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Tax News – at a glance

by TaxCounsel Pty Ltd

September – what happened in tax?

The following points highlight important federal tax developments that occurred during September 2025. A selection of the developments is considered in more detail in the “Tax News – the details” column on page 161 (at the item number indicated).

Small business instant asset write off

An amending Bill (the Treasury Laws Amendment (Strengthening Financial Systems and Other Measures) Bill 2025) that was introduced into parliament on 4 September 2025 contains measures designed to strengthen confidence in Australian markets, improve the way regulators operate, and support long-term economic growth. See item 1.

Division 7A: payments or repayments

The Commissioner has released a determination that considers the operation of s 109R of the Income Tax Assessment Act 1936 (Cth) (ITAA36) which is an anti-avoidance provision that is intended to prevent shareholders and their associates from avoiding the operation of Div 7A ITAA36 by repaying a loan, or making a minimum yearly repayment, with another loan from the same company (TD 2025/5). See item 2.

Non-deductibility of GIC and SIC

The Commissioner has released a fact sheet (Denying deductions for ATO interest) that contains information for tax professionals about the recent amendments that deny an income tax deduction for the general interest charge and the shortfall interest charge. See item 3.

Large market compliance: ATO perspective

In a speech to the CPA Tax Forum on 13 August 2025, a Deputy Commissioner addressed a number of key issues when navigating the large market from an administrator’s perspective. See item 4.

Tax agent registration terminated

In a media release on 12 August 2025, the Tax Practitioners Board announced that it had terminated the tax agent registration of a former PricewaterhouseCoopers partner (a Mr Richard Gregg) and imposed a four-year ban prohibiting him from re-applying for registration. See item 5.

Royalty withholding tax

The High Court, by a bare majority, has dismissed six appeals by the Commissioner from a decision of the Full Federal Court and held that certain payments made by two non-resident companies to an Australian company were not royalties (FCT v PepsiCo Inc [2025] HCA 30). See item 6.

Objection: extension of time to lodge

In two recent decisions, the Administrative Review Tribunal has considered applications by taxpayers for an extension of time within which an objection could be lodged (PTBS and FCT [2025] ARTA 1262; Nguyen and FCT [2025] ARTA 1662). See item 7.


President’s Report

by Tim Sandow, CTA
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The pursuit of perfection

President Tim Sandow reflects on continued learning and “reasonable” versus “perfect”.

The tax industry is incredibly fast paced: blink and there are changes that can muddle your client’s understanding of their taxes. As tax practitioners, it is our responsibility to keep up to date with all the latest changes to untangle their situation and advise them as best we can.

At The Tax Summit in September, I spoke about the heightened expectations placed on the tax profession at the moment, and the pressure to feel that we can never make a mistake. This is something I’ve been reflecting on a lot, as a practitioner, as a leader and as a self-confessed perfectionist. I hate making mistakes. My clients definitely hate me making mistakes.

The reality is that, despite our best intentions, perfection is an unrealistic expectation. So rather than focusing on being “perfect”, I come to the conclusion that we should focus on being “reasonable”.

The Tax Acts and update to the ethical standards focus on a “reasonably arguable position”. The Code of Professional Conduct focuses on taking “reasonable care” to ascertain your clients’ affairs and “reasonable care” in applying the law correctly.

So rather than a perfect output, perhaps my focus should be on putting in place appropriate processes and systems, and surrounding myself with smart people who I can check my thinking with. If I focus on the process, the chances of producing a “perfect” result go up. And importantly, if the result is challenged, I can be very comfortable that the process I followed was reasonable. As they say, it’s just as important to enjoy the journey as it is the destination.

I feel that part of this is investment into your own knowledge and understanding. That’s why, as a profession, we have CPD requirements in the first place. Appropriate and reasonable processes include continual upskilling and updating knowledge.

Upskilling and furthering your education not only helps to provide a better service to clients, it also builds your reputation as a tax practitioner who can be trusted and builds trust in the tax profession and system as a whole. Our ability to be agile and to adapt according to the needs of the client, by staying on top of further education and ahead of the trends, is where the value of the profession lies.

But we’re busy, right? Who has the time?

Learning options have become more flexible over the years, making education more accessible. Whether it be short, self-driven micro learning or a conference packing different topics into a single day of upskilling, the days of rigid, ivory-tower education are long behind us.

The Tax Institute is committed to supporting this kind of modern learning which benefits our community. We have many avenues through which to stay current and to ensure that you are investing “reasonable” effort into your professional skillset.


CEO’s Report

by Scott Treatt, CTA
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Great leaders invest in knowledge

CEO Scott Treatt discusses the importance of bringing your team along on the learning journey.

In his report this month, Tim reflected on continual development and the role that this plays in our practice. I’d like to echo his sentiments around the importance of CPD and add my own thoughts on how necessary it is to stay on top of it, not just for ourselves, but as leaders of teams.

As tax practitioners, continuing professional development means having confidence in our client advice, it means opening up professional opportunities, and it means we are doing our due diligence as custodians of the tax system. As leaders, it means bringing our teams along on that journey and enabling them to grow from strength to strength alongside us.

It’s oft-touted knowledge that businesses which invest in their people’s learning and development have staff who stay longer, who are happier, and who are more productive. And as this becomes more and more recognised among leadership teams, different opportunities for providing that kind of learning have sprung up as well.

As a leader, one of my favourite ways to develop team members, especially young team members who may be relatively new to the workforce, is through in-person events and training. CPD events, like conferences and conventions, are breeding grounds for inspiration. Our event organising committees put an immense amount of thought, effort and time behind ensuring that the program for each event reflects the knowledge needs of the profession. They handpick speakers, who in turn put an incredible amount of time and expertise into their session presentations. High-performing teams require sharp tools and you’ll find none sharper than at these events.

But CPD events are where team members learn not only the tax technical skills needed to excel, but also the other professional skills you don’t learn at a desk — like how to talk to new people and how to present yourself as a professional. Eventually, they may even come along to these events as a speaker themselves to learn how to communicate their ideas and how to represent your company in the best light.

These are the kind of opportunities I feel we, as leaders, should be looking to give our teams. As seasoned tax professionals, it can be easy to forget those early beginnings when learning opportunities opened up a world of possibility. But we owe it to the next generation of tax professionals to ensure that we are leaving the ladder down and bringing them along on that journey. Over the years, I have made many lifelong connections and friends through these events, and I continue to make them today.

We offer group registration and employer tickets to make it easy to bring your whole team along for the learning experience — so no excuses! From veteran tax professionals to new grads finding their feet in this complex industry, the value of continual learning cannot be overstated. I encourage you, as leaders, to consider how you can help your team to grow in the remaining months of 2025 and into the future.


Head of Tax & Legal’s Report

by Julie Abdalla, FTI
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Tax Reform Roundtables: the future of tax policy

Tax Reform Roundtables are shaping the future of Australia’s tax policy. In this month’s report, we present some of our key recommendations to build on the momentum and set Australia’s economy up for success.

The federal government’s focus on increasing productivity has prompted the exploration of tax reform as a potential means to achieve this goal. By assessing the impact of tax changes, the government aims to determine whether reforms to our current system can boost productivity levels in the economy. At that level, the dialogue on tax reform began with the Productivity Commission’s inquiry into creating a more dynamic and resilient economy, aimed at identifying priority reforms under each of the five pillars of the government’s productivity growth agenda.

In June this year, the Treasurer announced the government’s commitment to structural economic reform, with a strong focus on boosting productivity, budget sustainability, and economic resilience. Since then, ministers and members of parliament have hosted roundtables and other discussions with stakeholders. The Minister for Small Business, Minister for International Development, Minister for Multicultural Affairs, the Hon Dr Anne Aly MP, led a Small Business Roundtable on 24 July 2025. Ms Allegra Spender MP hosted a Tax Reform Roundtable on 25 July 2025. The conversation continued with the government’s Economic Reform Roundtable from 19 August to 21 August 2025.

Tax reform discussions are also happening at the state level, with the NSW Government hosting the Art of Tax Reform Summit at the Sydney Opera House on 26 September 2025, aimed at addressing the challenges faced by the Australian creative industries through tax reform initiatives.

The Tax Institute actively contributed to these consultations, either through submissions, participation in forums, or both, with the following submissions published on our website:

• submission to the Productivity Commission’s inquiry into creating a more dynamic and resilient economy;

• submission to the federal government’s Economic Reform Roundtable; and

• submission to the NSW Government’s Art of Tax Reform consultation.

The Tax Institute’s tax reform recommendations

Some of the Institute’s key recommendations in the aforementioned consultations are set out below.

General

• Establish an independent tax policy and reform commission to undertake a comprehensive review of the Australian tax system at the state and federal levels and to manage a process of tax reform, including the development of underlying tax policy and ongoing maintenance of the tax system.

• Simplify our complex tax law to ensure that it is resilient to future changes and takes into account the evolving needs of the business environment.

• Limit the use of retrospective legislation to exceptional circumstances to reduce uncertainty.

• Effective consultation with stakeholders should be undertaken early in the design process, and new law should be based on sound and considered policy.

• Certain tax concessions in the form of offsets, boosts etc should be permanent features of the tax system.

• The effectiveness of several integrity measures, such as Div 7A, the thin capitalisation and debt deduction creation rules, the debt/equity rules etc should be assessed for effectiveness and streamlined, where appropriate, to ease taxpayer compliance.

• Harmonise the definition of “employee” across federal legislation and work with the states/territories to achieve the same, to provide businesses (especially those that operate across Australian jurisdictions) greater clarity of their obligations. The meaning of “employee” varies across various aspects of the federal tax laws, including PAYG, FBT, superannuation guarantee, and for Fair Work purposes, separate from any consideration for payroll tax purposes. A harmonised definition would help to reduce red tape, improve compliance and simplify the rules for employees, contractors, businesses and regulators.

Fringe benefits tax

With respect to FBT, a principle-based approach, as recommended by the Henry review (recommendation 112), should be adopted, which would reduce the arduous record-keeping requirements and mitigate the excessive compliance costs associated with the current regime.

Corporate tax

• A single, lower corporate tax rate, no higher than 25%, should apply to all companies, irrespective of their aggregated turnover or proportion of passive income.

• Implement the changes to the corporate tax residency rules announced by the former government on 6 October 2020 and recommended by the Board of Taxation (Board) in its 2020 Corporate Tax Residency Review — final report. This would provide greater clarity and certainty to taxpayers, and help to reduce the number of private ruling requests and disputes with the ATO on these issues. Adopting a single definition of “corporate tax residency” for companies, trusts and corporate limited partnerships would promote greater consistency in the law and simplify the tax compliance process for international groups consisting of multiple types of entities.

Capital gains tax

Reform the existing CGT discount so that eligibility for any discount is based on a scaling rate that increases the longer a taxpayer holds a CGT asset. Such a reform would better reflect the actual rates of inflation in Australia, and address concerns about market distortions from having overly generous tax arrangements for certain investments compared to other forms of income.

Superannuation

• Reform and simplify the superannuation system by rationalising the myriad caps, thresholds and indexation measures so that they are more consistent and simpler.

• Review the generosity of superannuation concessions and ensure that any changes are fair to current investors and superannuants. Grandfathering and a phased-in approach should be adopted to protect those who have made investment decisions based on the laws and regulations in place at the time.

Goods and services tax

• Thoroughly review the GST regime and consider options to:

• increase the rate by at least 2.5% from 10% to 12.5%, with a view to future incremental increases to align more closely with the OECD average; and/or

• broaden its base to include certain goods and services currently exempt or otherwise GST-free, at a minimum at a lower rate, or at a single rate as suggested above.

• It is crucial that any reform to the GST regime forms part of a broader package of reforms to income taxes and the transfer system aimed at reducing the dependency in Australia on personal and corporate income tax, and ensuring lower-income Australians are not disproportionately affected.

Individuals

• Simplify and improve the existing individual tax residency framework.

• Review the childcare subsidy for all families and the current hourly rate cap to better reflect the current costs of living and raising a family. Additionally, review the eligibility criteria, such as the hourly activity test, to determine if they are an impediment for parents participating in the workforce.

State taxes

Comprehensively harmonise payroll tax laws, extending to rates, thresholds and other legislative and administrative aspects, to facilitate simpler compliance for businesses operating across Australian jurisdictions.

Tax reform recommendations specific to small businesses

Small businesses are central to Australia’s employment and economic growth, yet they face tax regimes that are highly complex and costly to navigate. The Tax Institute’s tax reform recommendations specifically for small businesses include:

• making the instant asset write-off (IAWO) a permanent feature of Australia’s tax system. The IAWO threshold should be increased to $30,000, and business eligibility should be expanded to include businesses with an aggregated annual turnover of less than $50 million;

• increasing the turnover threshold requiring businesses to register for GST (for example, to $150,000 per annum) and indexing the threshold in line with inflation so that GST compliance is not a disproportionate impediment to starting or growing a small business;

• simplifying the definition of “small business” for income tax, GST, CGT and other laws; and

• streamlining tax legislation concerning small business to facilitate easier compliance and support growth, including, for example, Div 7A.

Effective approach to tax reform

Comprehensive tax reform at the federal and state level is well overdue. As discussed in my article “The imminent need for tax reform” published in the August issue of this journal, a comprehensive review and redesign of our existing tax framework is needed. This is necessary to ensure its longevity and effectiveness in meeting current and future demands, while also promoting equity and operating efficiency for all Australians. Isolated and temporary solutions may resolve immediate problems, but they can contribute to increased complexity and higher compliance costs. In the case of temporary measures, ultimately, we are left with the status quo once they cease. We need permanent solutions to long-term problems.

The Tax Institute is of the view that, when it comes to implementing tax reforms, the government should generally adopt a broad principle-based approach where possible. Fulsome stakeholder consultation as early in the process as possible will ensure that any reforms and their implications have been adequately considered and have the best chance of successful implementation.
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Tax News – the details

by TaxCounsel Pty Ltd

September – what happened in tax?

The following points highlight important federal tax developments that occurred during September 2025.

Government initiatives

1. Small business instant asset write off

An amending Bill (the Treasury Laws Amendment (Strengthening Financial Systems and Other Measures) Bill 2025) that was introduced into parliament on 4 September 2025 contains measures designed to strengthen confidence in Australian markets, improve the way regulators operate, and support long-term economic growth.

The amendments being made by the amending Bill span areas as diverse as corporate disclosure, the regulation of charities, the oversight of financial regulators, energy market protections, and taxation.

From a tax perspective, the amendments that are of particular interest will extend the $20,000 instant asset write off for small businesses (with an aggregated annual turnover of less than $10 million) by 12 months until 30 June 2026. The $20,000 asset threshold applies to the cost of eligible depreciating assets, eligible amounts included in the second element of the cost of a depreciating asset (cost additions), and general small business pools, until 30 June 2026.

The amendments will also extend the deferral of the “lock-out” rule for small businesses that previously opted out of the simplified depreciation rules to 30 June 2026.

Without the amendments, the asset threshold would revert to the ongoing legislated threshold of $1,000 from 1 July 2025. The amendments are giving effect to an announcement made by the government on 4 April 2025.

The Commissioner’s perspective

2. Division 7A: payments or repayments

The Commissioner has released a determination that considers the operation of s 109R of the Income Tax Assessment Act 1936 (Cth) (ITAA36) which is an anti-avoidance provision that is intended to prevent shareholders and their associates from avoiding the operation of Div 7A ITAA36 by repaying a loan, or making a minimum yearly repayment, with another loan from the same company (TD 2025/5).

Sections 109T and 109W ITAA36 extend the operation of Div 7A to certain loans (and payments) that are made indirectly, through interposed entities.

The effect of TD 2025/5 is that the ATO considers that s 109R can apply to disregard:

• an actual loan repayment, where the repaying entity is taken to have obtained a loan from the private company as a result of the interposed entity rules in ss 109T and 109W; and

• a notional loan repayment otherwise taken to have been made under s 109W(3).

Alternatively, the ATO may also consider the application of the Pt IVA anti-avoidance provisions to arrangements whereby loans from a private company are refinanced for the purposes of obtaining a tax benefit.

3. Non-deductibility of GIC and SIC

The Commissioner has released a fact sheet (Denying deductions for ATO interest) that contains information for tax professionals about the recent amendments that deny an income tax deduction for the general interest charge (GIC) and the shortfall interest charge (SIC).

The amendments, which were made by the Treasury Laws Amendment (Tax Incentives and Integrity) Act 2025, repealed the former para (c) of s 25-5(1) of the Income Tax Assessment Act 1997 (Cth) (ITAA97) (which had provided for the deduction) and enacted s 26-5(1A) ITAA97 (which now expressly prohibits a deduction). The amendments apply with effect in relation to assessments for income years starting on or after 1 July 2025. For most taxpayers, this means that the amendments apply to GIC and SIC incurred on or after 1 July 2025. GIC and SIC incurred before this date continue to be deductible.

The fact sheet gives a number of examples which illustrate the effect of the amendments, including:

“Example 1 – GIC on unpaid tax incurred daily

Zara has outstanding income tax liabilities totalling $2,500. GIC accrues daily on the unpaid amount. Zara pays her liability in full on 15 June 2025.

Any GIC incurred up to and including 15 June 2025 is deductible to Zara. This is because Zara incurred the GIC before 1 July 2025.

As she paid the liabilities in full, there is no further GIC that accrues or is incurred.

The outcome would be different if it were assumed that Zara had not paid her tax debt and GIC continued to accrue daily. Any GIC incurred on her unpaid debt on or after 1 July 2025 would not be deductible.”

“Example 4 – GIC incurred where underlying liability (family trust distribution tax) is not dependent on an assessment

On 2 December 2024, the Eltham Family Trust (which has made a family trust election) makes a distribution outside the family group. The liability to family trust distribution tax (FTDT) crystallises by operation of law.

Consequently, the trustee of the Eltham Family Trust also becomes liable to FTDT on 2 December 2024.

The FTDT liability does not become due and payable until 21 days from the date of distribution. In this case, 21 days from the distribution means the FTDT will be due and payable on 23 December 2024.

Non-payment of the FTDT has GIC consequences. GIC begins to accrue 60 days after the FTDT liability becomes due and payable on 23 December 2024. Therefore, GIC will accrue from 21 February 2025 if it remains unpaid.

In this example, the Eltham Family Trust does not pay its FTDT until 20 March 2025. The GIC that was incurred between 21 February 2025 and 20 March 2025 is deductible.

The outcome would be different if the Eltham Family Trust failed to pay the FTDT liability until 11 August 2025. In that scenario, any GIC incurred between 21 February and 30 June 2025 is deductible. However, GIC incurred from 1 July to 10 August 2025 (inclusive) is not deductible.”

“Example 9 – SIC incurred on service of the notice of assessment

Anthony requests an amendment (within the period of review) to his income tax assessment for the 2021–22 income year to include amounts of taxable income that were previously omitted. This results in a tax shortfall of $10,000. The ATO received Anthony’s request on 5 July 2025 and served a notice of amended assessment on Anthony on 25 July 2025.

As SIC is incurred when the notice of amended assessment is served (which is after 1 July 2025), the SIC imposed on the shortfall amount of $10,000 is not deductible.”

The fact sheet considers a number of other issues, including: where a taxpayer has a substituted accounting period; the assessability of amounts of GIC and SIC that is remitted; and the deductibility of interest on borrowings used to pay tax liabilities.

There are no changes to the discretionary provisions that give the Commissioner the power to remit GIC and SIC.

4. Large market compliance: ATO perspective

In a speech to the CPA Tax Forum on 13 August 2025, a Deputy Commissioner addressed a number of key issues when navigating the large market from an administrator’s perspective.

Some points from the speech are noted below.

Large business tax compliance underpins public trust, ensures fair competition, and secures the revenue needed to fund essential services. When the largest and most visible businesses do the right thing, it strengthens the integrity of the entire tax system.

Over the past decade, the ATO has seen steady improvements in voluntary compliance, and today, large corporates are one of the most compliant segments. This improvement has in large part been due to the increased focus of the Tax Avoidance Taskforce which was bolstered by law changes increasing the ATO’s ability to tackle base erosion practices.

The ATO has recently re-focused its efforts in the Top 100 program to real-time engagement, providing tax certainty pre-lodgment of the returns. The program has always been intended to work this way, given the ATO’s focus is on prevention before correction. However, the ATO’s engagement has often been retrospective.

The Top 1000 program has also been reshaped, providing a tailored assurance review for taxpayers based on the unique tax profile (including previous assurance ratings) of their business.

Profit-shifting

Profit-shifting disputes continue to dominate the ATO’s audit program, comprising roughly 70% of the ATO’s activity. Traditional disputes, such as those involving financing and marketing hub arrangements, are now well understood by the market. While disputes continue in these areas, the ATO does not observe the scale of a decade ago.

Mischaracterisation of arrangements, business models and global value chains is an increasing area of focus and dispute. These structures pose significant challenges to the ATO as they attempt to limit the recognition of functions conducted in Australia to that of a “limited risk distributor” where typically only a small return on cost is recognised. Where this is not reflective of the economic substance of the business or value generated in Australia, this has the effect of limiting the profit attributable to Australia and ultimately the tax paid here (whether that be income or royalty withholding tax).

Achieving tax certainty

The ATO recognises and supports the need for tax certainty by business and remains committed to investing in the development of programs and tools to help taxpayers to make informed decisions about their tax affairs, whether that relates to transactions, cross-border dealings, or the implementation of new laws.

While the ATO continues to offer one-to-one tailored engagement (including through private rulings and the justified trust program), it is important to acknowledge the practical constraints. The ATO’s resources are not infinite, and the complexity and volume of transactions across the system mean that the ATO simply cannot provide bespoke engagement for every taxpayer.

Transparency as an expectation not an option

Over the past few years, legislative changes have driven increases in tax transparency requirements in Australia. Measures include the introduction of corporate tax transparency and “tax” general purpose financial reports, both of which are now well embedded. But the recent introduction of public country-by-country reporting represents a significant shift in tax transparency for multinationals operating in Australia.

Under the public country-by-country rules, multinational companies will now be required to report certain tax data (including profit, tax paid, number of employees, and related party revenue) jurisdiction by jurisdiction, noting that, for non-specified jurisdictions, they can choose to aggregate the remaining jurisdictions. Publication of this global data will allow the Australian community to compare the global tax performance of multinationals operating in Australia. Importantly, the data will assist readers to understand whether tax outcomes reflect the economic presence of organisations in disclosed jurisdictions.

The ATO is currently consulting on how it will administer the exemptions for the regime. While the ATO expects that some exemptions will be available, it is a high bar. Business will need to demonstrate that making the (historical) data public will give rise to harm or detriment to the organisation, outweighing the public interest in transparency.

The ATO will be releasing two key publications. First, its Public Groups findings reports, which reflect the ATO’s ongoing commitment to enhancing visibility into corporate tax performance and compliance, and provide insights as to how the ATO’s key programs (for example, the Top 100 program) performed in 2023–24. Second, for the eleventh year since legislated, the ATO will release the corporate tax transparency (CTT) report.

