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1 Introduction*

This paper will examine a question that is simple to ask, but potentially difficult to answer:

When will an agreement, arrangement or understanding—between the members of a family—not be an
“ordinary family dealing” for the purposes of section 100A of the Income Tax Assessment Act 1936 (ITAA
1936)?

Section 100A was enacted in 1978, over 40 years ago, as part of a package of anti-tax avoidance

measures introduced by the then Federal Treasurer, the Hon. John Howard MP.

The Treasurer’s Press Release, the Second Reading Speech and the Explanatory Memorandum made
very clear that section 100A was designed to counter a specific form of “trust stripping”.! Subsequent

judicial comments have indicated, however, that section 100A potentially has a broader reach.

Nevertheless, section 100A does not apply to:

... an agreement, arrangement or understanding entered into in the course of ordinary family or commercial

dealing.

The intention of this paper is to identify when dealings between members of a family are not in the

course of “ordinary family dealing”.2 As will be seen, this is by no means a straight forward task!

Although reference is made to the “predication” and “ordinary business or family dealing” tests laid down
in the late 1950s by Lord Denning in Newton & Ors. v FCT,3 the assumption such dealings can be

readily identified in 2019 is open to serious challenge.

Despite many tax advisors and administrators believing they know—or at least having a view as to—
what such dealings involve, there appears to be considerable disagreement as to precisely how such

dealings should be defined.

* Michael Butler BEc, LLB (Hons) (Adel), LLM (Cantab), Tax & Revenue Partner, Finlaysons; tel +61 8 8235 7407,

email: michael.butler@finlaysons.com.au. The author acknowledges with gratitude the hard work of Ms Gina Gleeson

from Finlaysons “trawling the archives” for newspaper articles and material from the late 1970s.

1 The Press Release, Second Reading Speech and Explanatory Memorandum are attached as Annexures A, B and C to
this paper.
2 For a comprehensive examination of section 100A generally, see Paul Sokolowski & Kaitilin Lowdon, Plato’s cave: Trusts,

section 100A and the reality behind the shadows (Tax Institute, 25/26 October 2018).

3 [1958] UKPCHCA 1; (1958) 98 CLR 1.
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a family not in the course of ordinary family dealing?
In the last few years, the Commissioner has been examining whether certain transactions between
beneficiaries of family trusts, the trustee of those trusts, and other family members, are ordinary

dealings or, instead, are potentially subject to the application of section 100A.

The Commissioner has indicated a draft Public Ruling will be issued on the topic in the near future—

although hopefully not before this paper is delivered on March 15, 2019!4
The purpose of this paper is to promote some robust discussion.

It will therefore be argued below that—given the way in which family business and investment structures
have developed over the last 40 years—a significant number of dealings that regularly take place in
2019 between family members—in relation to private companies and private trusts—should be treated

as “ordinary family dealings” for section 100A purposes.

4 Although the author has been fortunate enough to have had a number of very useful discussions with Mr Glenn Davies
(ATO), who is responsible for carriage of the proposed Ruling, the author emphasizes he has neither seen the draft
Ruling nor been informed of its contents.
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2 Helicopter Overview

By way of “100,000 foot helicopter overview”, this paper will:

examine the “state of the [tax] Nation” in Australia in June 1978 when the Government

announced the introduction of section 100A;

provide a conspectus (summary and overview) of section 100A’s provisions;

review the origin of the expression “ordinary family and business dealings” and a number of

difficulties associated with identifying ordinary family dealings;

refer very briefly to the cases that have considered section 100A;

hypothetically ask how the great Lord Denning would approach the issue in 2019;

discuss the ATO’s public statements and examples regarding section 100A; and

conclude with some observations regarding the possible way forward.

© Michael Butler 2019 6
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3 State of the (Tax) Nation on June 11, 1978

The intention of this Part is to describe the background to the enactment of section 100A, in particular,

the atmosphere and public perceptions surrounding tax planning in the mid- to late 1970s.

3.1 June 11, 1978 Press Release

On June 11, 1978, the then Treasurer, the Hon. John Howard MP, issued a Press Release announcing
the Government’s intention to legislate to overturn schemes, which had the “broad purpose of allowing

income derived by trusts to be passed on to beneficiaries in a tax-free form”.

Given the importance of the Press Release, the Second Reading Speech and the Explanatory
Memorandum that accompanied the Income Tax Assessment Amendment Bill (No. 5) 1978, those

documents are attached to this paper and extracted below.
The Press Release stated that:

A feature of several of the schemes is a very wide power given to the trustee under the terms of the trust
instrument as to the distribution or application of trust income. In reliance on this power, the trustee agrees
with promoters of tax schemes and other compliant parties to distribute or apply the bulk of the trust
income—either directly or through an interposed trust—for the apparent benefit of specially introduced
beneficiaries who do not pay any, or any substantial, amount of tax on the amount distributed or applied.

In some cases the nominal beneficiary selected is a tax-exempt body, such as a charitable institution or sporting
association. In other cases, it is a company, set up for the purpose by the promoters of the scheme, that by one
means or another escapes payment of tax on the income. One technique is to set artificially-created paper
‘losses’ off against the income received from the trust. Another technique is to strip assets from the recipient
company so that the tax assessed on the income cannot be collected. Yet again, the income may be distributed
to non-resident individuals each of whom does not have enough Australian taxable income to be liable to tax,
but who will account for the income to the Australian family concerned.

The essential element common to the schemes is that, while the income concerned is effectively freed
from tax in the hands of the nominal beneficiary, the terms of the underlying arrangement ensure that
the beneficiary does not enjoy anything like the full use or benefit of theincome. Instead, the arrangement,
requires a broadly equivalent capital sum—but reduced by the promoter’s fee and a modest reward for the
services of any participating exempt body—to be directed to persons intended all along as the real beneficiaries
of the trust.

The arrangements are often very complex and the party responsible for putting the real beneficiaries in funds
may be an associate of the nominal beneficiary. The return of the funds may be achieved by a settlement
on another trust established for the benefit of the real beneficiaries of the main trust or their families, by
the making to them of what is known colloquially as a ‘collapsible loan’, ie a loan that effectively does not have
to be repaid, or through the nominal beneficiary having acquired the right to the income by payment to the real
beneficiaries of a broadly equivalent sum. ...

The legislation to counter tax avoidance through trust stripping schemes will broadly be on the lines
that any distribution or application of income by a trustee, pursuant to a relevant contract, arrangement or
understanding, will be treated as not having been made. This means that the trustee will be liable to be
assessed and pay tax at the rate of 60 per cent on the amount involved as if it had been accumulated in the
trust.

In broad terms, a relevant contract, arrangement or understanding will be one the terms of which contemplate
conferring on a particular beneficiary a ‘present entitlement’ to income of a trust, and under which the
beneficiary or an associated party is to provide funds or benefits in money’s worth for another person,
company or trust. [Emphasis added.]

© Michael Butler 2019 7
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3.2 Explanatory Memorandum to ITAA Bill (No. 5) 1978

The Income Tax Assessment Amendment Bill (No. 5) 1978 (Bill), which contained the provisions to

give effect to the Treasurer’'s announcement, was introduced into Parliament on November 23, 1978.
The Explanatory Memorandum accompanying the Bill (which is attached to this paper) stated:

A common feature of the tax avoidance arrangements at which the proposed section is directed is for a
specifically introduced beneficiary to be made presently entitled to income of the trust estate, so that the
trustee is relieved of any tax liability on the income. Under the arrangements, the beneficiary also does
not pay tax, e.g., because of a peculiar tax status. For example, the beneficiary may be a body or organisation
that qualifies for exemption of its income under specific provisions, or it may be another trust that has sufficient
deductible losses to absorb its share of income as a beneficiary of the first trust estate.

Invariably, the arrangements require this introduced beneficiary to retain only a minor portion of the trust
income and to ensure that some other person — the one actually intended to take the benefit — effectively
secures enjoyment of the major portion of the trust income but in tax-free form (e.g., by the settlement of
a capital sum in another trust estate for the benefit of that person).

The proposed section 100A will look at the existence of an agreement or arrangement that is entered into
otherwise than in the course of ordinary family or commercial dealing and under, or as a result of which,
present entitlement to a share of trust income is conferred on a beneficiary in return for the payment of
money or the provision of valuable benefits to some other person, company or trust. In those
circumstances, the section will require the income of the trust that is dealt with under the “reimbursement
agreement” to be treated as having been accumulated by the trustee as income to which no beneficiary is
presently entitled. This will result in the trustee being liable to pay tax on the income under section 99A of the
prescribed tax rate, 61.5 per cent for 1978-79. [Emphasis added.]

The Bill also introduced sections 82KH, 82KJ and 82KK, which were designed to deal with pre-paid

interest, pre-paid rent and similar schemes, as subsequently considered in FCT v llbery.>

Finally, the Bill contained sections 99B, 99C and 99D, which were intended to prevent the avoidance
of tax on foreign source income that had been accumulated in trusts, and to counter the High Court’s
decision in Union Fidelity Trustee Co. v FCT.® Interestingly, the operation of section 99B is also under
review by the ATO in 2019.

5 [1981] FCA 215; 12 ATR 563.
6 [1969] HCA 36; (1969) 119 CLR 177; 1 ATR 200.
© Michael Butler 2019 9
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3.3 Media reports

Newspaper reports in the late 1970s highlighted the Commissioner’s limited ability to deal with tax
avoidance schemes, principally as a result of the High Court’s interpretation of section 260 in Curran v
FCT,” Mullens v FCT,2 Slutzkin v FCT® and Cridland v FCT.10

For example, Mr. Ross Gittings—in a comprehensive review of then current schemes—wrote that “1978
may go down as the year of the tax dodger”;!* while Andrew Watson discussed the manner in which
“the tax system is no longer just or equitable” in an article entitled “How the rip-off artists increase your

tax”.12
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u “Catching the big fish in the tax pool”, Sydney Morning Herald (April 26, 1978).

12 Sun-Herald (July 1, 1979).
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3.4 Westraders: High watermark of “strict literalism”

The taxpayer in Westraders v FCT?3 had also recently successfully appealed to the NSW Supreme
Court against an unfavourable ATO assessment, in a decision that was, in due course, upheld by
both the Full Federal Court** and the High Court.1>

The judgment of Barwick CJ in the High Court is one of the strongest statements of the judicial
approach to interpreting tax legislation during the 1970s; and that approach to some extent explains

the complexity of section 100A. His Honour commenced that judgment as follows:

The facts of this case disclose an ingenious use of the amended (the Act) to produce what is claimed to be an
allowable deduction from a taxpayer's assessable income. ...

Because of the employment of the provisions of the Act to produce a very large diminution of tax, the case
affords an occasion to point out the respective functions of the Parliament and of the courts in relation to the
imposition of taxation. It is for the Parliament to specify, and to do so, in my opinion, as far as language will
permit, with unambiguous clarity, the circumstances which will attract an obligation on the part of the citizen to
pay tax. The function of the court is to interpret and apply the language in which the Parliament has
specified those circumstances. The court is to do so by determining the meaning of the words employed
by the Parliament according to the intention of the Parliament which is discoverable from the language
used by the Parliament.

It is not for the court to mould or to attempt to mould the language of the statute so as to produce some
result which it might be thought the Parliament may have intended to achieve, though not expressed in
the actual language employed.

His Honour then referred to the comments by Deane J in the Full Federal Court below:

In this connection, | would indorse what was said by Deane J. in his reasons for judgment in this case, and
which, in my opinion, are worthy of repetition. Speaking of the result of this case in upholding the taxpayer's
claim to deduction, his Honour said (1979) 38 FLR, at pp 319-320; 24 ALR, at p 151; 9 ATR, at p 568; 79 ATC,
at p 4098:

"That result may seem both contrary to the general policy of the Act (if it be possible to discern any general
policy other than that people pay income tax) and unfair to the ordinary taxpayer who willingly or reluctantly
contributes, without resort to tax avoidance, the share of his net income which the Parliament has
determined is required by the nation for the common good. If there be, in truth, such contrariety or unfairness,
the fault lies with the form of the legislation at the relevant time and not with the courts whose duty it is to apply
the words which the Parliament has enacted. For a court to arrogate to itself, without legislative warrant, the
function of overriding the plain words of the Act in any case where it considers that overall considerations
of fairness or some general policy of the Act would be best served by a decision against the taxpayer
would be to substitute arbitrary taxation for taxation under the rule of law and, indeed, to subvert the rule
of law itself (see Ransom v. Higgs (1974) 1 WLR 1594, at p 1617 ; Inland Revenue Commissioners v. Duke of
Westminster (1936) AC 1, at p 19)."

The principle to which his Honour calls attention is basic to the maintenance of a free society.

Parliament having prescribed the circumstances which will attract tax, or provide occasion for its reduction or
elimination, the citizen has every right to mould the transaction into which he is about to enter into a form which
satisfies the requirements of the statute. It is nothing to the point that he might have attained the same or a
similar result as that achieved by the transaction into which he in fact entered by some other transaction, which,
if he had entered into it, would or might have involved him in a liability to tax, or to more tax than that attracted
by the transaction into which he in fact entered. Nor can it matter that his choice of transaction was influenced
wholly or in part by its effect upon his obligation to pay tax. Of course, the transaction must not be a pretense
obscuring or attempting to supplant some other transaction into which in fact the taxpayer had earlier entered.

13 (1978) 8 ATR 43 (Rath J, 13 October 1977).

14 [1979] FCA 23; 9 ATR 558.

15 [1980] HCA 24; (1980) 144 CLR 55; 11 ATR 24. See also FCT v Total Holdings (Australia) Pty Ltd (1979) 9 ATR 885.
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His Honour then concluded:

Section 100A:; When is a dealing between members of
a family not in the course of ordinary family dealing?

