taxpayer must prove that it should not have been made or should have been made differently.

Accordingly, and resources permitting, obtaining independent advice on the strength of the case can prove invaluable. This is all the more so where, on considered and forthright advice, a protracted course of costly, but ultimately doomed, litigation has been avoided. Such advice on prospects is commonly sought from suitably qualified and experienced legal practitioners and counsel, whose subject-matter expertise extends not only to the intricacies of tax law, but also, crucially, to matters of evidence. After all, a fact, no matter how favourable, insufficiently supported by admissible evidence cannot support one’s case.

It should also be noted at this point that it may be prudent to seek independent advice from professionals other than lawyers. For example, in transfer pricing disputes, it is common practice to consult a transfer pricing economist or industry expert. Doing so during the litigation may be unavoidable; doing so before that litigation has even commenced may save considerable amounts of time, effort and costs, as well as one’s relationship with the ATO.

Financial considerations

As stated above, it is no secret that tax litigation can be expensive. Yet so too can be the incorrect application of the law by a tax authority — and potentially with a result many magnitudes greater. So as to avoid a Pyrrhic victory in tax litigation, with the costs incurred in achieving a successful result approximating or exceeding any reduction in tax liability, a taxpayer would be well-advised to undertake a considered analysis of the potential financial risks of pursuing the litigation, and then to compare those risks with the potential financial rewards.

Primary tax liability, penalties and interest. Undertaking a risk–benefit analysis is a common precursor to litigation generally, but taxpayers contemplating tax litigation have one substantial advantage. Where taxpayers seek to challenge an assessment, they generally already know the precise quantum of the primary tax liability as assessed by the ATO, as well as any potential penalties and shortfall interest. In turn, this means that taxpayers usually have some clarity as to the counterfactual scenario in which litigation is not pursued: they will be required to pay the entirety of that liability as assessed. There is also a strong probability (although, again, this will depend on the particular dispute) that this assessed liability will be the “worst case” scenario in the event that any litigation is unsuccessful. Conversely, if the quantum of potential tax liability has not been assessed prior to the decision to litigate, it may be necessary to model that liability. Depending on the complexity of the issues in dispute, it may be possible for the taxpayer or their advisers to do this; if not, there are technical specialists who can advise on such matters.

Legal costs. Added to this are the costs of litigation. The largest of these costs is often the taxpayer’s own legal fees, regarding which the taxpayer’s solicitors and counsel should be able to provide details of their rates and estimated fees prior to any engagement (although, of course, these figures may change as the litigation evolves).

Then there are certain fixed fees, such as those imposed by the court or tribunal. The Federal Court, for example, currently charges corporations a filing fee of $5,050, a fee for setting the proceeding down for hearing of $8,450, and a daily hearing fee which starts at $3,375 per day. For non-corporate litigants before the Federal Court, the amounts are substantially lower, but are certainly not trifling: the filing fee is $1,735, the setting down fee is $3,470, and the hearing fee starts at $1,375 per day.5 The Administrative Review Tribunal (the tribunal) charges less again, with filing fees being $114 for taxation decisions where the amount in dispute is less than $5,000, or where the Commissioner has refused a request for an extension of time to lodge an objection. Those fees increase to $616 for small business entities (ie entities carrying on a business with an aggregated turnover of less than $10 million), and $1,148 for everyone else.

In complex litigation, a taxpayer may also need to consider, for example, the costs of acquiring hearing transcripts, conduct money for the subjects of any subpoenas, expert witness and/or consultant fees, and the costs of acquiring any accredited translation services.

Costs orders. In the event of an adverse costs order (a risk associated with litigating in the Federal Court rather than the tribunal — see below), a taxpayer may also be required to pay the costs of their opponent. The inverse of this is also true, such that a taxpayer who or which succeeds in the Federal Court would ordinarily be able to recover from their opponent their own costs.

General interest charge. A further financial consideration can be the liability of a taxpayer to pay the general interest charge (GIC), which accrues daily by reference to the unpaid tax liability. The GIC rates are relatively high so as to encourage prompt payment of tax liabilities (for example, the GIC annual rate for the period July to September 2025 is 10.78%). For prospective tax litigants, however, this means that, on the unsuccessful resolution of litigation many years after the incurring of the primary tax liability, their liability to pay the GIC may represent a very substantial (or even predominant) portion of their overall tax liability. In the recent decision of Alcoa of Australia Ltd and FCT,6 for example, a transfer pricing case concerning the sale of smelter grade alumina between 1993 and 2009, the total tax shortfall was alleged to have been almost $214 million, with Alcoa having claimed more than $343 million in deductions arising from its associated GIC liability.7

Two means of managing a taxpayer’s exposure to the GIC are:

1. self-assessment by reference to the ATO’s expressed position, with which the taxpayer disagrees. The taxpayer can then pay the tax liability as assessed, but then object to their own assessment. In such circumstances, there is no outstanding tax liability, and so no GIC is incurred. The downside, of course, is that the taxpayer is deprived of the benefit of the funds used to pay the disputed tax liability, at least until the resolution of the dispute; or

2. entry into a 50/50 agreement with the ATO. Under such an arrangement, the taxpayer agrees to pay at least 50% of the disputed primary tax amount, in exchange for which the Commissioner agrees to defer recovery proceedings and to remit at least 50% of the GIC that accrues on the unpaid balance.8

Go-forward considerations. Where the dispute concerns arrangements that the taxpayer intends to continue into the future, their exposure to the tax liability the subject of that dispute may increase over time.

If, for example, the taxpayer chooses to challenge an assessment made for a prior income year and in respect of ongoing behaviour or circumstances, the taxpayer has to elect whether to self-assess going forward on the basis of either their own position, or that of the ATO. Each option has its own disadvantages. If the taxpayer is ultimately successful in the dispute, but adopted the ATO’s position in their assessments, the taxpayer will need to amend their subsequent assessments and reclaim any amount that they have paid that exceeds their actual tax liability. In the meanwhile, they will have been deprived of the benefit of that excess. If the taxpayer is not successful in the dispute, but has self-assessed on the incorrect presumption that their position was correct, the Commissioner will no doubt seek to amend these subsequent assessments and impose a GIC.

Potential benefits. Weighed against the abovementioned risks is the potential benefit of pursuing litigation. The difficulty of quantifying this benefit depends on the nature of the dispute. In some matters, such as where the dispute concerns whether a particular outgoing is or is not a deduction, the quantification analysis may be straightforward. It can be substantially more difficult in other types of cases, such as in Pt IVA proceedings wherein a taxpayer may need to compare their actual tax liability with those following from alternative hypotheses or postulates.