The ATO’s findings reports provide insight at an overall level into the operation of the large corporate tax system, and the ATO will continue its practice of providing context to the entity level data released in the CTT report.

5. Tax agent registration terminated

In a media release on 12 August 2025, the Tax Practitioners Board (TPB) announced that it had terminated the tax agent registration of a former PricewaterhouseCoopers (PwC) partner (a Mr Richard Gregg) and imposed a four-year ban prohibiting him from re-applying for registration.

Mr Gregg was found to have breached multiple obligations under the Tax Agent Services Act 2009 (Cth) and the Code of Professional Conduct, which all registered tax practitioners must comply with. In light of this, the TPB found that he was no longer fit and proper to be registered as a tax agent.

In his capacity as a PwC partner and a specialist in research and development, Mr Gregg made false or misleading statements in applications for the research and development tax incentive (RDTI) lodged on behalf of clients. These applications did not meet the eligibility requirements for the RDTI and could not be substantiated. Mr Gregg’s failure to scrutinise his clients’ RDTI claims resulted in significant tax shortfalls and penalties imposed on the clients. Mr Gregg’s behaviour also resulted in significant time and resources being expended by the ATO and Industry Innovation and Science Australia, both of which are responsible for fairly assessing RDTI applications.

The ATO determined that the clients affected by Mr Gregg’s conduct had a cumulative tax shortfall of over $11 million and imposed cumulative penalties of over $800,000 across those clients.

Recent case decisions

6. Royalty withholding tax

The High Court, by a bare majority, has dismissed six appeals by the Commissioner from a decision of the Full Federal Court and held that certain payments made by two non-resident companies to an Australian company were not royalties (FCT v PepsiCo Inc1).

In brief terms, two companies resident in the United States and forming part of the PepsiCo Group — PepsiCo Inc (PepsiCo) and Stokely-Van Camp, Inc (SVC) — entered into agreements with Schweppes Australia Pty Ltd (SAPL), an Australian company, to bottle, sell and distribute beverages within Australia.

Relevantly, the agreements provided that PepsiCo or SVC, respectively, would sell to SAPL, or cause to be sold by one of its subsidiaries, the flavour concentrates necessary for SAPL to manufacture the beverages. The agreements contained either an express or implied licence permitting SAPL to use the intellectual property owned by PepsiCo or SVC necessary to perform its obligations. The agreements did not provide for any payment by SAPL to PepsiCo or SVC of a royalty for the use of that intellectual property. At the relevant times, SAPL bought concentrate from a PepsiCo subsidiary incorporated in Australia, PepsiCo Beverage Singapore Pty Ltd (PBS). SAPL made no payments to either PepsiCo or SVC.

The Commissioner assessed PepsiCo and SVC for the 2018 and 2019 income years on the basis that part of the payments made by SAPL to PBS for the supply of concentrate was a royalty paid to, or derived by, PepsiCo or SVC on which withholding tax was payable under s 128B(2B) ITAA36 or, in the alternative, effected a diversion of profit which accrued to PepsiCo or SVC for which they were liable to pay diverted profits tax under s 177J ITAA36.

PepsiCo and SVC objected to the assessments and, following the Commissioner’s disallowance of the objections, appealed to the Federal Court. At first instance, Moshinsky J held that the payments made by SAPL to PBS were, to some extent, consideration for the use of, or the right to use, the relevant trademarks and other intellectual property on which royalty withholding tax was payable and, alternatively, that diverted profits tax was payable.2 On the appeals by the taxpayers from this decision, a majority of the Full Federal Court (Perram and Jackman JJ, Colvin J dissenting) allowed the appeals.3

On the Commissioner’s further appeal with the special leave of the High Court, a 4:3 majority of the High Court has dismissed each appeal. The majority (Gordon, Edelman, Steward and Gleeson JJ) held that, on the proper construction of the agreements between SAPL and each of PepsiCo and SVC, the payments made by SAPL to PBS were for concentrate only and did not include any component which was a royalty for the use of intellectual property. In any event, the High Court unanimously held that any payment made by SAPL to PBS was not “paid or credited to” or “derived by” PepsiCo or SVC and thus royalty withholding tax was not payable under s 128B(2B). By the same majority, the court also held that each of PepsiCo and SVC did not obtain a tax benefit in connection with a scheme within the meaning of s 177J and was therefore not liable to pay diverted profits tax.

7. Objection: extension of time to lodge

In two recent decisions, the Administrative Review Tribunal (ART) has considered applications by taxpayers for an extension of time within which an objection could be lodged (PTBS and FCT;4 Nguyen and FCT5).

In the PTBS case, where there was a short (six-day) delay, the ART commented that the Commissioner should not lose sight of the interest of justice in such a matter. While recognising the strength of the Commissioner’s concerns about the applicant’s case, the ART said that to take a case that a six-day delay should result in the applicant having no rights to pursue its argument (that argument being assessed at its highest) was, in its view, not a sensible balancing of the purpose of the statutory provisions which allow for extensions of time, nor of the relevant factors that the courts have indicated should be taken into account.

The ART also noted that PS LA 2011/4, which provides the Commissioner’s officials with guidance about the collection of disputed debt, includes a risk assessment process which states that, in certain circumstances, the Commissioner is not prevented from collecting amounts in dispute, nor from obtaining security for such amounts, even where an objection or Pt IVC of the A New Tax System (Goods and Services Tax) Act 1999 (Cth) proceeding is underway.

In the Nguyen case, the ART said that the tribunal is required to weigh the competing factors, bearing in mind the need to avoid injustice. That process should not be conducted in a binary fashion. This was not a case where a simple scoreboard could be used to reach a result.

The ART said that it had some sympathy for the taxpayer, particularly given the quality of his submissions on legal matters. However, the ART had been unable to look past the lengthy and unexplained delays and the pattern of behaviour over a number of years which would have given the Commissioner cause to believe that the dispute was at an end. While the taxpayer had an arguable case, it was weak and focused on the alleged loans. Against this, the time which had passed, and the early conduct in particular, were significant. The gaps in activity were not all explained. In short, the taxpayer had neglected to act in his own interest for substantial periods, even when he told the Commissioner he would do so. When he was roused to take action, the timeline suggested that his actions were prompted by recovery action.

The ART said that it followed that the extent and pattern of the taxpayer’s early delay was so significant in this particular case that it outweighed the factors in favour of the extension. This, combined with the difficulties which would attend for both parties in gathering evidence to progress the objection at this late stage, persuaded the tribunal that the discretion to extend time should not be exercised in this case.
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Tax Tips

by TaxCounsel Pty Ltd

Investigation: caution not termination

The ART has recently replaced decisions of the Tax Practitioners Board to terminate the tax agent registrations of an individual and a related company with cautions.

Background

The legislative regime that governs the registration of tax agents has undergone very substantial change over the last few years. For example, there has been an expansion of the Code of Professional Conduct (the Code) in significant respects. This includes a new mandatory obligation on a registered tax agent to report a significant breach of the Code by the registered agent or another registered agent.1

Also, the investigatory powers of the Tax Practitioners Board (the Board) have been ramped up and their effectiveness increased. For example, the conduct of an investigation of a registered tax agent can no longer be frustrated by the tax agent seeking deregistration, and the basic investigation period has been extended from six to 24 months.

The recent amendments have not yet been considered by the Administrative Appeals Tribunal (ART) or the Federal Court. However, cases on provisions that are not affected by the amendments continue to be decided. One such case that was decided by the AAT involved successful challenges to decisions of the Board to terminate the registrations of an individual and a company for breaches of the Code and for failing to meet the conditions for registration. The decision is Auz Taxation Pty Ltd and Tax Practitioners Board2 and aspects of the decision are considered in this article.

What happened

The applications to the ART in the Auz Taxation case were for the review of two decisions of the Board made on 25 January 2024 to terminate the tax agent registrations of a company (Auz Taxation Pty Ltd (the company)) and of an individual (a Mr Sumit Bagga) who controlled the company.

In broad terms, the basis of the Board’s termination decisions were alleged failures by the company and Mr Bagga to comply with various obligations prescribed by the Code and a failure to meet the fit and proper test for registration. In the case of Mr Bagga, the Board also imposed a one year prohibition from making an application to be reregistered.

Mr Bagga was an accountant who became a registered tax agent on 13 July 2016. Initially, he practised as a sole practitioner but, in January 2021, he incorporated the company, which was the trustee of a family trust. From that time, Mr Bagga operated his accounting business through the company which became a registered company tax agent. Mr Bagga was the sole director of the company and was the nominated tax agent for the company.

As a tax agent, Mr Bagga had access to the ATO portal known as the Online Services for Agents portal (the portal). It was through this system that a tax agent was able to electronically lodge returns and activity statements and obtain records of clients and other information relating to their tax affairs for the purposes of providing tax agent services.

On 19 April 2022, Mr Amit Kumar commenced employment with the company. For the purpose of Mr Kumar carrying out his work, Mr Bagga provided Mr Kumar with his credentials, known as his myGovID login credentials (the Bagga credentials), for accessing the portal. He had also provided access to the portal by Mr Kumar using the credentials of Mr Bagga’s wife Neetu (the Neetu credentials), although Mr Bagga’s wife was not an employee of the company. Mr Bagga said that this was done because Mr Kumar had recently arrived in Australia and, due to some issues concerning providing relevant identification documents, Mr Kumar was not able to obtain his own myGovID.

Using the Bagga credentials, Mr Kumar gained full access to the portal, being access equivalent to that of Mr Bagga. Using the credentials, Mr Kumar fraudulently lodged activity statements on behalf of two companies and directed GST refunds from those companies to be paid into a bank account controlled by Mr Kumar. The refunds were paid on 27 May and 8 June 2022. The frauds were identified by the ATO which, on 10 June 2022, advised Mr Bagga that this had occurred. The anomalous transactions were detected through the ATO’s internal processes. In short, the fraudulent conduct consisted of linking the two taxpayers as clients of the company, recording the taxpayers’ bank details as an account controlled by Mr Kumar, and lodging fraudulent returns for the two companies in respect of the March 2022 quarter.

Despite his fraudulent conduct, Mr Kumar was not dismissed from his employment. Rather, Mr Kumar was issued with a warning letter by Mr Bagga and was permitted to continue working for the company. Mr Kumar was then permitted by Mr Bagga to use the myGovID of Mr Kumar’s wife, Ms Sayeesha Monga, for the purposes of accessing the portal (Ms Monga’s credentials). In effect, Ms Monga had access to the portal although she was not an employee of the company, as did Mr Kumar using Ms Monga’s credentials.

During the period of Mr Kumar’s continued employment, the following occurred:

1. Mr Kumar sought to be registered as a tax agent. For this purpose, on 9 February 2023, Mr Bagga signed what was referred to as a Statement of Relevant Experience (SRE), certifying Mr Bagga had supervised and controlled the work of Mr Kumar. It was common ground in the proceedings before the ART that the SRE was signed by Mr Bagga although it contained errors, being the date Mr Kumar commenced employment with the company and the answer to section 7 — Summary of tax agent services provided. Mr Bagga stated that he had directed that the errors be corrected before the SRE was submitted to the Board by Mr Kumar. However, this did not occur; and

2. using Ms Monga’s credentials, Mr Kumar registered a further taxpayer as a client of the company on 7 November 2022. This was done in circumstances where the new client said that it had not provided its written authorisation, and in circumstances where Mr Bagga was not aware of the new client and had not given any authority to Mr Kumar to act on its behalf.

It appeared that Mr Bagga first became aware of Mr Kumar’s action referred to in (2) above when advised by the Board in a letter dated 6 March 2023. Inter alia, the Board’s letter stated that a complaint had been made by the new client to the ATO that no authority had been given to the company to act on its behalf.

Following what Mr Bagga described as him confronting Mr Kumar on 7 March 2023 about these matters, the employment of Mr Kumar was terminated on 8 March 2023. However, Mr Kumar was permitted to return to the office on 9 March 2023 “to gather his belongings and conduct a handover of files”, during which time Mr Bagga “stayed at the office until Mr Kumar had completed his handover and left the office”. Access using Ms Monga’s credentials was not removed from the portal by Mr Bagga until 10 March 2023.

In addition to the complaint referred to above, in its 6 March letter, the Board identified several other matters about the conduct of Mr Bagga and the company about which it had concern and sought comment from Mr Bagga. These matters included:

• the application of Mr Kumar for registration as a tax agent and the accuracy of the SRE signed by Mr Bagga;

• a referral received by the Board from the ATO on 17 June 2022 concerning the GST refund fraud by Mr Kumar;

• late lodgment of income tax returns and activity statements for companies associated with Mr Bagga, as well as late lodgment of his personal tax returns;

• supervision and control by Mr Bagga of Mr Kumar and staff of the company in general;

• whether there was current professional indemnity insurance for each of the company and Mr Bagga. In this regard, the information provided by Mr Bagga to the Board through the Board’s portal indicated that insurance for the company had expired on 24 February 2022 and insurance for Mr Bagga had expired on 24 February 2023; and

• whether the conduct of Mr Bagga was otherwise in breach of the TASA and whether his registration as a tax agent and that of the company should be terminated.

The legislation

The provisions of the TASA that are particularly relevant to the decision of the ART are as follows:

“30-15 Sanctions for failure to comply with the Code of Professional Conduct

(1) This Subdivision applies if the Board is satisfied, after conducting an investigation under Subdivision 60-E, that you have failed to comply with the Code of Professional Conduct.

(2) The Board may do one or more of the following:

(a) give you a written caution;

(b) give you an order under section 30-20;

(c) suspend your registration under section 30-25;

(d) terminate your registration under section 30-30.

30-20 Orders

(1) The Board may make an order that requires you take one or more actions including, but not limited to, the following:

(a) completing a course of education or training specified in the order;

(b) providing tax agent services for which you are registered only under the supervision of a registered tax agent or BAS agent specified in the order;

(c) providing only those tax agent services that are specified in the order;

(d) requiring you to notify, in writing, all of your current clients about the findings of the Board’s investigation specified in the order.

(2) The Board must notify you in writing of the order. The order may specify the following, as appropriate:

(a) the period of time within which you must complete the requirements specified in the order;

(b) the period of time during which the order applies.”

The ART’s decision

The ART noted that there are two separate regimes by which sanctions may be imposed. One arises in consequence of a failure to comply with the Code as permitted by s 30-15 TASA. The second permits the termination of registration in the circumstances provided in s 40-5 TASA (Termination of registration — individual) and s 40-15 TASA (Termination of registration — companies). It was necessary to determine whether Mr Bagga was presently a fit and proper person, including whether he was of good fame, integrity and character.

The ART said that the question of present fitness and propriety required an examination of the past conduct, the nature and severity of any misconduct, whether corrective action had been taken and/or whether there were continuing breaches of obligations the person has, the likelihood of future inappropriate conduct, the person’s recognition and remorse for the conduct in question, and the degree to which the passage of time might demonstrate matters of misconduct might properly be put in the past. The ART went on:

“129. Past conduct of Mr Bagga indicates a lack of integrity as found above. The conduct was authorising the use of credentials to access the portal and signing the SRE when it was incorrect.

130. In concluding there was a lack of integrity, I do not consider the conduct should be characterised as fraudulent or carried out in a manner intended to deceive. Rather, the conduct of Mr Bagga was ill considered and certainly inappropriate as it permitted Mr Kumar to act in the guise of others, to commit the frauds referred to above and misrepresent his relevant experience. Consequently, it eroded the trust which the ATO and the Board was able to place in Mr Bagga as a tax agent and director of the Company.

131. In relation to use of the credentials, after the fraud which involves the inappropriate use of the Bagga credentials was detected, Mr Kumar was not dismissed. Rather, a further authorisation was given to Mr Kumar to use his wife’s credentials. This further authorisation permitted Mr Kumar to again register new clients although Mr Bagga was not aware of this fact and had not given authority for Mr Kumar to do so. It occurred in circumstances where the supervision of Mr Kumar, in the period after the fraud was detected until he was dismissed, declined over time. Here, Mr Bagga said supervision reduced because of positive feedback received about the work of Mr Kumar.

132. Since Mr Kumar’s dismissal, there is no suggestion other employees have been permitted to access the portal other than with their own credentials.”

The ART said that there were significant breaches of the Code. These included a failure to comply with personal tax obligations and the failure to ensure that tax agent services were provided competently. On the first matter, it related to events in the years 2016 and 2023 and the late lodgment of returns. The late lodgments concerned income tax returns, income activity statements, and business activity statements. Non-compliance ranged from 1 to 201 days late. There were a significant number of late lodgments. Some explanation was provided by Mr Bagga about what had occurred, including the impact of the Covid pandemic.

In relation to compliance with the Code, the ART’s views were, in summary, as follows:

• act honestly and with integrity (s 30-10(1) TASA): the evidence established that each of Mr Bagga and the company had failed to comply with this obligation;

• comply with tax laws in the conduct of personal affairs (s 30-10(2) TASA): a breach of this obligation was admitted. However, there was no evidence of continuing breaches and past non-compliances had been corrected;

• act lawfully in the best interests of client (s 30-10(4) TASA): there was no breach of this obligation. Those affected by the fraud were not clients of the company. In circumstances where the affected companies were not clients and were otherwise aware of what had occurred, there appeared to be no basis to conclude that this provision had been breached;

• ensure that a tax agent service is provided competently (s 30-10(7) TASA): there was a breach of this obligation. In the context of a tax agent providing services through its employees or contractors, ensuring that tax agent services are provided competently requires that a tax agent has in place processes for training others and monitoring the services provided by them. It also involves ensuring that safeguards are put in place by way of limiting the authority given to employees or establishing controls and audit procedures to ensure that work undertaken by others for whom the tax agent is responsible is performed in an appropriate manner and in compliance with the standards expected of the tax agent; and

• respond to requests and directions from the Board (s 30-10(14) TASA): there was no breach of this obligation.

The ATR’s conclusion

In conclusion, the ART said:

“141. Considered as a whole, I have come to the view that Mr Kumar is a fit and proper person within the meaning of the TAS Act.

142. While I am satisfied that past conduct demonstrated a lack of integrity, what has occurred since the events involving Mr Kumar, the rectification of non-compliances with personal tax obligations together with a history of dealing with client tax affairs (which appears unblemished) provides me with some confidence that the events of the past will not be repeated.

143. In these circumstances, in my opinion termination of the registration of each of the Applicants is not warranted and the decisions of the Board should be set aside. This is so notwithstanding the continuing non-compliance by the Company to provide “a sufficient number of individuals, being registered tax agent, to provide tax agent services to a competent standard and to carry out supervisory arrangements” (as required by subs 20-5(3)(d)(i)) and to ensure the obligations of subs 30-10(7) of the Code are met.

144. While I have reached the conclusion that termination is not appropriate, the past conduct and contraventions of the Code requires some sanctions. This is necessary to provide both specific deterrence and general deterrence for past non-compliance and to ensure corrective action is taken in connection with supervisory arrangements and the competency obligations under the Code.

145. In the present case, a sufficient sanction will be a written caution as provided in subs 30-15(2)(a) of the TAS Act.

146. While I have considered suspension, it seems to me that such an order would be punitive upon the Applicants and unnecessarily adversely affect the more than 5000 clients of the Company who continue to use the services of and put their trust in the Applicants.

147. Further, orders and undertakings of a type proposed by the Applicants’ Counsel will address issues of supervision of existing staff and provide a more robust environment, both in terms of directors to manage the Company and additional tax agents to supervise, provide training and maintain the competency and quality of the work done by the applicants’ employees and contractors.

148. Orders and undertaking of a type proposed by the applicants’ Counsel can be made in the form of orders under the wide power granted by s 30-20 of the TAS Act. Reporting obligations to the Board will ensure the Applicants comply with these orders.”

The ART’s orders also imposed various obligations, including: (1) that Mr Bagga and the company inform all existing clients, and all existing and any new employees and contractors, of the ART’s reasons for decision and of the orders made by the ART; (2) that at least one registered tax agent be appointed as an additional director of the company; and (3) that all reasonable and necessary steps be taken to ensure that there is at least one registered tax agent employed or engaged by or on behalf of the company at each of the business’ branches at which it operates.

Observations

A decision of the Tax Practitioners Board to issue a caution in relation to a failure to comply with the Code is not a reviewable decision for the purposes of the TASA and, so, the ART would not have no jurisdiction to review such a decision (s 70-10 TASA). However, where, as was the situation in the Auz Taxation case, a caution is given by the ART, it would seem that this would mean that the Board or the cautioned tax agent could appeal from the decision of the ART to the Federal Court on a question of law.

In some circumstances, orders such as those made in the Auz Taxation case may need to be varied after they are made. This may be so, for example, where, because of supervening events, a date specified by the ART in its order for the doing of some act cannot for good reason be complied with. It may be possible, in some circumstances, for the orders that are being made by the ART to be drafted in such a way so as to provide appropriate flexibility.
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Higher Education

Two-time Dux tells us how he found his place in tax

Two-time Dux of both CTA1 and CTA2A in Study Periods 2 and 3, 2024, shares his unconventional journey to becoming a tax lawyer and how studying CTA subjects helped consolidate his tax knowledge.
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	Lloyd Miller

Tax Lawyer
Hall & Wilcox, Melbourne





Lloyd completed an arts degree at The University of Melbourne where he majored in philosophy, then he pursued a Juris Doctor at Monash University to start his career as a tax lawyer. In 2023, he began working at Hall & Willcox as a graduate lawyer, and later joined the tax team.

“I am very new to the tax world,” Lloyd told us.

Despite his short tenure, Lloyd boasts diverse experience. As a relatively new tax lawyer, he hasn’t yet settled in a niche, instead working across a number of areas in the tax team at Hall & Willcox.

“That includes our duties practice, business transactions, corporate restructuring, and succession planning. My main work is in tax disputes acting for high-net-worth individuals, from the pre-audit stage to litigation,” he said.

Lloyd’s journey so far as a tax lawyer

We were curious about Lloyd’s journey to becoming a tax lawyer because it wasn’t a straightforward path, taking him through various other disciplines and passions before landing in the world of tax.

“I was a care support worker, and I played and produced music and studied philosophy — a combination of things that makes my destination as a tax lawyer seem very unlikely, but here we are!” he said.

After completing his graduate rotation at Hall & Wilcox, he was drawn to the everchanging nature of tax. “There’s a lot of variety in the sort of matters that we do, both transactions and litigation work; we work with private clients and corporate matters, we do federal and state taxes. I like that because it keeps things fresh, and I always need to be on my toes!”

So why study with The Tax Institute?

 “I don’t have any prior tax or accounting experience at all, so it was important to me to consolidate the practical information that I learn at work with a good theoretical base. I completed CTA1 and found it very helpful as someone without any prior tax knowledge or experience. The team encouraged me to continue on with CTA2A, so I did,” Lloyd told us.

This proved to be a sound strategy, as the theory he learnt in his CTA subjects shed new light on the work he was doing. “All of the accounting principals were new to me, and those have been really helpful to have moving forward in my career as everything just makes a lot more sense!”