Again, the freedom to choose the form of transaction into which he shall enter is basic to the
maintenance of a free society. [Emphasis added.]

It should be noted that in 1977/78 the top marginal tax rate was 62.915% (plus Medibank levy of 2.5%),

having been 66.7% as recently as 1974.

Accordingly, section 100A was enacted at a time when the Government was battling to stem revenue

losses from tax avoidance arrangements and when strict literal interpretation of the ITAA 1936 was the

ruling norm. When the Government introduced section 100A, it was therefore acutely aware of the

need to spell out very clearly the circumstances in which tax liability would arise, in order to avoid judicial

challenge.

At the same time, the Government was considering whether to address tax avoidance schemes with

specific anti-avoidance provisions or, instead, to replace section 260 with a new general anti-avoidance

rule. Section 260 was in due course superseded by Part IVA of the ITAA 1936; but the new provisions

were not introduced until May 27, 1981—almost 3 years after the Treasurer’s announcement regarding

section 100A on June 11, 1987.

From GREG BRIGHT

CANBERRA, — A Syd-
ney businessman who has
masterminded the evasion of
almost $60 million in tax
over the past 15 months is
still  operating  evasion
schemes.

‘This was revealed yesterday
by the Treasurer, Mr Howard,
as be introduced a new tax
evasion law in Parliament aim-
ed at stamping out 1ax scheme
promoters.

The law carries, for the first
time for tax offences, jail sen-
tences of up to five years for
people convicted of cvading
lax by creating “straw™ com-
panies or trusts.

The Sydney businessman,

New law on ‘bottom
of harbour’ schemes

who was not named, was
known to have stripped 2086
companies, In 733 cases,

Tax Commissioner, who wp—
plied Mr Howard with the in-
formation, was unable to col-
lect tax on income of more
than $128 million.

Company tax on that income
would be $58m at normal
rates,

A Treasury official said he
presumed the man would close
down his operation fairly soon.
The law will probably be pas-
sed this session, which extends
only to next week.

‘The man is the biggest
known evasion promoter oper-
ating in Australia.

He and similar “straw" com-

pany users buy cashed-up

businesses from which all the
assets are transferred, leaving
only tax liabilities.

The directorships and share-
holders are changed (usually
to known criminals or vag-
rants) and the company rec-
ords afterwards destroyed. It
is known in tax circles as “the
bottom - of - the - harbour”
scheme.

Mr Howard said that as the
Gommﬁda

p-opkbdlddallmand
unwpub dimension to es-

lf lllﬂwtdln cootinue, it
would render pointless the re-

vision of Section 260 of the

Income Tax Act, which at-
tempts to prevent avoidance!
Mr Howard's new tax evas-
ion law is called the Crimes
(Taxation Offences) Bill.
It carries penalties on con-
wcum of a jail term up to

and a maximum 2

years
550000 fine or both.

The court will also be em-

powered to order a convicted
person to pay the Common-
wealth the amount of income
or sales tax evaded.

severe penalties con-
tained in the bill will also

Mr Howard i
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a family not in the course of ordinary family dealing?

4 Conspectus of Section 1004

4.1 Summary of section 100A’s main provisions

Section 100A is lengthy and, in many respects, impenetrable.

Very briefly, section 100A(1) provides that where:
e a beneficiary is presently entitled to a share of the income of a trust estate; and
e that present entitlement arose out of a “reimbursement agreement”;

the beneficiary is deemed not to be presently entitled to that share of the income.

Section 100A(2) is in similar terms. It deems a beneficiary not to be presently entitled to a share of
income, where present entitlement would otherwise arise as a result of income being paid to (or applied

for the benefit of) a beneficiary as a result of a “reimbursement agreement”.

Section 100A(3) to (3C) ensure sections 100A(1) and 100A(2) apply where a beneficiary is presently

entitled in the capacity of a trustee of another trust estate.

Section 100A(4) provides that if section 100A(1) or (2) applies, the trustee is assessable under section
99A at the top marginal rate (61.5% including Medicare Levy in 1978/79).

Sections 100A(5) to (6B) deal with the situation where a beneficiary’s present entitlement is not entirely
attributable to a reimbursement agreement; i.e. where the beneficiary would have been entitled to at
least some share—albeit of a lesser amount—if the reimbursement agreement had not been entered
into.

Section 100A(7) defines a “reimbursement agreement”, in relation to a beneficiary, as an agreement
providing for:

e the payment of money to;

e the transfer of property to; or

e the provision of services or other benefits for;

a person other than the beneficiary.
Sections 100A(8) and (9) require that an agreement must have been entered into for the purpose (or
purposes that included the purpose of) making sure a person does not pay tax, or pays less tax than

would otherwise be payable.

Under section 100A(10), a reference to a payment of money includes a payment by way of loan.

© Michael Butler 2019 14
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Section 100A(11) ensures a reference to a person includes a reference to a person as a trustee.

Section 100A(12) provides that an agreement to release, abandon, fail to demand payment of, or

postpone payment of, a debt shall be deemed to be an agreement for the payment of money.

Crucially for the purposes of this paper, section 100A(13) defines agreement as meaning:

.. any agreement, arrangement or understanding ... but does not include an agreement, arrangement or
understanding entered into in the course of ordinary family or commercial dealing. [Emphasis added.]

© Michael Butler 2019 15
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4.2 Section 100A example

By way of example, assume the Toby Family Trust makes a trust distribution to a (tax-exempt) School
rather than Toby paying school fees, and the School agrees to accept that distribution and provide

tuition to Toby’s children in lieu of fees.

In the absence of section 100A, the distribution would be tax-free in the School’s hands. However, as
the distribution would be from pre-tax income, Toby would in effect obtain a tax deduction (since he
would otherwise pay the fees out of after-tax dollars).

As a result of section 100A: (i) since a beneficiary (the School) is presently entitled to a share of the
income of a trust estate; and (ii) the present entitlement arises out of a “reimbursement agreement”—
being the agreement by the School to provide tuition to Toby’s children, who are persons other than the

beneficiary (i.e. the School):

e the beneficiary (the School) is deemed not to be presently entitled to the share of the income
distributed to it; and

e the trustee of the Toby Family Trust instead is assessable on that share of the income under section 99A at the
rate of (currently) 47%.

\ (Relmbursemenl Agreement) dedﬂﬂbbemnﬂy

\ entitled to trust distribution

\ make distribution lo
School

distribution at top
marginal rate (47%)

Toby Family Trust

FINLAYSONS

LAWYERS

It can probably be said with some confidence that is unlikely Toby could argue his arrangement with
the School was entered into “in the course of ordinary family or commercial dealing”.

© Michael Butler 2019 16
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4.3 Section 100A not necessarily limited to “trust stripping”

The Federal Court has indicated that despite the Treasurer's 11 June 1978 announcement, the
Second Reading Speech and the Explanatory Memorandum, section 100A’s operation is not

restricted to cancelling “trust stripping” arrangements.

In FCT v Prestige Motors Pty Ltd,'® one of the early cases to consider section 100A, Hill and

Sackville JJ (with whom Beaumont J agreed) observed that:*’

Much of Prestige’s argument was directed to the proposition that the text of s 100A of the ITAA should be
read in the light of the extraneous materials to which we have referred.

Prestige had urged the Federal Court to limit section 100A to the types of schemes highlighted in the

Treasurer’s Press Release and the Explanatory Memorandum, arguing:'®

... [a] specific anti-avoidance provision should be given on interpretation sufficient to deal with the mischief
identified by Parliament and should not be read so widely as to embrace matters which were not the

mischief sought to be remedied.
Hill and Sackville JJ squashed that argument, stating:*°
But as Mason CJ, Wilson and Dawson JJ said in Re Bolton; Ex parte Beane (1987) 162 CLR 514 at 518,

of a Second Reading Speech by the Minister:

... while deserving serious consideration, [it] cannot be determinative; it is available as an aid to
interpretation. The words of a Minister must not be substituted for the text of the law ... The
function of the Court is to give effect to the will of Parliament as expressed in the law.

Again, at first instance in Idlecroft Pty Ltd v FCT,2° Spender J referred?! to the statement by the Full
Court in Prestige Motors (ATR at 589) that:

... the mere fact that s 100A can be characterised as a specific anti-avoidance provision does not demonstrate
that it should be given a narrower approach that its ordinary meaning and grammatical sense suggest.

16 (1998) 38 ATR 568.

7 (1998) 38 ATR 568 at 586.

18 (1998) 38 ATR 568 at 582.

19 (1998) 38 ATR 568 at 586 and 590.

2 (2004) 56 ATR 699 (FCA); (2005) 60 ATR 224 (FCFCA).

2 (2004) 56 ATR 699 at 722.
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Spender J continued:?2

It is apparent that the parliamentary intention was that s 100A have a very wide scope, catching not only those
present entitlements which arose out of a reimbursement agreement, but also those which arose by reason of
any act, transaction or circumstance that occurred in connection with the reimbursement agreement.

On appeal, the Full Federal Court (Ryan, Tamberlin and Kiefel JJ) referred extensively to the
Explanatory Memorandum which “describe[d] the intended use of s 100A” , although did not themselves

make any further specific comments (presumably accepting Spender J’s analysis).2®

It is therefore reasonably clear that section 100A is not limited only to trust stripping schemes.

22 (2004) 56 ATR 699 at 772-3.
3 (2005) 60 ATR 224 at 230-1.
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5 What is “ordinary family dealing”’?

The expression “ordinary family dealing” can be traced back to the Privy Council’s decision over 60
years ago in Newton v FCT.24

In order to understand the meaning of the expression, Newton will be reviewed below in some detail:
and a number of the significant difficulties in identifying what is—and what is not—an ordinary family
dealing will be discussed.

As will be seen, the passage of time since 1958 has not made understanding the expression any easier.

5.1 Newtonv FCT

In Newton, the Privy Council considered whether a complex dividend-stripping arrangement was subject

to the general anti-avoidance provisions in section 260 of the ITAA 1936.

Section 260 provided that:

Every contract, agreement, or arrangement made or entered into, orally or in writing ... shall so far as it has
or purports to have the purpose or effect of in any way, directly or indirectly - (a) altering the incidence of
any income tax; (b) relieving any person from liability to pay income tax or make any return; (c) defeating,
evading, or avoiding any duty or liability imposed on any person by this Act; or (d) preventing the operation
of this Act in any respect, be absolutely void, as against the Commissioner, or in regard to any proceeding
under this Act ... . [Emphasis added.]

5.1.1 “Predication” and “ordinary business or family dealing” tests

In delivering the Privy Council’s decision, Lord Denning set out the so-called “predication”and “ordinary

business or family dealing” tests:2®

In order to bring the arrangement within the section you must be able to predicate - by looking at the overt
acts by which it was implemented - that it was implemented in that particular way so as to avoid tax. If you
cannot so predicate, but have to acknowledge that the transactions are capable of explanation by
reference to ordinary business or family dealing, without necessarily being labelled as a means to avoid tax,
then the arrangement does not come within the section. [Emphasis added.]

24 [1958] UKPCHCA 1; (1958) 98 CLR 1
2 [1958] UKPCHCA 1 at [15]; (1958) 98 CLR 1 at 8.
© Michael Butler 2019 19

5602303 V1



Michael Butler

5.1.2 Examples of those tests in operation

Section 100A:; When is a dealing between members of
a family not in the course of ordinary family dealing?

Lord Denning then provided a number of examples of those tests in operation:26

Thus, no one, by looking at a transfer of shares cum dividend, can predicate that the transfer was made
to avoid tax. Nor can anyone, by seeing a private company turned into a non-private company, predicate
that it was done to avoid Div. 7 tax, see W. P. Keighery Pty. Ltd. v. Commissioner of Taxation [1957] HCA
2;(1958) 32 ALJR 118; 11 ATD 359 . Nor could anyone, on seeing a declaration of trust made by a father in
favour of his wife and daughter, predicate that it was done to avoid tax, see Deputy Federal Commissioner of
Taxation v. Purcell [1921] HCA 59; (1921) 29 CLR 464. [Emphasis added.]

In each of those three examples—(i) the transfer of shares cum dividend, (ii) turning a private company

into a public company, and (iii) declaring a trust in favour of a wife and daughter—his Lordship indicated

one had:?’

... to acknowledge that the transactions [were] capable of explanation by reference to ordinary business
or family dealing, without necessarily being labelled as a means to avoid tax. [Emphasis added.]

His Lordship continued:28

But when one looks at the way the transactions were effected in Jaques v. FCT [1923] HCA 70; (1924) 34
CLR 328; Clarke v. FCT [1932] HCA 46; (1932) 48 CLR 56; and Bell v. FCT (1953) 87 CLR 548 - the way
cheques were exchanged for like amounts and so forth - there can be no doubt at all that the purpose and
effect of that way of doing things was to avoid tax. [Emphasis added.]

His Lordship thus established a clear dichotomy between, on the one hand, transactions “capable of

explanation by reference to ordinary business or family dealings” and, on the other hand, arrangements

“implemented in [a] particular way so as to avoid tax”.

5.1.3 Application of tests in Newton

By reference to the facts in Newton, Lord Denning concluded:2°

Looking at the whole of this arrangement, their Lordships have no doubt that it was an arrangement which is
caught by s. 260. The whole of the transactions show that there was concerted action to an end - and that
one of the ends sought to be achieved was the avoidance of liability for tax. [Emphasis added.]

26

27

28

29

Idem.

Idem.

Idem.