Further, and again concerning Pt IVA or similar proceedings, a taxpayer should also be mindful as to whether their success on a technical legal point may inadvertently trigger (or cause the Commissioner to trigger) the application of an anti-avoidance rule, which may ultimately leave them in no better tax position. Again, professional advice can be sought on such matters.

Timing

There are two main timing considerations of which taxpayers considering litigation should be aware: the time it takes to litigate, and the time in which one must commence litigation.

Length of dispute. It is well known that litigation is a lengthy process. Matters regularly take years to resolve. A taxpayer should expect as much if they seek to pursue tax litigation, at least if the dispute has any degree of complexity. Naturally, the more complicated the issues requiring resolution, the longer that resolution will take. Reference to recent prominent tax proceedings provides some practical insight (see Table 1).

It will be observed that Table 1 only references the dates in the litigation phases of the respective disputes. The audit and objections phases that preceded these proceedings would also have played out over several years.

Limitation period

Although tax litigation can take a long time to resolve, taxpayers are often afforded only a relatively short window in which to commence those proceedings. Generally, the period in which to commence proceedings challenging an assessment is 60 days after notice of the objection decision has been served on the applicant.9 While the tribunal has the statutory power to extend this time for lodging an appeal,10 the Federal Court does not have an equivalent power.11 It follows that taxpayers who or which delay in commencing proceedings limit themselves to recourse before the tribunal. In view of this restricted period in which to commence proceedings, it is strongly recommended that thought be given to this process prior to the resolution of the objection phase.

The applicable limitation periods with respect to other types of tax-related proceedings will depend on the nature of those proceedings.

Alternative dispute resolution

As stated above, the period within which the decision must be made to litigate is generally quite narrow. However, it does not follow from a decision to litigate, and in particular a decision made in a relatively compressed timeframe, that the dispute must for that reason necessarily be resolved by litigation. It is the authors’ experience that the ATO remains open to negotiate a resolution at any stage in the dispute lifecycle, especially during the objection and litigation phases.


Table 1. Recent prominent tax proceedings



	Case

	Filing date

	First instance decision

	Appeal decision

	High Court decision

	Time to final resolution




	Chevron Australia Holdings Pty Ltd v FCT12

	20 April 2012

	26 November 2015

	21 April 2017

	N/A

	5 years




	Glencore Investment Pty Ltd v FCT13

	22 September 2017

	3 September 2019

	6 November 2020

	21 May 2021 (special leave refused)

	3.6 years




	Singapore Telecom Australia Investments Pty Ltd v FCT14

	11 November 2019

	17 December 2021

	8 March 2024

	25 October 2024 (special leave refused)

	5 years




	Merchant v FCT15

	3 September 2021

	14 May 2024

	22 April 2025

	N/A
(special leave granted on 9 October 2025)

	3.9+ years




	Minerva Financial Group Pty Ltd v FCT16

	3 July 2020

	16 September 2022

	8 March 2024

	N/A
(special leave not sought)

	3.7 years




	PepsiCo, Inc v FCT17

	2 February 2022

	30 November 2023

	26 July 2024

	13 August 2025

	3.5 years







The common avenues of alternative dispute resolution in tax disputes are direct negotiations with the ATO and mediation. An internal review may also be available on the ATO’s issuing of its final audit position.

In the case of international tax disputes, taxpayers may also request a “mutual agreement procedure” if they believe that they are not being taxed in accordance with a tax treaty. Under a mutual agreement procedure, the tax authorities in the respective parties to the tax treaty negotiate with one another in an attempt to resolve the dispute. Taxpayers who or which have requested a mutual agreement procedure usually also request that the court proceeding be stayed. Courts are generally, but not invariably,18 inclined to grant stays in these circumstances.

It is generally advisable for taxpayers to be mindful of the availability of alternative dispute resolution throughout the entirety of the dispute. A negotiated settlement, particularly at an early stage in the dispute or litigation, may mitigate many of the risks detailed throughout this article.

Precedential considerations

Taxpayers should also consider whether the proceedings would have implications broader than the mere resolution of the particular dispute. This is so because, while a taxpayer may be indifferent to the precedential value of their case, it may influence how the ATO conducts itself throughout the litigation. The ATO has the responsibility of administrating federal tax law. In doing so, the ATO will on occasion seek the court’s clarification of the application of that law. The ATO may even consider conducting cases where it suspects that its case is not as strong as that of the taxpayer, with the resulting certainty as to the interpretation of the law being seen as more desirable than the avoidance of an adverse ruling. By way of example, the ATO may be less inclined to settle a dispute if it would provide a suitable vehicle to test a broader legal argument that it considers important to its administration of the Commonwealth tax system.

There are benefits, however, that a taxpayer may enjoy from bringing such litigation. In matters involving issues where there is uncertainty or contention as to the operation of the law, and where it is in the public interest for the matter to be litigated, the ATO may provide funding under its Test Case Litigation Program. Taxpayers seeking such funding should review the conditions attached to it, and submit an application if they wish to proceed.

Reputational risk

Another easily overlooked consideration is the reputational risk that may attend the pursuit of tax litigation. The ATO, for example, may retain institutional memory of the proceeding in the event that a further tax dispute arises at some point in the future. How taxpayers conduct themselves in respect of the one dispute may therefore affect their ability to resolve disputes in the future.

Moreover, various stakeholders will also obviously be interested in the decision to pursue and conduct litigation. Creditors of a taxpayer, for example, may pay attention to the status of their tax liabilities; management may use the opportunity of litigation to test the quality of their advisers’ advice. Likewise, those advisers will wish to have their previously stated positions vindicated. And one would naturally expect shareholders to be interested in the tax position of the taxpayer company in which they hold shares.

Further, and more generally, the media is increasingly interested in reporting on, and the general public keen to learn about, the tax affairs of large corporations and wealthy individuals, particularly where those taxpayers are perceived, rightly or wrongly, to be “dodging” tax.

In the result, there is general interest in information relating to tax disputes, and a concomitant risk that taxpayers pursuing litigation may harm their reputations in seeking to vindicate their positions. Such information may be readily available where, for example, details about filings are publicly available on the Commonwealth Courts Portal, hearings are held in public, and judgments are published online. Additionally, corporate taxpayers may be subject to reporting requirements.

The making of confidentiality orders may alleviate some of these concerns but, in the authors’ experience, they are rarely granted outside of Pt IVC proceedings in the tribunal (see below).

How to litigate

To return to the scenario hypothecated above: you have lodged an objection to your amended assessment, and have received an objection determination in which the ATO (unsurprisingly) maintains its original position. You have therefore weighed your options, giving careful consideration to the relevance of those matters set out above. You have resolved to litigate.

Such a decision is momentous, but it is only a threshold matter. You now need to give thought as to how you pursue this litigation. Where should you commence proceedings? On what bases will you bring your claim or claims? Whom should you instruct? And how should you engage with the ATO with respect to this dispute, and going forward generally?