Managing work, study and personal life

Lloyd attributes his ability to balance work, study and his personal life to the support of his fiancé, Tilly. The team at Hall & Wilcox were also supportive, allowing him to take time out of his workday to prepare for his exam. Team work really does make the dream work!

Advice for tax professionals considering further study

So, what advice does Lloyd have for other young professionals?

“I can only speak from my own experience as someone junior to the profession, but I found the CTA course really helpful as a first step to building my knowledge base. I recommend it to anyone who is interested in giving it a go.”
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Personal services income: the current landscape

by Ben Macpherson, CTA, Executive Director, Pitcher Partners


The personal services income rules have been in force since the Ralph report with little change. However, recent ATO guidance that considers the interaction between Pt IVA and the personal services income rules, as well as further revisions to the ATO’s views on the allocation of profits for professional practices, create some uncertainty as to how these rules operate. This article reviews the personal services income rules and the evolution of key case law. The article also covers the recent ATO guidance and how it may apply to taxpayers in a practical sense. The author then considers whether the ATO guidance is in line with current case law, or if further case law is needed to clarify the Commissioner’s position, especially in respect of the Pt IVA/personal services income interaction.



Introduction

A little over 25 years ago, John Ralph chaired the “Review of Business Taxation”,1 commonly known as the Ralph report. The Ralph report made broad recommendations to change taxation in Australia following a comprehensive review. These recommendations included the introduction of codified rules targeting the alienation of personal services income (PSI).

The Ralph report noted that other jurisdictions had legislated rules to ensure that income from personal exertion could not be alienated. Australia, however, relied on a mix of common law and the application of our general anti-avoidance provisions (Pt IVA or s 260 of the Income Tax Assessment Act 1936 (Cth) (ITAA36)). The report claimed that the application of Pt IVA to each arrangement was labour intensive and inefficient.

Although the PSI rules will often apply to attribute income to an individual in certain arrangements, there is no doubt that many of these arrangements are entered into for legitimate commercial reasons. It is often the case that employees are pushed to sign agreements holding them out to be independent contractors in certain industries for the wrong reasons.

Despite little change to the PSI rules and scarce recent case law developments, the ATO has recently released PCG 2024/D2. The guideline applies to arrangements where PSI of an individual is derived through a personal services entity that is conducting a personal services business.

Prior to the release of PCG 2024/D2, the ATO also released PCG 2021/4. This guideline applies to professional services firms and provides a risk assessment framework with a red/amber/green categorisation for taxpayers. This guideline does not deal with PSI; it is specifically for professional practice income and its allocation.

This article will review the PSI rules and associated case law, as well as considering the ATO’s recently released guidance.

The PSI rules

Division 84 PSI

The PSI rules are contained within Div 84 to Div 87 of the Income Tax Assessment Act 1997 (Cth) (ITAA97), some 25 pages of legislation. The rules codify the recommendations of the Ralph report covered in this introduction; the theme statement of Pt 2-42 ITAA97 states:


“This Part is about 2 issues relating to personal services income.

Division 85 limits the entitlements of individuals to deductions relating to their personal services income.

Division 86 sets out the tax consequences of individuals’ personal services income being diverted to other entities (often called alienation of the income).

These Divisions do not affect individuals or other entities that conduct personal services businesses. Division 87 defines personal services businesses.”



In addition to the above theme statement, Div 84 ITAA97 also states the meaning of PSI:2

“(1) 	Your ordinary income or statutory income, or the ordinary income or statutory income of any other entity, is your personal services income if the income is mainly a reward for your personal efforts or skills (or would mainly be such a reward if it was your income).”

Three examples are provided to assist with interpreting the above and determining whether the statutory provisions apply:

“Example 1: NewIT Pty. Ltd. provides computer programming services, but Ron does all the work involved in providing those services. Ron uses the clients’ equipment and software to do the work. NewIT’s ordinary income from providing the services is Ron’s personal services income because it is a reward for his personal efforts or skills.

Example 2: Trux Pty. Ltd. owns one semi-trailer, and Tom is the only person who drives it. Trux’s ordinary income from transporting goods is not Tom’s personal services income because it is produced mainly by use of the semi-trailer, and not mainly as a reward for Tom’s personal efforts or skills.

Example 3: Jim works as an accountant for a large accounting firm that employs many accountants. None of the firm’s ordinary income or statutory income is Jim’s personal services income because it is produced mainly by the firm’s business structure, and not mainly as a reward for Jim’s personal efforts or skills.”

In practice, the above examples provide limited use in determining whether income is PSI. Example 1 is a relatively clear-cut instance of PSI, although, as a quick review of relevant case law indicates, IT services continue to present problems for the Commissioner and taxpayers. Example 2 purports to illustrate the difference between income that is derived because of services provided and income that is derived by the use of an asset. However, it is narrow in its application. Example 3 contemplates an employee of an accounting firm and states that the income of the accounting firm is not PSI of the employee, a distinction that does not appear to be required.

As well as the examples, s 84-5 ITAA97 clarifies that:

“(2) Only individuals can have personal services income.

(3) This section applies whether the income is for doing work or is for producing a result.

(4) The fact that the income is payable under a contract does not stop the income being mainly a reward for your personal efforts or skills.”

A more useful explanation of PSI is contained within the explanatory memorandum which provides that, by reason of this definition, income which is:3

“• ancillary to an entity supplying goods or granting a right to use property; or

• principally generated by assets an entity holds;”

is not PSI as it is not paid mainly as a reward for an individual’s personal effort. Rather, it is paid mainly as consideration for the provision of the goods or due to the use of an asset.

The explanatory memorandum also contains the following examples of what PSI is:4

“• salary or wages;

• income of a professional person practising on his or her own account without professional assistance — for example, a medical practitioner in a sole practice;

• income payable under a contract which is wholly or principally for the labour or services of a person;

• income derived by a professional sports person or entertainer from the exercise of his or her professional skills. This does not include income from endorsement by the person of a sponsor’s products; and

• income derived by consultants, for example, computer consultants or engineers from the exercise of personal expertise.”

The Commissioner’s view of the meaning of PSI is contained in TR 2022/3. It defines PSI as income that is mainly a reward for an individual’s personal efforts or skills (or would mainly be such a reward if it was the income of the individual). The Commissioner’s view of the word “mainly” is that more than half (50%) of the ordinary or statutory income received is required to be a reward for the personal efforts and skills of an individual, rather than being generated by the use of assets, the sale of goods, or by a business structure.

The definition of PSI is cast wide; it seems that this was the policy intent which the various exceptions contained with Div 87 ITAA97 relied on to remove personal services business income from the remit of these rules.

Division 87 personal services business

With a wide definition of PSI, Div 87 is required to ensure that income is not attributed to individuals who are carrying on a personal services business. The theme statement of Div 87 states:


“Divisions 85 and 86 do not apply to personal services income that is income from conducting a personal services business.

It is not intended that the Divisions apply to independent contractors.

A personal services business exists if there is a personal services business determination or if one or more of 4 tests for what is a personal services business are met.

Regardless of how much of your personal services income is paid from one source, you can self-assess against the results test to determine whether you are an independent contractor. The results test is based on the traditional tests for determining independent contractors and it is intended that it apply accordingly.

However, you cannot ‘self-assess’ whether you meet any of the other 3 tests if 80% or more of your personal services income is from one source. In these cases, you need a personal services business determination in order to be treated as conducting a personal services business.”



Section 87-5 shows how this Division operates (see Diagram 1).

An individual or personal services entity conducts a personal services business if:5

“(a) for an individual — a personal services business determination is in force relating to the individual’s personal services income; or

(b) for a personal services entity — a personal services business determination is in force relating to an individual whose personal services income is included in the entity’s ordinary income or statutory income; or

(c) in any case — the individual or entity meets at least one of the 4 personal services business tests in the income year for which the question whether the individual or entity is conducting a personal services business is in issue.”
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The four relevant tests are:

1. the results test;

2. the unrelated clients test;

3. the employment test; and

4. the business premises test.

Despite the above, if 80% or more of the individual’s PSI comes from the same entity (or its associates) and the individual does not meet the results test, the PSI is not taken to be from conducting a personal services business unless there is a personal services business determination. In other words, if the 80% test is not met, the entity can only self-assess against the results test.

The results test

An individual meets the results test in an income year if, in relation to at least 75% of the individual’s PSI for the income year, the individual satisfies all of the following three conditions:6

“(a) the income is for producing a result; and

(b) the individual is required to supply the plant and equipment, or tools of trade, needed to perform the work from which the individual produces the result; and

(c) the individual is, or would be, liable for the cost of rectifying any defect in the work performed.”

Paragraph (a) above does not apply to income received in an individual’s capacity as an employee, an officeholder or a religious practitioner.7 Section 87-18(3) also effectively mirrors the above with “personal services entity” replacing individual. Regard is to be had as to whether it is the custom or practice, when work of the kind in question is performed by an entity other than an employee:8

• for the PSI from the work to be for producing a result;

• for the entity to be required to supply the plant and equipment, or tools of trade, needed to perform the work; and

• for the entity to be liable for the cost of rectifying any defect in the work performed.

The results test, much like the distinction between an employee and a contractor (which has overlapping issues), has been challenging for taxpayers in practice. There are numerous cases, private binding rulings and ATO guidance in relation to this matter, and it is beyond the scope of this article to exhaustively cover each case. However, Table 1 provides a high-level summary of the issues canvassed in select cases.

The cases discussed in Table 1 is by no means an exhaustive list. However, the cases provide a “flavour” of the common problems encountered by taxpayers arguing that they pass the results test. In almost all of the cases, the taxpayers were paid either an hourly rate or a salary and, while this is not determinative of failing to pass the results test, it is clearly a significant obstacle. Put another way, a taxpayer should consider what a payment is really “for”: is it for time spent or the production of a result regardless of time spent?

The Commissioner’s view in respect of the results test is contained in TR 2022/3. The Commissioner notes that the results test is based on the common law indicia for distinguishing an employee from a contractor. However, the results test must still be passed based on the specific words contained within the legislation. Recent High Court decisions in ZG Operations Australia Pty Ltd v Jamsek (Jamsek),9 Construction, Forestry, Maritime, Mining and Energy Union v Personnel Contracting Pty Ltd (Personnel Contracting)10 and WorkPac Pty Ltd v Rossato11 have changed some of the long-held views arising from Hollis v Vabu Pty Ltd (Hollis)12 in respect of the common law employee/contractor distinction.

In Hollis, the court applied a multi-factor approach to determining whether an employee or a contractor relationship existed between the parties. The court held that the totality of the relationship must be considered, an approach which has been adopted by the courts for some time. The ATO lists the following relevant indicia when considering the relationship of an employee/contractor:18

• control and the right to control;

• the ability to delegate, subcontract or assign work;

• whether the contract is for a specified result;

• the provision of tools and equipment;

• the amount of risk undertaken by each party; and

• whether there is any generation of goodwill.


Table 1. Summary of key PSI cases



	Case name

	Industry

	Key points



	Douglass v FCT13

	Engineering

	The taxpayer’s income was all from a single client, and the work was undertaken on a large infrastructure project.

The income was not for a specific result; the taxpayer had conflated “working for a result” with “income for producing a result”, which were different concepts.

The income was in part for “leading a team to produce a result”, which did not satisfy the results test.




	IRG Technical Services Pty Ltd v DCT14

	Engineering

	Two unrelated taxpayers were engaged through labour hire company to provide services to a large liquefied natural gas joint venture (the joint venture).

The taxpayers argued that they were engaged for a “series of results”, and they were paid by the hour.

The court held that they were instead part of a team (albeit senior members) who, working together, were part of a business that was designing and constructing a plant.

The court also considered s 87-18(3)(b) ITAA97, and held that, although the taxpayers could use their own computers and equipment, the joint venture provided the taxpayers with all the required equipment, and this test was also failed.




	Skiba and FCT15

	Engineering

	The taxpayer was engaged to perform engineering services, and the engagement included various “deliverables”.

The taxpayer was paid by the hour and not for a specified result.

Further, the taxpayer was provided with equipment required to undertake their work, including computers, desks, chairs etc. The taxpayer’s argument that a computer was provided due to network security and virus protection failed.

The taxpayer was also not required to remedy any defects, as the iterative review process meant that these were fixed on an ongoing basis and effectively the other party was liable.




	Taneja and FCT16

	IT services

	The taxpayer was engaged for IT services under four different contracts (sometimes in the form of a letter).

The taxpayer was paid by the hour and not for any specific result.

The taxpayer’s arguments that the fact they were paid by the hour was industry custom was unsuccessful.

The taxpayer’s arguments that they were a common law contractor were irrelevant for the purposes of passing the results test.




	Scimitar Systems Pty Ltd and DCT17

	IT services

	The taxpayer was engaged by various WA Government departments.

In similar reasoning to the above cases, the taxpayer did not meet the results test.

The taxpayer’s argument that a downturn in demand for IT services constituted “unusual circumstances” was also not accepted (although this was unrelated to the taxpayer’s arguments in respect of the results test).







In the more recent decisions of Personnel Contracting and Jamsek, the High Court has clarified that, where the parties have a written contract, the rights and terms of the contract are to be considered and not the parties’ conduct subsequent to the contract. In Personnel Contracting, Kiefel CJ and Keane and Edelman JJ, in a joint judgment, stated:19

“61. The foregoing should not be taken to suggest that it is not appropriate, in the characterisation of a relationship as one of employment or of principal and independent contractor, to consider ‘the totality of the relationship between the parties’ by reference to the various indicia of employment that have been identified in the authorities. What must be appreciated, however, is that in a case such as the present, for a matter to bear upon the ultimate characterisation of a relationship, it must be concerned with the rights and duties established by the parties’ contract, and not simply an aspect of how the parties’ relationship has come to play out in practice but bearing no necessary connection to the contractual obligations of the parties.”

The above concept was again reinforced in Jamsek, in which the majority stated:20

“6 … The first was the significant attention devoted by that Court (and indeed the primary judge) to the manner in which the parties actually conducted themselves over the decades of their relationship. That was thought to be necessary because those courts took the view that a proper characterisation of the totality of the relationship required a consideration of how the parties’ contract played out in practice. The second was the Full Court’s reasoning that the disparity in bargaining power between the parties affected the contract pursuant to which the partnerships were engaged, so that the ‘reality’ of the relationship between the company and each respondent was one of employment.”

The move by the courts to increase their focus on the actual underlying contracts and not on the conduct of parties over time should be welcomed by practitioners looking for practical applications of these tests. While the ATO has not updated any of its guidance in respect of PSI, these cases provide valuable guidance to taxpayers and advisers when assessing the results test.

The unrelated clients test

An individual or a personal services entity meets the unrelated clients test in an income year if:21

“(a) during the year, the individual or personal services entity gains or produces income from providing services to 2 or more entities that are not associates of each other, and are not associates of the individual or of the personal services entity; and

(b) the services are provided as a direct result of the individual or personal services entity making offers or invitations (for example, by advertising), to the public at large or to a section of the public, to provide the services.”

The individual or personal services entity is not treated, for the purposes of para (b) above, as having made offers or invitations to provide services merely by being available to provide the services through an entity that conducts a business of arranging for persons to provide services directly for clients of the entity.

The ATO’s view in TR 2001/8 was that the unrelated clients test could still be passed even if the clients in question were associates. The ATO would only apply this concession if the association was not known to the taxpayer and could not reasonably be expected to be known. This view has not carried over to TR 2022/3.

The offers or invitations requirement was considered in FCT v Fortunatow.22 The taxpayer was a business analyst whose role was to review medium to large businesses and implement improvements to technology, systems and people. The taxpayer maintained a LinkedIn profile which identified his experience and also outlined his availability. The taxpayer entered into eight contracts for PSI, and all contracts were entered into through an intermediary that conducted a business of arranging for persons to provide services directly to clients. Some of these intermediaries contacted the taxpayer because of the LinkedIn profile; however, others were a result of his relationship with the intermediary.

The taxpayer appealed the unfavourable decision of the Administrative Appeals Tribunal to the Federal Court and was successful. On appeal to the Full Federal Court, the Commissioner contended that the unrelated clients test was not satisfied as the services being provided were not a direct result of the offers or invitations made to the public. The court found that s 87-20(1)(b) ITAA97 requires three matters:

1. there must be an “individual or personal services entity making offers or invitations (for example, by advertising)”. Attention to this objective matter is consonant with the legislative object of distinguishing between “genuine businesses” and mere arrangements for dealing with PSI;

2. services must be provided. The services which must be provided are those mentioned in s 87-20(1)(a); and

3. the section requires that there is a causal connection between an action and the result of the action. The provision of the services (the result of the action) must be the “direct result” of the making of offers or invitations (the action from which the provision of services must be the “direct result”). The adjective “direct” limits the field of potentially relevant causal relationships between the provision of services and the offer or invitation: if the offer or invitation only indirectly resulted in the provision of services, the required type of causal connection would be absent.

The court found that none of the services provided were a result of any “direct” offer or invitation and that all of the engaged clients were through the intermediary (ie indirect).

The concept of a section of the public was considered in FCT v Yalos Engineering Pty Ltd.23 In Yalos, the taxpayer was an engineer who consulted primarily to the offshore oil and gas industry. As a result of being part of a specialist field, the taxpayer secured work mainly through regular contact with a small number of large corporations and players within the industry. Ultimately, the taxpayer was engaged through an intermediary for work on BHP Billiton’s (as they were known then) Minerva gas project. The Administrative Appeals Tribunal found that the requirement to make offers to the public or a section of the public could be met by making offers to a small number of large corporations.

The decision in Yalos can be juxtaposed with that of Cameron v FCT.24 In Cameron, the taxpayer was a draftsperson who obtained work by “word of mouth”. The court found that:

“60. In our view, a fair reading of the Tribunal’s reasons indicates that the Tribunal held, on the facts before it, that there was no public element to the offers or invitations. Not only did the offers or invitations not extend beyond a limited number but also there was no practical possibility of the offer or invitation being taken up by any member of the public or section of the public. The ‘subsisting relationship’ was not of any significance in identifying the group for the purposes of the ‘section of the public’ question. Neither did the nature and content of each offer or invitation or its general circumstances assist in that regard.”

This case should be distinguished from Yalos in that the offers in Yalos were made to a small number of players in a specialised industry. The court found in Cameron that the taxpayer’s pool of potential clients was large and that he had worked in various industries.

The above cases demonstrate that taxpayers and practitioners should apply this test carefully. It is a fair suggestion that, in passing this test, some advertising to the public at large (for example, by maintaining a website) should be undertaken. In addition, a direct causal link must be established between the advertising and the services provided.

The employment test

An individual meets the employment test in an income year if:25

“(a) the individual engages one or more entities (other than associates of the individual that are not individuals) to perform work; and

(b) that entity performs, or those entities together perform, at least 20% (by market value) of the individual’s principal work for that year.”

A personal services entity meets the employment test in an income year if:26

“(a) the entity engages one or more other entities to perform work, other than:

(i) individuals whose personal services income is included in the entity’s ordinary income or statutory income; or

(ii) associates of the entity that are not individuals; and

(b) that other entity performs, or those other entities together perform, at least 20% (by market value) of the entity’s principal work for that year.”

For both an individual and a personal services entity, the test can be satisfied by the work being undertaken by individual associates, so long as the associates PSI is not included in the entity’s ordinary or statutory income. The Commissioner refers to this individual as the “test individual” in TR 2022/3.

The Commissioner’s view in TR 2022/3 is that “engage” takes its ordinary meaning and is not limited to an employee/employer relationship, it includes contractors.

If the personal services entity is a partnership, the partners would usually be caught by s 87-25(2)(a)(i) ITAA97 as each partner’s PSI would be included in the entity’s ordinary income. Despite this, the Commissioner accepts that there are circumstances where this may not be the case, for example, a husband and wife partnership where only one partner earns PSI.

The Commissioner will accept the following formula for determining whether the 20% test is met:

% = (market value amount ÷ contract price) × 100

The Commissioner will also accept that the market value amount in the above formula would generally be more than what was paid to the entity that the personal services business had engaged. There are also circumstances, for example, where the engaged party is not dealing at arms-length, where this amount would be less.

In a professional services context, the “market value” of services provided may be easily calculated, for example, where hourly rates are quoted to a client. In other circumstances, the market value may be more difficult to calculate and will require a more thorough analysis of the work undertaken and its value in the overall contract. This issue is likely to be more challenging where the services engaged are administrative in nature or a low value add.

An individual or a personal services entity also meets the employment test in an income year if, for at least half of the income year, the individual or entity has one or more apprentices.27 The apprentice does not need to be directly engaged by the individual or personal services entity; they may be provided through a group training scheme.28

The business premises test

An individual or a personal services entity meets the business premises test in an income year if, at all times during the income year, the individual or entity maintains and uses business premises:29

“(a) at which the individual or entity mainly conducts activities from which personal services income is gained or produced; and

(b) of which the individual or entity has exclusive use; and

(c) that are physically separate from any premises that the individual or entity, or any associate of the individual or entity, uses for private purposes; and

(d) that are physically separate from the premises of the entity to which the individual or entity provides services and from the premises of any associate of the entity to which the individual or entity provides services.”

The individual or entity need not maintain and use the same business premises throughout the income year.30

The business premises test was considered in Dixon and Consulting Pty Ltd and FCT.31 The questions addressed by the Federal Court and AAT were:

• whether the applicant had exclusive use of a two-storey building consisting of a garage, storeroom, workshop and office area (“the garage”) situated on land at 4 Taylors Road, Dural, NSW; and

• whether the garage was physically separate from premises that Mr Dixon and his family used for their own private purposes.

The relevant facts in respect of the garage and its use were:

• the garage was approximately 15 metres from the primary residence of the taxpayer, and it was a separate building;

• the garage was accessed by a driveway which could also access the primary residence;

• the garage was a two-story building, and the ground floor had space for three cars;

• the upper story contained the office facilities which did not have plumbing or toilets;

• the two buildings shared a mailbox; and

• the lower floor garaged two vehicles, both owned by the company. However, the vehicles had private usage by the taxpayer and his spouse.

On appeal, the Federal Court found that the Administrative Appeals Tribunal did not properly consider whether the business had exclusive use of the garage. Specifically, the tribunal did not properly consider the basis on which the cars were garaged on the ground floor. When remitted back to the tribunal for consideration, tribunal found that the taxpayer did not have exclusive use of the garage. The tribunal noted that the storage of minor personal items in the garage alone would not have resulted in this test being failed. However, the private use of the vehicles was such that the garage was not exclusively used for the business.

It follows from this case that it would be extremely difficult to pass the business premises test in respect of premises on the same land as an individual’s primary residence. The following factors would likely need to be present to pass this test:

• the relevant premises must be free-standing from any residential property;

• all of the relevant premises must have exclusive use for the business;

• the relevant premises can be accessed separately from the residential premises; and

• any private use must be very limited.