[1958] UKPCHCA 1 at [21]; (1958) 98 CLR 1 at 10.
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5.2 Searching for “ordinary family dealing”

The draftsman of section 100A clearly intended that “ordinary business and family dealings"—in the
sense envisaged by Lord Denning in Newton—would not come within section 100A. Yet neither the
ITAA 1936 nor the ITAA 1997 contains a definition of that expression. It seems to have been assumed

by the draftsman—and indeed by Lord Denning—that certain transactions could or would be:

... capable of explanation by reference to ordinary business or family dealing, without necessarily being labelled

as a means to avoid tax.

However, a dealing will not be an ordinary business dealing simply because it takes place in a business
or commercial setting. In the same way, a dealing will not be an ordinary family dealing simply because
it takes place between members of a family. Something more is required to explain and identify an

“ordinary family dealing”.

5.2.1 Dictionary definitions

The Macquarie and Oxford Dictionaries confirm that “ordinary” means regular, normal, customary, or

usual;3 and define “dealing” as a person’s conduct in relation to others, behaviour, or a transaction.3!

At first sight, a reference to “ordinary family dealing” is thus to the regular, normal, customary or usual

conduct, or behaviour, of—or transactions entered into by—a family and its members.

5.2.2 Family dealings vs. business dealings

The concept of an ordinary family dealing stands in contradistinction to an ordinary business dealing.

Members of families do not generally deal with other family members as if they were unrelated third
parties. Family members often do things to assist each other, and confer benefits on each other, without
any expectation of receiving payment or reward, in the same way they might expect if they did those

things for, or conferred benefits on, unrelated parties.

In particular, when family members enter into agreements or transactions with other family members,
they do not generally behave the same way as might be expected if they entered into similar

transactions, as business dealings, with unrelated third parties.

30 For example, the Macquarie Dictionary (5" ed) defines “ordinary”, as “such as is commonly met with; of the usual kind ...
customary; normal; for all ordinary purposes ... somewhat regular, customary, or usual”. Similarly, the Shorter Oxford
Dictionary (2™ ed) defines “ordinary” as “regular, normal, customary, usual ... not singular or exceptional”.

st The Macquarie Dictionary defines “dealing” as “relations, trading; business dealings; conduct in relation to others;
treatment”; while the Shorter Oxford Dictionary defines “dealing” as “way of acting, conduct, behaviour”. The Concise
Oxford Dictionary also refers to a dealing as a “transaction”.

© Michael Butler 2019 21
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An unusual—and thus not an ordinary—transaction or dealing between unrelated parties might

therefore be “ordinary”, in the sense of normal or standard, as between family members.

For example, it might be unusual to lend money to an unrelated person on an interest-free basis, or
without first discussing and agreeing the terms of repayment. However, that might be ordinary in a

family context.

Again, it might be considered unusual simply to confer a benefit on, or pay money to, a third party
without receiving something in return (leaving to one side the obvious case of charitable gifts); but that

might be quite ordinary in a family context.

In Peacock v FCT,32 Nettlefold J appears to have agreed with this view when he considered whether
section 260 applied to an arrangement which involved the taxpayer—a quantity surveyor—entering into

partnership with his wife (who was not such a surveyor).

Mr Peacock claimed he did so because: (i) he was concerned about his health and the future of his
family, and wanted his wife to understand his business so she could carry it on in his absence “from
illness or otherwise”; (ii) he wanted her to have authority over employees; and (ii) he wanted her to
accumulate assets of her own, in her own name, “earned by her”, and to acquire business knowledge

for her own protection if something happened to him.32

Nettlefold J noted that “[i]t is said that this was an unusual agreement” but continued:3*

... one has to be careful about that submission. If the parties were strangers it would, indeed, be unusual.
But, speaking in the broad, it is not unusual for a businessman to take his wife into business and that is
so even in cases where the business involves the exercise of technical skill. [Emphasis added.]

32 (1976) 6 ATR 677.

s (1976) 6 ATR 677 at 678-9.

3 (1976) 6 ATR 677 at 688.
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5.2.3 Redistribution of family assets is “ordinary family dealing”

The idea of a transaction being an “ordinary family dealing” is well-demonstrated by the decisions of
Bray CJ of the South Australian Supreme Court in Bayly v FCT35 and Jones v FCT.36

In those cases, Bray CJ considered whether section 260 applied to the transfers by pharmacy owners
of half interests in their respective pharmacy businesses to their spouses. His Honour allowed the
taxpayers’ appeals on the basis that redistributions of assets between family members were “normal,

ordinary, everyday” transactions and thus were ordinary family dealings.

The Commissioner, relying on the decisions in Peate v FCT?” and Hollyock v FCT,® argued that the
transfers of the half interests—which the ATO accepted were not shams—were nevertheless void under

section 260.
However, Bray CJ stated in Jones (and repeated in Bayly):3°

In my view the arrangement is capable of explanation by reference to ordinary family dealing and
is not necessarily to be labelled as a means to avoid tax. It falls within the class of case illustrated by
Peacock v F.C. of T. 76 ATC 4375 rather than within the class of case illustrated by Peate’s case
(116 C.L.R. 38) or Hollyock’s case above. [Emphasis added.]

His Honour continued:4°

... aredistribution of family assets including a family business, as between husband and wife is a
normal, ordinary, everyday family transaction which would not normally attract sec. 260 where there
is no professional element in the business. Farmers, shopkeepers, factory owners do it frequently. As
the Privy Council has recently pointed out, in modern times marriage has come to be regarded as a
partnership of free equals in which the partners perform complementary functions and appropriate
proprietary adjustments are regarded with approval, Haldane v. Haldane (1976) 3 W.L.R. 760 at
p. 767. [Emphasis added.]

His Honour clearly considered that a gifting, sharing or redistribution of assets, between the members

of a family, was very much an “ordinary” family dealing.

It is worth noting that section 100A was drafted and enacted after the decisions were handed down,

and the above statements were made, in Peacock, Bayly and Jones.

3 (1977) 15 SASR 446; 7 ATR 215.

3 (1977) 15 SASR 462: 7 ATR 229.

E (1964) 116 CLR 38.

3 (1971) 125 CLR 647; 2 ATR 601.

39 (1977) 7 ATR at 238.

40 Idem.
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5.2.4 Using legal structures to ensure financial benefits go to family members also
is “ordinary family dealing”

The decision of Heerey J in Rippon v FCT#l is a further example of family asset protection planning

being treated as “ordinary family dealing”.

Mr Rippon was an engineer who had worked for a number of employers until he joined the Gollin Group;
but when the Group collapsed, he decided to go into business on his own as a project management

consultant.

After discussing the matter with a solicitor, Mr Rippon established a structure involving John T Rippon
Pty Ltd acting as trustee for the John T Rippon Unit Trust. All of the units in the Unit Trust were held
by John T Rippon Holdings Pty Ltd, as trustee for the John T Rippon Family Trust, the beneficiaries of

which were the taxpayer’s wife and children.

The Commissioner applied section 260 and reassessed Mr Rippon on the amounts received by the
Unit Trust.

Heerey J allowed Mr Rippon’s appeal, clearly considering that the establishment of a legal investment
or business structure—which was intended to provide benefits to family members—was an example of
an ordinary dealing, even though it resulted in an improved tax position than otherwise might have been

the case.

His Honour stated that:42

22. A person with a family who establishes a business will often want to use a legal structure to
achieve the result that some or all of the financial benefits which, hopefully, the business will
generate will go to family members. Both legal obligation and natural love and affection encourage
such an objective. The adoption of a structure that will achieve it is, to my mind, an ordinary
family dealing. It is comparable to one of the examples of ordinary business or family dealings
given by the Privy Council in Newton immediately following the passage quoted in this judgment, viz
a declaration of trust made by a father in favour of his wife and daughter: see 98 CLR at 9. Whether
the structure actually chosen is a company with different classes of shares or a discretionary trust or
a combination of both, such an arrangement does not necessarily bear the stamp of tax
avoidance, notwithstanding that the person establishing the structure may be better off in
terms of his personal tax liability compared with his position were he to embark on the new venture
as a sole trader on his own account. [Emphasis added.]

4 [1992] FCA 172; (1992) 23 ATR 209.
a2 [1992] FCA 172; (1992) 23 ATR 209 at 214.
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5.3 Further issues
In defining and identifying “ordinary family dealings”, the following five [5] issues will be addressed.

First, assuming the meaning of “ordinary dealing” is likely to alter over time—and may well differ from
person to person and, probably most importantly, from judge to judge—what is the meaning of an

“ordinary dealing” in 2019?

Second, when determining whether a “family dealing” is “ordinary”, what type of family needs to be

examined?
Third, does a family dealing become “ordinary” simply because it is commonplace?

Fourth, does a family dealing cease to be “ordinary” because it is complicated?

Fifth, if an agreement is an “ordinary family dealing”, does it matter that the main purpose is the purpose

of tax avoidance?
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5.4 Effect of changing social & economic factors

It seems to be generally accepted that the meaning of “ordinary dealing” is likely to alter over time, and
may differ from person to person and, perhaps most importantly, from judge to judge.

5.4.1 What may have been “blatant” in 1950s became “ordinary” in 1970s

A review of case law since Newton indicates that transactions which were possibly considered blatant
attempts to avoid tax in the 1950s and 60s became “ordinary” by the late 1970s. Changing social and
economic factors appear to have had an important influence on the interpretation and application of

section 260.

One example is the incorporation of medical practices. When the taxpayer in Peate v FCT43 attempted
to do that in the late 1950s, the concept appears to have been nothing short of revolutionary. However,
when doctors were permitted to incorporate in the 1980s, scarcely an eyebrow appears to have been
raised. Incorporation was seen as a way of enabling self-employed practitioners to superannuate

themselves, in a manner similar to those employed by the government and private industry.**

Again, in Hollyock v FCT“5 the concept of selling a pharmaceutical practice to one’s wife was considered
an artificial means of avoiding tax and therefore liable to be struck down under section 260. A few years
later, however, in Jones and Bayly,*¢ such a sale was treated as an ordinary dealing between a husband

and a wife—a means of sharing joint property and giving the wife security and financial independence.

Even in the early 1970s, “dividend stripping” was subject to the operation of section 260.4” However,
only a few years later, the High Court held that taxpayers were free to choose a form of disposal of their

assets that took them outside the provisions of the Act.*®

a (1964) 111 CLR 443.

44 In Gulland v FCT (1985) 160 CLR 55; 17 ATR 1, the High Court held that the incorporation of the taxpayers’ medical
practices was ex facie for tax reasons, and that section 260 therefore enabled the Commissioner to disregard those
arrangements.

Nevertheless, Gibbs CJ stated (17 ATR at 10) that “there [was] truth in [the] statement” that:

... standards of ordinary and acceptable conduct have changed since Peate v FCT was decided two
decades ago and practices then unacceptable in a profession are now tolerated for the very reason that
persons engaged in a profession would otherwise be in a position of disadvantage, from a taxation point of view,
when compared with tradesmen and proprietors of small businesses. [Emphasis added.]

45 (1971) 125 CLR 647; 2 ATR 601.

6 See also Peacock v FCT (1976) ATR 677.

4 For example, FCT v Ellers Motor Sales Pty. Ltd. (1971) 3 ATR 45.

a8 For example, Slutzkin v FCT (1976) 7 ATR 166.
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5.4.2 And “ordinary” in 2019 is very different to “ordinary” in 1978!

In the same way the concept of “ordinary” appears to have changed significantly between 1958 and
1978, it is suggested it would extremely difficult to find a professional advisor in 2019 who would not
agree that the nature of family legal structures has developed substantially since section 100A was
introduced in 1978.

In the late 1970s, a family may possibly have organized a family trust or family company to hold and

manage their business and/or investments.

In 2019, family structures are typically far more complicated. It is not uncommon for a family to have
interests in a family trust and a family company, and a self-managed superannuation fund and,

potentially, a number of separate third-party investments through, for example, unit trusts.

Itis also not uncommon for there to be indebtedness between those entities, arising by reason of Unpaid

Present Entitlements, Division 7A loans, and short-term advances.

In those circumstances, it is submitted it would be ordinary—in the sense of “regular, normal,
customary, usual, non-exceptional™—for those assets and liabilities to be transferred, gifted and

released, as between members of the family and the family entities.

These dealings would be in no sense “unusual’ (per Peacock), would be by way of “proprietary

adjustments” (per Bayly and Jones), and would result in financial benefits going to family members
(per Rippon).
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5.5 When determining whether a dealing is “ordinary family

dealing”, what type of family does one examine?

In applying the “ordinary family dealing” exception, there appears to be an implicit assumption one can
identify an “ordinary” family—in the same way the views of a “reasonable man” can be identified by
reference to a hypothetical person on the Clapham omnibus or, in Australian terms, a hypothetical Bondi

tram.49

5.5.1 What is an “ordinary family” in 20197

It is respectfully submitted that the “ordinary family” has changed significantly since 1978 when section
100A was introduced; and that families in 2019 are in many respects very different compared with

“ordinary families” in 1958.

Owing, for example, to the large numbers of foreign migrants who have settled in Australia since the
1950s—and the legalization of same-sex marriages in Australia in December 2017%°—it is difficult to
state with any certainty which type of “family unit” represents, in 2019, an “ordinary” Australian family,

for Australian tax purposes.

Indeed, a partner in a national accountancy practice recently said to the author (words to the effect
that):

I am a member of a particular European ethnic group and what happens in our families probably doesn’t
happen in a lot of other families.

It is respectfully suggested that there could be real difficulties if it were argued that certain transactions

were not “ordinary family dealings” in 2019—on the basis that although they were “ordinary” in some

families, they were not in others, and thus could not be treated as “generally ordinary” for tax purposes.