Of course, these questions are ultimately all to be answered by the taxpayer, properly informed by their advisers, and in view of the particular circumstances giving rise to their particular dispute. Below are some of the considerations that may arise in this process.

At this point, it should be noted that, in reality, the question of whether to litigate is closely, perhaps inextricably, connected with the question of how such litigation would be conducted. A taxpayer would not in reality choose (and as a matter of procedure would not be able to choose) to litigate in the abstract without having at least some idea as to the form that litigation will take.

Jurisdiction and forum

Where a taxpayer has decided to litigate, the next questions concern the forum in which to commence proceedings and the jurisdiction by which that forum can resolve the dispute. Each is considered briefly below.

Jurisdiction. The nature of the particular proceeding will dictate the court or tribunal’s jurisdiction, if any.

Commonly, tax litigation will be commenced under Pt IVC TAA, which confers jurisdiction on: (1) the Federal Court to determine appeals against an “objection decision”; and (2) the tribunal to review “reviewable objection decisions” (being an “objection decision” that is “not an ineligible income tax remission decision”).19 Such proceedings are preconditioned on the existence of a “taxation objection” — being an objection to an assessment, determination, notice or decision20 — and a decision made by the Commissioner with respect to that “taxation objection”.21

Not every tax dispute can be so classified (withholding tax disputes being a common example of this), and so taxpayers may have to look for jurisdiction elsewhere before they can commence proceedings. Judicial review proceedings are the most salient option.

Relief can be sought in the High Court’s original jurisdiction under s 75(v) of the Constitution, or, more realistically, in the Federal Court under s 39B(1) of the Judiciary Act 1903 (Cth), each of which confers on the respective court original jurisdiction with respect to matters in which a writ of mandamus, prohibition or an injunction is sought against an officer or officers of the Commonwealth. It should be noted, however, that relief under these provisions (including the ancillary relief of certiorari and declarations) is: (1) predicated on the establishing of jurisdictional error; and (2) discretionary. The latter is particularly important as the court will often withhold its discretion to grant relief under s 39B where Pt IVC proceedings are pending.22

An alternative source of the Federal Court’s jurisdiction to grant declaratory relief is found in the combination of s 39B(1A) of the Judiciary Act 1903 — which extends the Federal Court’s original jurisdiction, inter alia, to non-criminal matters arising under any laws made by the Commonwealth Parliament (such as federal tax laws) — and s 21 of the Federal Court of Australia Act 1976 (Cth), which authorises the Federal Court’s granting of declaratory relief in civil proceedings in which it has original jurisdiction.23 Again, however, this remedy remains discretionary and will likely be withheld if Pt IVC proceedings are ongoing. Further, as the conclusive evidence rules (referenced above) provide that the production of an assessment is conclusive proof that the assessment was properly made and that its amounts and particulars are correct,24 declaratory relief will only be granted where either: (1) an assessment has not been made; or (1) the Commissioner agrees not to produce any assessment in the proceeding.25

A further alternative source of the Federal Court’s jurisdiction is the Administrative Decisions (Judicial Review) Act 1977 (Cth) (ADJR Act), which allows a person “aggrieved” by a “decision to which this Act applies” to apply to the court for an order of review in respect of the decision on certain grounds, such as breach of natural justice, and that mandatory procedures were not followed.26 The primary limitation here is that the legislation expressly excludes certain administrative decisions, such as those set out in Sch 1 ADJR Act, from being a “decision to which this Act applies”.27 Among the decisions listed in Sch 1 are:

“(e) decisions making, or forming part of the process of making, or leading up to the making of, assessments or calculations of tax, charge or duty, or decisions disallowing objections to assessments or calculations of tax, charge or duty, or decisions amending, or refusing to amend, assessments or calculations of tax, charge or duty …”

Forum. As can be seen above, there are certain types of proceedings that can only be commenced in the Federal Court. However, proceedings under Pt IVC, for example, can be commenced in either the Federal Court or the tribunal. Where the choice remains open to taxpayers, they will need to elect the forum in which to commence proceedings. What follows are some of the key differences between proceedings commenced in the Federal Court, and those in the tribunal.

Timing. As stated above, a taxpayer has only 60 days from the time of being served with notice of an objection decision to commence Pt IVC proceedings in either the Federal Court or the tribunal.28 However, whereas this is a strict deadline in the Federal Court,29 it may be extended by the tribunal.30 Accordingly, a taxpayer wishing to commence Pt IVC proceedings outside of the 60-day window will find their choice of forum made for them.

Nature of review. Unlike the Federal Court, the tribunal can undertake a merits review of the impugned decision. That is, the tribunal can determine whether that decision was the “correct or preferable” (emphasis added) decision by reference to the material before it.31 The practical effect of this is that the tribunal essentially assumes the role of the Commissioner and can re-exercise a discretion.32

Importantly, as the exercise of a discretion given to the Commissioner is a fundamentally administrative exercise, it is not something that the Federal Court can do. In the event that the Federal Court were to find that the Commissioner’s exercise of his discretion had been infected by the requisite sort of error, it would only be able to quash the decision so that the Commissioner can properly re-exercise that discretion at a later stage.

Confidentiality. A taxpayer before the tribunal can also request that the hearing of the proceeding be in private.33 In such matters, pseudonyms are then used in any published reasons. The benefits of this approach to taxpayers seeking anonymity are obvious. That being said, the statutory provision providing for this privacy does not extend to any appeals from the tribunal, so the taxpayer should not expect that any proceedings commenced in the tribunal will remain permanently anonymised.

Conversely, the Federal Court, which is able to grant non-publication and suppression orders,34 is generally reluctant to do so. The granting of such orders is in direct conflict with the court’s commitment to open justice. Taxpayers should not expect that confidentiality orders will be made in tax litigation before the Federal Court unless there is a pressing and clearly articulated need for doing so.

Costs. The tribunal is a no-costs jurisdiction.35 It follows that a taxpayer will not be liable to pay the Commissioner’s costs in the event that they are unsuccessful in any proceedings before the tribunal. By extension, however, taxpayers also cannot recover from the Commissioner if the tribunal finds in their favour.

The position is otherwise in the Federal Court, which has a broad discretionary power to award costs.36 This discretion is to be exercised “judicially”,37 with the “ordinary rule” being that “costs follow the event”.38 That is, “the successful party is generally entitled to his or her costs by way of indemnity against the expense of litigation that should not, in justice, have been visited on that party”.39

The Federal Court’s position is clearly advantageous to the successful litigant, but it compounds the loss experienced by an unsuccessful party, who or which will not only have to bear the consequences of an adverse judgment, but will also be liable to pay both their own costs and those of their opponent. Taxpayers considering litigating in the Federal Court should bear this in mind because the Commissioner’s costs in defending the litigation may be equal to or more substantial than the taxpayer’s costs in prosecuting it.