Personal services business determination

The Commissioner may, by giving written notice to a personal services entity whose ordinary income or statutory income includes some or all of an individual’s PSI:32

“(a) make a personal services business determination relating to the individual’s personal services income included in the entity’s ordinary income or statutory income; or

(b) vary such a determination.”

There are circumstances where a personal services business determination would be required before an entity will be considered a personal services business.33 The personal services business determination may also be required if a taxpayer is unsure of whether it passes the relevant tests, or if there are unusual circumstances present.

A personal services business determination can only be made in one of these four circumstances:34

1. the individual could reasonably be expected to meet, or would have met, the results test, the employment test, the business premises test or more than one of those tests, and the individual’s PSI could reasonably be expected to be, or was, from the individual conducting activities that met one or more of those tests;

2. but for unusual circumstances applying to the individual in that year, the individual could reasonably have been expected to meet, or would have met, the results test, the employment test, the business premises test or more than one of those tests, and the individual’s PSI could reasonably be expected to be, or was, from the individual conducting activities that met one or more of those tests. Unusual circumstances include providing services to an insufficient number of entities to meet the unrelated clients test under s 87-20 if:

a. the individual starts a business during the income year and can reasonably be expected to meet the test in subsequent income years; or

b. the individual provides services to only one entity during the income year but met the test in one or more preceding income years and can reasonably be expected to meet the test in subsequent income years;

3. the individual could reasonably be expected to meet, or would have met, the unrelated clients test, and because of unusual circumstances applying to the individual in the income year, 80% or more of the individual’s PSI (not including income mentioned in s 87-15(4) ITAA97) could reasonably have been expected to be, or would have been, income from the same entity (or one entity and its associates); and the individual’s PSI could reasonably be expected to be, or was, from the individual conducting activities that met the unrelated clients test; and

4. but for unusual circumstances applying to the individual in that year, the individual could reasonably have been expected to meet, or would have met, the unrelated clients test; and if 80% or more of the individual’s PSI (not including income mentioned in s 87-15(4)) could reasonably have been expected to be, or would have been, income from the same entity (or one entity and its associates) — that is the case only because of unusual circumstances applying to the individual in the income year; and the individual’s PSI could reasonably be expected to be, or was, from the individual conducting activities that met the unrelated clients test.

The Commissioner provides an example of unusual circumstances in TR 2022/3 whereby a personal services entity meets a personal services business test in prior years and future years, but misses the current year due to a one-off event. In line with this example, the Commissioner considers that the unusual circumstances must therefore be temporary and cannot be, or become, a normal factor of operations.

Unusual circumstances were considered in Scimitar Systems Pty Ltd and DCT.35 In Scimitar, the taxpayer unsuccessfully argued that a downturn in IT meant that the personal services entity could not meet the unrelated clients test. The Administrative Appeals Tribunal held that unusual circumstances applying to the entity did not encompass circumstances that applied to the broader IT market in Perth.

In Creaton Pty Ltd and FCT,36 the taxpayer successfully argued that a set of unusual circumstances had persisted for seven years. The case involved the taxpayer not meeting the unrelated clients test due to the taxpayer, after several years of having at least two clients, taking an exclusive position with a not-for-profit company. The Commissioner also argued that, as the test was not met in the immediately preceding year, he could not provide a personal services business determination. The Administrative Appeals Tribunal found that the definition of “preceding” did not require the income year in question to be immediately preceding, it could be any previous income.

Division 85 deductions relating to PSI

The object of Div 85 ITAA97 is to ensure that individuals who are not conducting personal services businesses cannot deduct certain amounts (such as amounts that employees cannot deduct).37

Division 85 is quite mechanical and effectively lists out the kinds of deductions that, in accordance with the object of the Division, are not deductible against PSI. Specific items that are non-deductible are:

• deductions for non-employees relating to personal services income: you cannot deduct amounts that, if you were paid as an employee, would not be deductible. An example is provided in s 86-5(2) of an independent contractor who travels from her home (which has a home office) to her place of work, this section confirms she cannot claim a deduction for the travel;38

• deductions for rent, mortgage interest, rates and land tax: you cannot deduct these above amounts for some or all of your residence. You also cannot deduct the above amounts for some or all of your associate’s residence;39

• deductions for payments to associates etc: you cannot deduct amounts paid to associates to the extent the amount relates to your PSI, unless the amount paid relates to the associate performing work that forms part of the PSI;40 and

• deductions for superannuation for associates: you cannot deduct superannuation contributions effectively on the same terms as the above. You also cannot deduct any superannuation contribution that is more than what would have been required to avoid any individual superannuation guarantee shortfalls.41

There are two exceptions contained within Div 85. The Division does not apply to:

1. an amount, payment or contribution to the extent that the amount, payment or contribution relates to income from you conducting a personal services business;42 or

2. an amount, payment or contribution to the extent that the amount, payment or contribution relates to PSI that you receive as:

a. an employee;

b. an individual who is an officeholder; or

c. an individual who is a religious practitioner.43

Division 86 alienation of PSI

Division 86 ITAA97 has the effect of attributing the personal services entity’s income from the personal services to the individual who performed them (unless the income is promptly paid to the individual as salary). Certain deduction entitlements of the personal services entity can reduce the amount of the attribution.44

Section 86-15 ITAA97 includes amounts in your assessable income that is your PSI but is the ordinary income or statutory income of a personal services entity. This section does not apply, and therefore there is no attribution, if:

• the income is from a personal services entity that is conducting a personal services business;

• the personal services entity pays the income to you as salary or wages and the payment is made before end of the 14th day after the PAYG payment period during which the amount became ordinary or statutory income; or

• the income would not be assessable income of the personal services entity (assuming Div 86 did not apply).

Section 86-20 ITAA97 also attributes certain deductions to which the personal services entity is entitled. The method statement below sets out the approach required:


“Step 1. Work out, for the income year, the amount of any deductions (other than entity maintenance deductions or deductions for amounts of salary or wages paid to you) to which the personal services entity is entitled that are deductions relating to your personal services income.

Step 2. Work out, for the income year, the amount of any entity maintenance deductions to which the personal services entity is entitled.

Step 3. Work out the personal services entity’s assessable income for that income year, disregarding any income it receives that is your personal services income or the personal services income of anyone else.

Step 4. Subtract the amount under step 3 from the amount under step 2.

Note 1: Step 4 ensures that, before entity maintenance deductions can contribute to the reduction, they are first exhausted against any income of the entity that is not personal services income ...

Step 5. If the amount under step 4 is greater than zero, the amount of the reduction under subsection (1) is the sum of the amounts under steps 1 and 4.

Step 6. If the amount under step 4 is not greater than zero, the amount of the reduction under subsection (1) is the amount under step 1.”



Section 86-30 ITAA97 provides that ordinary or statutory income of the personal services entity is non-assessable non-exempt where it is attributed under s 86-15. It follows that deductions that would otherwise be deductible under s 8-1 are therefore not deductible.

Subdivision 86-B ITAA97 sets out a personal services entity’s entitlement to deductions. Section 86-60 ITAA97 limits the amount that a personal services entity can deduct to amounts that an individual could deduct with reference to ss 85-10 to 85-25 ITAA97.

Section 86-60 does not apply to entity maintenance deductions. These are:

• bank fees and charges;

• a deduction available under s 25-5 ITAA97 (cost of managing tax affairs);

• any loss or outgoing incurred preparing or lodging a document under the Corporations Act 2001 (Cth), but not if the loss or outgoing is paid to an associate; and

• any fees payable to an Australian government agency for any licence, permission, approval, authorisation, registration or certification that is granted or given under an Australian law.

Section 86-60 does not stop a personal services entity from deducting a car expense for a car of which there is no private use.

Section 86-60 does not stop a personal services entity deducting:

• a car expense, or

• an amount of tax payable under the Fringe Benefits Tax Assessment Act 1986 (Cth) for a car fringe benefit,

for a car of which there is private use. However, there cannot be, at the same time, more than one car for which such deductions can arise in relation to gaining or producing the same individual’s PSI.

If there is more than one car to which the above could apply, the entity must make a choice regarding which car the above would apply to. The choice remains in effect until the entity ceases to hold the car.

If the entity holds more than one car and has more than one individual that works through the personal services entity, it may provide one car to each individual.45

PCG 2024/D2

On 28 August 2024, the Commissioner released PCG 2024/D2. The guideline does not currently have an expected finalisation date, and comments have since closed (they were due by 11 October 2024). The ATO has not published submissions made and, as the ruling has not yet been finalised, a compendium has not yet been released (which often deals with submissions). The professional bodies which have released their submissions have the following concerns:

• the narrow scope of the examples in the guideline which provide somewhat limited practical assistance;

• there is a lack of judicial support for the positions taken by the Commissioner; and

• the guideline represents a general policy failure, being that applying Pt IVA ITAA36 to individual PSI cases is labour-intensive and a poor use of resources, as noted by the Ralph review.46

In the Commissioner’s words, PCG 2024/D2 explains when the ATO is more likely to apply resources to consider the potential application of Pt IVA (the general anti-avoidance provisions of the income tax law) to an alienation arrangement where PSI of an individual is derived through a personal services entity that is conducting a personal services business. PCG 2024/D2 reinforces the notion that the Commissioner may apply Pt IVA to alienation arrangements, as flagged in TR 2022/3.

PCG 2024/D2 notes at the outset that the Commissioner has a longstanding view that Pt IVA (and its predecessor, s 260) can apply to income splitting and the retention of profit arrangements involving PSI. While PCG 2024/D2 further notes that there have been many cases involving Pt IVA and s 260 applying to PSI arrangements, a concession is later made that the introduction of the PSI rules in 2001 had the effect of narrowing the scope for Pt IVA to apply. The concession is, in the author’s opinion, required as there do not appear to have been any judicial decisions applying Pt IVA to alienation arrangements since the introduction of the PSI rules. On that measure alone, one could argue that the PSI rules are operating effectively.

Targeted taxpayers

PCG 2024/D2 applies to taxpayers who have entered, or are contemplating entering, alienation arrangements where:

• there is a personal services entity (a company or trust) that derives the PSI of an individual; and

• the PSI rules do not apply to that PSI because the personal services entity is conducting a personal services business.

PCG 2024/D2 does not apply where:

• the income is not PSI;

• despite the interposed entity being held out as a personal services entity, the entity does not derive PSI (instead, the individual derives the PSI); and

• a personal services entity has incorrectly been assessed, in which case, the PSI rules apply instead.

PCG 2024/D2 will apply if a personal services entity mischaracterises its PSI as income from a business structure. If the income is from a business structure, PCG 2021/4 may apply.

The Commissioner’s view in PCG 2024/D2 is that an alienation scheme which Pt IVA might apply to would have some or all of the following features:

• the use of a personal services entity as a vehicle that is contractually engaged by the engaging entity to supply the personal services of the individual to the engaging entity;

• the amount of the distributions paid by the personal services entity to the individual being less than the amount of the income derived through the personal services entity from the provision of personal services of the individual; and

• the PSI is distributed in part or in full to one or more associates of the individual who pay tax at a lower rate than if the individual had received the PSI. For example, by means of a dividend, trust distribution, being a shareholder in a company in which profits are retained or being paid remuneration above a level commensurate with the value of services provided by the associate.

PCG 2024/D2 identifies two potential schemes which Pt IVA may be applied to in respect of the above:

1. a wider scheme, which is the interposition of the personal services entity to divert income from the individual to a lower-taxed individual or retaining it in a lower-taxed corporate; and

2. a narrower scheme, whereby the personal services entity fails to remunerate the individual properly for work that is the result of the individual’s personal effort or skills. Alternatively, the funds are retained by the personal services entity

“. . . if the Commissioner is confident of success, it would not be difficult to find such an arrangement and run a test case.”

The Commissioner is entitled to articulate two potential schemes and does so in Pt IVA proceedings.47 However, the scheme that is put forward by the Commissioner must be able to stand on its own without being “robbed of all practical meaning”.48

The Commissioner’s support for the above views comes from FCT v Mochkin.49 In Mochkin, the court noted:

“39 … It is arguable, for example, that there was a discrete scheme commencing in 1989, whereby the Taxpayer utilised Ledger to distribute its net income as he directed, without regard to the value of the services he provided to that company. The tax benefit obtained by the Taxpayer in connection with such a scheme might have been the diversion of income …”

The above statement was then qualified, such that the definition of the scheme must not be so narrow as to deprive it of all meaning. The relevant schemes (there were two separate schemes identified and advanced) in Mochkin can be distilled down to:

• a settlement of two trusts to execute agreements with various stockbroking firms for the provision of services and the payment of commissions to the trusts; and

• a payment to one of the trusts for a commission (effectively a finder’s fee) that had no commercial connection with that trust and instead should have been paid to the taxpayer.

The Commissioner was unsuccessful regarding the first-mentioned scheme, with the court finding that the trusts were set up for a genuine commercial purpose to avoid any personal liability. The Commissioner was successful in respect of the second scheme.

It seems to be the Commissioner’s view that it would have been successful on a narrower scheme in respect of the first-mentioned scheme. However, the court qualified its statement in that regard, and in the author’s opinion, if the Commissioner is confident of success, it would not be difficult to find such an arrangement and run a test case.

Low and high-risk factors

Table 2 lists the factors that PCG 2024/D2 sets out as being low and high risk.

Selected examples

Example 1

Example 1 in PCG 2024/D2 is as follows:

“44. Eddy is an accountant who provides his personal services through a family trust, Eddy’s Accounting Practice (the Trust). Eddy is also the sole director and shareholder of Eddy Accounts Pty Ltd (EA), which he set up to be the corporate trustee of the Trust. EA employs Eddy to provide accounting services. The beneficiaries of the Trust are Eddy, his wife and 2 school-aged children.

45. EA (in its capacity as trustee) enters into contracts with unrelated clients for Eddy’s personal services. No services are provided by any other beneficiary. EA employs Maggie who is an associate of Eddy. Maggie provides administrative services under the contracts but does not perform any principal work. The Trust has no substantial income-producing assets or other employees. The Trust is a PSE because its income includes the PSI of Eddy, the individual who does the work.

46. For the income year, the Trust self-assesses as a PSB because it meets one of the PSB tests and accordingly determines that the PSI rules do not apply to Eddy’s PSI. EA pays Eddy a fixed salary which is less than the fee income received for his services and withholds tax and superannuation from those salary payments. Maggie is remunerated for her work in accordance with the relevant State Award. After claiming allowable business deductions, EA distributes the balance of the Trust’s net income to Eddy and remits the prescribed amount of superannuation to his superannuation fund and the associated withholding amount to the ATO.”

Example 1 is considered a low-risk arrangement by the Commissioner. It is hard to find fault in the Commissioner’s assessment; the example is very low risk, and probably of limited application to taxpayers. Of interest would be how the Commissioner views the arrangement above with the residual profit instead distributed equally between Eddy and Maggie. In the author’s view, it is fair to assume that the Commissioner considers this arrangement somewhere between low and high risk. However, clarification would be appreciated as it is a far more commercially realistic set of facts.


Table 2. Low and high-risk factors in PCG 2024/D2



	Low risk

	High risk




	The net PSI is distributed to the individual whose personal efforts or skills generated the income and taxed at their marginal rate.

	The net PSI is distributed to another entity so that it is taxed at an overall lower rate than if the individual had received the income directly.




	The remuneration received by the individual is substantially commensurate with the value of their personal services.

	The remuneration received by the individual is less than commensurate with the value of their personal services.




	Remuneration (for example, salary or wages) is paid to an associate (or a service trust or company) for bona fide services related to the earning of the PSI if that amount is reasonable for the services provided by them.

	The personal services business does not distribute any income to the individual who provided the actual services.




	There is a timing difference between the earning of the PSI and the distribution of net PSI to the individual for reasons outside the control of the individual and personal services business or where the delay can be explained by circumstances not attributable to tax. This creates only a temporary deferral of tax to a following income year.

	The net PSI (or a part thereof) is split with an associate of the individual, thereby reducing the overall income tax liability.




	The personal services business makes a superannuation contribution on behalf of the individual, who is an employee of the personal services business, for the purpose of providing a superannuation benefit.

	Remuneration is paid to an associate (or a service trust) that is not commensurate with the skills exercised or services provided by the associate.




	There is a temporary retention of profits to acquire an asset for a clear commercial purpose.

	The net PSI (or a part thereof) is retained in the personal services business. In most cases, the retained funds are subsequently made available to the individual

for their personal use (for example, via a complying Div 7A loan); however, the mere fact that PSI is retained is a sufficiently higher-risk indicator.







Example 2

The following is example 6 in PCG 2024/D2:

“71. Hayley is a specialist medical practitioner, who provides her services to clients through Hayley Medical Pty Ltd (Hayley Medical). She is the sole director and shareholder of the company.

72. Hayley Medical enters into contracts with clients for Hayley’s personal services and she performs all principal work under these contracts. Hayley Medical has no substantial income- producing assets or other employees. The income Hayley Medical earns under the contracts is mainly a reward for the personal efforts and skills of Hayley and is therefore Hayley’s PSI. The company is a PSE because its income comprises the PSI of Hayley.

73. For this income year, Hayley Medical self-assesses as a PSB because it meets one of the PSB tests and accordingly determines that the PSI rules do not apply to Hayley’s PSI.

74. In each year that it has operated, Hayley Medical has generated profits of over $250,000. During this time, Hayley Medical has paid 100% of the profits of the business to Hayley as either salary, bonuses, or directors fees, and each year Hayley has included those amounts in her assessable income.

75. During the 2022–23 income year, Hayley Medical identifies an opportunity to purchase a customer relationship management platform (CRM) that will enable Hayley to provide more efficient personal services to clients. The estimated cost of the equipment is $7,000.

76. To fund the purchase, Hayley Medical retains $7,000 of profits derived from Hayley’s personal services in the 2022–23 income year instead of paying the amount to Hayley. The acquisition is made in August of the 2023–24 income year. Due to a sale offer, the purchase price of the CRM is $5,000, rather than the provisioned $7,000. Hayley Medical resolves to pay the $2,000 saving as a bonus to Hayley, with the payment made one week later.”

The above example is again considered a low-risk arrangement. In practice, the operations of a business (even one this small) are rarely so straightforward. Timing differences in respect of income and expenses would typically mean that profits can rarely be fully paid out as salary or bonuses.

Example 3

Moving onto higher-risk examples, the following is example 7 from PCG 2024/D2:

“78. Kelly is a broker who previously provided her personal services as a sole trader. During this time, Kelly was found personally liable for defaults of her clients and having made good those defaults, resolves to no longer carry on her business in her own right.

79. Kelly establishes a discretionary trust, the Kelly Trust, through which she will provide her personal services going forward. Beneficiaries of the Kelly Trust include Kelly, her de facto partner, and a family trust (KLY Family Trust) controlled by Kelly. A private company, FTK Pty Ltd (FTK), is also established to act as corporate trustee of the Kelly Trust. FTK (in its capacity as trustee) enters into new agreements with each of Kelly’s previous clients for her personal services and all principal work is done by Kelly. FTK also enters into a contract with Kelly for the provision of her services.

80. The Kelly Trust does not have any substantial income-producing assets or employees and depends upon the rendering of Kelly’s personal services to generate income. The Kelly Trust is a PSE because its income includes the PSI of Kelly, the individual who performs the principal work.

81. In the income year, a self-assessment determines that the Kelly Trust is a PSB because it meets one of the PSB tests and accordingly the PSI rules do not apply to Kelly’s PSI. FTK does not remunerate Kelly for her personal services and resolves to distribute the trust’s net income to Kelly and KLY Family Trust in equal amounts. The KLY Family Trust (of which Kelly, her partner and their 2 adult children are beneficiaries) subsequently resolve to distribute its net income to Kelly and the children. Kelly and the children pay tax on their respective trust distributions at their marginal tax rates.

82. The amounts Kelly receives as trust distributions from the Kelly Trust and KLY Family Trust are not commensurate with the value of the personal services that Kelly provided.

83. In this example, although entities have been interposed between Kelly and the clients for clearly commercial purposes — to limit personal liability, Kelly has utilised the interposed entities to distribute Kelly Trust’s net income (the net PSI) without regard to the value of her personal services which generated the income.

84. The total amount of tax paid between Kelly and the other beneficiaries is less than would have been paid if Kelly had returned the entire net PSI in her individual tax return. The splitting of Kelly’s PSI with an associate, being the KLY Family Trust (and ultimately her 2 adult children) results, overall, in less tax being paid, which is a tax benefit.”

The above example bears some striking similarities to Mochkin, in particular, the driving rationale behind the structure being to limit liability. The fact-pattern does differ in that the trust does not have any income-producing asset or employees other than the individual.

This example identifies a tax benefit but does not go as far as to link it back to a scheme. It is fair to assume that the Commissioner would identify the “narrower” scheme that was not advanced in Mochkin, should he wish to pursue Pt IVA. The question that remains unanswered by the courts (at least in Mochkin) is whether the Commissioner would have succeeded on the narrower scheme argument. For this reason, while it is understandable why the Commissioner views this as a higher-risk arrangement, it would be preferrable to see a test case examine whether this particular set of facts results in an adverse Pt IVA assessment.

Example 4

The final example below is example 9 in PCG 2024/D2:

“93. Diana is an IT consultant who is employed by JDIT Pty Ltd (JDIT), a private company owned and controlled by Diana and her husband, Joe. Diana and Joe are employees of the company, with Joe undertaking small amounts of administrative work one day a month for a fixed salary. He has other employment income of $174,000 a year from an unrelated employer.

94. JDIT enters into contracts with 5 clients to provide Diana’s consultancy services and all principal work is performed by Diana. The company does not have any substantial income- producing assets or other employees. The income received by JDIT under contracts is mainly a reward for Diana’s personal efforts and skills and is therefore her PSI.

95. For each income year, the company self-assesses as a PSB as it meets one of the PSB tests and accordingly determines that the PSI rules do not apply to Diana’s PSI.

96. Due to the nature of the IT consulting services Diana provides to clients, she must have access to the latest computer software and hardware (IT equipment). The IT equipment that Diana uses is owned by JDIT, and JDIT incurs capital expenditure of $12,000 every 2 years on equipment upgrades.

97. In each income year, JDIT receives between $350,000 and $400,000 from contracts for Diana’s personal services. Diana is paid a salary of $80,000 which is not commensurate with the value of the services she provided. Joe is paid a salary of $5,000 which represents a market value salary for his administrative services. JDIT always retains any remaining profit and invests it in a share portfolio. JDIT has not distributed profits in any year. Diana and Joe live off their respective employment incomes.

98. Although JDIT incurs capital expenditure in upgrading the IT equipment, this simply means that it must retain at least the after-tax cost of the equipment every 2 years. However, the fact that JDIT incurs this expenditure cannot explain the overall scheme as having a non-tax purpose because the amount JDIT retains each year is significantly more than what is needed to fund the IT equipment upgrades.

99. The total amount of tax paid between JDIT, Diana and Joe is less than what would have been paid if Diana had returned the entire net PSI from her personal effort and skills in her individual tax return. The retention of profit in JDIT results, overall, in less tax being paid, which is a tax benefit.”