Again, only 20 years ago in 1999, Professor Miranda Stewart suggested that the “ideal family”, for
Australian tax planning purposes, traditionally involved one headed by a husband, with a wife who was

financially dependent on her husband—thus maximizing the benefits from income splitting.5?

One wonders whether that would that be the case in 2019, especially given the increase in dual income

families, where both spouses have their own incomes.

49 Nomikos Papatonakis v Australian Telecommunications Commission [1985] HCA 3; (1985) 156 CLR 7, per Deane J.
50 Marriage Amendment (Definition and Religious Freedoms) Act 2017 (Cth).
5t Professor Miranda Stewart, Domesticating Tax Reform: The Family in Australian Tax in Transfer Law (1999) 21 Sydney

L. Rev. 453 at p 468. See also footnote 52.
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Professor Stewart also questioned whether traditional income-splitting techniques would be available
to “non-normative families” and observed:5?

... whether an assignment of income-producing property by a lesbian or gay man for the benefit of a lover and

other dependants could qualify as an “ordinary family dealing” (and hence not taxable) is by no means certain,
especially in view of the requirements of a legal obligation for support and “natural love and affection”.

It is suggested that in 2019 there would be a strong argument that transactions involving same sex
couples would be upheld for Australian tax purposes. It would be difficult to argue that those types of

transactions are not now “ordinary family dealings”.53

52 Professor Miranda Stewart, Domesticating Tax Reform: The Family in Australian Tax in Transfer Law (1999) 21 Sydney

L. Rev. 453 at p 468. In more detail, Professor Stewart stated:

The ideal family in the context of property income splitting is the traditional private sphere represented
by the husband as head of household, in which the state declines to intervene. Judith Grbich has shown
how the notion of ‘ordinary family dealings’ always constitutes the taxpayer and his spouse in a hierarchical and
gendered fashion, and in particular, how the female subject is inevitably defined by her wifely status. [Footnote:
‘The Position of Women in Family Dealing: The Australian Case’ (1987) 15 Intl J of the Sociol of Law 309 at
315.] A wife’s agency (however actively she may participate in the plan) is constrained by the structural
requirements for successful income splitting set by the tax law. She must be financially dependent for
her husband to obtain most benefit out of the income splitting. The taxpayer husband’s control of the
income (for non-tax purposes) is generally assured by convention and operation of law. Settlers of family
discretionary trusts usually ensure control by appointing a solicitor or associate as trustee. A trust deed will often
spell out consequences if the family arrangement (for instance, the marriage) enabling the income splitting were
to break down, for example, by ensuring that trust property is returned to the settler-husband following
divorce. Such arrangements have been accepted by the ATO:*

It is in the nature of family-inspired arrangements that the head of the household may build into the
divestment arrangement some sort of variation provision should things not work out, in family terms, as he
or she would wish.

* Footnote: Boucher T (later to be Commissioner of Taxation), ‘Part IVA: Ordinary business and family dealings’,
Supplement to Taxation in Australia (August 1981), cited in Grbich, ibid at 325. See also Tax Rulings IT 2121
and IT 2330.

Professor Stewart continued (at p 469):

It is interesting to speculate whether these techniques of property income splitting are available to non-
normative families. It seems almost certain that an arrangement established by a de facto couple would be
upheld. It also seems possible that persons not usually part of a normative family may be joined in an existing
income splitting structure, for example, friends or lovers of children (gay or straight) may be made additional
beneficiaries of a family trust; this is the model of the patriarch providing for his household and may be upheld if
no tax avoidance purpose was apparent. However, whether an assignment of income-producing property
by a lesbian or gay man for the benefit of a lover and other dependents could qualify as an “ordinary
family dealing” (and hence not tax avoidance) is by no means certain, especially in view of the
requirements of alegal obligation for support and “natural love and affection”. Same-sex love has scarcely
been conceived of by the law as “natural” and, as noted in Part 2, it is only very recently that changes to state
laws have begun to recognise the possibility of support and maintenance duties in the context of queer or other
“domestic relationships”. [Emphasis added.]

53 One also wonders whether the programmers of early Australian television in the late 1950s would have envisaged the

possibility of a program called “Married at First Sight”, which anecdotally is somewhat of a popular success in 2019.
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5.6 Can “family dealing” become “ordinary’ on basis it is

commonplace?

Another interesting question is whether family dealings—in the sense of conduct and transactions—

can become “ordinary” because that conduct and/or those transactions are widespread.

On the basis of comments by the High Court in FCT v Gulland (the "Three Doctors case"),>* it might be
suggested that “just because everybody is doing it” does not make conduct “ordinary” in this sense.
Gibbs CJ observed that:%®

... when Lord Denning in Newton v FCT spoke of “ordinary business or family dealing” he intended to
refer to what was normal or regular, rather than to what had become common or prevalent; ... .
[Emphasis added.]

His Honour continued:%®

In my opinion the arrangements made by Dr Watson, like those in Peate v. Federal Commissioner of
Taxation, bear on their face an indication of a purpose to avoid tax. Itis true that the arrangement revealed
other purposes as well, namely the desire to make adequate provision for the superannuation of
Dr Watson and to benefit the members of his family.

His Honour then concluded that:5”

... the arrangements in fact made went far beyond what was necessary to take advantage of the
tax benefit provided by s.82AAC. The creation of the unit trust, and the allocation of units in the trust to
the trustees of the family trust, together with the employment agreement, viewed objectively, can only be
regarded as an attempt to split the income from Dr Watson's practice, and thus to avoid tax which
Dr Watson would otherwise have paid, or to alter the incidence of the tax payable on that income. | am
unable to agree that tax avoidance was an inessential or incidental feature of the arrangement. At
the very least it was one of the main purposes of the arrangement and s.260 accordingly applies.
[Emphasis added.]

Itis clear that Gibbs CJ considered the incorporation arrangements bore on their face “an indication of
a purpose to avoid tax” that was not an “inessential or incidental feature of the arrangement”. His
Honour did not consider “the desire to make adequate provision for the superannuation of Dr Watson
and to benefit the members of his family” outweighed those tax avoidance purposes or features.
Nevertheless, as noted above, his Honour accepted there was “truth in [the] statement” that:58

... standards of ordinary acceptable conduct [had] changed since Peate had been decided two
decades previously and practices then unacceptable in a profession are now tolerated for the very
reason that persons engaged in a profession would otherwise be in a position of disadvantage, from a
taxation point of view, when compared with tradesmen and proprietors of small businesses.
[Emphasis added.]

54 [1985] HCA 83; (1985) 160 CLR 55; 17 ATR 1.

55 [1985] HCA 83; (1985) 160 CLR 55; 17 ATR 1 at 10.

56 Idem.

57 Idem.

58 Idem.
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One wonders whether in 2019 the High Court would have reached the same decision on the facts in
Gulland, given developments in relation to professional practices since 1985 and, in particular, the
Commissioner’s guidelines issued in 2014 regarding Assessment of risk: Allocation of profits within

professional firms.5°

From TOM MOCKRIDGE

CANBERRA. — The am-
ount_of uncollected tax avoid-
ance money owed to the Fede-
ral Taxation Office at June 30
was greater than the total am-
ount of revenue the Govern-
ment expects to raise in a full
year from the increased and new
sales taxcs.

In his 1980-81 annual report, is-
sucd yesterday, the Commissioner
of Taxation, Mr Bill O'Reilly, said
that $973 million of tax assessed
on tax avoidance schemes that
were under administrative chal-
lenge remained uncollected at the
end of the financial year.

He also attacked the Razor
Gang decision to reduce the of-
fice's staff ceiling as weakening its
investigations of tax cvasion.

Tax avoidance generally refers
to cases where legal but contrived
means are used in an attempt to
avoid paying tax while tax evasion
is where a clear breach of the law
occurs.

The! amount of uncollected tax
avoidance money at June 30 this
year fepresented an increase of
$273 million from the same- time
last year. A fully 12 months of the
sales tax changes announced in the
Budget should net the Government
$900 million, 8

In his report. Mr O'Reilly said
the number of experienced staff re-
quired to be allocated 1o the addi-
tional work of detecting, monitor-
ing, igati and i

Staff cuts hit collections
Tax avoiders’ bill
now $973 million

Mr Howard
tax avoidance schemes continued
to make “serious inroads” into re-
sources available for other admini-
strative functions.

Later he said that resources
employed in enforcement activities
have had to be i re-

the tax office had the ability to
counter evasion and avoidance.

Commenting on the extent of tax
evasion, Mr O'Reilly said in his re-
port that, while it could not be
quantified, the results from enforce-
ment activities provided no indica-
tion that evasion was decreasing.

“Sadly, the reverse would appear
to be the case,” he said.

On tax avoidance, he said that
one of the great advantages scen by
participants in schemes was that,
win or lose, they were able to defer
payment of all or part of their tax.

But he said the wide range of
new anti-avoidance Jegislation passed
or foreshadowed in the past year, in-
cluding the new catch-all section to
the Income Tax Assessment Act
which replaced the defunct Section
260, should “considerably narrow
the scope available for the promo-
tion of blatant, artificial or contriv-|
&3 "

duced owing to the recent decrease
in staff. ¥

In a recent appeal to the Public
Service Board  the Tax
claimed the staff cuts, involving an
overall loss of 137 workers but be-
cause of inter-office transfers a fall
of 179 in the envorcement branch,
would save $1.5 million in salaries
but cost §46.8 million in lost reve-
nue.

The Treasurer, Mr Howard,
declined yesterday to say whether
he would be supporting the appeal
over staffing tlut 'wpl he was

usually *: " in ensuring

The O’?osi!ion spokesman on ec-
onomic affairs, Mr Ralph Willis, said
yesterday that the 22,366 partici-
pants in tax avoidance schemes
identified by the Tax Commissioner
represented an increase 30 per
cent over 1979-80, double the num-

two years earlier and 26
times more than in 1975-76. .

He said tax avoidance had “blos-
somed” |;nder the m.\rrenll Govern.
ment. “lts policy of legislating|
against tax avoidance schemes from
the time they are discovered allows
many schemes to operate for o
wo years before being closed off.

58 See: https://www.ato.gov.au/business/income-and-deductions-for-business/in-detail/professional-firms/assessing-the-

risk--allocation-of-profits-within-professional-firms/ (accessed 24 February 2019). Before this publication was withdrawn,

the Commissioner referred to a number of practice structures, including companies and trusts, established by “individual
professional practitioners” (IPPs), and set out the circumstances in which he did not consider that Part IVA would apply.
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5.7 Can “family dealing” cease to be “ordinary”, on basis it is

complicated?

A related question is whether family dealings cease to be, or cannot be, “ordinary”, if they are complex

or complicated.

Statements by Heerey J in Rippon v FCT®° (discussed in Part 5.2.4 above) suggest problems arise if a
dealing is artificial, rather than complex. If a structure or transaction is explicable by reference to
ordinary business and family arrangements, then complexity, in itself, should not cause issues.

In more detail, Heerey J stated:5!

13. First, the complexity of the structure is only of relevance insofar as that complexity in itself
predicates that the structure was established for the purpose of tax avoidance. What is
important for the purpose of s.260 is not so much complexity as artificiality. If the structure
adopted is explicable by reference to ordinary business and family arrangements, then complexity
as such does not attract the operation of s.260.

14. Counsel for the Commissioner could not suggest any tax-related reason which explained the use of
two trusts rather than one. One obvious non-tax reason which springs to mind is that the unit trust
would be convenient in the future were the taxpayer to take a partner into the business. Units could
be allotted to the new partner who could then make such personal trust arrangements as suited his
or her own circumstances. As the taxpayer said in evidence, the business was very new, and he was
concerned to provide "the maximum flexibility for whatever might occur in the future years."

His Honour concluded:®2

22. A person with a family who establishes a business will often want to use a legal structure to
achieve the result that some or all of the financial benefits which, hopefully, the business will
generate will go to family members. Both legal obligation and natural love and affection
encourage such an objective. The adoption of a structure that will achieve it is, to my mind,
an ordinary family dealing. [Emphasis added.]

The decision of Heerey J was upheld by the Full Federal Court (Lockhart, Beaumont and Foster JJ),

where their Honours stated:63

In our opinion, it was reasonably open to his Honour to conclude, as he did, that the structure did not, on its
face, bear the stamp of tax avoidance.

As suggested in Part 5.4.2 above, the legal structures used by families in 2019 are far more complex

than in the late 1970s, and even in the early 1990s.

& [1992] FCA 172; (1992) 23 ATR 209

6t (1992) 23 ATR 209 at 212.

62 (1992) 23 ATR 209 at 214.

63 (1992) 24 ATR 119 at 124,
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5.8 If agreement is “ordinary family dealing”, does it matter the main

purpose is tax avoidance?

A final question is whether the fact an agreement can be characterized as an “ordinary family dealing”
means one can disregard the fact the “family” purpose is subsidiary to the main purpose of tax

avoidance?

As noted by Mr Justice Pagone (in a paper written while his Honour was still at the Bar), in the

Explanatory Memorandum that accompanied the introduction of Part IVA, the Treasurer:%4

... placed emphasis on Part IVA applying to tax avoidance arrangements that were “blatant, artificial
or contrived“ and not transactions of a kind that might be thought to be “of a normal business or
family kind, including those of the tax planning nature”.®> [His Honour's emphasis.]

Mr Pagone continued:

In that regard, it was significant that tax planning as such was not thought to be within the scope of Part
IVA. [Original emphasis.]

As noted in Part 5.2.4 above, in Rippon v FCT Heerey J indicated that:56

... an arrangement does not necessarily bear the stamp of tax avoidance, notwithstanding that the
person establishing the structure may be better off in terms of his personal tax liability. [Emphasis
added.]