Evidence and procedure. The Federal Court’s procedural requirements and adherence to the laws of evidence are well-known topics and beyond the scope of this article.

What is relevant for present purposes is that the tribunal has a discretion over its own procedure and is not bound by the rules of evidence.40 That is not to say that ordinary procedure and the rules of evidence are wholly irrelevant for the purposes of tribunal proceedings. Rather, the tribunal will generally adopt a more flexible approach to procedure and evidence. In practice, that may mean that a piece of evidence that would be inadmissible under the Evidence Act 1995 (Cth) is still admitted in proceedings before the tribunal, albeit with the tribunal affording it relatively little weight.

Nature of appeal. Another point of difference between tax litigation commenced in the Federal Court and that commenced in the tribunal is the nature of the appeals from the decisions made by those forums.

Appeals from a decision of the Federal Court at first instance are made to the Full Court of the Federal Court under s 24 of the Federal Court of Australia Act 1976. This is an appeal by way of rehearing, which is subtly different from an appeal in the “strict sense”. This difference was explained by Gageler J in Minister for Immigration and Border Protection v SZVFW:41

“31. … An appellate court determining an appeal in the strict sense is required to determine the correctness of the judgment under appeal at the time that judgment was given: in an appeal from a final judgment of a judge sitting without a jury, the correctness of the judgment is to be determined on the evidence adduced at the trial and on the law as it then stood. An appellate court determining an appeal by way of rehearing, in contrast, is required to determine the correctness of the judgment under appeal in retrospect: in an appeal from a final judgment of a judge sitting without a jury, the correctness of the judgment is to be determined on the evidence adduced at the trial supplemented by any further evidence that the appellate court may allow to be adduced on the appeal, and on the law as it stands when the appellate court gives judgment on the appeal.” (footnotes omitted)

The Full Court can conduct a “real review” of the primary judgment for errors of law or errors of fact.42 There are some limitations on the Full Court — it will exercise restraint when considering factual findings which are “likely to have been affected by impressions about the credibility and reliability of witnesses formed by the trial judge as a result of seeing and hearing them give their evidence”43 — but otherwise it generally considers itself to be in as good a position as the trial judge to decide on the inferences to be drawn from the undisputed facts or findings.

In contrast, a party to proceedings before the tribunal may only appeal to the Federal Court (or Full Federal Court in the event that the tribunal was constituted by, or by members who include, a Federal Court judge)44 on a question of law.45 Taxpayers should keep this in mind, particularly if the relevant facts are complicated as, unlike in the Federal Court, they will not be able to challenge factual findings made by the tribunal on appeal.

Precedent. One final point that may be relevant is the precedential value of the forum’s determination. Put simply, a decision by the Federal Court will be given more weight than that of the tribunal.

For many taxpayers, this consideration will not factor into their decision-making: they simply wish to resolve their present dispute, and each of the tribunal and Federal Court may be able to achieve that end. But for a taxpayer seeking finality with respect to a particular legal position — so that they can self-assess with confidence going forward — it may be prudent to commence proceedings in the Federal Court.

One common strategy where the taxpayer wishes to challenge assessments made in respect of multiple income years but concerning the same issues is to commence proceedings regarding only one income year in the Federal Court. On obtaining a favourable judgment, the taxpayer can then use that as a precedent to challenge the other assessments in the tribunal.

This may also be an important consideration for the Commissioner in his decision-making in respect of appealing an unfavourable decision. For instance, the Commissioner may be less inclined to appeal an unfavourable decision of the tribunal as opposed to the Federal Court, given that the decision of the tribunal carries less precedential value and weight by other courts and taxpayers — incentivising the Commissioner to refrain from appealing the decision and creating the possibility for a Federal Court to also make an unfavourable finding against the Commissioner. This may have been a factor in the Commissioner’s decision to not appeal the tribunal’s recent decision in Alcoa of Australia Ltd and FCT.46

Resourcing and legal representatives

Just as attention should be paid to how to litigate a tax dispute, it is crucial that taxpayers and their advisers correctly identify who is best placed to do so.

By the time a taxpayer needs to decide whether to litigate, they will often have already instructed solicitors, and those solicitors will generally have been involved in the dispute for some time. Accordingly, the most important decision at this time is the selection of counsel, if they have not already been briefed.

Naturally, selection of counsel is a matter of personal judgment to be considered in view of the circumstances of the particular case. Nevertheless, it is generally advisable to brief counsel as soon as reasonably practicable, and preferably prior to receipt of the objection decision. Care should also be taken to ensure that counsel are suitably qualified for that matter: a barrister who specialises in state taxes may not have the requisite experience to conduct large-scale Pt IVA proceedings, for example, and vice versa.

Further, a taxpayer should ensure that their internal teams will be able to manage the demands of the litigation. Large-scale tax litigation can be of extreme importance to the relevant taxpayer, and can consume considerable amounts of time and staffing resources within a corporate taxpayer. The taxpayer should be aware of this reality, and ensure that their internal finance, tax and/or litigation teams are appropriately staffed so as to ensure that they can both be engaged in the litigation and deal with other, non-related, matters.

Relationship with the ATO

After the conclusion of any litigation, and regardless of its outcome, the taxpayer will most likely remain a taxpayer. As such, they will need to maintain a relationship with the ATO throughout and beyond the dispute.

While, during litigation, it may be difficult to contemplate future considerations, taxpayers should always bear in mind that their relationship with the ATO will continue, perhaps indefinitely, into the future. Thus, and aside from the fact that civility should be promoted for its own sake, it is very much in the taxpayer’s interests to be courteous in all of their dealings with the ATO, and, if necessary, to impress on their advisers that they do likewise. The ATO will not respond well to sharp practice and, although it may assist in a particular dispute, it will inevitably attract adverse consequences at some point.

Considerations when appealing a tax dispute

Giving thought again to the hypothetical: you have pursued litigation at first instance, and have received an unfavourable judgment or determination. Yet, you remain confident in the correctness of your position.

The question turns to whether you should escalate the matter by means of an appeal. Many of the considerations outlined above apply equally, or at least to some modified degree, with respect to the decision of whether to appeal. Some additional matters that may arise are discussed briefly below.

Grounds of appeal

As stated above, the choice of forum at first instance will bear on the nature of any appeal of that forum’s decision. Determinations of the tribunal may only be appealed to the Federal Court on questions of law; judgments from the Federal Court at first instance may be appealed to the Full Court on the basis of either or both of error of law and error of fact.

When considering whether to commence an appeal, it is important that the entirety of the reasons for the determination or judgment are reviewed. This is because the mere establishing of legal error will not lead to an overturning of a decision. It must also be established that the legal error materially contributed to the decision ultimately made.