The above example is another high-risk arrangement. However, in the author’s view, it is the most troubling example provided by the Commissioner in PCG 2024/D2. The Commissioner seems to identify a scheme that results in a tax benefit due to:

• the continued derivation of personal exertion income by the company, which is not attributed as the company is a personal services business;

• the non-payment of a commercial salary to the individual performing most of the services; and

• the non-payment of any dividends to shareholders and instead the retention of profits.

It seems that the application of Pt IVA to the above scheme requires the non-payment of salary or dividends to be undertaken for the sole or dominant purpose of obtaining a tax benefit. This would appear to be the only avenue to a Pt IVA assessment if it can be assumed the broader scheme would not be subject to Pt IVA using the approach taken in Mochkin.

Allocation of professional services firm profits

Background

The ATO has long been concerned with the allocation of professional services firms’ profits. In 2013, the Commissioner released TA 2013/3. The taxpayer alert was targeted at what could now be considered a relatively narrow arrangement, that is, a restructure of a partnership of individuals to a partnership of discretionary trusts.

Since the release of TA 2013/3, the Commissioner has released the following guidance (in various forms):

• June 2015: updated website guidance on Everett assignments;50

• June 2015: Assessing the risk: allocation of profits within professional firms;51

• May 2016: Administrative treatment: acquisitions and disposals of interests in “no goodwill” professional partnerships, trusts and incorporated practices;52

• December 2017: Assessing the risk: allocation of profits within professional firms (guidance withdrawn);

• March 2021: PCG 2021/D2; and

• December 2021: PCG 2021/4.

It should be noted that, on the release of PCG 2021/4, the ATO noted that the use and application of the guideline will be reviewed from and during the 2022–23 income year. However, no material changes appear to have been made. PCG 2021/4 contained some transitional provisions; however, since 1 July 2024, all transitional provisions have ended and the Commissioner will apply PCG 2024/D2 for income years ending 30 June 2025 and onwards.

PCG 2021/4

Professional firms

PCG 2021/4 applies to “professional firms” which the ATO defines as firms that offer customised, knowledge-based services to clients in a variety of professions which include, but are not limited to, accounting, architecture, engineering, financial services, law, medicine and management consulting. The term “professional” is broad, and the ATO defines a professional as:

1. those who are required to be accredited and adhere to ethical guidelines in order to enter into and maintain practice in the relevant field;

2. those who are accepted by the public as possessing special knowledge and skills in a widely recognised body of learning, derived from research, education and training at a high level and who are prepared to apply this knowledge and exercise these skills in the interest of others; and

3. those who uphold a high standard of behaviour in respect of the services provided to the public and in dealing with professional colleagues.

PCG 2021/4 would capture what most consider to be professionals (ie accountants, lawyers and architects). However, it may also go further than that. For example, the WA Government regulates electricians through the Electrical Licensing Board. To obtain an electrical licence, an electrician must submit an application which requires a “fit and proper person” declaration. This arguably covers point 1 above. Although points 2 and 3 are debatable (the author means no offence to electricians), I think more specific guidance on exactly what professions are covered by PCG 2021/4 would be welcome.

Assuming that a taxpayer is an individual professional practitioner (IPP), PCG 2021/4 will apply when:

• an IPP provides professional services to clients of the firm or is actively involved in the management of the firm and, in either case, the IPP has, or associated entities have, a legal or beneficial interest in the firm;

• the income of the firm is not subject to the PSI rules;

• the firm operates by way of a legally effective structure, for example, structures including partnerships, trusts and/or companies;

• an IPP is an equity holder, directly or through an associated entity;

• the arrangement is commercially driven, that is, it satisfies gateway 1; and

• the firm and IPP do not demonstrate any high-risk features, that is, gateway 2 is satisfied.

An IPP is an individual who provides services to clients of the firm, or to the firm itself, in circumstances where the IPP has, or associated entities have, a legal or beneficial interest in the firm.

Gateway 1

Gateway 1 requires a genuine commercial basis for the arrangement and also for the way in which profits are distributed. The Commissioner uses the example that “the arrangement is likely to enhance, assist or improve the business’ ability to produce income or make profits or the commercial benefits asserted to be achieved by the arrangement are justified”. It seems difficult to prove that the arrangement or structure chosen by a professional firm would contribute to it producing income or making profits.

In para 45 of PCG 2021/4, the Commissioner lists the following factors that would indicate the arrangement lacks genuine commercial basis:

“• The arrangement seems more complex than is necessary to achieve the relevant commercial objective.

• The arrangement includes a step, or a series of steps, that appears to serve no real purpose other than to gain a tax advantage – for example

• transactions which interpose an entity to access a tax benefit

• intra-group or related-party dealings that merely produce a tax result, or

• arrangements involving a circularity of funds or no real money.

• The tax result of the arrangement appears at odds with its commercial or economic result – for example, a tax loss is claimed for what was a profitable commercial venture or transaction.

• The arrangement results in little or no risk in circumstances where significant risks would normally be expected – for example

• use of non-recourse or limited recourse loans which limit the parties’ risk or actual detriment in relation to debts or investments

• arrangements where the taxpayer’s risk is significantly limited because of the existence – for example, of a ‘put’ option.

• The parties to the arrangement are operating on non-commercial terms or in a non-arm’s length manner – for example

• financial arrangements made on unusual terms, such as interest rates above or below market rates, insufficient security or deferment of repayment of the loan until the end of a lengthy repayment period

• transactions which do not occur at market rates or value.

• There is a gap between the substance of what is being achieved under the arrangement (or any part of it) and the legal form it takes - for example, arrangements where a series of transactions taken together produce no economic gain or loss, such as where the whole scheme is self-cancelling.”

The above factors are welcome. However, it remains challenging to assess whether gateway 1 is passed. Further, given PCG 2021/4 is to assess the application of Pt IVA, it seems that if gateway 1 is passed, it is unlikely that Pt IVA could apply.53

Gateway 2

After considering gateway 1, you must also pass gateway 2. Gateway 2 is effectively a list of high-risk features which would deny taxpayers access to the benefits of PCG 2021/4. Those features are listed in para 47 of the guideline:

“• financing arrangements relating to non-arm’s length transactions

• exploitation of the difference between accounting standards and tax law

• arrangements where a partner assigns a portion of a partnership interest that is materially different in principle from FCT v Everett [1980] HCA 6 (Everett) and FCT v Galland [1986] HCA 83 (Galland)

• multiple classes of shares and units held by non-equity holders

• involve an arrangement covered by a taxpayer alert.”

The above points are comparatively straightforward and should not present the same difficulties as gateway 1.

Risk assessment scoring

Assuming that a taxpayer passes the relevant gateway tests, they are then entitled to calculate a score for each risk assessment factor. That score is then aggregated using either risk assessment factor 2 or 3, which results in a risk rating of either green, amber or red.

The score for each risk assessment factor is set out in Table 3.

The calculation of the first two risk assessment factors is relatively straightforward. In respect of risk assessment factor 2, PCG 2021/4 provides the following formula:
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Table 3. Score for each risk assessment factor



	Risk assessment factor

	Score of 1

	Score of 2

	Score of 3

	Score of 4

	Score of 5

	Score of 6




	1. Proportion of profit entitlement from the whole of firm group returned in the hands of the IPP

	> 90%

	> 75% to

≤ 90%

	> 60% to

≤ 75%

	≥ 50% to

≤ 60%

	> 25% to

< 50%

	≤ 25%




	2. Total effective tax rate for income received from the firm by the IPP and associated entities

	> 40%

	> 35% to

≤ 40%

	≥ 30% to

≤ 35%

	> 25% to

< 30%

	> 20% to

≤ 25%

	≤ 20%




	3. Remuneration returned in the hands of the IPP as a percentage of the commercial benchmark for the services provided to the firm

	> 200%

	> 150% to

≤ 200%

	> 100% to

≤ 150%

	> 90% to

≤ 100%

	> 70% to

≤ 90%

	≤ 70%







While the calculation of the above should be relatively simple, the outcomes for certain taxpayers does not appear to align well with the intent of PCG 2021/4. For example, many smaller professional firms would earn less than the top marginal rate. Assuming income of $180,000 and income tax of $51,584, even with no deductions available, a total effective tax rate of 28.65% results in a score of 4 which indicates moderate risk.

The third risk assessment factor is optional. It seems there is some recognition that this benchmark number may be difficult to determine. The Commissioner is of the view that taxpayers should consider the following, among other things:

• employees within the firm who perform commensurate duties and have commensurate levels of responsibility;

• employees or principals in comparable firms; and

• relevant industry benchmarks for the provision of equivalent or similar services.

In the author’s opinion, for small to mid-tier accounting firms, it is impractical to apply the benchmark approach. Setting aside the fact that comparable salary and profit draw are generally commercially sensitive and confidential information, the cost of undertaking the process would likely be too high to outweigh any benefit.

Once the risk assessment factors have been calculated, a taxpayer’s score puts them in green, amber or red zones, based on Table 4.

The scoring systems then result in the administrative approach from the ATO (see Table 5).

While there were various submissions made to the Commissioner in respect of PCG 2021/4, it is beyond the scope of this article to comprehensively critique the guideline. However, in the author’s view, PCG 2021/4:

• does not provide adequate technical explanations for the ATO’s approach to Pt IVA in respect of what are genuine commercial arrangements for professional firms;

• does not provide appropriate outcomes for small to medium-sized professional firms;

• does not adequately factor timing differences and variability in profitability of small firms and partner take-home pay, especially for smaller firms;

• does not provide guidance for taxpayers that do not meet a gateway test, or are unsure if they meet a gateway test; and

• does not provide a sufficiently specific definition of “professional”.

Final takeaways

As this article was being drafted, the court handed down its decision in FCT v Bendel,54 providing some clarity on the treatment of unpaid present entitlements to private companies. That decision is a cautionary tale for ATO guidance as it shows the danger of the ATO becoming a quasi-lawmaker.


Table 4. Risk rating based on number factors used



	Risk zone

	Risk level

	Aggregate score against first 2 factors

	Aggregate of all three factors




	Green

	Low risk

	≤ 7

	≤ 10




	Amber

	Moderate risk

	8

	11 and 12




	Red

	High risk

	≥ 9

	≥ 13








Table 5. ATO treatment by risk zone



	Risk zone

	ATO treatment




	Green low risk

	We will only apply compliance resources to review your allocation of profit in exceptional circumstances, such as where:

• we are not satisfied your self-assessment is correct, or is adequately supported with evidence

• we become concerned that higher-risk features are present in your arrangement

• we become concerned, from our own data and analysis, that there is a change in your arrangement causing a shift towards the border of compliance

• we become concerned that your broader arrangements present a compliance risk (for example, with Division 7A of Part III)

• your arrangement relates to a broader set of circumstances being reviewed by us

• changes to your arrangement may not have been appropriately treated or disclosed.

Where there has been no material change, then we will generally only apply compliance resources to the arrangement to:

• confirm your calculations were done according to this Guideline

• confirm the absence of any exclusionary factors (for example, the high-risk features under gateway 2)

• provide binding advice where you request it, if you wish to obtain certainty.




	Amber moderate risk

	We are likely to conduct further analysis on the facts and circumstances of your arrangement.

We may contact you to understand the arrangement and resolve any areas of difference.




	Red high risk

	We will conduct further analysis on the facts and circumstances of your arrangement as a matter of priority.

If further analysis confirms the facts and circumstances of your arrangement remain high risk, we may proceed to audit where appropriate.







There are some parallels between the Bendel decision and how taxpayers might interpret PCG 2024/D2 and PCG 2021/4. The author’s reflection on PCG 2024/D2 is that there is a real need for judicial guidance on the application of Pt IVA to the alienation of income schemes. The ATO’s view, which appears to be based on comments made in Mochkin, is not strong.

On 13 December 2005, Michael Carmody, then Commissioner of Taxation, said the following in respect of Pt IVA applying to the retention of profit arrangements:

“In saying that, however, I acknowledge that the outcome is not free from doubt. Litigation may clarify the matter.”

The above came from a media release by the ATO on its refocus of the income-splitting test case program. That release came 12 months after Essendon Football Club’s last finals win, a very long time ago.

Ben Macpherson, CTA

Executive Director

Pitcher Partners

 

This article is an edited version of “Personal services income — The current landscape” presented at The Tax Institute’s WA Tax Forum held on 13 to 14 March 2025.
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Corporate tax residency: should we care?

by Mathew Chamberlain, CTA, Partner, and Andrew James, Tax Manager, International Tax & Transaction Services, Ernst & Young


This article takes the reader through developments over the last decade in Australian income tax and (most recently) corporations law as they apply to the concept of corporate tax residency and the increasing demands placed on multinationals for “tax transparency”. The article focuses on the decision of the Australian courts in the Bywater case, the responses of government, the Australian Taxation Office (ATO) and the Board of Taxation to the decision, as well as an increasing recognition of the need to modernise the test to reflect current work practices and the reality of global practices. The article concludes with some of the material technical and practical implications of those developments and the ATO’s interpretation and application of the rules.



Context

The purpose of this article is to analyse the recent history, and to provide some perspective, on the corporate (ie not for individuals) tax residency rules in Australia.

The article also looks at the recent legislative changes that have been proposed by government as part of its broader reforms in relation to international tax, including the rules contained in the Treasury Laws Amendment (Making Multinationals Pay Their Fair Share — Integrity and Transparency) Act 2024 (the amending Act), which passed through parliament and received royal assent on 8 April 2024. These changes require all public companies (both listed and unlisted) to include a “consolidated entity disclosure statement” (CEDS) as part of the content of their audited annual financial report.

These changes have caused a renewed focus by taxpayers on the issue of “tax residency” for Australian corporate income tax purposes, especially for foreign incorporated companies, and how it is determined under Australian law.

The intent of these changes is that increased public disclosures will lead to enhanced scrutiny of companies’ arrangements, including how they structure their subsidiaries and operate in different jurisdictions, including for tax purposes. From a tax perspective, the expectation is that more information in the public domain will help to encourage behavioural change in terms of how companies view their tax obligations, including their approach to tax governance practices, decision-making (perceived or actual), “aggressive” tax planning strategies, and potential simplification of group structures. The changes in law were not made for the benefit of investors but rather the wider public.

In understanding the specific tax residency issue, regard must be had to the context of the issue and the current approaches of businesses, governments and other stakeholders to the issue of international tax planning and structuring.

The ATO has been empowered by recent legislative changes. It has also been provided with substantial resourcing to review multinationals’ affairs and has had several recent high-profile “wins”, both in the courts and as settlements with taxpayers. For most Australian companies operating globally, it is no longer a question of if but when the ATO will come knocking at their door.

Against this backdrop, Australian businesses looking to invest or operate overseas need to ensure they implement structures that are commercially viable, compliant with Australian and foreign tax legislation, and as future proof as commercially feasible. Australia’s tax system contains complex rules for Australian businesses expanding offshore. These rules can often present difficulties for tax advisers, particularly where they involve overlaying Australian tax concepts on an international structure.

Tax residency

Corporate tax residency in Australia

Australian tax residents are prima facie subject to income tax in Australia on their worldwide income. By contrast, taxpayers who are not Australian residents for income tax purposes are generally only subject to tax in Australia on income derived from Australian sources.

As a global observation, the jurisdiction in which a company is incorporated is not always conclusive of its tax residency Indeed, there are several significant jurisdictions where place of incorporation is irrelevant in a domestic tax context (eg Singapore, Malaysia and (in some cases) the UK).

Under Australian domestic tax law, a company is an Australian tax “resident” if the company:1

• is incorporated in Australia; or

• while not being incorporated in Australia, carries on business in Australia and has either its:

• central management and control (CMAC) in Australia; or

• voting power controlled by shareholders who are residents of Australia.

ATO’s previous view on tax residency

The ATO’s previous ruling on the corporate tax residency test, TR 2004/15, importantly (and in contrast to the current ruling on the matter, TR 2018/5, which is discussed below) separated out the two requirements in the above “residency” definition, ie the need for both:

• the carrying on of a business in Australia; and

• a company’s CMAC being in Australia.

According to the ATO in TR 2004/15, the concept of CMAC encompassed “high-level decision-making processes, including activities involving high-level company matters such as general policies and strategic directions, major agreements and significant financial matters”. The ATO also indicated that, in most cases, the location of most board meetings would indicate the location of the company’s CMAC.

Having said that, TR 2004/15 drew an extremely useful and practical distinction between those foreign subsidiaries which carry on active business operations overseas (ie operating companies) versus those which manage investments and/or hold passive income-producing assets when determining where a company carries on business (ie holding companies). The latter case being one which is more consistent with TR 2018/5 below. In response to the High Court’s decision in Bywater Investments,2 the ATO has withdrawn TR 2004/15.

Bywater Investments

The issue of whether a company is carrying on a business in Australia and what establishes CMAC have recently been considered by the courts in Bywater Investments. This case represents the first time in over 40 years that the High Court has considered the meaning and application of the concept of “central management and control” to the determination of corporate tax residency.

The decision considered whether foreign-incorporated companies were liable to Australian tax as resident companies because their CMAC was in Australia.

The ATO’s view on the impact of Bywater Investments is summarised in TR 2018/5 as follows:

“27. … In Bywater, the High Court observed that this turns on whether the people said to make the decisions of the company, actually consider whether to do what they are told, or are advised to do, and make a decision to do it because it is in the best interests of the company. If they do, they are the relevant decision maker and exercise central management and control of the company. If they do not, and merely mechanically implement or rubberstamp company decisions already made by others based on what they are told or advised to do, the person who gave the instruction is the real decision- maker and exercises central management and control of the company.

28. It is relevant to consider whether the directors would refuse to follow advice or directions of outsiders that are improper or inadvisable. If they would, it is more likely the directors are the real decision makers. If not, it is more likely the outsider who exercises central management and control.

29. The directors’ knowledge of the business is also relevant. A lack of knowledge of the business sufficient to enable them to determine if following advice or instructions would be improper or inadvisable, suggests they are not the real decision makers and are more likely rubberstamping or implementing decisions already made by others.”

It appears to be a common view (including the authors’ view) that Bywater Investments should have been confined to its facts for a variety of reasons. The specific circumstances in that case, such as the behaviour of the taxpayer and their “adviser”, the nature of the activities (ie share trading), and external influence over board decisions meant the decision of the High Court as to CMAC made sense in those specific circumstances and in the context (effectively) of being an anti-avoidance case.

It is also understood that the ATO’s attempts to characterise the company as an Australian tax resident were driven (at least in part) by an inability to identify an Australian “attributable taxpayer”, which would have allowed the application of the (prescriptive and technical) controlled foreign company rules to the underlying income of the foreign company.

As a basis for wider principles as to CMAC for normal corporate groups, however, its usefulness was, in the authors’ opinion, limited. Nonetheless, in response to the decision, the ATO reconsidered its historical position and developed and released TR 2018/5 and an accompanying practical compliance guideline, PCG 2018/9, which are discussed below.

TR 2018/5 and PCG 2018/9

The ATO initially released a draft ruling, TR 2017/D2, which outlined its approach to the residency test following Bywater Investments. After extensive, lengthy and considered liaison with industry and advisers, the draft ruling was finalised in the form of TR 2018/5, issued on 21 June 2018.

In the final ruling, the ATO outlined key factors that it considered relevant for determining where persons responsible for the control and direction of a company’s operations reside, including the relevance of a range of factors, such as the conduct of the company’s day-to-day activities, majority shareholding, setting investment and operational policy, the conduct of company administration, the nature of company business and activities, company governance documents, individuals’ authority as a director, individual’s influence as a company outsider, multiple places of CMAC, and factors identified in cases.

In contrast to TR 2004/15, in TR 2018/5, the ATO considers CMAC to be potentially a part of the business carried on by a company. As such, if CMAC is found to exist in Australia and the company “carries on business” in a general sense, the “carrying on business” requirement will also be met via the location of CMAC, and the company will be an Australian tax resident under our domestic tax law. That is, it is not an automatic requirement that the company be carrying on business in Australia in any sense other than its CMAC being here.

Such an interpretation, in the authors’ opinion, ignored the express bifurcation of the two requirements in the s 6(1) definition above. If parliament had intended the definition be interpreted in this way, it would not have needed to include the “carries on business in Australia” requirement in the definition at all.

In addition, at para 23 of TR 2018/5, the ATO used Bywater Investments to expressly address the situation where companies engage subsidiary directors that do not actually use their authority (such as, potentially, local directors appointed by third party (ie non-executive) corporate secretarial service providers, lawyers etc) and state that they will not be exercising CMAC in the local jurisdiction.

On a literal reading of the draft ruling and, to a lesser extent, the final ruling, this could mean that every foreign subsidiary of Australian corporate groups would be an Australian tax resident as, ultimately (and independent of their status as public or private), every decision made by the local board would be signed off/approved etc by the board of the Australian resident holding company. This formed a key part of the submissions to the ATO on the original draft ruling and, to its credit, was accepted by and acted on by the ATO in subsequent iterations.

Any determination that a foreign subsidiary is an Australian tax resident based on the principles in TR 2018/5 may result in a range of potential material and/or adverse Australian corporate income tax implications, including:

• exposure to Australian corporate income tax (including CGT) on transactions where the foreign branch (s 23AH ITAA36) or active foreign asset (Subdiv 768-G of the Income Tax Assessment Act 1997 (Cth)) exemptions do not apply; and

• dividends that would otherwise have been non-assessable non-exempt income for Australian corporate income tax now being potentially taxable, including where paid by a now Australian entity that is not eligible to join an Australian tax consolidated group (ie a non-wholly owned foreign subsidiary).

Board of Taxation report and government response

In July 2020, following a long and extensive consultation process, issuing of discussion papers, receipts of numerous submissions etc, the Board of Taxation submitted its report to the Treasurer in relation to the review of Australia’s corporate tax residency rules. The Board of Taxation emphasised the need for reform of these rules following the ATO’s interpretation.

The 2020–21 Federal Budget (handed down in October 2020) saw the government announce that the corporate tax residency rules would be clarified so that a foreign incorporated company would only be considered an Australian tax resident if there is a “significant economic connection” with Australia, being where:

• the company’s “core commercial activities” are undertaken in Australia; and

• its CMAC is in Australia.

The proposed changes would more closely align with the generally accepted position prior to the Bywater Investments case, especially as it relates to operating companies and the release of the ATO’s updated guidance. Unfortunately, these proposed changes have not yet been enacted.

Consolidated entity disclosure requirements

As part of its broader reforms in relation to multinational tax, the federal government, through the amending Act, made legislative changes to the Corporations Act 2001 (Cth) to require all public companies (listed and unlisted) to include a new CEDS in their audited financial reports.

The changes were effective for annual reporting periods beginning on or after 1 July 2023 and so applied for the first time for the year ended 30 June 2024. In addition, the existing declaration of the directors and certain executives (ie CEO and CFO etc) under the Corporations Act were expanded to include a declaration that the CEDS are, in their opinion, “true and correct” (ie complete and accurate) at the end of the financial year.