It is therefore suggested that the fact that a family dealing has as its purpose the reduction or avoidance
of tax, and perhaps has that as its main purpose, should not prevent the “ordinary family dealing”
exception in section 100A applying.®”

64 G.T. Pagone QC, Where Are We With Part IVA? Current Issues Involving Part IVA (unpublished paper, 28 March
2007).

65 House of Representatives, Income Tax Law Amendment Bill (No. 2), Explanatory Memorandum at 2-18

66 [1992] FCA 172; (1992) 23 ATR 209 at 214.

67 See also FCT v Prestige Motors Pty Ltd (1998) 38 ATR 568, where Hill & Sackville JJ stated (at 592) that:

... we do not need to decide whether if an agreement is shown to have been “entered into the course (sic) of
ordinary commercial dealing”, the operation of s. 100A is spent, regardless of whether the commercial purpose
was subsidiary of the purpose of tax avoidance. In our view, none of the transactions [in the present case] was
entered into in the course of ordinary commercial dealing.
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6 Cases on Section 100A

Although there have been a number of cases where the potential application of section 100A has been
considered, none of those decisions examined what could be described as “ordinary family dealing” or

provides any real guidance on the meaning of “ordinary”.

In East Finchley Pty Ltd v FCT,®8 the trustee of a family trust resolved to distribute $585.00 to each of
126 non-resident beneficiaries, where the clear expectation was those beneficiaries would lend the

relevant amounts back to the trustee.

The AAT held that the relevant agreements were not entered into in the course of ordinary family or

commercial dealing and the relevant purpose of tax avoidance in section 100A(8) was present.®®

In the Federal Court, Hill J held that the Tribunal had committed an error of law by not including in its
written reasons for decision its findings of facts as to whether any persons were presently entitled to
income of the trust estate.’”® His Honour therefore remitted the case back to the AAT and did not
address the question of whether the transactions were ordinary family dealings. The subsequent

hearing in the AAT does not appear to have been reported (or, possibly, the matter was settled).

In FCT v Prestige Motors Pty Ltd,”* the Federal Court considered a complicated transaction involving
the sale of the business to a unit trust, where the profits from the business where intended to be
distributed to a unit holder with losses. This certainly was not a family dealing and it does not appear

to have been strongly pressed that the arrangements involved an “ordinary commercial dealing”.

In Idlecroft Pty Ltd v FCT,72 two entities—one of which had substantial losses—entered into a joint
venture agreement with the intention any profits should be absorbed by the loss trust. Again, the

transaction did not involve a family dealing in any relevant sense.

In Raftland Pty Ltd v FCT,”® a substantial distribution was also made to a “loss trust”, where a fee was
paid to the previous controllers of that trust. Justice Kiefel held, at first instance, that the transaction

was not a commercial dealing and that finding was not disputed on appeal.

Put at its simplest, the facts in the above cases involved reasonably extreme facts and did not involve

the fact patters similar to those considered, on a regular basis, by SME tax practitioners.

68 [1989] FCA 720; (1989) 20 ATR 1623.

& AAT Case 5153 (1989) 20 ATR 3662 at 3668.

7 [1989] FCA 720; (1989) 20 ATR 1623 at 1634.

n [1998] FCFCA; (1998) 38 ATR 568.

72 [2005] FCFCA 141; (2005) 60 ATR 224.

7 [2008] HCA 21; (2008) 68 ATR 170.
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7 What would Lord Denning have said?

So what would Lord Denning M.R.—widely regarded as the finest judge of the twentieth century—have

said if asked in 2019 to rule again on the meaning of “ordinary family dealing”?74

It is very respectfully suggested his Lordship would have agreed that the transfer and redistribution of
assets between family members is, and continues to be, an “ordinary” dealing. The decisions in
Peacock v FCT, Jones v FCT and Bayly v FCT are further examples of the dealing in Purcell v FCT,

which Lord Denning clearly accepted was “ordinary”.

Again, it is very respectfully suggested his Lordship would agree the use of trusts and companies to
own assets is an “ordinary” family dealing, and would agree that the touchstone is artificiality, not

complexity.
As noted by Heerey J in Rippon v FCT, the use of trusts by Mr Rippon was:"®

... comparable to one of the examples of ordinary business or family dealings given by the Privy Council
in Newton immediately following the passage quoted in this judgment, viz a declaration of trust made by
a father in favour of his wife and daughter: see 98 CLR at 9. Whether the structure actually chosen is
a company with different classes of shares or a discretionary trust or a combination of both, such
an arrangement does not necessarily bear the stamp of tax avoidance, notwithstanding that the
person establishing the structure may be better off in terms of his personal tax liability compared with
his position were he to embark on the new venture as a sole trader on his own account. [Emphasis
added.]

Lord Denning would almost certainly continue taking the position that arrangements that are “artificial”,

as opposed to simply being complex—and which involve a number of interconnected steps or

transactions—some of which possibly cannot be explained other than for the purpose of avoiding tax

(for example, a dividend stripping operation)—are not “ordinary”.

It is interesting to note, however, that Lord Denning did not believe it could be predicated that the

arrangements in W. P. Keighery Pty Ltd v FCT’6 were implemented to avoid tax

Those arrangements converted the taxpayer from a private company into a public company and, in the

process, avoided a large assessment for undistributed profits tax.

4 Lord Denning, the century's greatest judge, dies at 100 (The Independent, 6 March 1999), see:
https://www.independent.co.uk/news/lord-denning-the-centurys-greatest-judge-dies-at-100-1078587.html.

s (1992) 23 ATR 209 at 214.
7 (1957) 100 CLR 66.
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In W. P. Keighery Pty Ltd, Mr and Mrs Keighery, and their son Patrick, held 75% of the shares in Aquila
Steel Pty Ltd (ASPL), while a Mr White held the remaining 25%. ASPL had a significant amount of

profits available for distribution.

If ASPL had distributed those profits as dividends, they would have been “largely absorbed by income
tax assessed against [the shareholders] individually”. If the profits remained undistributed, the tax
payable under Division 7 of the ITAA 1936 would also have “absorb[ed] a large proportion” of those

profits.””

On the advice of their professional advisors:

1. On 20 June 1952, Mr and Mrs Keighery incorporated the taxpayer (WPK), with Mr and
Mrs Keighery being the sole directors of WPK and the only shareholders (owning three and one

ordinary shares respectively).

2. 0On 25 June 1952, the Directors of WPK (Mr and Mrs Keighery) resolved to purchase the ASPL

shares from Mr and Mrs Keighery and Patrick.

3. On 27 June 1952, at an EGM of WPK (attended by Mr and Mrs Keighery), it was resolved to

issue 100 redeemable preference shares, which carried the right to vote.

4. Ata Meeting of Directors of WPK on the same day, it was resolved to issue one [1] redeemable
preference share to each of twenty [20] unrelated individuals who had applied for same, being

friends or acquaintances of Mr Keighery.

Those preference shares carried a dividend entitlement equal to 1/2,000" of any dividend paid on the ordinary
shares and could be redeemed by the company on 7 days’ notice.

As a practical matter, Mr and Mrs Keighery could therefore at any time—albeit subject to 7 days’ notice—
redeem the preference shares and ensure they were the company’s only shareholders.

5. By 30 June 1952, ASPL paid a dividend to WPK equal to its undistributed net profit, which was

tax-free in WPK’s hand owing to the intercorporate dividend rebate.

If WPK was a “private company” on 30 June 1952, WPK would have been liable to undistributed profits

tax under Division 7. For this purpose, a company was a private company if it was:

... capable of being controlled by any means whatever by one person or by persons not more than seven in

number.
77 (1957) 100 CLR 66 at 91-92.
© Michael Butler 2019 36

5602303 V1



Michael Butler Section 100A:; When is a dealing between members of
a family not in the course of ordinary family dealing?

The Commissioner argued that on the last day of the income year, being 30 June 1952, Mr and Mrs
Keighery, being less than seven persons, were capable of controlling the company by simply redeeming

the preference shares.

However, the High Court held WPK was not a private company. That was because, on 30 June 1952,
Mr and Mrs Keighery were not in fact “capable” of “controlling” WPK—since the power to redeem the
preference shares was inoperative until 7 July; there was on 30 June no presently existing power of

control.

Dixon CJ, Kitto and Taylor JJ stated (at 91-92):

It is beyond question that the whole plan was carefully designed as a means of dealing with a problem of a
familiar kind. ... The course adopted was planned mainly, though perhaps not exclusively, with the object of
enabling Aquila Steel to distribute its profits, so as not to incur Div. 7 tax, without causing any consequential
increase in the assessable incomes of Mr. and Mrs. Keighery and their son. The appellant company was brought
into being so that it might be interposed between Aquila Steel and the Keigherys, and its affairs were so
regulated that the dividend which it would receive from Aquila Steel might be retained by it and yet might
be immune from Div. 7 tax. Mr. Keighery was cross-examined before the learned primary judge, and he
was quite candid about the plan. ... He was asked: "The object of the company (in) making the allotment
(of the preference shares) was so that the company would not be required, in your understanding, to pay
Div. 7 tax, or further tax on its undistributed profits; is that right?" And he replied: "That is so. We attempted
to attain public company status." [Emphasis added.]

Their Honours continued (at 92):

It would be a fair inference from the evidence that all the persons who took those shares, and not only
those of them who were acquaintances of Mr. Keighery, did so by way of obliging him by assisting him to
bring about a tax result that he desired. There was nothing dishonest in it, from anyone's point of view; but
all concerned must have realised that they were participating in a course of action which had no
substantial practical significance apart from its effect on income tax (and possibly, as Mr. Keighery
suggested in cross-examination, on probate duties). Still, so far as appears, the applications for shares were
genuine, and the allotments were genuine. Hence the commissioner's need to rely upon s. 260. [Emphasis
added.]

Their Honours concluded (at 93-94):

The very purpose or policy of Div. 7 is to present the choice to a company between incurring the liability
it provides and taking measures to enlarge the number capable of controlling its affairs. To choose the
latter course cannot be to defeat evade or avoid a liability imposed on any person by the Act or to prevent
the operation of the Act. For that simple reason the attempt must fail, and the Commissioner cannot rely upon

s. 260 ... . [Emphasis added.]
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It will be recalled that 7 months later Lord Denning stated in Newton:"®

Nor can anyone, by seeing a private company turned into a non-private company, predicate that it was done to
avoid Div. 7 tax, see W. P. Keighery Pty Ltd v Commissioner of Taxation ...

and that one had:

... to acknowledge that the transaction [was] capable of explanation by reference to ordinary business or family
dealing, without necessarily being labelled as a means to avoid tax.

Lord Denning clearly envisaged that if a corporate taxpayer made a choice between: (i) incurring a
liability for undistributed profits tax under Division 7; and (ii) taking measures to enlarge the number
capable of controlling the company’s affairs, it could not be predicated that the choice was made to
avoid tax and, instead, that the choice was an “ordinary business or family dealing”.

His Lordship does not appear to have been too concerned that measures taken to give effect to that
choice were not entirely straight forward—in that those measures involved the issue of low value

preference share to a significant number of friends and colleagues. The High Court stated:"®

There was nothing dishonest in it, from anyone's point of view; but all concerned must have realised that they
were participating in a course of action which had no substantial practical significance apart from its
effect on income tax. [Emphasis added.]

While Part IVA only contains a limited “choice principle”,®° there is nothing that immediately excludes

the very broad “choice principle” in section 260 from applying with section 100A.

Without meaning to pre-empt the discussion in Part 8 of this paper, it is respectfully submitted his
Lordship would not have considered that the release or gifting of UPEs by beneficiaries could be

predicated as being done to avoid tax.

Instead, it is respectfully submitted his Lordship would consider such a release or gifting of UPEs to be

an ordinary family dealing that would be undertaken (in the words of Heerey J in Rippon):8!

... to achieve the result that some or all of the benefits which, hopefully, the business [or investments] will
generate will go to family members [where] such an arrangement does not necessarily bear the stamp of tax
avoidance, notwithstanding that the [persons involved with the arrangement] may be better off in terms of [their]
personal tax liability.

I The High Court’s judgment in Keighery was handed down on 19 December 1957, while the Privy Council’s reasons
in Newton were delivered on 7 July 1958.

o (1957) 100 CLR 66 at 92.

8 ITAA 1936, section 177C(2). See also Walters v Commissioner of Taxation [2007] FCA 1270.

& (1992) 23 ATR 209 at 214.
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A “dealing” involving UPEs is typically a simple, one-step, transaction akin to transferring shares cum
dividend (which has the effect of the transferor realizing a capital gain, rather than receiving dividend
income) or the issue of preference shares in Keighery (which converted the taxpayer into a public

company and thus was not liable to undistributed profits tax). There is no artificiality in sense described

by Lord Denning in Newton.

Understandably, however, taxpayers and their advisors are keen to know where the line will be drawn;
and there is a clear expectation in the tax professional community that the Commissioner should provide

guidance in that regard.

© Michael Butler 2019 39
5602303 V1



Michael Butler Section 100A:; When is a dealing between members of
a family not in the course of ordinary family dealing?

8 ATO’s Guidance and Views

8.1 ATO interest in section 100A

It is reasonably well-known that the ATO has been considering the potential operation of section 100A
for the last few years and on 12 May 2016 posted a document on its website entitled, Trust Taxation—

reimbursement agreement.82

It is not intended to review that guidance or the historical background in any detail,83 save to note the

various issues were discussed at the Taxation Institute’s 2018 National Convention last March.

8.2 Tax Institute National Convention (March 2018)

At the 2018 National Convention, in a paper entitled “What’s attracting Commissioner’s attention”, the

following example was discussed:8*

# Georgia

, I $240,000
// .\\'~
/ Georgia \

/ Family
/ Trust B

" Netincome $240,000 .