Strength of appeal

It is crucial that the prospects of the appeal be considered before any appeal proceeding is commenced. This requires an honest assessment of the reasons for decision and the likelihood that the decision can be overturned because of errors in that reasoning process.

The process here is largely, but not wholly, reflective of the analysis that should be undertaken when determining the strength of the case prior to commencing litigation (see above). The process here, however, is much more streamlined as it is focused on the reasons for decisions.

Reasonable minds can arrive at different conclusions in respect of the interpretation and application of the law — as is evidenced by the High Court’s recent decision in FCT v PepsiCo, Inc.47 In this regard, a taxpayer should not confine themselves to considering an appeal against an adverse first instance decision only in circumstances where that decision is perceived to be obviously and/or egregiously wrong.

Further, and as referenced above, where errors of fact are capable of being considered on appeal, appellate courts will be generally reluctant to overturn factual findings, in particular, where those findings have been made by reference to assessments of credit and reliability flowing from the trial judge’s observations in the trial. In transfer pricing cases, for example, there may be large volumes of expert evidence, and the trial judge will have enjoyed a very substantial benefit in having seen all of the oral evidence as it was given. An appellate court will be naturally reluctant, but not wholly unwilling, to disturb such findings without clear reason for doing so.

Timing

Parties to proceedings in the Federal Court have 28 days from the making of the first instance judgment to file a notice of appeal.48 The Full Court may grant leave to extend this time.49

The position is the same in respect of proceedings in the tribunal, albeit the time runs from the time the tribunal gives the party its statement of reasons.50

Costs

As with litigating at first instance, there are substantial costs that may be associated with an appeal.

First, there are the court fees associated with the appeal process. Filing a notice of appeal from the Federal Court, for example, costs $12,625 for corporations and $5,830 for other litigants.51 The prices are only nominally different for filing a notice of appeal from a decision of the tribunal: $12,615 for a corporation, and $5,840 for other litigants.52 Added to this are, at least, the setting down fees, and the hearing fees as discussed above.

Of course, further legal fees will be incurred in the process of prosecuting or defending an appeal. It should be noted, however, that these costs may be substantially lower than those incurred at first instance, at least if the earlier proceedings involved substantial quantities of work directed to matters of evidence and the fact-finding process, which may be raised but is not wholly repeated on appeal.

Conclusion

The pursuit of litigation, and in particular tax litigation, carries with it substantial risk. Yet so too does accepting a decision by the Commissioner when there is good reason to doubt its legality.

This article has sought to outline some of the key considerations to which taxpayers should pay attention when deciding whether to litigate their tax disputes, and whether to appeal any resulting adverse determinations or judgments. Awareness of these matters does not avoid the inherent element of uncertainty that attaches to tax litigation, but it does provide an effective means of managing that risk to the greatest possible degree.
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Superannuation

by Daniel Butler, CTA, and Shaun Backhaus, DBA Lawyers

Revised Div 296 super tax from 1 July 2026

The key changes to the Div 296 super tax include taxing realised gains, including a second $10m threshold, and indexing the $3m and $10m thresholds.

Background

On 13 October 2025, Treasury announced changes to the proposed “better targeted superannuation concessions” (BTSC) proposals. These proposals, typically referred to as the “Div 296 tax”, will be inserted into the Income Tax Assessment Act 1997 (Cth). On 14 October 2025, a fact sheet providing more information on these changes was released by Treasury.

Given the history of the provisions reflected in the prior Treasury Laws Amendment (Better Targeted Superannuation Concessions) Bill 2023 (the 2023 Bill), it appears that Treasury intends that this tax will be rebranded as the BTSC tax rather than the Div 296 tax.

Broadly, the main change involves a shift from taxing unrealised gains to a “realised earnings approach that aligns with existing income tax concepts”. Also, a 40% overall tax rate will apply to the proportion of earnings of a member corresponding to their total superannuation balance (TSB) exceeding $10 million. These changes are proposed to apply from 1 July 2026.

Calculating superannuation earnings

The former Div 296 model

Previously, superannuation earnings were to be calculated based on changes in TSB from 1 July for each financial year, adjusted for withdrawals and contributions in that financial year. Broadly, to recall some criticisms on the former Div 296 tax (as reflected in the 2023 Bill):

• unrealised gains were taxed;

• the $3 million threshold was not indexed;

• the superannuation earnings calculation required numerous adjustments for many different types of withdrawals and contributions; and

• losses (negative superannuation earnings) were quarantined and could only offset positive superannuation earnings.

The proposed new BTSC tax

Superannuation earnings will be based on realised earnings that align with existing income tax concepts adjusted for certain items, such as contributions and pension phase income. Thus, unrealised gains will no longer be subject to tax.

How to calculate BTSC tax

There are substantial changes to the calculation method. The updated calculation is as follows:

1. the ATO notifies the superannuation fund that there is an in-scope member (an in-scope member is a member of a superannuation fund who has more than $3 million TSB attributable to them);

2. the fund calculates realised earnings attributable to that in-scope member and reports this to the ATO. Note that the trustee of the superannuation fund could attribute earnings to in-scope members using existing processes or on a fair and reasonable basis (as supported by ATO guidance);

3. the ATO calculates the proportion of the TSB exceeding the $3 million threshold as follows:
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4. if applicable, the ATO will calculate the proportion of the TSB exceeding the $10 million threshold:
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5. the ATO calculates the total tax liability of all of that member’s interests:
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Note that the tax liability formula gives effect to the two-tiered approach, applying an additional 15% tax on the proportion of earnings corresponding to the TSB between $3 million and $10 million, and an additional 25% tax on the proportion of earnings corresponding to the TSB above $10 million. These apply in addition to the fund’s concessional tax rate of 15%.

Indexing

The thresholds will be indexed with CPI, as follows:

• the $3 million in $150,000 increments; and

• the $10 million in $500,000 increments.

Thus, indexing of each threshold will only occur when the CPI-adjusted figure exceeds the relevant increment amount set out above.

New $10 million higher tax threshold

The new $10 million threshold will be subject to an additional 25% tax on the proportion of earnings relating to TSB over $10 million (ie 15% above the $3 million threshold plus a further 10% over the $10 million threshold). That is, an overall tax rate of 40% on the proportion of earnings corresponding to TSBs above the $10 million threshold. Refer to Table 1 for further details on this point.

Examples

Assuming that the superannuation balance achieves a 5% yield, Table 1 shows the attracted BTSC tax liability on earnings on various TSB amounts.

Table 1 assumes that net earnings are realised income without any capital or franking credits nor any pension exemption tax.