Scope of amendments/entities

The amendments apply to all “public companies” reporting under Ch 2M of the Corporations Act, including unlisted public companies. The amendments apply regardless of whether the entity prepares consolidated financial statements, but with varying impact.

The Corporations Act defines a “public company” as “a company other than a proprietary company or CCIV” (ie a corporate collective investment vehicle). Therefore, all companies will be public companies unless they are proprietary companies (ie they have “proprietary” in their name) or are a CCIV (a special type of company that is akin to a managed investment scheme). Also, it does not apply to proprietary companies, trusts, registered schemes, registrable superannuation entities, or public companies that do not report under the Corporations Act (eg those that report under the Australian Charities and Not-for-profits Commission Act 2012 (Cth)).

Disclosure required

The amending Act adds s 295(3A) to the Corporations Act and requires the following information to be included in the CEDS for each entity within the consolidated group (including the parent):

• the entity’s name;

• whether:

• the entity was a body corporate, partnership, or trust; and

• the entity was a trustee of a trust, partner in a partnership, or participant in a joint venture where the trust, partnership and joint venture are consolidated;

• if the entity is a body corporate:

• the place of its incorporation; and

• the percentage of the entity’s issued share capital that was held by the public company at the end of the financial year; and

• whether, at the end of the financial year:

• the entity was an Australian or foreign tax resident; and

• if the entity was a foreign resident, a list of each foreign jurisdiction in which the entity was a tax resident.

The above information is required to be disclosed for each subsidiary, ie not just the material ones. The new s 295(3A)(a) requires disclosure of prescribed information for each entity that was, at the end of the financial year, part of the consolidated entity. This means that, if a subsidiary was disposed of and is no longer part of the consolidated entity at the end of the financial year, the disclosure of that subsidiary’s information is not required.

Directors’ obligations

The existing declaration of the directors (and for listed companies, the existing declaration of the CEO and CFO) currently required under the Corporations Act has been expanded to include a declaration that the CEDS is, in their opinion, “true and correct” at the end of the financial year.

This requirement is more stringent than the “true and fair” view included in the directors’ declaration for the remainder of the financial report. The term “true and correct” has not been previously used as part of the financial report preparation. This is a significantly higher hurdle than is typical for company disclosures and requires a positive determination as to the completeness and accuracy of:

• entities comprising the consolidated group;

• ownership percentages;

• country of incorporation; and

• most critically, their tax residency status under Australian or foreign tax law.

The explanatory memorandum to the Bill that became the amending Act noted the following:

• the standard of “true and correct” is distinct from the generally used standard of “true and fair” with respect to an entity’s financial statements and notes to financial statements; and

• as “true and correct” is not defined in the legislation, the words take on their ordinary meaning in the context of the amendments. To the CEDS, the policy intention is to ensure complete and accurate disclosures under s 295(3A) of the Corporations Act.

Interpretive guidance from the government

Material uncertainty and questions quickly arose on how the CEDS requirements are to be interpreted and implemented. In response to these questions, Dr Andrew Leigh, Assistant Minister for Competition, Charities and Treasury and Assistant Minister for Employment, issued a media release on 5 July 2024, explaining the government’s expectations in relation to the CEDS.

The Minister’s media release explained that the CEDS is a tax transparency measure and outlines expectations on the preparation and audit of the statement, including:

• the CEDS must disclose all subsidiaries “regardless of size or materiality”;

• the reporting and auditing requirements for the CEDS “are intended to apply a higher standard than for the listing of material entities in a company’s financial statements”;

• auditors are expected to provide their view “without regard to materiality”;

• the CEDS is a “separate part of a company’s financial report” (meaning it is not combined with the subsidiary note in the financial statements); and

• tax residency can be determined in accordance with the ATO’s existing public guidance, and where this is applied in good faith, entities may declare that the residency is true and correct for the purposes of the CEDS.

This last comment is crucial as it effectively provides a “bridge” or basis for taxpayers’ use and application of the ATO’s guidelines, which of themselves are not law and not legally binding on taxpayers.

Amendments to CEDS disclosure

On 27 September 2024, Commonwealth Treasury released exposure draft legislation of miscellaneous amendments to Treasury portfolio laws, including to the CEDS disclosure rules.

The proposed changes, which have now been enacted by way of amendment to the corporations law, address some of the technical issues that taxpayers encountered when preparing their first CEDS at 30 June 2024 and have effect from the 30 June 2025 year.

The amendments as enacted clarify:

• an entity that is both an Australian tax resident under Australian domestic tax law, and a foreign resident under the law of one or more foreign jurisdictions (eg an entity with CMAC in Australia but incorporated in the other jurisdiction), would include details of both the Australian and all foreign jurisdictions in the CEDS (as opposed to the current rules which require a disclosure as Australian or foreign, but not both);

• a partnership included in the CEDS would be listed as having Australian tax residency if at least one member of the partnership is an Australian resident. Corporate limited partnerships would be reported in accordance with existing tax residency requirements rather than the new legislative requirement;

• a trust included in the CEDS would be considered an Australian resident where the trust is a “resident trust estate” for the purposes of Australian tax law; and

• entities included in the CEDS that are not Australian tax residents, and which are established and operate in a foreign jurisdiction lacking a corporate tax system (eg the Cayman Islands), should not list the foreign jurisdiction in the CEDS.

The ATO’s guidance in PCG 2018/9 was updated in response to these amendments.

Tax consequences of a change in corporate residency

The changes in law have caused companies to review the tax status of its foreign subsidiaries (especially holding companies) and the documented and/or practical governance of the companies. Determining a subsidiary’s tax residency requires judgment and an application of the tax laws of at least one country (and potentially multiple countries).

Given that residency is a cornerstone of the tax laws, the impact of a change in residency, albeit inadvertent or otherwise, can be significant.

Immediate consequences may be triggered at the point in time when a foreign resident company becomes an Australian resident company, such as the deemed acquisition of all assets at fair market value, its entry into a tax consolidated group, and its worldwide income prima facie being subject to Australian corporate income tax. Other potential changes to the Australian tax treatment of the company (which would not be applicable had the company remained a foreign resident) include:

• the enhanced scope of the CGT rules (worldwide versus Australian taxable real property);

• the prescribed dual resident rules;

• various compliance obligations and penalties applicable to “significant global entities”; and

• tax treaty implications, including those under the OECD-based multilateral instrument.

Conclusion

The landscape around corporate tax residency in Australia has clearly shifted dramatically since the Bywater decision, not only from the perspective of the Australian tax treatment of taxpayers, but also the public disclosures required for public companies under the CEDS regime.

The consequences for multinational corporate groups of intended or unintended changes to tax residency can be material, and these groups and their advisers need to proactively manage tax residency so as to ensure that such outcomes are managed, mitigated or, at a minimum, known.
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Employment benefit myths and misconceptions

by Jacqui Tucker, CTA, Partner, Employment Taxes & Reward, KPMG


As not-for-profit (NFP) organisations continue to play a crucial role in our society, understanding the tax obligations and benefits available to them is essential for both compliance and the optimisation of resources. This article explores various aspects of employer tax obligations specific to NFPs, providing a comprehensive guide for organisations to navigate these complex areas. It also summarises the proposed changes to the superannuation guarantee regime, including the contribution cycle and penalty regime. This article aims to equip NFP employers with the knowledge and tools needed to effectively manage their tax obligations and take full advantage of the benefits available to them.



Overview

The article begins with an overview of the unique tax considerations for NFPs, highlighting the importance of compliance and the potential benefits that can be leveraged. The article then delves into providing benefits to directors, examining the specific rules and exemptions that apply to NFPs.

Meal entertainment is another critical area, and the article discusses how to determine if an expense qualifies as entertainment, the available exemptions, and those specific to NFPs. Understanding how to work with salary packaging providers is also covered, offering insights into maximising the benefits for employees while ensuring compliance with tax regulations.

One of the significant advantages for NFPs is the availability of FBT concessions. This article outlines how to make the most out of these concessions, including the capping threshold, rebates, and other specific FBT concessions available to NFPs.

Engaging and working with contractors presents its own set of challenges and opportunities. Guidance is provided on best practices and compliance requirements in this area. Additionally, payroll tax exemptions for NFPs are explored, offering a detailed look at the criteria and processes involved.

Finally, recent changes in superannuation are addressed, specifically, the introduction of Payday Super.

FBT and NFPs

FBT is a tax on certain benefits provided by employers to their employees or their associates, separate from income tax. For NFPs, understanding FBT is crucial for several reasons. It enables them to offer competitive employee benefits within their limited financial resources while ensuring compliance with tax laws. Unlike for-profit entities, which can claim income tax deductions for FBT paid, certain NFP employers are unable to claim this deduction.

Differences in FBT: for-profit versus NFP employers

The primary difference in FBT treatment between for-profit and NFP employers lies in the availability of concessions such as exemptions and rebates. While for-profit employers are generally liable for FBT on all taxable fringe benefits provided to their employees, they may still access some exemptions and reductions. However, certain exemptions and concessions are only available to NFPs, giving them a unique advantage in structuring employee benefits. NFP employers, depending on their status and classification, may qualify for full FBT exemption or a rebate of FBT, making their FBT liability significantly lower than those of for-profit employers offering the same benefits.

FBT categories for NFPs

NFPs fall into different categories that determine their FBT treatment. These classifications dictate whether an organisation is exempt from FBT, eligible for the FBT rebate, or is subject to standard FBT rules. Given the financial implications, it is crucial for NFPs to understand how their status affects their fringe benefits obligations. Table 1 summarises the different categories and their respective FBT treatments and concessions.

Importance of understanding FBT for NFP employers

NFPs often operate with limited financial resources, making efficient FBT management essential for maximising the funds available for their core activities. Properly leveraging FBT exemptions and rebates allows NFPs to offer competitive employee benefits while maintaining financial sustainability. Attracting and retaining skilled staff is a key challenge for the sector, and understanding the implications of FBT enables organisations to design remuneration packages that appeal to employees without incurring unnecessary tax liabilities.

Ensuring that the organisation continues to follow its objectives and undertakes activities consistent with those put forward to the regulatory bodies (the Australian Charities and Not-for-profits Commission (ACNC) and the Australian Taxation Office (ATO)) is fundamental to preserving the employer FBT category above. Compliance with FBT law is critical for NFPs, as failing to adhere to tax laws can lead to penalties and could jeopardise their tax-exempt or rebatable status. Given that many NFPs rely on public trust and government funding, maintaining transparency and adherence to tax obligations is vital for their continued operations. Additionally, as tax laws evolve, NFPs must stay informed about any changes that may impact their FBT obligations to ensure ongoing compliance and financial stability.


Table 1. Employer FBT category and concessions



	Category

	FBT concessions available




	Public benevolent institutions and health promotion charities

	
• FBT exemption capped at $30,000 grossed amount per employee

• Salary packaged meal entertainment and entertainment facility leasing expense benefits capped at $5,000 grossed-up amount per employee




	Public hospitals, NFP private hospitals, and public ambulance services

	
• FBT exemption capped at $17,000 grossed up amount per employee

• Salary packaged meal entertainment and entertainment facility leasing expense benefits capped at $5,000 grossed up amount per employee




	Rebatable employers — certain registered charities, non-government and NFP organisations

	
• FBT rebate of 47% capped at $30,000 grossed-up amount per employee

• Salary packaged meal entertainment and entertainment facility leasing expense benefits capped at $5,000 grossed-up amount per employee




	Some government and NFP organisations, eg private health insurers

	• None; however, there are special rules relating to some benefits, such as meal entertainment







Making the most of NFP concessions

Some employers are exempt from FBT up to certain limits, while rebatable employers benefit from a rebate that reduces the amount of FBT that they would otherwise owe. This allows these employers to offer more advantageous salary packaging options to their employees compared to those who are required to pay FBT on all provided fringe benefits.

Salary sacrifice arrangements

A salary sacrifice arrangement is an agreement between an employer and an employee, where the employee agrees to forgo part of their total remuneration that they would otherwise receive as salary or wages in return for the employer providing benefits of a similar value. The outcome is that the employee is taxed under income tax laws only on the reduced salary or wages, while the employer is liable to pay FBT on the benefits provided, if applicable.

For a salary sacrifice arrangement to be effective, the benefit must be negotiated before the employee has earned the entitlement to receive the relevant amount as salary or wages. If the remuneration forgone is that which the employee has already earned, the salary sacrifice arrangement is considered ineffective. Effective salary sacrifice arrangements result in benefits that are not assessable to the employee, not subject to pay as you go withholding (PAYGW), and subject to FBT (with some exceptions). Ineffective salary sacrifice arrangements, on the other hand, result in benefits that are derived as salary or wages, assessable to the employee, and not subject to FBT.

Salary packaging by s 57A employers

Employers which are public benevolent institutions, government bodies employing hospital staff, certain non-profit hospitals, providers of ambulance services, and health promotion charities, are exempt from FBT under s 57A of the Fringe Benefits Tax Assessment Act 1986 (Cth) (FBTAA), but that exemption is subject to the limits specified in s 5B(1E) FBTAA as follows:

• $17,000 for an employee of a hospital or public ambulance service; and

• $30,000 for an employee of a health promotion charity or a non-hospital public benevolent institution.

Salary packaged meal entertainment and entertainment facility leasing expense benefits are included in the standard capping threshold. However, if the total value of fringe benefits exceeds the standard capping threshold in a particular year, the threshold is increased by the lesser of $5,000 or the employee’s total grossed-up taxable value of salary packaged meal entertainment and entertainment facility leasing benefits.

Benefits provided in excess of these caps are subject to full FBT.

Outside of salary packaging, these employers are not subject to FBT on certain non-reportable fringe benefits, including meal entertainment, car parking benefits, and entertainment facility leasing expenses.

For example, an employee of a public hospital can arrange for the hospital to pay home mortgage payments on their behalf, and if the grossed-up mortgage payments are less than the limit, they are exempt from FBT. This arrangement can result in significant tax savings for the employee.

Salary sacrificing by rebatable employers

Rebatable employers are entitled to a rebate (reduction) of the amount of FBT otherwise payable. In the 2025 FBT year, the current rebate is 47% of the FBT otherwise payable, and the amount of the rebate is normally limited to benefits having a grossed-up taxable value of $30,000 for each employee. The rebate is now linked directly to the FBT rate (previously it was fixed at 48%). It is important to note that this treatment applies to each rebatable employer of an employee. For example, a person who works part-time for two different rebatable employers will be eligible for the full exemption limit from each employer.

A separate single grossed-up cap of $5,000 applies to salary-sacrificed meal entertainment and entertainment facility leasing expense benefits for employees of a rebatable employer. The salary packaged meal entertainment and entertainment facility leasing benefits are included in the standard capping threshold. However, if the total value of fringe benefits exceeds the standard capping threshold in a particular year, the threshold is increased by the lesser of $5,000 or the employee’s total grossed-up taxable value of salary packaged meal entertainment and entertainment facility leasing expense benefits.

Other NFP FBT issues

Pooled cars

Pooled cars are not included in an employee’s reportable fringe benefit amount (RFBA). Despite the RFBA exclusion, pooled cars must be considered when calculating each individual’s non-exempt amounts, ie whether the employer must pay tax on any benefits provided to that employee. A car is a pooled car where, at the employer’s direction or consent, the car has been used by two or more employees for private travel during the FBT year. Allocation of the taxable value of the car must therefore be undertaken to ensure that the car benefit for each employee is included in the capping calculation.

Other benefits

It is common for NFP employers to assume that, due to the FBT concessions, other benefits are not taxable. Commonly overlooked benefits include the reimbursement of mobile phone, internet and fuel expenses. These are taxable benefits but can be reduced by the otherwise deductible rule, ie where the employee would have been able to claim an income tax deduction for the expense. To use the otherwise deductible rule, employers must get a declaration from employees stating the extent to which the cost is deductible, or use alternative FBT record-keeping as recently allowed by the Commissioner through legislative instruments.

Entertainment

One of the more common benefits provided by both for-profit and NFP employers is meal entertainment. This can encompass a variety of scenarios, including Christmas parties, lunches with donors or clients, and simple coffee breaks. Understanding the nuances of meal entertainment is crucial for determining the appropriate income tax and FBT treatment. The type of entertainment is important for valuation purposes, as well as whether exemptions are available.

This article presumes that all NFPs are exempt from income tax, and while it may seem incongruous to have to consider whether an expense may be deductible, it is a fundamental factor when determining whether entertainment expenses for NFP employees are subject to FBT.

All entertainment for a tax-exempt body falls in the fringe benefit category of “tax exempt-body entertainment”, and should be disclosed as such, regardless of the valuation approach.

Different kinds of entertainment

To determine the appropriate income tax and FBT treatment, it is necessary to categorise expenditure as either meal entertainment or recreational entertainment:

• meal entertainment: this includes providing food or drink, along with any associated accommodation or travel. The definition is broad, covering circumstances where business discussions occur or not. However, some exceptions exist, such as meals consumed during overnight business travel or by a food writer at a restaurant; and

• recreational entertainment: this encompasses entertainment other than meal entertainment, for example, recreational activities such as fishing charters, helicopter rides, and tickets to sporting events. It includes recreation, accommodation or travel, unless provided in connection with food or drink.

Where both meal entertainment and recreational entertainment are provided to employees (and their associates), it becomes necessary to apportion the total expenditure.

Determining if provision of food and drinks constitutes meal entertainment

Whether providing food and drink constitutes entertainment necessitates an objective analysis of all surrounding circumstances. Relevant factors, according to TR 97/17, include:

• purpose test: the purpose of the food or drink is a key determinant. Food and drink provided for refreshment generally lacks the character of entertainment. In contrast, food and drink provided in a social setting for employees to enjoy themselves typically constitutes entertainment;

• type of food and drink: morning and afternoon teas and light meals are generally not considered entertainment. However, more elaborate meals are more likely to be considered entertainment;

• timing of food and drink: food or drink provided during work hours, overtime or while travelling is less likely to be entertainment, as it is often for a work-related purpose. However, a social function during work hours can still be deemed entertainment; and

• location of food and drink: food or drink provided on business premises is less likely to be entertainment. However, provision in a function room, hotel or restaurant is more likely to be considered entertainment.

The provision of alcohol generally signifies entertainment due to its social connotations. However, exceptions exist, such as when alcohol is provided during overnight business travel or is reasonably incidental to a business seminar. Normal business practice serves as a yardstick; the more elaborate a meal, the greater the likelihood that entertainment arises from its consumption.

Available exemptions for meal entertainment

Several exemptions and concessions can reduce the taxable value of meal entertainment. These include:

• food and drink consumed on business premises: under s 41 FBTAA, where a property benefit is provided to a current employee of an employer in respect of his or her employment, and the property is provided to, and consumed by, the employee on a working day and on business premises of the employer or a related company, the benefit is an exempt benefit. This exemption does not extend to associates of employees or to salary-packaged arrangements;

• otherwise deductible rule: a reduction in FBT is available if employees could have claimed an income tax deduction for the food or drink. This may occur when the employee is travelling for work or attending a seminar; and

• in-house dining facility: an income tax deduction is available (or would have been if the employer was a not income tax-exempt) for food or drink provided in an in-house dining facility.

Employers can elect to calculate FBT payable on meal entertainment using either the 50/50 split method or the actual method. However, it should be noted that, where an employer uses the 50/50 split method, they will not be able to utilise the exemptions above. In addition to the above exemptions and concessions towards entertainment benefits, NFPs may have other avenues that can provide tax advantages (discussed below).

Minor benefit exemption limited for entertainment by tax-exempt bodies

Under s 58P FBTAA, an exemption is available to income taxable employers if the notional taxable value of the minor benefit is less than $300, it is provided infrequently and irregularly, and it is unreasonable to treat it as a fringe benefit.

This exemption is limited, for income tax-exempt bodies, to the following circumstances as detailed in s 58P:

“(1) Where:

…

(d) in the case of a tax-exempt body entertainment benefit where the provider incurs non-deductible exempt entertainment expenditure that is wholly or partly in respect of the provision of entertainment to the employee or an associate of the employee:

(i) the provision of entertainment to the employee or the associate of the employee, as the case may be:

(A) is incidental to the provision of entertainment to outsiders; and

(B) neither consists of, nor is provided in connection with, the provision of a meal (other than a meal consisting of light refreshments) to the employee or the associate of the employee, as the case may be; or

(ii) the entertainment is provided to the employee or the associate of the employee, as the case may be:

(A) on eligible premises of the employer; and

(B) solely as a means of recognising the special achievements of the employee in a matter relating to the employment of the employee;”

It is therefore very important to consider the true nature of all entertainment expenses.

It should be noted that FBT-exempt employers which provide meal entertainment that is not salary packaged would not have any FBT payable, as only packaged entertainment above the cap is taxable. As rebatable employers are only eligible for a reduction in FBT, FBT will still be payable.

Practical and governance issues regarding FBT and salary packaging

A salary packaging agreement with an employer can create practical and governance issues for both the employer and employee. Salary packaging often occurs through a third-party provider, causing an increased likelihood of the practical and governance risks.

Working with salary packaging providers

To ensure that governance and practical issues regarding salary packaging providers are minimised, it is crucial that employers take measures to hold their providers accountable. Common errors we have observed with salary packaging providers include:

• insufficient documentation of the types of fringe benefits provided;

• failure to apply FBT exemptions and concessions correctly;

• incorrect valuation of fringe benefits;

• incorrect reporting of benefits; and

• failure to collect sufficient employee contributions.

As an employer, it is crucial to identify and engage with a reputable third-party supplier with strong expertise in FBT compliance. Establish a robust procurement process which may include assessing:

• the frequency and sufficiency of reports for auditing and tax purposes;

• payment reconciliation processes;

• complaint management;

• communication channels available to management and employees; and

• year end timelines.

The NFP community is well-connected, therefore, checking with other organisations about their experiences with providers prior to engaging is an excellent way to close out the due diligence process.

Building annual assessments into the contract terms with salary packaging providers provides employers with the opportunity to raise and address concerns, and enhance contract performance.

Getting FBT wrong

Unlike many other taxes, getting FBT wrong is not just potentially an extra tax cost to the employer. Errors can require changes to single touch payroll reporting, payroll tax, workers compensation insurance levy, PAYGW shortfalls, RFBAs, and ultimately to changes to employee government and family entitlements and obligations.

FBT return amendments

Where an employer has lodged an incorrect FBT return, it is necessary to lodge an amendment. The standard period of review is three years for FBT purposes, from the date of the original assessment. This is also a good reason for employers to submit nil FBT returns, as that starts the review period clock!

RFBA amendments

Employers will need to amend employee payment summaries, or information reported through single touch payroll (STP), for the individuals who have been identified as having an incorrect RFBA.

If the employer is amending an employee’s RFBA on a payment summary, a new payment summary should be completed, with the “amending a payment summary” box marked. This will be required to lodge the amended payment summary with the ATO and provide a copy of the document to the employee.