’ ! \
\
\
N
\
\

PE: $80,000 s,, PE: $80,000

]

Son * *Daughter T Son

PE: $80,000 L,/'

1
[
|
'
'
'
A

82 https://www.ato.gov.au/general/trusts/in-detail/distributions/trust-taxation---reimbursement-agreement/
(accessed 22 February 2019).

83 For a comprehensive review, see Sokolowski & Lowdon, Footnote 2, above.

84 Will Day & Jade Isaacs, What’s Attracting the Commissioner’s Attention, (The Taxation Institute, 33 National
Convention, 14 March 2018),
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In that example, the Georgia Family Trust has distributed its net income of $240,000 to 3 children. The
issue is whether the gifting of the entittements of the 3 children back to Georgia would be part of a
“reimbursement agreement” that was not entered in the course of ordinary family or commercial dealing.

The various issues are considered further in Case Studies 2 and 3 below. Suffice to say that it is
suggested the dealing in the Georgia Family Trust example clearly takes place in a family context and
involves measures taken, within a family, voluntarily, for the benefit of the family members.

As argued above, this is a simple, one-step, transaction akin to transferring shares cum dividend or the
issue of preference shares in the Keighery case. There is no artificiality in the Newton sense.
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8.3 Case Studies at Noosa Tax Intensive (October 2018)

At The Tax Institute’s 2018 National Tax Intensive Conference in October 2018, three further Case
Studies were considered by Ms Fiona Knight (Assistant Commissioner, ATO).8

8.3.1 Case Study 1

Case Study 1 was illustrated by the following PPT slide:

T Case study 1 — Reimbursement
wemonsmrore AGgTeements and Section 100A
FACTS

= The trading company pays fully franked dividends to the
trustee; Loan owing Son

= Non-resident beneficiaries presently entitled to trust G
income. This caps tax at 30% under sections 128B and
128D; * Unpaid

= Present entitlement ‘loaned back’ to the family trust to fund O ...100% Share
investments; NR Cousin (l0an back) :

= Resident beneficiaries owed the family trust. Trustee chose
to fund the investments by not paying out the non-resident
beneficiaries’ entittements rather than calling in the funds

:Income

owed by the resident beneficiaries. g;\i/iddend fooome.
ISSUES
= Evidence and credibility of taxpayers; §
= Breach of fiduciary duties; Trade Co  j«weeees i
= Sham?

Pays tax on income entitiement

Case Study 1 involved the Jones Family Trust creating an entitlement in a non-resident cousin, which
is “loaned back” to the Family Trust to fund investments.

The ATO’s concern appears to be that a resident beneficiary owes monies to the Family Trust and the
Trustee has chosen to fund the Trust’s investments by: (i) not paying out the non-resident beneficiaries’
entittements; rather than (ii) calling in the moneys owed by the resident beneficiary.

At first sight, this arrangement potentially bears some similarities to that considered in East Finchley
Pty Ltd v FCT (see Part 6 above). However, East Finchley involved distributions to 126 beneficiaries,
whereas there is no suggestion in the Case Study 1 that large numbers of potential family members
were involved.

If a distribution is made to a genuine beneficiary of the Trust (in the sense the beneficiary is within one
of the classes of discretionary beneficiary), the fact the Trustee chooses not immediately to pay out the
entitlement in cash—and the non-resident chooses not to insist on payment—is surely beside the point.

85 Fiona Knight, ATO Hot Spots (The Taxation Institute, National Taxation Intensive Conference, Noosa, October 2018).

© Michael Butler 2019 42
5602303 V1



Michael Butler Section 100A:; When is a dealing between members of
a family not in the course of ordinary family dealing?

As argued above, this is a simple “family dealing” that contains no unusual features, in a family context,
and thus cannot be described as anything but “ordinary”.

It will be recalled that the Federal Court indicated in Prestige Motors that section 100A is not restricted
to “trust stripping” schemes, and such schemes are simply one example of the type of tax avoidance
that could be dealt with using section 100A. At the same time, however, the Federal Court’'s comments
support the view that section 100A is directed at tax avoidance schemes, and not legitimate tax planning
in a family context.

Case Study 1 also raises several issues regarding the evidence and credibility of the taxpayers and the
possibility of breach of financial duties, and raises the spectre of “sham”.

However, if: (i) the Trustee has resolved, after consideration, to make the distributions; (ii) the
distributions are made to beneficiaries of the Trust who acknowledge the distributions have been made;
and (iii) the distributions are properly documented, it is difficult to see how it could be argued there was
any “sham” or on what basis the distribution could be challenged.86

8.3.2 Case Study 2

Case Study 2 involved certain facts not dissimilar to those raised in the Georgia Trust example
discussed at The Tax Institute’s 2018 National Convention:

T Case study 2 — Reimbursement
~emonsmrore AGTEements and Section 100A

FACTS
= Charles Family Trust is a discretionary trust; * Loan $210,000
= Trustee distributes to 3 children, unpaid except for sZainy B
beneficiaries’ tax; Family
= Trust uses remaining cash to loan to other family Trust

members. $100000 / $100,00 $100,000
ISSUES ' ' '

= Are there doubts the beneficiaries will ultimately receive

Cousin

their entitilement? * ' t
= Are the beneficiaries being compensated for being kept
‘out of the money’? Daughter Sson Daughter
= |s the allocation by way of a lowest tax formula? Paid $30,000  Paid $30,000 Paid $30,000

The Charles Family Trust has distributed $30,000 to 3 beneficiaries of the Trust, where the entitlements
have remained unpaid, except for the amounts required to discharge the beneficiaries’ tax obligations.
The Trust has used the remaining (after-tax) cash to make a loan to another family member.

86 This paper will not examine the concept of “sham” but will simply note that the issue of sham, and the legal effect of
certain transactions, was considered in some detail in Raftland Pty Ltd v FCT [2008] HCA 21; (2008) 68 ATR 170.
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The ATO raises 3 issues.
First, are there doubts whether the beneficiaries will ultimately receive their entittements?

In response, and at first sight, provided the entitlements have been properly created, the children could
legally enforce those entitlements—regardless of the fact they might choose not to. The legal and
equitable rights of the children, vis-a-vis the Trustee, cannot simply be ignored.

Indeed, there have been a number of cases (which, presumably for reasons of confidentiality, have
not been reported and/or widely discussed), where disgruntled family members (in particular, adult
children) have instituted proceedings to recover amounts distributed to them and in respect to
which they have had legally enforceable entitlements.8’

As noted by Justice Brereton:88

As a member of the family will often hold the position of trustee, it is important that he or she understands
the duties that the law imposes on trustees, as fiduciaries in respect of trust property and administration
of the trust. Even though they may consider trust property to be ‘their’ property, that this is not the case
and that special duties and responsibilities must be fulfilled. While child beneficiaries may be kept in
ignorance while a parent manages a trust, ostensibly created for the benefit of the children, for
years, subsequent discovery of a history of breaches of trust and use of its assets for the benefit
of the parent not infrequently produces bitter litigation. [Emphasis added.]

Second, the ATO asks whether the beneficiaries are being compensated for “being kept out of the
money”; and let it be assumed the beneficiaries are not being paid any interest.

With respect, it would be abnormal or unusual for a Trustee to pay interest in a family situation. The
“ordinary” manner of dealing is for such amounts to be left outstanding on an interest-free basis.

Third, the ATO raises the question whether the allocation of net income is “by way of a lowest tax
formula”.

With respect, if that gives the ATO concerns, they may need to reconsider and review “ordinary family
tax arrangements” for the last 40 or 50 years.

Trust distributions are typically—indeed invariably—designed to ensure the least possible amount of
tax overall is paid.

For example, in the 1973 edition of Australian Tax Planning, Mr Phillip Adams QC openly discussed the
income tax and estate duty advantages of a taxpayer settling part of their income-producing producing
property for the benefit of other family members.8°

87 See also: Fisher v Nemeske Pty Ltd [2016] HCA 11, where a family trust made a distribution of capital to the husband
and wife who controlled a trust, which was left outstanding as a secured loan. After the death of the husband and
wife, their executors demanded repayment of the loan from the trustees of the trust. The High Court held, by
majority, that the loan/debt/entitlement was a legally enforceable obligation which the executors could seek to
recover.

88 A Trustee’s Lot is Not a Happy One: Discretionary Trust and Superannuation Funds (National Family Law

Conference, Canberra, 19 October 2010).

89 P R Adams QC, Australian Tax Planning (Butterworths, 1973) at p 64.
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As noted in Part 5.8 above, in the Explanatory Memorandum for Part IVA it was noted that:

... transactions of a normal business or family kind, including those of a tax planning nature, will not
be subject to the new rules. [Emphasis added.]

Family tax planning was therefore clearly envisaged as an ordinarily family dealing; and it respectfully
suggested the type of planning considered in Case Study 2 (and Case Studies 1 and 3) is precisely the
type of “dealing” that, in 2019, is “ordinary” between the members of families.

8.3.3 Case Study 3

Case Study 3 also involves some facts that are not dissimilar to those raised in the Georgia Trust
example discussed at the 2018 National Convention:

() Case study 3 — Reimbursement
~emonsnrore AGTEEmMents and Section 100A

FACTS

= Oxford Family Trust is a discretionary trust;

= Trustee distributes John, a university student over 18; . o

= Present entitlement is unpaid, but at call; SR .

= 100A unlikely to apply — ordinary family dealing.
ISSUES

= What if John ‘gifted’ the entitlement back?

= What if this is done every year?

| UPE (atcall) §
| :

v

i

John
(student)

The Trustee of the Oxford Family Trust distributes to John, a university student over 18—by which one
assumes John has no other sources of income and is financially dependent on his parents—where the
present entitlement is unpaid but “at call”.

Case Study 3 accepts, uncontroversially, that section 100A is “unlikely to apply — ordinary family
dealing”. However, the Case Study raises as an issue the position if John “gifted” his entitlement back
to the Trustee and the implications of this being done every year.
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By referring in quotes to John “gifting” the entitlement back, the ATO appears to be suggesting this is a
“Clayton’s gift'—that is, the gift you make when you are not really making a gift.%°

It is respectfully suggested that if John subsequently chooses, as an adult, to give his entitlement back
to the Trust, or to another family member, the Commissioner will face a high evidentiary hurdle to
demonstrate John was coerced and that there was no genuine gift.

The ATO presumably takes the view that if a gift back takes place every year, there is a pattern of
conduct demonstrating there is not really a gift but, instead, a tax avoidance plan potentially liable to
the operation of section 100A.

As demonstrated by the cases referred to above, this is a “dealing” between the members of a “family”
thatis “ordinary”. Itis done, for reasons of love and affection—the very purposes raised and considered
in Purcell, Bayly, Jones and Rippon. Indeed, the arrangement is far simpler than that arrangement
considered quite acceptable in Keighery; and again there is no artificiality.

8.3.4 What position will Commissioner take in proposed Ruling?

On the basis of the ATO’s comments over the last few years, and the ATO’s examples and case studies,
one would expect that the proposed Ruling will express the view that certain transactions between trusts
and family members will not be “ordinary dealings” for section 100A purposes.

Based on the ATO document, Trust taxation—reimbursement agreement,®! it may well be the Ruling
will provide a number of reasonably extreme examples, where there may be a basis for suggesting
section 100A should apply. Itis also likely the Ruling will include a number of other examples, where
section 100A clearly will not apply.

What is to be hoped, however, is that the Ruling will include a number of examples where the position
is less clear (“borderline”) but where the Commissioner expresses a firm view, one way or the other.

90 Per Wikipedia: https://en.wikipedia.org/wiki/Claytons:

Claytons is the brand name of a non-alcoholic, non-carbonated beverage coloured and packaged to resemble
bottled whisky. It was the subject of a major marketing campaign in Australia and New Zealand in the 1970s and
1980s, promoting it as "the drink you have when you're not having a drink" at a time when alcohol was being
targeted as a major factor in the road death toll. ...

The product has not been advertised on television for 30 years (as of 2015), yet it remains widely known. The
name has entered into Australian and New Zealand vernacular where it stands for an ersatz or dummy thing, or
something that is obviously ineffective. For example, a common-law couple might be described as having a
"Claytons marriage". A knowledgeable but unqualified handyman could be referred to as a "Claytons carpenter".
The term can also be used as an insult.

o1 https://www.ato.gov.au/general/trusts/in-detail/distributions/trust-taxation---reimbursement-agreement/.
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9 Next steps?

When the Commissioner issues his much-anticipated Ruling on this issue, it is likely he will disagree
with the views advanced above; and it is accepted this will reflect the fact that the expression “ordinary
family dealing” will often mean different things to different people.

After the release of the draft Ruling, there will possibly be a call for a test case in order to obtain judicial
clarification.

As argued above, section 100A was clearly introduced, and intended, to prevent tax avoidance and not
legitimate tax planning in a family context. Such legitimate planning has been taking place for at least
the last 40 or 45 years, and should not be disturbed by a literal approach to section 100A that disregards
the clear context in which the provisions were introduced.

With respect, if the Commissioner believes taxpayers shouldn’t enter into arrangements such as those
raised in the above Case Studies, that is tantamount to saying taxpayers should not be allowed to split
their income; and taxpayers have been able to do that, legitimately, since the mid to late 1970s.

If there is perceived to be a problem, surely that is precisely the reason the Income Tax Assessment
Act contains Part IVA.