Example 1 shows how we expect the new BTSC tax will be applied in respect of Kee, who has $10 million in superannuation, and John, who has $20 million in superannuation.
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Examples from Treasury paper1

Megan has both an APRA-regulated fund and SMSF interests:

• Megan is 58 and she is both a member of an APRA-regulated fund and a member of an SMSF. She has a TSB of $4.5 million, of which $2.3 million is in an APRA fund and the remaining $2.2 million is in an SMSF;

• in the FY2026–27, Megan had $100,000 in realised earnings from her APRA fund and $200,000 in realised earnings from her SMSF (a total of $300,000);

• the proportion of her $4.5 million balance above the $3 million threshold is 33.33%. The proportion above $10 million is nil; and

• Megan’s BTSC tax liability is therefore $15,000 (0.15 x 0.33 x $300,000).

Emma is an SMSF member with over $10 million:

• Emma is 55 and a member of an SMSF. She has a TSB of $12.9 million at the end of the FY2026–27. That year, she was attributed $840,000 of the fund’s realised earnings for the purposes of this tax;

• the proportion of her balance above the $3 million threshold is 76.74% and the proportion of her balance above the $10 million threshold is 22.48%; and

• Emma’s BTSC tax liability is therefore $115,581 (0.15 x 0.7674 x $840,000 + 0.10 x 0.2248 x $840,000). Note that the combined BTSC tax rate on earnings over $10 million is 25%.


Table 1. BTSC tax on different TSB amounts



	TSB

	5,000,000

	10,000,000

	15,000,000

	20,000,000




	Earnings

	250,000

	500,000

	750,000

	1,000,000




	TSB above $3m %

	40%

	70%

	80%

	85%




	TSB above $10m %

	0%

	0%

	33%

	50%




	BTSC > $3m

	15,000

	52,500

	90,000

	127,500




	BTSC > $10m

	–

	–

	25,000

	50,000




	Total BTSC tax

	15,000

	52,500

	115,000

	177,500




	BTSC tax rate




	First threshold

	3,000,000

	15%

	 

	 




	Second threshold

	10,000,000

	10%

	 

	 







Timing

The BTSC tax is scheduled to apply from 1 July 2026, with assessments first being issued for the FY2026–27 after 1 July 2027.

What is proposed to limit taxing future realised capital gains?

The Treasurer, in his 13 October 2025 press release, confirmed that he would “adjust the earnings calculation so the concessional tax rates on large balances only apply to future realised earnings”. This suggests that the BTSC tax should only apply to capital gains accrued from, and realised after, 30 June 2026. This may involve the introduction of a special cost base adjustment (or reset) so that capital gains accrued prior to 1 July 2026 are not subject to the BTSC tax.

There have been two other notable CGT resets in the superannuation industry since 1988.

Prior to 1 July 1988, superannuation funds were generally tax-exempt. When income tax was applied to superannuation funds from 1 July 1988, trustees were given a choice of resetting the cost base of their CGT assets to either market value or the asset’s cost base (if the cost base was higher than market value). Broadly, this regime was designed to preclude any capital gain accrued up to 30 June 1988 from being taxed moving forward.

The second CGT reset was made available in mid-2017 when the transfer balance cap regime was introduced that limited the maximum amount of assets that could be applied to commence a pension in retirement phase to $1.6 million (as indexed). Members in retirement phase were given an election to reset the cost of CGT assets since accrued gains up to 30 June 2017 funding pensions were exempt. Broadly, this regime was designed to preclude any capital gain accrued up to 30 June 2017 from being taxed moving forward.

Note that any cost base reset is likely to be limited to calculating the BTSC tax on future realised capital gains and would not change the current CGT provisions.

Valuation evidence

Members who are close to the $3 million or $10 million threshold may wish to seek valuation evidence that brings them under the relevant cap before 30 June 2026. However, those who are well over the relevant threshold(s) may wish to seek higher valuations to “lock in” a higher cost base on fund assets to calculate the BTSC tax on future realised capital gains.

Some superannuation funds may also wish to dispose of assets, especially if they are currently covered by a significant pension exemption, if this is possible to do so on a cost-effective basis to lock in a higher cost base.

The ATO is focusing more on valuations and making sure that valuation evidence supports a fair and reasoned approach. The ATO is also reviewing and auditing more SMSF auditors to lift the standard of financial statements and to ensure that appropriate market value evidence exists.

Other design features

Following the issue of a BTSC assessment by the ATO, a member can choose to pay directly or, once they receive a release authority from the ATO, they can access money from their superannuation fund to pay the new tax.

Given the substantive change from the prior Div 296 design being contingent on each member’s total superannuation balance to a realised income basis, it is difficult to predict what will be in the final legislation. For example, we anxiously await how the following items will be treated in the revised BTSC legislation:

• structured settlements — excluded under the 2023 Bill;

• family law splits — special treatment;

• reversionary pensions received by a surviving spouse or an eligible dependant; and

• the outstanding limited recourse borrowing arrangement loan amounts were to be ignored for Div 296 purposes when calculating a member’s TSB.

Conclusion

There are substantive changes to this proposed new BTSC tax compared to the now defunct Div 296 tax. Unfortunately, the detail on the proposed new BTSC tax, including any CGT reset method, will not be known until after the draft legislation issues and is finally passed as law.

The timeline to prepare draft legislation, implement and communicate the revised BTSC tax will take some time. The 1 July 2026 commencement date remains optimistic as most digital service providers typically need at least 12 months from the law being finalised to design, test and implement revised systems.

As with many changes, it would be ideal to see legislation finalised well before the commencement date of a major reform or new tax system to ensure that the industry and community have sufficient time to prepare and adjust.

Daniel Butler, CTA

Director
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Shaun Backhaus

Director

DBA Lawyers
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Fair-dealing rule
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Fairness

tax and superannuation systems, restitution ...... 137–141

False and misleading statements

tax shortfall penalties ...... 21

Family assistance payments ...... 198

reportable fringe benefit amount ...... 198
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restructuring as corporations ...... 238–254

– CGT concessions ...... 243–245, 249

– dividends ...... 240

– farm management deposits ...... 240

– GST, trading stock transfer ...... 251

– private company operation ...... 239, 240

– rent, farm land held in personal names ...... 240

– roll-over relief, transfer of assets to wholly owned company ...... 249–251

– salary and wages ...... 240

– shareholder loans ...... 240

– small business restructure roll-over ...... 241–245

– state duties ...... 253, 254

– tax concessions ...... 239, 244

– trade debtors/bad debts ...... 251, 252

– unpaid present entitlements ...... 252, 253
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definition of “property” ...... 210

property settlement ...... 210–212

Family trust distribution tax

non-deductibility of interest ...... 161, 162

tax professionals, risks ...... 2

Family trusts — see Discretionary trusts

Farm management deposits ...... 240

Farming — see Family farms
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corporate tax residency ...... 191
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unpaid present entitlements, Div 7A ...... 73–75