Alternatively, if the employer is amending an employee’s RFBA though STP, the finalisation indicator should be removed, an “update event” with the correct RFBA should be submitted as soon as possible, and the record re-finalised.

It should be noted that an employer can make adjustments through STP for up to five years after the end of the relevant income year.

Impact on employees

Usually, the most significant impact of getting FBT wrong is the impact on employees and the flow-on reputational impact on the employer.

When employers lodge amended FBT returns and subsequently update the RFBA amounts for employees, these amounts will be included in income tests for some government benefits and obligations, including:

• Medicare levy surcharge;

• private health insurance rebate;

• Division 293 tax;

• low-income superannuation tax offset on concessional superannuation contributions;

• employee share scheme discount;

• tax offsets in relation to spouse superannuation contributions, invalid carers, seniors and pensioners, and Medicare levy surcharge (lump sum payment in arrears);

• repayments against education and trade debts (eg HELP, SSL and ABSTUDY);

• family assistance payments (eg family tax benefits, child care subsidy and parental leave pay); and

• child support obligations.

It is not possible for an employer to determine the impact of the change in RFBA as each employee’s circumstances will vary and are private in nature.

For individual taxpayers with simple affairs, the amendment period for an income tax assessment is two years from the date that a taxpayer is issued with an assessment. For taxpayers with more complex affairs, the period of review is four years.

Where the ATO receives amended information from an employer, it may issue the employee with an amended notice of assessment. It is the responsibility of the employee to amend their own income tax return for that financial year.

It is therefore possible that, even if the RFBA is amended in respect of a prior year, it will not impact the employee because it could fall outside the period of review.

The impact on employees is perhaps the most difficult for employers to deal with as it erodes employee–employer trust.

Directors and officeholders

NFPs may be liable for FBT if they provide benefits to directors and officeholders. Therefore, where a director receives benefits such as a car, entertainment or other non-cash remuneration, the company (as the employer) is responsible for paying FBT on those benefits. In addition, where NFPs pay directors’ fees, SG is likely to be required.

It is acknowledged that, in the majority, NFPs do not pay directors’ fees, however, as NFPs grow in size and complexity, this may be required in order to attract the right candidates to meet the organisation’s needs.

A director’s employment status for FBT purposes

Under s 136(1) FBTAA, an “employee” is defined as a person who receives, or is entitled to receive, salary or wages, and includes a current employee, a future employee or a former employee.

A “current employee” is further defined to include individuals who receive “salary or wages”. Following on from this, the term “salary or wages” is also defined in s 136(1) FBTAA as:

“… a payment from which an amount must be withheld (even if the amount is not withheld) under a provision in Schedule 1 to the Taxation Administration Act 1953 listed in the table, to the extent that the payment is assessable income; and …”

One of the provisions listed in the table is s 12-40 of Sch 1 to the Taxation Administration Act 1953 (Cth) (TAA), which states:

“A company must withhold an amount from a payment of remuneration it makes to an individual:

(a) if the company is incorporated — as a director of the company, or as a person who performs the duties of a director of the company;”

Given this statutory requirement, remuneration paid to board directors is subject to PAYGW under s 12-40 TAA. Consequently, board directors are considered employees for FBT purposes and any benefits provided to them in respect of their employment are considered to be subject to FBT.

There have been limited situations established through case law1 where benefits provided to directors are not subject to FBT. However, these are limited to where the benefits are provided to a director in the capacity of shareholder or beneficiary of a trust.

Given that many NFPs operate with limited financial resources, attracting skilled directors can be challenging. However, organisations can use the FBT concessions and salary packaging strategies as detailed earlier to enhance the attractiveness of directorship roles.

A director’s status for PAYGW and SG purposes

Under s 12(2) of the Superannuation Guarantee (Administration) Act 1992 (Cth), the meaning of “employee” is expanded to include:

“A person who is entitled to payment for the performance of duties as a member of the executive body (whether described as the board of directors or otherwise) of a body corporate is, in relation to those duties, an employee of the body corporate.”

Therefore, NFPs will be required to make quarterly contributions where payments are made to directors.

There may be circumstances in which a director uses a nominee entity to receive payment for director’s services, and the NFP may assume that PAYGW and SG do not apply as the payment is not being made to the individual. It is important that these arrangements are clearly documented, with the NFP acknowledging that the nominee entity is supplying the individual to provide the services. Only then is it possible that PAYGW and SG do not apply.

Paying contractors

For both for-profit and NFP organisations, paying contractors correctly for their work is important. NFPs may be exempt from various taxes depending on their organisation type, but, apart from payroll tax and FBT, no other employer exemptions or concessions are allowed. This means that PAYGW and SG provisions apply for all employees, regardless of employer status.

Employee or contractor

The decision as to whether the engagement of a worker is that of an employer or an independent contractor is one which the courts have struggled with over the years. It is important to note that there are no differences in interpretation of these terms for NFP employers compared to other employers. This matter is not the main focus of this article, however, below is a brief summary of the current position.

“Paying a director’s company doesn’t automatically mean tax and superannuation obligations don’t arise . . .”

Recent High Court judgments in Construction, Forestry, Maritime, Mining and Energy Union v Personnel Contracting Pty Ltd2 and ZG Operations Australia Pty Ltd v Jamsek3 have clarified that the totality of the relationship between a worker and an employer consists of legal rights and obligations arising from the contract between the parties, ie the contract has primacy. Labelling an arrangement as one or the other has no effect. The crucial differences between an employee and an independent contract are:

• an employee serves in the business, and performs their work as a representative of the business; and

• an independent contractor provides services to the business and performs work to further their own business.

The ATO has provided some employee or independent contractor traits that are useful for characterising the worker.4

Where it is determined that the worker is an employee, payroll tax, workers compensation insurance, PAYGW, SG and FBT obligations apply.

Superannuation obligations for contractors

In certain circumstances, employers must pay superannuation for independent contractors. Under s 12 SGAA, the meaning of “employee” is extended to the following circumstances where a person:

• works under a contract that is wholly or principally for their labour;

• performs work that is wholly or principally of a domestic nature for more than 30 hours per week;

• is a sportsperson, an artist or an entertainer paid to perform, present or participate in any music, play, dance, entertainment, sport, display or promotional activity, or similar activity;

• is a person paid to provide services in connection with any performance, presentation or participation in these activities; and

• is a person paid to perform services related to the making of a film, tape, disc, television or radio broadcast.

If, however, an entity enters a contract with a company, trust or partnership, the entity, does not have to pay superannuation for the person they engage to complete the work. Instead, the company, trust or partnership must make the superannuation contributions.

Payroll tax exemptions

Australian state and territory governments have enacted legislation aligning payroll tax provisions in the following key areas:

• timing of lodgment of returns;

• motor vehicle allowances;

• accommodation allowances;

• a range of fringe benefits;

• work performed outside a jurisdiction;

• employee share acquisition schemes;

• superannuation contributions for non-working directors; and

• grouping of businesses.

Since 2007, six of the Australian states and territories have enacted harmonised payroll tax legislation, with Queensland amending its existing legislation by introducing aligned provisions in the key areas. Western Australia has enacted similar aligned provisions within its payroll tax legislation from 1 July 2012.

Australian states and territories have also committed to greater administrative consistency. As a result:

• payroll tax revenue rulings/public rulings/circulars have been harmonised and published;

• where an employer operates in more than one Australian state and territory, the relevant revenue offices will consult one another and share relevant taxpayer information when determining private rulings and objections matters; and

• for the purposes of administering state and territory tax laws, information is exchanged with other revenue offices, the ATO and other government agencies to assist in the proper identification and accurate assessment of tax liabilities.

Payroll tax exemptions are available across Australia for NFPs for all states and territories, but with different approaches.

Exemptions for employees of NFPs

This article focuses on the NSW Payroll Tax Act 2007 (NSW Act), which reflects the harmonised payroll tax legislation adopted by most of the jurisdictions. However, practitioners should refer to the relevant legislation in the state in which the organisation operates. The NSW Act provides exemptions from payroll tax for certain NFP organisations where employees are exclusively engaged in work in the furtherance of the prescribed purposes of those organisations.

Section 48(1)(c) of the NSW Act provides an exemption to the wages paid by an NFP organisation having wholly charitable, benevolent, patriotic or philanthropic purposes. Educational institutions, educational companies and instrumentalities of the state are excluded from this exemption.

The term “charitable” is not defined in the NSW Act. As such, an organisation is deemed charitable in a technical and legal sense if it abides by the following common law principles:

• it is established for the relief of poverty, the advancement of education, the advancement of religion or other purposes beneficial to the community; and

• its objects are directed towards public benefit.

Section 48(2) of the NSW Act, however, restricts the exemption to wages paid to a person who is engaged exclusively in work that is in connection with the charitable, benevolent, philanthropic or patriotic purposes of the NFP organisation.

Broadly, NSW wages may be exempt from payroll tax if an organisation is:

• a religious institution;

• a public benevolent institution;

• an NFP:

• organisation whose sole or dominant purpose is charitable, benevolent, philanthropic or patriotic;

• hospital operated by a society or an association;

• private school and educational institution that provides education at or below the secondary level; or

• group training organisation approved by Training Services NSW;

• a public hospital, area health service or ambulance service (for employees working exclusively in the kind of work ordinarily performed by health care service providers); or

• a council, a county council or local government business entities (with exceptions).

Obtaining exemption

Generally, employers must apply for an exemption from payroll tax across Australia. Exemptions are not automatically granted.

Western Australia is an exception. If the organisation is a public benevolent institution, it does not need to apply (evidenced by approval as a public benevolent institution by the Australian Charities and Not-for-profits Commission). In addition:



	If the employer is registered for payroll tax

	It must apply for an exemption to commence at the start of the financial year in which the application was made.




	If the employer has never been registered for payroll tax

	It must apply for an exemption to commence at the start of the financial year that is five years before the financial year in which the application was made.





Payday Super

Overview and status of legislation

The introduction of Payday Super represents a significant reform in the administration of superannuation contributions in Australia. This reform is designed to ensure that superannuation contributions are made concurrently with the payment of wages, thereby enhancing the timeliness and accuracy of these payments. This necessity arises from the persistent issues of late or missed superannuation contributions, which have a detrimental impact on employees’ retirement savings. By aligning superannuation payments with wage payments, Payday Super aims to provide a more reliable and transparent mechanism for managing superannuation contribution compliance.

The Treasury released several documents for consultation on Payday Super on 14 March 2025. Consultation closed on 11 April 2025.

The drafts include:

• the Treasury Laws Amendment Bill 2025: SG reforms to address unpaid super and the Superannuation Guarantee Charge Amendment Bill 2025, which amend the SG laws to align payment of contributions with the payment of earnings;

• the Treasury Laws Amendment Bill 2025: ban on advertising super funds during onboarding, which prohibit advertising certain financial products during employee onboarding (with some exceptions); and

• the Treasury Laws Amendment Bill 2025: employee onboarding reforms, which provide more flexibility for employers to request an employee’s stapled superannuation fund details from the Commissioner during onboarding.

In addition to real-time contributions, the draft legislation also rewrites the penalty regime for non-compliance relating to late payments, shortfalls and disclosure mechanisms. These enhanced penalties are intended to serve as a deterrent to non-compliance and to encourage employers to adhere to their superannuation obligations more diligently. There is also some welcome flexibility for the Commissioner in relation to the payment due date, but notably only in exceptional circumstances.

Furthermore, the draft legislation includes measures to enhance transparency in the superannuation system. Employees will have greater visibility of their superannuation contributions, allowing them to track payments more easily and ensuring that employers are held accountable for timely payments. This increased transparency is expected to build greater trust in the superannuation system and provide employees with greater confidence in their retirement savings.

Aligning superannuation remittances with salary payments will augment the ATO’s data-driven compliance initiatives. This alignment will enable real-time correlation between superannuation entitlements and payments, facilitating early identification and resolution of non-compliance, and further supporting the overall efficiency and accuracy of payments.

Overall, the Payday Super system represents a major reform in the administration of superannuation contributions in Australia. By introducing mandatory real-time contributions, increased penalties for non-compliance, and enhanced transparency measures, the draft legislation aims to improve the efficiency and reliability of the superannuation system. For employers, these changes will require significant adjustments to payroll processes and systems, as well as ongoing compliance efforts to meet the new regulatory requirements.

Summary of proposed changes

There are no changes in relation to who employers must make contributions for.

There are similarly few changes proposed for where to make contributions, except providing employers with earlier access to stapled fund information. Currently, employers can only request stapled fund information from the Commissioner after the choice of fund process has been met. This will be changed to allow the request to occur before the choice of fund process and allow the employer to provide that information to the employee for verification.

The due date

Currently, superannuation contributions are only required quarterly, 28 days after the end of the quarter. Under Payday Super, the normal due date for when the funds must reach the employee’s superannuation fund is within seven days after the employee receives their salary or wages. The date of payment is called the “qualifying earnings day” (QE day). The period between the QE day and the due date is called the “usual period”.

If an employee has not received the contributions from their employer in their superannuation fund within seven days, a superannuation guarantee charge (SGC) liability will be raised.

It should be noted that the QE day is particular to an employee and is based on the regular pay cycle for that person. An employer may therefore have different QE days for different employee cohorts.

An additional 14 calendar days to make contributions is allowed for new employees, which means that contributions must be received within 21 days of the QE day.

The Commissioner will be given new powers to grant extensions for classes of affected employers in exceptional circumstances. To do so, the Commissioner must issue a determination. The materials to the draft Bill include a number of examples, including natural disasters or widespread information and communication technology outages or communication issues.

The new SGC calculation

The exposure draft SGC penalty regime largely aligns with previous announcements and provides further clarity and considerations. It introduces significant updates to the SGC calculation.

Historically, SG shortfall amounts were calculated by applying the shortfall percentage to “salary and wages” of the employees. Under the proposed amendments, there is no need to determine a percentage shortfall: the SG shortfall is measured against the same earnings base: the QE (this is called the “individual base SG shortfall”).

An employer’s SG shortfall relates to each QE day and occurs if there is one or more individual base SG shortfalls, or one or more choice loadings for that day. It equals:

1. total individual final SG shortfalls +

2. total of employer’s individual notional earnings components +

3. employer’s administrative uplift +

4. total of employer’s choice loadings.
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The draft legislation introduces an initial administrative uplift amount which is set at 60% of the total of the employer’s individual final SG shortfalls and individual notional earnings. This amount may be reduced depending on two factors, that is, whether the Commissioner has previously initiated an SGC assessment, and the timing and submission of any voluntary disclosure by the employer. The draft Superannuation Guarantee (Administration) Regulations 2018 (Regulations) contain the reduction approaches.

Importantly, a number of submissions to the consultation on the exposure draft legislation highlight one significant concern: the risk of employers being penalised even when they have taken all possible steps to meet the deadline. The condensed time frame heightens this risk, as it leaves little room for addressing any unforeseen issues that may arise during the payment process.

For instance, employers may face penalties if they encounter administrative errors or delays beyond their control, such as issues with the clearing house or banking intermediaries, or issues with employees not providing accurate and up-to-date superannuation fund details.

Once a payment is initiated and sent to the clearing house, the employer has no further control over the process. Penalising employers in such scenarios is unfair and does not hold the clearing house accountable for its role in the payment chain.

SuperStream

The SuperStream data and payment standards are also due to be revised. The revised alterations require funds to allocate contributions within three days, which is significantly shorter than the previous 20 days that had been implemented in the SuperStream standards. This amendment is necessary for employees to be able to receive their funds within the new seven-day due date for contributions.

It has been observed by the superannuation industry that it will be challenging for both clearing houses and funds to meet this short time frame. The use of the new payments platform (which uses the PayTo/PayID functions) should enable straight-through processing directly from the employer to the member’s account.

Closure of the ATO Small Business Super Clearing House

The ATO’s Small Business Super Clearing House will cease to operate from 1 July 2026, therefore, employers who currently use this facility should identify alternative solutions.

Conclusion

NFPs are able to access a number of employer concessions to minimise their cost of employment and maximise the outcomes of their activities. As detailed in this article, not all concessions are clear or easy to manage or understand. Getting the obligations wrong can not only be costly for the organisation, but also have unintended flow-on impacts to employees. Therefore, it is imperative that these matters are revisited on a regular basis and good governance is applied. Upcoming changes to the reporting, payment cycle and mechanism for making superannuation contributions are significant and will also impact the cash flow for all employers. NFP employers need to be just as aware as for-profit employers of their employer obligations.

Jacqui Tucker, CTA

Partner, Employment Taxes & Reward

KPMG

 

This article is an edited version of “Employment benefit myths and misconceptions” presented at The Tax Institute’s Not-for-profit Tax Intensive held on 30 April 2025.
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A Matter of Trusts

by Sarah Wedd-Elliott, Sladen Legal

Cross-border considerations for TDTs and the estate plan

Testamentary discretionary trusts can still be an effective estate planning tool for global families when carefully structured, with consideration given to residency of beneficiaries, control and tax treatment across jurisdictions.

Testamentary discretionary trusts (TDTs) are often used as an effective multi-generational succession, asset protection and taxation strategy, but how do they shape up in the global estate plan? With Australian families now experiencing an increase in the number of children and grandchildren residing abroad, this adds a level of complexity to estate planning. As all foreign jurisdictions will have differing treatment in respect of Australian trusts and how they are assessed for tax purposes, the relevant jurisdiction of the potential beneficiary will be a key factor in determining whether a TDT is appropriate in the circumstances and the key factors to be considered when drafting the TDT or administering the estate.

Residency and central control

The residency of a TDT is a key factor when estate planning with foreign beneficiaries in mind. A trust will be considered an Australian resident trust where a trustee resides in Australia at any time during the relevant income year or where the central management and control is in Australia at any time during the income year.1

Foreign jurisdictions apply their own rules in respect of the residency status of trusts. For example, in the United Kingdom, for trusts established on or after 6 April 2025, consideration is given to the residency of the trustees and the residency of the settlor at the time of the trust establishment or funding. In respect of a TDT, consideration should be given to the testator’s residency status immediately before their death.2

The United States applies a “court test” and a “control test”: whether a US court can exercise primary supervision of the administration of the trust, and whether US persons have authority to control all substantial trust decisions.3 In this instance, regard may be had to ensuring that non-US persons share in the decision-making of substantial trust decisions.

Accordingly, appointing foreign resident trustees may have inadvertent residency consequences for the trust. From a drafting perspective for a TDT, consideration should be given to ensuring that the TDT has at least one Australian resident trustee. This may require the appointment of Australian resident co-trustees together with non-resident trustees, having regard to the overall estate plan. Drafting should also consider the power that non-resident controllers have over substantial decisions of the trust, such as the power to distribute capital.

Where a TDT is deemed to be a foreign trust, s 99B ITAA36 will apply to amounts of foreign trust property paid or applied to an Australian resident beneficiary. Where the residency of a foreign trust subsequently changes to an Australian resident trust, for example, following the return of a non-resident controller to Australia, the trust property will still be subject to s 99B. There are some carve-outs which may apply, such as trust corpus which is not traceable to amounts that would have been assessable if derived by an Australian resident, and amounts which have already been assessed to a beneficiary under ss 97 to 99A.4

Potential tax treatment for foreign beneficiaries

The use of a TDT can be an effective deferral mechanism, whereby income and assets are deferred from being distributed directly to a non-Australian resident beneficiary at the time of a testator’s death.

For UK beneficiaries, consideration should be given to the tax treatment of UK residents versus non-UK residents, and taxation of worldwide income versus taxation of UK income only. For example, distributions to an UK resident beneficiary from an Australian TDT may result in the beneficiary being taxed on such distributions as foreign trust income. The UK’s “stockpile gains” regime in respect of capital distributions made to UK resident beneficiaries should also be considered.5

In respect of US beneficiaries, the Internal Revenue Code of 1986 (IRC) should be considered in respect of the ability for US residents to be taxed on worldwide income, regardless of the source or residence. Consideration should be given to a US person who is a beneficiary of a foreign trust being taxable if they are considered the “grantor” or “owner” of the trust (comparable to the Australian notion of a “settlor”). An Australian TDT may potentially be treated as a “non-grantor trust” for US tax purposes as the deceased testator may be considered the “grantor” and will no longer have control over the trust property.

The terms of the TDT should also be considered in respect of the potential for the income of the TDT to be automatically attributed to a beneficiary under US tax law where a person other than the grantor is treated as the owner of any portion of a trust in respect to which they have the power exercisable solely to vest the corpus or income of the trust in themselves.6

The control and terms of the TDT may need to be carefully drafted to ensure that a non-resident beneficiary does not have sole control to distribute trust capital or income. This may mean that a foreign beneficiary is removed from controlling roles or appointed jointly with Australian resident controllers where the trust deed of the TDT provides that decision-making must be unanimous.

Also consider the interaction between Div 6 ITAA36 and non-resident beneficiaries. Where a non-resident beneficiary is made presently entitled to income from an Australian resident trust, the trustee is assessed on the non-resident beneficiary’s share of the trust’s net income and must withhold/remit as required.7 Franked distributions which are streamed to non-resident beneficiaries may waste imputation benefits due to the potential inability for non-resident beneficiaries to benefit from franking credits which are available to Australian resident beneficiaries. Where there are a mix of Australian resident and non-resident beneficiaries, this may involve consideration of dividend and/or interest withholding at the source before trust level rules even apply, such as the implementation of policies to stream franked accounts and discountable capital gains to Australian residents where feasible.

CGT event K3 considerations for non-resident beneficiaries

There may be instances where it is deemed to be inappropriate for a TDT to be established for the benefit of a non-resident beneficiary. Ideally in this instance, the will would provide an ability for executors to bypass the establishment of a TDT and allow for a beneficiary to receive assets personally.

While capital gains on death and distributions from deceased estates are generally disregarded by Div 128 of the Income Tax Assessment Act 1997 (Cth) (ITAA97), CGT event K3 is a key exception. CGT event K3 is triggered where an asset owned by a deceased person immediately prior to their death passes to certain tax-advantaged beneficiaries, such as foreign beneficiaries, where the assets are not taxable in the hands of the beneficiary as taxable Australian property.8 The transfer of listed shares to a non-resident beneficiary is an example of when CGT event K3 has the potential to be triggered.

CGT event K3 occurs when the asset is distributed to the foreign beneficiary, for example, by distribution of the deceased’s estate in accordance with the will. Where the residency status of a beneficiary changes between the date of death of the deceased and the transfer of the asset to the beneficiary, the residency of the beneficiary at the time of the transfer of the asset is the relevant test consideration. If, at the time of distribution, the beneficiary is again an Australian resident, CGT event K3 may not apply. This is subject to the executors’ obligation to administer the estate efficiently and without unnecessary delay. Executors may also consider the use of appropriation powers contained in the will such that non-foreign beneficiaries have the ability to receive assets which are not Australian taxable property.