Michael Butler
Finlaysons
March 12, 2019
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Annexure A

1978

THE PARLIAMENT OF THE COMMONWEALTH OF AUSTRALIA
HOUSE OF REPRESENTATIVES

INCOME TAX ASSESSMENT AMENDMENT BILL (NO. S) 1978

EXPLANATORY MEMORANDUM

(Circulated by authority of the Treasurer,
the Hon. Jchn Howard, M.P.)

Introductory note

The purpose of this memorandum is to explain the
provisions of the above Bill. The provisions are designed to
counter tax avoidance and cover three main matters.

The first concerns "pre-payment" schemes under which
taxpayers seek to achieve deductions in excess of net outlays
on deductible items., Deductions will be denied in these cases.
The measures will also apply to tax avoidance arrangements
between associated taxpayers under which the taxation of the
amount passing between the parties is deferred to a later year,

A second set of provisions is designed to overcome a

Bigh Court decision that the existing trust provisions in

. Division 6 of the Income Tax Assessment Act {(the "Principal
Act”) only have application to Australian source income of
trusts. As the law now stands, Australian residents can defer,
Or escape completely, the payment of tax on foreign source
income accumulated in trusts for their benefit. Associated
measures relating to partnerships are designed to remove any
doubt, arising from the Court decision, about the application
of the partnership provisions of the income tax law to partner-
ship income from sources out of Australia.

A third set of proviesicns is designed to counter

trust-stripping schemes which attempt to pass income derived
by trusts on to beneficiaries in = tax-free form,

15832/ CaNo MM X Revernmended rosad pece S0c
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2.

Fre-paid outgoings and arrangements between assoclated
parties for deferral of tax
{Clause 6)

This clause will incorporate into the Principal Act
additional provisions to counter schemes for tax avoidance
that fall within two general categories.

Under one category of schemes, the most common of
which are known as “"pre-paid interest™ and "pre-paid rent"
schemes, a taxpayer incurs and pre-pays a liability for
interest, rent or other outgoings of a tax deductible nature.

Under the pre-paid interest schemes, a taxpayer
seeks to obtain a deduction for an amount far in excess of his |
net outlay in what is essentially a transaction arranged to
manufacture a tax deduction. This is because payment of the
interest for which a deduction is sought gives rise to a
corresponding reduction in the amount of loan moneys that are
effectively to be repaid.

Under the pre-pald rent schemes, a taxpayer seeks to
obtain a deduction, in the form of rent, for the major part of
the cost of a capital item such as a building for which no tax
deduction is available if acquired by a straight forward
purchase.

The new provisions are directed to ensuring that no
deductions will be allowable in respect of expenditure
incurred under such schemes where the expenditure is incurred
after 19 April 1978, the date on which the amendmenta were
announced,

Schemes within the other category invelve arrange-
ments between associated parties for the purpose of securing
that one party will obtain a deduction while the other party
will not bear tax on a matching amount In the same year of
income. The associated parties thus aim to defer income tax
liabilities. !

The new provisions, to be effective from 20 April
1978, will deal with schemes of this nature in two ways. In
cases involving outgoings in respect of the future provision
of goods or services, a deduction is to be available in a
particular year of income only for so much of the particular
outgoing as ig reasonable having regard to the extent to
which goods or services were provided in that year. In other
cases, the level of a deduction in a particular year of
inoome is to be limited to any amount actually paid in that
year.
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3.

Foreign source income of trusts for Australians
(Clauses 3 to 5, 10 to 17, 19 and 21)

The broad policy underlying the income tax law is
that residents are liable to tax on income from all scurces,
whether in or out of Rustralia, at thé time that it is derived,
but subject to measures to prevent double taxatiocn of foreign
source income that has been taxed abroad.

However, in Union Pidelity Trustee Co, of Australia

Ltd v. F.C. of T. {1969) 119 C.L.R. 177, the High Court held
that, in calculating the net income of a trust estate for the
purposes of Division € of Part III of the Principal Act (the
part of the Act dealing with the taxation of trustees and

. beneficiaries), only income from sources in Australia could
be taken into account. Income of a trust estate from foreign
sources could not be taxed under that Division as it was
derived, but only at the time when a resident beneficiary
received the income (section 26 (b)). An effect of the decision
was that foreign source income could be accumulated by
Australian residents in a trust without liability for
Australian tax unless and until the trust income was
distributed to a resident beneficiary.

To overcome the effects of the decision, the Bill
proposes three main changes.

In consequence of one of them, an Australian resident
beneficiary will be taxed under Division 6 on trust income to
which he is presently entitled, whether the income has a source
in Australia or overseas (clause 12) and the trustee will be
taxed on such income where the resident beneficlary presently
entitled to the income is under socme legal disability, such as
being a minor (clause 13). To this end, clause 11 will require
that the "net income" of a trust estate be calculated on the
same basis as if it were the income of a resident individual.

' A second major proposed change concerns circumstances
in which there is income of a trust estate to which beneficiaries

are not preaently entitled., It is necessary to tax the trustee
cn this "accumulating income" to which no beneficiary is
presently entitled, if tax is to be obtained each year as income
is derived. But under the High Court interpretation of the
existing law, the trustee is only taxed on such accumulating
income which has an Australian source. To bring foreign source
accumulating income to tax as it is derived, the Bill first
containe a definition of a "resident trust estate” - that is, a
trust estate with a resident trustee or with its central
management and control in Australia at any time during the year
of income (clause 11, propeosed section 95(2)). The next step
ie to tax the trustee of a resident trust estate on income to
which no beneficiary is presently entitled, whether the Sncome
comes from Australian or foreign sources, and regardless of the
residence of the ultimate beneficiaries (clauses 14 and 15).
There will be no effective change to the present law undexr
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which a non-resident trustee is subject to tax on accumulating
{ncome from sources in Australia, although the rule is to be
spelt out more fully in clauses 14 and 15.

A conseguential amendment proposed is that if
foreign=source accumulated income that has been taxed to the
trustee of a resident trust estate is later distributed to a
beneficiary who was a non-resident at the time the income was
derived, the tax on that income is to be refunded on an
application being made by the beneficiary (clause 16, proposed
section 99D). This follews the policy of the income tax law
+hat a nen-resident is not liable to tax on ex-Augtralian
source income. '

3 The third major amendment proposed is designed to (
engure that & resident beneficiary will be liable to tax on
trust income paid or applied for his benefit and to which
pivision 6 has not previously applied (clause 16, proposed
section 99B). Thue, an amount paid to an Australian resident
beneficiary out of income from foreign sources that has been
accumulated in a non-resident trust estate (and would not have
been taxed while the income accumulated) will be taxed to the
beneficlary under the rules proposed in the Bill (clause 16,
proposed sectiocn 99C).

Other significant offects of these provisicns of the
Bill are -

. that a trust with a business in Australia or
income from Australian property (except
dividends or interest subject to withholding
tax), which does not have a resident trustee,
is to be required to appoint a resident
public officer to ensure that the trust's
taxation responsibilities are met (clause 21,
proposed section 252A);

. to make it clear that the fact that trust
income to which a beneficiary is
presently entitled in a year of income is
paid or applied for the benefit of a
beneficiary during the year does nct mean
that the present entitlement provisions of
pivision 6 (section 97 or %8) do not apply
to that income (clause 11, proposed
section 95A).

These proposed amendments to the trust provisions
are to apply to 1978-79 and later income years.

A non-resident beneficiary will continue to be
taxed, as at present, on income from Australian sources to
which he is presently entitled, except where the beneficiary
is under a legal disability, when the trustee will be assessed
on the income.
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The trust provisions will continuve to be subject to
existing provisions giving relief from double taxation of
foreign source income that has been taxed in the country of
source.

Foreign source income of partnerships
(Clauses 3, 7 to 9)

As it could be argued that the reasoning of the

Union Pidelity decision applies also to partnerships, it is
proposed te clarify the law to ensure that income from foreign
sources is included in calculating the net income of a partner-
ship, and that a resident partner is lisble to tax on his share
of the partnership’'s world income, subject to the existing

' provisions giving relief from double taxation. A non-resident
partner will continue to be liable to tax only on that part of
his or her share of the partnership income that is attributable
to sources in Australia.

The amendments are to apply to 1978-79 and later
income years. '

Tax aveoidance by trust-stripping arrangements
(Clause 1B)

By this clause it is proposed to overcome certain tax
avoidance arrangements designed to enable trading profits and
other income derived by trusts to escape tax completely.

Section 97 of the Principal Act provides for a
beneficiary who is presently entitled to a share of the
income of a trust estate and not under any legal disability to
be taxable in respect of that share. In those circumstances,
the beneficlary's share of the trust income is included in his
assessable income, and the trustee is not required to pay tax
on the beneficiary's share. Whore a trustee who has a
discretion to pay or apply income for the benefit of specified
’ beneficiaries, exercises the discretion in favour of &
beneficiary, section 101 deems the beneficiary to be presently
entitled to the amount paid or applied, and auch an amount is
also assessed to the beneficiary under section 97.

The particular tax avoidance arrangements rely on a
nominal "beneficiary" being introduced into the trust and
being made presently entitled to income of the trust, thus
relieving the trustee of any tax liability in respect of the
income. However, it is a feature of the arrangements that the
introduced beneficiary also escapes tax by one means or
another, e.g., as a tax-exempt body or organisation. This
"beneficiary" retains only a minor portion of the trust income,
while the group in whose favour the trust in substance exists
effectively enjoys the major portion, but in a tax-free form.
For example, a corrxesponding amount may be gifted to form the
corpus of a further trust for the group's benefit.
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The amendment proposed will look to the existence of
an agreement or arrangement that is entered into otherwise than
in the course of ordinary family or commercial dealing and
under which present entitlement to a share of trust inccme is
conferred on a beneficiary in return for the payment of money
or the provision of benefits to some other person, company oOr
trust. iIn those circumstances, the amendment will treat trust
income dealt with under the "relisbursement agreement" as not
being income to which any beneficiary is presently entitled but
as having been accumulated by the trustee, who will then be
liable to pay tax on the income under section 99A at the
prescribed tax rate (61.5 per cent for 1978-79).

The amendment will apply to trust income paid to or
applied on behalf of a beneficiary on or after 12 June 1978, |
being the date of the announcement to legislate against these
schemes.

The following are notes on each of the clauses of the
Bill.

Clause 1 : Short title, etc.

This clause formally provides for the short title and
citation of the amending Act and the Income Tax Assesament Act
1936 (the "Principal act").

Clause 2 : Commencement

Under section 5(1A) of the Acts Interpretation Act
1901, every Act is to come into operation on the twenty-eighth
day after the day on which the Act receives the Royal Assent,
unless the contrary intention appears in the Act. By this
clause, it is proposed that the amending Act shall come into
operation on the day on which it receives the Royal Assent.

Clause 3 : Source of rozalty income derived
Y _non-res t

Sub-clause (1) of clause 3 will insert a new sub-
section = sub-section (lA) - into section 6C of the Principal
Act. That section contains rules for establishing, for the
purposes of specified provisions of the Principal Act, when
royalties due to non-residents are to be treated as having
been derived from a source in Australia. This is, broadly,
where the royalties are an expense of a business carried on in
Australia.

By reason of proposed sub-section (1R) the same
source rules are to apply in establishing for the purposes of
Divisions 5 and 6 of Part IIl of the Principal Act (principally
in relation to the taxation of non-resident partners and
beneficiaries), whether rovalties are to be treated as
attributable to sources in Australia. Those Divisions, which
govern the taxation of income derived by partnerships and trust
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estates, are to be amended by clauses 7 to 17 and 19 of the
Bill. The amendment proposed by this clause is consequential
upon those amendments and, like them, is to apply to amsesements
in respect of the 1978-79 and subsequent income years.

Clause 4 : Exemption from tax of certain income
aor;vna from sources outside Australia

The amendment to be made by this clause is also
consequential upon amendments proposed by clauses 7 to 17 and 19
of the amending Bill. Sub-clause (1) of clause 4 will amend
section 24F of the Principal Act by omitting sub-section (1) of
that section and substituting & new sub-section.

Section 24F of the Principal Act exempte from tax
income derived from sources outside Australia by individuals and
companies who are "genuine" residents of certain external
Territories, but not income derived by trustees. Because of the
decision by the High Court in vnion Fridelity Trustee Co. v
F.C. of r. (1969) 119 C.L.R. 177 that the general trust
provisions of the income tax law only have application to the
Australian source income of a trust estate, there was no need,
when section 24F was enacted, to make any provision for the
exemption of foreign source income derived by trusts established
in those Territories. As other amendments to be made by this
Bil1 will make the general trust provisions applicable to
foreign source income it will be necessary now to make specific
provision to exempt income derived from sources outside
Australia by trusts that gqualify as "Territory trusts™ - trusts
that are solely for the benefit of “genuine” residents of the
Territories.

Proposed new sub-section (1) of section 24F
substantially repeats in paragraph (a) the existing sub-section
that it is to replace and makes specific provision, in para=-
graph (b), for the exemption of foreign source income of
Territory trusts. The amended sub-section is to apply to
assessments in respect of the 1978-79 and subsequent income
years.

Clause 5 : Certain items of assessable income

Clause 5 proposes to amend section 26 of the Principal
Act by omitting paragraph (b) and xnsortinq a new paragraph.
Paragraph (b) provides that a taxpayer's assessable income shall
include his beneficial interest in income derived under any will,
settlement, deed of gift or instrument of trust. At the same
time, however, Division 6 of Part III of the Principal Act
provides comprehensively for the net income of a trust estate
to be assessed in the hands of the trustee or beneficiaries in
the trust estate. This has raised some doubt, on occasion, as
to the relationship between section 26(b) and Division 6.