Financial advice fees

superannuation funds ...... 7

Fit and proper person

tax agent caution ...... 166–169

Fly in fly out work

Covid travel restrictions ...... 60, 61
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not-for-profit organisations ...... 196
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Bitcoin, whether foreign currency ...... 127
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corporate tax residency ...... 189–193
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testamentary trusts, estate planning ...... 204–206

Foreign trust surcharge

testamentary discretionary trusts, foreign beneficiaries ...... 205
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GST evasion ...... 113, 114

Fraud on a power doctrine ...... 211

Fringe benefits tax

definition of “employee” ...... 110, 111

discretionary trust, non-monetary benefits ...... 11–14

not-for-profit organisations
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– meal entertainment ...... 196, 197

– pooled cars ...... 196

– salary packaging ...... 197, 198

– salary sacrifice ...... 195, 196

reform recommendations ...... 158

reportable fringe benefit amounts ...... 196, 198
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General anti-avoidance provisions

CGT roll-overs ...... 113

General interest charge

changes from 1 July 2025 ...... 4, 5

non-deductibility ...... 161, 162

remissions ...... 5

tax litigation ...... 271

Genesis block ...... 126

Genuine mistakes

family trust distribution tax ...... 2

tax and superannuation systems, restitution ...... 137–141

Genuine restructure

safe harbour rule ...... 242

Giving funds
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Global value chains

profit shifting ...... 162

Goods and services tax

family farms, trading stock transfer ...... 251

record-keeping obligations ...... 62

reform recommendations ...... 159

refund arrangements ...... 113, 114

tax reform, need for ...... 57
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farming businesses ...... 239, 253

Guarantees

loans, Div 7A ...... 228
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need for, definition of “employee” ...... 110, 111, 158

HECS debts ...... 81–85

Henry review ...... 57, 158

High-risk arrangements

SMSF auditors ...... 38

tax uncertainty ...... 22–24
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eligibility ...... 82
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overseas travel ...... 83, 84
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repayment schedule ...... 82
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– replacement ...... 131–133

– SMSF adviser role ...... 133–135
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Income tax withholding obligations

superannuation death benefits ...... 32

Independent contractors
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tax reform recommendations ...... 159

tax residency ...... 67–69

Instant asset write-off
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tax reform recommendations ...... 159
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tax treatment ...... 256, 264
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diverted profits tax ...... 261–263
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tax shortfall penalties ...... 21
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Higher Education Loan Program debts ...... 83
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non-deductibility ...... 4, 5
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deceased estates ...... 120

Intergenerational report ...... 56
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Land consolidation

main residence CGT exemption, deceased estates ...... 93–95

Land tax surcharge

testamentary discretionary trusts, foreign beneficiaries ...... 205
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related party arrangements, SMSFs ...... 36
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loan agreements ...... 115, 116

Legal representatives

tax dispute litigation ...... 275

Legal tender

whether Bitcoin is money ...... 125–127

Licences

intellectual property ...... 257–259, 263
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tax dispute litigation ...... 271
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ATO valuation guidelines ...... 37

Litigation

tax disputes ...... 268–276
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transferring ...... 249, 250
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Loan guarantees

Div 7A ...... 228
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benchmark interest rate ...... 58
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Higher Education Loan Program ...... 81–85
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tax time loans ...... 59

unpaid present entitlements, Div 7A ...... 53, 57, 73–79

Long service leave fund
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Lump sum benefits

taxation ...... 32
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Main residence CGT exemption
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Market value

ATO definition ...... 36

Marriage settlements

discretionary trusts ...... 210–212

Meal allowances
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not-for-profit organisations ...... 195–197

Medicare levy surcharge

reportable fringe benefit amount ...... 198
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SMSF trustees ...... 129, 130, 133
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family trust distribution tax ...... 2

tax and superannuation systems, restitution ...... 137–141

tax practitioners ...... 156

Mobile phone benefits

not-for-profit organisations ...... 196
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Bitcoin, whether legal tender ...... 125–127
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non-monetary benefits, FBT ...... 11–14
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country-by-country rules ...... 163
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powers of attorney, foreign jurisdictions ...... 46
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Non-arm’s length expenditure

SMSFs ...... 35, 36

– ATO position ...... 147, 148

– lower than arm’s length loss ...... 146

– nil expenses ...... 146, 147

Non-arm’s length income

definition ...... 35

SMSFs

– background ...... 43, 44

– disproportionate tax ...... 43–45

– fixed and non-fixed trust entitlements ...... 97–99
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testamentary trusts, estate planning ...... 204–206
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Not-for-profit organisations

concessions ...... 195, 196
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– meal entertainment ...... 196, 197

– mobile phone benefits ...... 196

– pooled cars ...... 196

– salary packaging ...... 197, 198

– salary sacrifice ...... 195, 196

new giving fund rules ...... 6
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payroll tax exemptions ...... 200, 201

salary packaging ...... 197, 198

salary sacrifice arrangements ...... 195, 196

superannuation guarantee charge ...... 201, 202
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deceased estates ...... 118–121
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Objections
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preserving right to ...... 78

tax litigation ...... 273
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obtaining a tax benefit ...... 261, 262, 265
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testamentary trusts, estate planning ...... 204–206
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financial advice fees ...... 7
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not-for-profit organisations ...... 201, 202
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client taxation records ...... 62
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tax dispute litigation ...... 270
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Pension benefits
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employment test ...... 177
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alienation ...... 172, 179, 180
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deductions ...... 179, 180

independent contractors ...... 173

meaning ...... 172, 173
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payroll tax exemptions ...... 200

Pooled cars

not-for-profit organisations ...... 196

Power of attorney

foreign jurisdictions ...... 46–48

SMSF trustees, loss of capacity ...... 133
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ATO resources ...... 23, 24
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tax dispute litigation ...... 275
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family farms restructuring as corporations ...... 238–254

– CGT concessions ...... 243–245, 249

– dividends ...... 240

– farm management deposits ...... 240

– GST, trading stock transfer ...... 251

– private company operation ...... 239, 240

– rent, farm land held in personal names ...... 240

– roll-over relief, transfer of assets to wholly owned company ...... 249–251

– salary and wages ...... 240

– shareholder loans ...... 240

– small business restructure roll-over ...... 241–245

– state duties ...... 253, 254

– tax concessions ...... 239, 244

– trade debtors/bad debts ...... 251, 252

– unpaid present entitlements ...... 252, 253
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tax dispute litigation ...... 274
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tax practitioners ...... 156, 157
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risk assessment ...... 172, 181–186