Foreign trust surcharge considerations

Another consideration for the use of a TDT with foreign beneficiaries is the imposition of duty and land tax surcharges. Most Australian states and territories now impose additional duty and land tax surcharges for trusts which hold real property unless the trust deed of the trust specifically excludes foreign persons as beneficiaries. This may be a relevant consideration for the establishment of a TDT with non-resident beneficiaries where the TDT will ultimately hold real property and where there is no intention for a non-resident to return to Australia. While the TDT may be drafted to include provisions which provide for foreign exclusions to be “switched on” by the trustee in the future, certain jurisdictions require that such exclusion of non-foreign residents as beneficiaries of the trust must be irrevocable.

Australian advisers and executors may also give consideration to the use of appropriation powers within the will which allow for a TDT established for the benefit of non-Australian residents to receive assets other than real property, or otherwise consider use of a power of sale whereby the TDT receives the proceeds of such sale rather than an in specie distribution of real property.

General considerations when drafting a TDT

A TDT can still be an effective estate planning strategy for Australian families with children abroad. It works best when residency consideration, decision-making procedures, and the overseas tax rules are built into the design of the TDT from the beginning. Plan to keep the TDT resident in Australia by appointment of at least one Australia resident trustee. Draft the TDT so as to avoid giving any single non-resident the power to make substantial trust decisions autonomously. Expect some foreign jurisdictions to tax trust income or capital gains to the beneficiary unless you plan around it.

Treat overseas beneficiaries as a core design input of the estate plan. Note where each beneficiary resides now and where they may potentially reside in the future. Clearly set out how trustee decisions will be made in Australia and include options within the trust deed of the TDT to allow assets to pass directly to a beneficiary if the trust outcome would be tax-inefficient for them.

Next steps for Australian advisers

When advising estate planning clients with non-resident beneficiaries, Australian advisers should:

• review trustee, appointor/guardian roles and decision rules to preserve Australian residency status for the TDT;

• add “switches” to the deed such as streaming, separate classes of income, and the option to bypass or unwind a TDT for a named non-resident beneficiary if tax costs are too high (noting CGT event K3);

• draft the TDT so that no single non-Australian resident can act alone on substantial income or capital decisions, and require unanimity or joint decision-making with an Australian resident controller;

• seek advice from foreign advisers during the estate planning process or before an estate is administered. Confirm potential foreign treatment and consequences for the non-resident beneficiary, such as grantor/owner status, stockpiled gains, and reporting obligations;

• prepare a clear letter of wishes of the testator identifying residency sensitivities, reporting expectations, and when a direct gift is preferred over a trust distribution;

• consider use of appropriation clauses when distributing assets to a TDT for non-resident beneficiaries; and

• be aware of potential changes in foreign legislation and the treatment of Australian trusts. Do not assume that the foreign tax treatment and potential consequences for non-resident beneficiaries remain unchanged.

Handled this way, a TDT remains a practical and flexible choice for Australian families with family members residing overseas. A TDT can protect assets, keep options open, and reduce the risk of accidental non-resident decision power, foreign attribution, and avoidable tax leakage.

Sarah Wedd-Elliott

Lawyer

Sladen Legal
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Superannuation

by Daniel Butler, CTA, and Bryce Figot, CTA, DBA Lawyers

Is the Div 296 tax another ABUM?

The final form and commencement date of the Div 296 tax remains uncertain. Rumours are spreading that changes to Div 296 may be forthcoming, and advisers are reluctant to provide advice given the uncertainty.

Division 296 first floated in March 2023

A report on the proposed Div 296 tax (being an additional 15% tax on future earnings of member balances above $3 million from 1 July 2025) was released by Treasury on 2 March 2023, titled Impact analysis: better targeted superannuation concessions (the report).

The report examined how tax concessions for superannuation could be better targeted. The report examined four options of raising more tax from those with superannuation balances greater than $3 million and, at p 41, the report states:

“Treasury recommends Government implement Option 3, being to apply the tax to an estimate of earnings based on the change in balance at the start and end of the financial year. In our view this option strikes the appropriate balance between accuracy, simplicity and minimising compliance cost.”

Broadly, this option involves subtracting the member’s opening account balance from their closing account balance in respect of a financial year and making prescribed adjustments for contributions and withdrawals.

The following is extracted from p 44 of the report:

“Lead time for behavioural change in response to the measure

There is a risk of criticism of the measure’s implementation if impacted individuals are not afforded sufficient opportunity to restructure their affairs (to the extent permitted by law) to avoid the application of the new tax once it commences.

High balance members above preservation age may choose to withdraw funds from the superannuation system (and potentially reinvest them outside that system) would potentially require a minimum of 12 months to transfer ownership of assets (whether divesting entirely or shifting to a non-superannuation structure) and to manage any associated costs including stamp duty, brokerage and legal costs.

This risk is again mitigated by the extended lead time for the measure’s commencement. On the proposed implementation timeframe members who are eligible to make withdrawals from superannuation would have around two years to implement these arrangements.” (emphasis added)

As detailed in Treasury’s comments above, the intention was to provide members a minimum of 12 months from the passage of the legislation to the commencement date of Div 296 for members to take corrective action, eg to withdraw money from superannuation to “avoid” the proposed new tax.

On 31 March 2023, a consultation paper was released that contained the details on the proposed Div 296 tax that would apply to balances over $3 million. A short consultation period followed and, subsequently, in April 2023, an exposure draft of the Treasury Laws Amendment (Better Targeted Superannuation Concessions) Bill 2023 (Div 296 Bill) was released. The Senate Economics Legislation Committee reviewed the legislation and took feedback, but its report ultimately provided for no changes to be made.

The Div 296 Bill was then introduced and read for the first time in the House of Representatives on 30 November 2023, and after the third reading, was passed by the lower house on 9 October 2024.

The Div 296 Bill was then introduced in the Senate and read for the first time on 10 October 2024, and it lapsed on 21 July 2025 due to the 3 May 2025 federal election. Thus, there is no Div 296 legislation currently before parliament. The Labor Government appears to be holding this legislation and prioritising other items until a future suitable time. The next opportunity for parliament to consider the legislation is in late October (27–30 October) or November (3–6 or 24–27 November).

Where does the new Div 296 tax currently stand?

At the time of publication of the October 2025 issue of this journal, there is no legislation before parliament and it is not yet law. It now appears that there is growing uncertainty, with rumours circulating about potential changes to the proposed Div 296 measures reflected in the Div 296 Bill that may involve, among other things, the legislation being:

• amended (eg to delete the taxation of unrealised gains and/or to index the $3 million threshold); or

• scrapped altogether.

Advisers have learnt over many years not to act on legislative changes that are proposed but not yet enacted (otherwise referred to as “ABUMs”, ie announced but unenacted measures).

ABUMs are often announced in federal budgets and face uncertainty due to the legislative process. They can remain unenacted for extended periods and, in some instances, may never be enacted, creating difficulties for advisers and clients when providing advice and planning ahead. Advisers have generally become conditioned to refraining from providing advice on future legislative changes until the relevant legislation is actually passed as law. This approach minimises adverse client exposure and reduces the risk of being sued for incorrect or negligent advice. A lawyer would generally not recommend acting on proposed legislation without accepting the inherent risks, in other words, one should not jump at shadows.

Interestingly, The Tax Institute’s 24 May 2024 issue of TaxVine commented:

“ABUMs are not a new feature of our tax and superannuation system. The lengthy list which we describe as ‘ABUMs’ represents measures announced by the Government that are stalled at the stage of a media release/announcement, consultation or discussion paper, exposure draft legislation or a bill. We wait for clarity on their progress and certainty that they have or will become law. The list of ABUMs swells with every passing federal budget, review and election campaign, only to shrink ever so slightly as measures are finally enacted or abandoned.

…

The ABUM issue is broader than the measures themselves. As a matter of system maintenance, the Government really needs to address the systemic issue of this list so the ABUMs can be better managed going forward. Clarity is needed so greater certainty can be provided to taxpayers and their advisers.”

The TaxVine article listed 17 ABUMs involving proposed legislative changes and four Board of Taxation reviews to which the government had not yet responded.

Proposed commencement date 1 July 2025

Broadly, the commencement date in the Div 296 Bill is specified to be the date from which the legislation receives royal assent. Indeed, some parts of this Div 296 Bill only take effect on the first of 1 January, 1 April, 1 July or 1 October to occur after the day of royal assent. The Div 296 Bill needs to be passed by both houses of parliament before it can receive royal assent; this is when legislation is passed and becomes law. As the next sitting days in parliament are in late October and November, we will be anxiously awaiting the outcome regarding timing and the nature of any changes to the Div 296 Bill.

Generally, legislation is set to apply prospectively, that is, the legislation only applies after the law is passed. The principle against retrospectivity is a cornerstone of the rule of law and is considered fundamental to our legal system so that people can know the law at the time they act. However, retrospective legislation is used for anti-tax avoidance purposes to counter tax schemes that exploit loopholes in the law. Retrospective tax legislation is also used when a tax announcement is made in a federal budget or via a press release, referred to as “legislation by press release”.

While there has been some notice to the Australian community that the expected start date of the Div 296 tax will be 1 July 2025, there is increasing uncertainty about whether this will be the case given that superannuation funds (especially large Australian Prudential Regulation Authority (APRA) superannuation funds) will need to make considerable changes to their systems and communications. Typically, the lead time required for computer systems, communications and the training of personnel to be updated, tested and deployed is at least 12 months from the point at which the commencement date of the legislation is confirmed.

Impacts of delay and uncertainty

From a forward planning perspective, the delay and uncertainty experienced so far on the Div 296 tax undermines the confidence in the proposed measures taking effect from 1 July 2025, thus resulting in hesitancy from advisers and clients to take any action until the legislation is actually passed as law. In particular, the proposed commencement date of 1 July 2025 now seems somewhat doubtful.

Indeed, the one certainty is that advisers and clients are reluctant to act on an announcement until it is law. As noted above, ABUMs are often announced in federal budgets and face uncertainty due to the legislative process. They can remain unenacted for extended periods and many “fall by the wayside” and may never be enacted. The fact that there has now been over 2.5 years since the initial announcement of the Div 296 tax (on 28 February 2023) does not mean that members have had time to arrange their affairs for the proposed 1 July 2025 commencement date.

As noted, advisers are generally reluctant to advise clients to act on an ABUM as many over the years have been deferred or remain unenacted. Further, a number of large APRA superannuation funds have delayed making any commitment to updating their systems and communications for the Div 296 tax and are taking a “wait and see” approach.

Interestingly, p 1 of the report states:

“At its commencement date, this [Div 296] measure is expected to apply to around 80,000 people or 0.5 per cent of Australians with a superannuation account.”

Despite this, it would appear that the costs of implementing systems to comply with the Div 296 measure will be imposed on most APRA superannuation funds, even though some may have few or no members likely to be affected.

Moreover, many self-managed superannuation fund (SMSF) trustees and members may not make changes based on proposed measures as significant transaction costs can be incurred. Numerous professional bodies representing SMSFs, including the SMSF Association, are still seeking various changes to Div 296 including, among other things, to remove the taxing of unrealised gains and apply indexation to the $3 million threshold.

Also, advisers are constrained on providing appropriate advice unless they have an appropriate Australian financial services licence (AFSL). Such advice is becoming more difficult to obtain, especially as the number of advisers, and those that have limited SMSF authority in respect of their AFSL, have declined sizeably in number in recent years. Moreover, obtaining advice has become considerably more expensive, with increasing costs and complexity.

Broadly, an adviser who does not have an AFSL is prohibited from providing financial advice, including advice in respect of an SMSF which is considered a financial product under the Corporations Act 2001 (Cth). Advisers who have a licence will also be concerned about the risks of providing any advice given the growing uncertainty on the status and commencement of the Div 296 measures.

Advisers such as accountants and lawyers without an AFSL have to be careful and are generally precluded from recommending that a member contribute or withdraw from superannuation. These advisers are also reluctant to advise on proposed measures that are not yet law.

Will the Div 296 tax become another ABUM?

Certainly the final form and commencement date of the Div 296 tax remains uncertain. Rumours are spreading that changes to Div 296 may be forthcoming, and advisers are reluctant to provide advice given the uncertainty that exists and the fact that no law has been enacted yet. Moreover, as time ticks by, the commencement date is more likely to be deferred, providing members with an opportunity to restructure their affairs, if relevant, prior to any Div 296 tax being passed as law in accordance with the intent reflected in the report to provide at least 12 months’ notice “to transfer ownership of assets”.

Naturally, certainty in the superannuation system is vital given the importance of the $4+ trillion in Australian superannuation savings.

Daniel Butler, CTA

Director

DBA Lawyers

Bryce Figot, CTA

Special Counsel

DBA Lawyers
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Successful Succession

by Tim Donlan, ATI, Donlan Lawyers

Don’t forget the trust’s purpose

Many discretionary trusts are established with generic provisions, including terms regarding the settlor’s intention or the trust’s purpose. The purpose should, where appropriate, be specific.

A recent case determined in the Federal Circuit and Family Court of Australia (Division 1)1 reminds practitioners in the family law jurisdiction that not all trusts will be treated as property of the marriage or de facto relationship.

Historically, family trusts have been both attacked and looked through for the purposes of property settlement proceedings in the court exercising jurisdiction to determine matters of property settlement between separating parties pursuant to the Family Law Act 1975 (Cth) (the Act).2

Under s 79 of the Act, the court can make such order as it considers appropriate in the case of proceedings with respect to the property of the parties to the marriage or either of them — altering the interests of the parties to the marriage in the property. The court must not make an order unless it is satisfied that, in all of the circumstances, it is just and equitable to make the order.

The remedies available to the court include orders that either or both of the parties to the marriage make, for the benefit of either or both of the parties to the marriage or a child of the marriage, such settlement or transfer of property as the court determines.3

When considering what order (if any) should be made by the court, the court is to identify the existing legal and equitable rights and interests in any property of the parties to the marriage or either of them. The court is also required to consider, as far as is relevant, the financial and other contributions of each of the parties to the marriage towards the acquisition, conservation and improvement of the property of the marriage.4

Section 4 of the Act defines “property” as including property to which the parties to the marriage or either of them are, or that party is, as the case may be, entitled, whether in possession or reversion. It has been recognised by the courts that the meaning of the term “property” in s 79 of the Act has a wider meaning than at general law and is a matter of statutory interpretation.

Against that legislative background, in Caldwell & Caldwell,5 the Federal Circuit and Family Court of Australia (Division 1) was recently required to determine an application by a wife to a marriage seeking:

• declaratory relief as to assets of certain discretionary family trusts being assets of the marriage;

• order that the husband, in his capacity as appointor or principal of the trusts, exercise the power to remove the existing trustee and appoint a new trustee to the trusts;

• that that the new trustee distribute capital of the trusts to the husband; and

• that the husband distribute such capital to the wife by way of property settlement.

Trusts lawyers may be holding a few concerns at this point. These were discretionary trusts which traditionally would not be regarded as property of any person,6 save for the specific terms of the trust deed. However, those familiar with the approach taken by the court in Kennon v Spry7 might not have held any confidence as to how the court might rule.

The facts

Caldwell & Caldwell8 involved three discretionary trusts. They had been established by the husband’s grandfather as early as the 1900s. Due to restrictions on publishing proceedings in the Federal Circuit and Family Court of Australia, names and certain details of the parties, including the trusts and trustees, were redacted from the judgment, as they are in this article.

The parties had separated after a marriage of approximately 30 years. There were three children of the marriage, including two sons.

The trusts were established to operate commercial enterprises, including retail businesses.

The husband’s father controlled the trusts until his death in 2022, just prior to the parties’ separation. The husband and the wife had worked in the business operated by the trusts. They had been well remunerated for their services but neither of them had received any distributions from the trusts prior to the court proceedings. That would seem relevant when looking at past patterns of distributions in assessing whether the trusts were really the alter ego of the husband. There was evidence that the trusts had previously made loans to the husband and wife, which loans had been subsequently forgiven.

The husband’s father left in his will the shares in the corporate trustees of the trusts to the husband and the sons as joint tenants. Prior to his death, the husband’s father, who at the time was the sole appointor of the trusts, had varied the trusts to provide that, on his death, the husband would hold the office of appointor of the trusts jointly with the sons. However, the variations included a provision that the husband could, at his discretion, remove the sons as joint appointors and replace them with alternate appointors.

It was significant in the proceedings that the husband and the wife held assets outside of the trusts of around $16 million to $22 million.

The trusts’ terms

Each of the trust deeds constituting the subject trusts described in the recital the purposes for which the trusts had been established. The importance of that is significant. The trust deeds each provided words describing the intended purpose of the trusts and the restrictions of beneficiaries of the trusts to be lineal descendants only of the husband’s grandfather. For example, one of the clauses of the trust deeds provided that the trust was:

“65. … for the exclusive benefit of direct lineal descendants of [Mr K] and no person who is not a direct lineal descendent of [Mr K] shall be permitted by the Trustee to be a Beneficiary of the Trust Fund or to receive any benefit whether direct or indirect therefrom. No company or corporation shall be a Beneficiary of the Trust Fund unless all of the shareholders are direct lineal descendants of [Mr K] nor shall any Trust be a Beneficiary unless all of the potential or stated Beneficiaries thereof are similarly direct lineal descendants of [Mr K]. Notwithstanding the provisions of this Deed dealing with alterations or amendments no alteration or amendment shall be made which would have the effect of any person not being a direct lineal descendant of [Mr K] taking any benefit whether of income or capital and whether direct or indirect from the Trust Fund.”

If the intention of the settlor had not been clear enough, further deeds of variation to the trusts had subsequently been executed that had the effect of further restricting as beneficiaries of the trusts:

“66. … any person who is not a direct lineal descendant of Mr K, any company in which all directors and shareholders are not direct lineal descendants of Mr K, and any trust in which all beneficiaries are not direct lineal descendants of Mr K. Only direct lineal descendants are entitled to receive any benefit, direct or indirect, from the trust.”

The arguments

The husband submitted, inter alia, that the purpose of all three trusts was to exclude anyone other than direct lineal descendants from benefiting from the trusts, whether directly or indirectly. He also submitted that the trustee’s powers are fiduciary in nature and “must be exercised solely in furtherance of the purpose for which they were conferred”. Furthermore, the exercise of the powers that the husband held as a joint shareholder whose name is first mentioned in the register, and his power as an appointor of the trust, are subject to the doctrine of “fraud on a power” or the “proper purpose rule”.

In relation to the application of the doctrine or proper purpose rule, the husband submitted that those rules operate to prohibit the exercise of a power for a purpose or with an intention beyond the scope of, or not justified by, the instrument creating the power, and prohibit the exercise of a power with the intention of benefiting someone who is not an object of the power. He also submitted that the purpose of the trusts is “to facilitate the intergenerational management of the [Caldwell] families’ [redacted] business for the benefit of future generations of the lineal descendants of [Mr K]”.

Notably, the husband argued that, while he might technically be able to control the trust and distributions, he was under a moral obligation not to prejudice the interests of the other eligible beneficiaries of the trusts. He referred to and relied on a codicil to the will of the grandfather that provided that:

“22. … I have discussed with my family at various times over the years the origins of the [Caldwell] business and the intention of my father and me that the [Caldwell] Business remains within the [Caldwell] family. The overall purpose and intent is that the [Caldwell] Business upon my demise should go to and be under the control of [the husband, Mr G and Mr H] or the survivors of them acting jointly. [The husband, Mr G and Mr H] are and have been working in and directing the business and I consider that all three of them should have the privilege and opportunity to take the [Caldwell] Business into the future.”

The trusts largely adopted the submissions of the husband.

The wife argued that the husband had the ability to distribute the assets of the trust to himself and therefore the trusts should be considered the property of the husband.

The outcome

Carew J found in favour of the husband’s and the trust’s position, stating that none of the trusts or trust assets were property of the marriage within s 79 of the Act.

She summarised as follows:

“235. … (a) The trusts were established at the instigation of the husband’s father, and he controlled the trusts until his death in 2022, which included the period during which any variations to the trusts were made;

(b) There is no evidence that the father was in any way acting as the puppet or alter ego of the husband;

(c) The trusts were not a sham or the alter ego of the husband;

(d) The husband did not assume a position of any real power within the trusts until after the father’s death in 2022;

(e) It was not suggested by the wife that the husband presently exercised, had taken steps to exercise, or had exercised in the past any control of the trusts (other than to the limited extent of his involvement in the variations to the trust deeds);

(f) There was no evidence of his intention to control the trusts and indeed the side agreement indicated an intention to vary the trust deeds so as to remove the power of the husband to remove his sons after the conclusion of the subject proceedings;

(g) On a proper construction of the trust deeds as varied, and having regard to the husband’s father’s second codicil, the purpose of the trusts was to facilitate the intergenerational management of the Caldwell families’ [redacted] business, which had been in operation since [the early 1900s], for the benefit of future generations of the lineal descendants of the husband’s father, and to preclude anyone who was not a direct lineal descendent from benefiting either directly or indirectly;

(h) It is only in the pursuit of the purpose of the trusts that the powers residing in the husband can be validly exercised;

(i) The wife is an excluded beneficiary within all trusts and not entitled to benefit from the trusts either directly or indirectly;

(j) Neither the husband nor the wife (for the brief period that she was a potential beneficiary in the B Trust as the spouse of the husband) had ever received distributions from the trusts;

(k) The husband, his children, and other lineal descendants of the husband’s father, all have equitable choses in action in relation to the trusts being a right to proper administration of the trusts and a right to be given due consideration as an object of benefaction of the trusts and to enforce those rights;

(l) The assets of the trusts did not represent the labours or contributions of the husband and/or wife during their marriage but rather were built up by the Caldwell family over four generations;

(m) The husband had at all times been well remunerated for his efforts throughout his working life in the family business;

(n) The husband and wife had accumulated significant wealth outside the trusts from which a just and equitable property settlement between them could be achieved;

(o) The husband had not sought to divert assets that he and the wife had accumulated over their marriage;

(p) If the husband were compelled by Court order to seize control of the trusts and distribute capital to himself for the purposes of meeting a property settlement order in the wife’s favour, such actions would be in direct conflict with the purpose of each trust to benefit only direct lineal descendants of the husband’s father;

(q) Even if the most appropriate analogy were an inheritance: to find that the trusts and/or assets of the trust were property of the husband for the purposes of s 79 would arguably disenfranchise the other potential beneficiaries, in particular, Mr G and Mr H who would be bound by such a finding;”

The takeaways

Many readers who practice in estate planning will recommend or establish trusts, including testamentary trusts, for asset protection reasons. In Caldwell & Caldwell, the court placed significant weight on the recitals in the trust deeds, describing the purpose of the trusts as being for the lineal descendants of the husband’s father. It also placed weight on the wording of the codicil to the will reflecting the purpose of the trusts.

Most trust deeds are described in generic terms. It is worth ensuring that specific detail as to the purpose of the trust is included. In so doing, the trustee will be able to point to such purpose when exercising its powers in good faith for a proper purpose, consistent with the purpose for which the trust was established.

Tim Donlan, ATI

Principal

Donlan Lawyers
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