Profit shifting
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discretionary trust powers ...... 211
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family law definition ...... 210

whether Bitcoin is money ...... 125

Property settlements

discretionary trusts ...... 210–212

powers of court to vary trusts ...... 40, 41
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salary packaging ...... 195
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consolidated entity disclosure ...... 191–193

definition of “public company” ...... 191
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tax agent registration termination ...... 7, 8

tax litigation ...... 272

Public rulings

interaction with private rulings ...... 89

Public Sector Superannuation Scheme ...... 68
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powers of attorney, foreign jurisdictions ...... 46
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Rates of tax

corporate tax entities ...... 56
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tax incentives ...... 163
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ATO valuation guidelines ...... 37
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travel and overtime meal allowances ...... 59
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administrative penalties ...... 233
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breach of duty ...... 231

lack of ...... 21

tax practitioners ...... 156, 231, 232
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tax shortfall penalties ...... 21

tax uncertainty ...... 21, 22
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tax shortfall penalties ...... 21
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client records ...... 62–66

failure to keep records ...... 114

trustees, loss of capacity ...... 134, 136
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concept of ...... 63, 64
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not-for-profit organisations ...... 195–197
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SMSF auditors ...... 38

tax agents ...... 58
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– termination ...... 7, 8, 163
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Reportable fringe benefit amounts ...... 196, 198
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tax uncertainty ...... 22, 23

Reporting obligations

country-by-country, exemptions ...... 59

Research and development tax incentive

tax agent registration, termination ...... 163

Residency — see also Corporate tax residency

amended assessments, evasion ...... 8, 9, 67–69

Covid travel restrictions ...... 60, 61

definition ...... 190

individuals ...... 67–69
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individuals ...... 67–69

Resides test ...... 67, 68

Restitutionary relief

tax and superannuation systems ...... 137–141

Restructuring businesses

family farms — see Family farms

professional services firms ...... 184

Results test

personal services business ...... 174–176

Retirement exemption

small business CGT concessions ...... 243–245

Retrospective legislation

tax uncertainty ...... 225

Risk assessment

Div 7A, loan guarantees ...... 228

professional services firms ...... 172, 181–186

Risks

of audits ...... 87, 91

tax uncertainty ...... 20, 21, 87, 88

Roll-over relief
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– small business restructures ...... 241–243

– transfer of assets to wholly owned company ...... 249–251

Royalties

embedded ...... 258, 263, 265

intellectual property, right to use ...... 257, 259, 261, 264, 265

Royalty withholding tax

intellectual property ...... 163, 164, 256–261, 265
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Safe harbour rule

genuine restructure ...... 242

Salary or wages

family farms ...... 240

personal services income ...... 173, 179

Salary packaging

not-for-profit organisations ...... 197, 198

Salary sacrifice arrangements

not-for-profit organisations ...... 195, 196
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tax agent caution ...... 166–169, 229, 230

tax agents ...... 58

Scams

ATO warning ...... 6, 7

Scheme

definition ...... 44

Seasonal Worker Program

residency ...... 68

Self-dealing rule

trust property ...... 119

Self-managed superannuation funds

assets, valuation ...... 36, 37

auditor compliance ...... 36, 38

BDBNs ...... 26–28, 30, 134, 135

contraventions, education directions for ...... 227, 228

illegal early access ...... 34, 35

non-arm’s length expenditure ...... 35, 36

– ATO position ...... 147, 148

– lower than arm’s length loss ...... 146

– nil expenses ...... 146, 147

non-arm’s length income

– background ...... 43, 44

– disproportionate tax ...... 43–45

– fixed and non-fixed entitlement ...... 97–99

– legislative overview ...... 44

– private company dividends ...... 97, 98

structural review after member’s death ...... 29

superannuation rule changes ...... 34–39, 207–209

trustees, loss of capacity ...... 129–136

Shareholder loans

family farms ...... 240

Shortfall interest charge

changes from 1 July 2025 ...... 4, 5

non-deductibility ...... 161, 162

Shortfall penalties ...... 20, 21, 89, 91
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corporate tax residency ...... 191

Simplified depreciation rules

small businesses ...... 161

Single touch payroll

reportable fringe benefit amounts ...... 198

Small business CGT concessions

family farms ...... 243–249

Small business instant asset write-off

amendments ...... 161

tax reform, need for ...... 57, 159

tax uncertainty ...... 224, 225

Small business restructure roll-over

family farms ...... 241–245

Small Business Super Clearing House

closure ...... 202

Small businesses

simplified depreciation rules ...... 161

tax reform recommendations ...... 159

SMSFs — see Self-managed superannuation funds

Software royalties ...... 264

South Australia

powers of attorney, foreign jurisdictions ...... 46

Spouses

death benefit dependants ...... 32

Stamp duty

deceased estates ...... 118–121

Statutory long service leave fund

derivation of income ...... 115

Stay applications

tax agent registration termination ...... 7, 8

Student loans

HECS debts ...... 81–85

Sub-trust arrangements

unpaid present entitlements, Div 7A ...... 78
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long service leave benefit ...... 115

Succession and estate planning

family farms ...... 238, 241, 243, 244, 250

marital property ...... 210–212

notional estate rules ...... 28

powers of attorney, foreign jurisdictions ...... 46–48

SMSF trustees, loss of capacity ...... 134, 135

specifying trust purpose ...... 210

superannuation issues ...... 26–33

– BDBNs ...... 26–28, 30, 134, 135

testamentary discretionary trusts, foreign beneficiaries ...... 204–206

Superannuation — see also Self-managed superannuation funds
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BDBNs ...... 26–28, 30, 134, 135
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contractors ...... 199, 200
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reform recommendations ...... 159
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SMSF rule changes ...... 34–39, 207–209

succession and estate planning ...... 26–33

– SMSF trustees, loss of capacity ...... 134, 135
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farm management deposits ...... 240

Superannuation death benefits
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income tax withholding ...... 32

notional estate rules ...... 28

superannuation ...... 26–33

Superannuation funds

financial advice fees ...... 7

Superannuation guarantee

definition of “employee” ...... 110, 111

Superannuation guarantee charge

not-for-profit organisations ...... 201, 202

Superannuation test ...... 68

SuperStream

not-for-profit organisations ...... 202
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powers of attorney, foreign jurisdictions ...... 46

Tax administration

restitution for errors ...... 137–141

Tax advisers

assisting clients with tax uncertainty ...... 19–24, 87–92
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Tax agent registration

caution to fit and proper person ...... 166–169, 229, 230

sanctions rules ...... 58
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lack of disclosure by clients ...... 229

record-keeping obligations ...... 62–66

sanctions and registration ...... 58, 166–169, 229, 230
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Pt IVA schemes ...... 261–263, 265
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ATO resources ...... 23, 24
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reducing red tape ...... 227

Tax concessions — see also Small business CGT concessions
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litigation
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tax time loans ...... 59
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Tax returns
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Tax uncertainty
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