Other amendments proposed to be made by the Bill are

designed to ensure that Division 6 will be the dominant source
for  the liability of beneficiaries and trustees to tax on
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the income of trust estates. Consegquential upcn, and supporting
those amendments, sub-clause (1) of clause 5 will alter

section 26(b) so that, while it will continue in conjunction
with section 25 to require the inclusion in assessable incowe
of amounts representing a beneficial interest in assessable
income derived under a will, settlement, deed of gift or
instrument of trust, there will be specifically excluded from
its operation, amounts included in the assessable income of the
beneficiary of a trust estate under section 97 and proposed
section 99B and amounte in respect of which a trustee

of a trust estate is assessable under section 98, 99 or %9A of
that Act.

By sub~-clause (2) the amendments made by sub-clause
(1) are to apply to assessments of income of the 1978-79 and (
subsequent years of income.

Clause 6 : Losses and outgoings incurred under
certain tax avoidance schemes

Introductory note

The amendments proposed by clause 6 will insert a
new Subdivision - Subdivision D - in Division 3 of Part III of
the Principal Act to limit the availability of deductions in
respect of losses or outgoings incurred under certain tax
avoidance schemes.

One category of schemes in relation to which the
proposed amendments are to apply involves the pre=-payment of
an otherwise deductible expense, the effect of which is to
reduce the consideration payable in respect of the acquisition
of property that is, as part of the tax avoidance arrangement,
to be acquired by the taxpayer or an associate.

Under one such scheme, the taxpayer borrows (say)
$1,000, ostensibly for income producing purposes, and promptly
makes a payment of $700 which represents a pre-payment of
interest at 14t for 5 years. Upon payment of that interest, {
the taxpayer or an associate is entitled to acquire the lender's
rights under the loan agreement. Because the terms of the loan
provide for a reduced interest rate of 4% to apply after the
pre-payment of 5 years' interest, the loan has a reduced value
and can be acquired for $370.

The effects of the arrangement are such that the
taxpayer claims a deduction for $700 in respect of a net outlay
of §70 (i.e., $1,070 in respect of interest and the acquisition
of the rights under the loan less the §1,000 loan). The lender,
on the other hand, will have received $700 interest but will
seek, as a money lender, to offset against this interest
income the loss sustained in selling for $370 the rights in the
$1,000 loan.
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A second scheme involves the pre-payment of rent under
arrangements whereby property valued at (say) $lm. that the
taxpayer wishes to acquire is purchased by an exempt institution
for that amount with funds provided by the promoter of the
scheme. The taxpayer leases the property from the ex
institution under arrangements that provide that, on payment of
$800,000 rent in advance, the property can be acquired by an
asscclate of the taxpayer for $250,000.

The exempt institution thus receives $1,050,000 from

which it repays the lcan to the promoter together with a fee
in the form of interest and is left with a small return for its
services. Because of ite exempt status, the institution is not
Bubject to tax on the $800,000 rent received. On the other

’ hand, for an outlay of an additional $50,000, the taxpayer, who
normally would not be entitled to any income tax deduction at
all in respect of the purchase of the building, claims a
deduction for the $800,000 rent paid.

Broadly, the amendments proposed by clause 6 to
counter schemes of this type will operate to deny a deduction
in respect of a loss or outgoing incurred after 19 April 1978
as part of a tax avoidance agreement where -

(a) the amount of the loss or outgoing exceeds the amount
that, but for the tax avoidance agreement, might
reasonably be expected to have been incurred at that
time in respect of the benefits to which the loss or
outgoing relates; and

(b) as part of the tax avoidance agreement, property is
to be acquired by the taxpayer or an associate for
an amount that is less than the amount that might
reasonably be expected to have been payable in
respect of that property if the lose or outgoing had
not been incurred.

The second category of schemes in relation to which
' the proposed amendments are to apply involves arrangements
between associated parties that are designed to secure that a
deduction is available to one party in a year of income in
respect of an amount that in whole or in part is not taxable to
the other party until a later year or years of income.

One such scheme involves arrangements under which
interest, while not paid to the associate, hae accrued under
the terms of the relevant loan agreement. The taxpayer claims
that the inteorest is incurred within the terms of the general
deduction provisiong of the income tax law while, on the other
hand, the asscciate claims not to have derived the income (and
therefore not to be taxable on the income) until a later year
when the interest is paid or is otherwise dealt with on his
behalf by the taxpayer. where the associate is an overseas
resident, these arrangements are used to defer a liabllity to
withholéing tax in respect of that interest.
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Other schemes involve a payment in advance for goods
or services that are to be provided by the associate in a
future year or future years of income. In these cases, the
taxpayer claims a deduction in respect of the amount paid,
while the associate seeks to spread the income over the years
in which the goods or services are provided.

The amendments proposed by clause 6 will operate to
limit the availability of deductions for losses or ocutgoings
lncurred after 19 April 1978 under arrangements of this type
where those arrangements are entered into by associated persons
for tax avoldance purposes. In a case where the loss or
outgoing is incurred in respect of the future provision of goods
or services, a deduction is to be allowable in & year of income
to the extent only that the loss or outgoing relates to goods '
or services actually provided in that year of income. 1In a case
not involving the future provision of goods or services, the
deduction is to be allowable in the year of income in which the
relevant amount is actually paid.

Notes on the proposed provisions of the new
Subdivision D of Division 3 follow.

Section 82KH : Interpretation

Sub-section (1) of section 82KH defines various terms
used in the Subdivision -

"agreement" is being defined tec mean any agreement,
arrangement, understanding or scheme whether that
agreement, arrangement, understanding or scheme is
formal or informal, express or implied and whether
or not enforceable by legal proceedings, irrespective
of whether it was intended to be so enforceable;

"asgociate® is being defined so as to mean -

(a) 4in relation to a taxpayer other than a trustee
or partnership ‘

. & relative of the taxpayer
. a partner of the taxpayer

. a spouse or child of a partner of the
taxpayer

. & trustee of a trust estate where the
taxpayer or a person who is, by reason of
this definition, an associate of the tax-
payer benefits or is capable of benefiting,
under the trust either directly or through
any interposed companies, partnerships or
trusts
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& company that is effectively controlled
feither individually or collectively) by the
taxpayer or by persons who are, by reason of
this definition, associates of the taxpayer -
including any companies that are controlled by
that company

and, in addition, where the taxpayer is a
company -

in

a person who, either alone or together with
persons who are, in the terms of this
definiticon, associates of that person, is able
etgectively to contrel the taxpayer company,
an

persons who are, in the terms of this
definition, associates of a person who
controls the taxpayer company:

relation to a taxpayer in the capacity of a

trustee -

in

any person who benefits or is capable of
benefiting under the trust estate either
directly or through any interposed companies,
partnerships or trusts

persons who are, in the terms of this
definition, associates of a person who
benefits or is capable of benefiting under
the trust;

relation to a taxpayer being a partnership =
a partner in the partnership
persons who are, in the terms of this

definition, associates of a partner in the
partnership;

"property" is to be defined to include a chose in action
and also any estate, interest, right or power, in or
aver property:

"tax avoidance agreement" is being defined go as to mean
any agreement (as previously defined) that was
entered into or carried out for a purpose of securing
for any person a reduction in what would otherwise
be that person's liability to income tax in respect of
a year of income.

Sub-section (2) is a drafting measure that will make
it clear for

e purposes of sub-section B2XK(2) that a
reference to the supply of goods or the provision of services
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is not to be taken to include a reference to the making avail-
able of money by way of loan. As explained in the notes on
sub-gection B2KK(2), this will ensure that a loss or outgoing
incurred in respect of interest will come within that sub-
section if it meets the conditions contained in paragraph (b)
of that sub-section.

Sub-section (3) ensures that a reference in new
Subdivision © an agreement having been entered into for a
particular purpose shall be taken as including a reference to

an agreement that was entered intc for that purpose by any one
or more of the parties to the agreement.

Sub-section 545 is to make it clear that a reference
to a person 1in e new ivision will be taken as including a
raeference to a person (including a company) in the capacity of
a trustee.

Section B2KJ : Deduction not allowable in respect
of certain pre-paid outgoings

Section 82KJ is the operative provision with respect
to losses or outgoings incurred under tax avoidance arrangements
involving, broadly, the pre-payment of an otherwise deductible
expense.

As set out in paragraphs (a) te (d) of proposed
secticn 82KJ, a deduction is not to be available in respect of
a loss or outgoing incurred by a taxpayer where -

(a) the loss or outgoing was incurred by the taxpayer
after 19 April 1978 by reason of, as a result of or
as part of a tax avoidance agreement (as defined in
section 82KH)r

(b) the amount of that loss or outgoing exceeds the
amount that might reasonably be expected to have been
incurred at that time in respect of the benefit to
which the loss or outgoing relates if that loss or
outgoing had not been incurred as part of a tax
avoidance agreement;

{(c) property has been or might reasonably be expected to
be acquired by the taxpayer or by an associate by
reagon of, as a result of or as part of the tax
avoidance agreement; and

(d) ¢the consideration payable, or expected to be payable,
in respect of the acquisition of the property is leas
than the amount that might reasonably be expected to
be payable if the loss or outgoing had not been
incurred.

The test of "pre-payment" embodied in paragraph (b)

will ensure that the provisions will apply equally to arrange-
ments where the loss or outgoing is incurred in respect of the
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pre-payment of future liability (as in the examples cited in
the introductory note to cléuse 6) and to arrangements where
the loss or outgoing is incurred under an agreement that is so
structured, for the purposes of the scheme, to require advance
payment (e.g., a payment in respect of 5 years' rent payable in
advance under the terms of the relevant lease agreement).

For example, where the benefit in respect of which the
loss or outgoing is incurred is a right to the lease of property
for 5 years and it would be normal for rent ‘on that property to
be payable monthly, the situation would be within the ambit of
paragraph (b) whether the payment of 5 years' rent in advance
was made at the option of the taxpayer or was required by the
particular lease agreement. The issue to be determined in these

| circumstances is whether the amount of the loss or cutgoing was
reater, having regard to the benefit in respect of which it was
necurred, than the amount that might reasonably be expected to
be incurred at that time in respect of a 5 year lease of that
property.

In determining that issue, regard is not to be had to
any benefit in relation to the acguisition of the property
referred to in paragraph (c¢) that might flow from the loss or
outgoing being incurred.

Section 82KK : Schemes designed to postpone
tax liabilit X

The proposed new section 82KX will operate to limit
the availability of deductions in respect of losses or outgoings
incurred between associated parties under arrangements that are
designed to postpone the liability to tax on the amount
receivable by the associate.

Sub-section (1) of section 82KK specifies the losses
or outgoings to ch the section is to apply. As detailed in
paragraphs (a) to (c) of that sub-section, the section is to
apply to a loss or outgoing incurred by a taxpayer if =~

(a) the loss or outgoing was incurred after 19 April 1978
to an associate of the taxpayer;

{(b) a deduction is allowable in respect of that loss or
outgoing; and =

(¢) the deduction would, but for the operation of the
section, be allowable to the taxpayer in the year of
income in which the loss or outgoing was incurred and
the whole cr a part of the amount receivable by the
associate would not be included in the associate's
assessable income (or, where applicable, would not be
lubzoct to withholding tax) until a subsequent year
of income.
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The reference to withholding tax in paragraph (c)
refers to withholding tax payable under Division 114 of the
Principal Act. Under that Pivision, interest payable to a non-
resident is subject to withholding tax rather than being
included in the assessable income of the recipient. Where a
acheme of a kind with which section 82KX is concerned operates
with respect to interest payable to & non-resident, the deferral
of a liability to withholding tax substitutes for the deferral
of the inclusion of an amount in the assessable income of the
associate in other cases.

Sub-sections (2) and (3} lay down the basis on which
deductions are to be available in respect of losses or out-
goings to which the section applies. As explained in the notes
on these sub-sections, the provisions of section 82KK will |
operate to restrict the availability of deductions in respect
of losses and outgoings to which the section applies only where
the loss or outgoing was incurred as part of an arrangement that
was entered into for a purpose of securing the deferral of the
liability to tax on the amount receivable by the associate.

Sub~section (2) is to be the operative provision in
relation to losses or outgoeinge to which section B2KK applies
by virtue of sub-section (1) where such a lo&s or outgoing is
not incurred in respect of the supply of goods or the provision
of services at a time that occurs after, or during a period that
occurs after or extends beyond, the year of income in which the
loss or outgoing was incurred.

Where sub-section (2} applies, a loss or outgoing will
be taken to have been incurred in any particular year of income
only to the extent that it represents an amount actually paid
during that year of income. As already mentioned, the sub~
section will apply only where that loss or outgoing was incurred
by reason of, as a result of, as part of or in connection with
an agreement, course of conduct or course of business that was
entered into or carried out for a purpose of securing either
that the amount receivable by the asscciate would not be subject
to withholding tax, or would not be included in the assessable
income of the associate, until a later year of income.

Losseg or outgoings not incurred under an agreement,
etc., entered into for that purpose will not be affected by
the operation of the sub-section.

As explained in the notes on proposed sub-gection (2)
of section 82KH, & loss or outgoing in respect of interest
will not be taken to be incurred in respect of the provision of
services. The provisions of sub-section (2) of section 82KK
will operate with respect to interest schemes of the kind
outlined in the introductory note to permit a deduction only in
the year of inccme in which the interest is actually paid to
the associate.
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Sub-section (3) is to be the operative provision in
relation t0 losses or Ouégolngn to which section 82KX applies
where such a Joss or outgoing was incurred in respect of the
supply of goods or the provision of services at a time that
occurs after, or during a period that occurs after or extends
beyond, the year of income in which the loss or outgoing is
incurred.

Sub-section (3) operates to restrict the availability
of deductions only where that loss or outgoing was incurred by
reason of, as a result of, or as part of, an agreement that was
entered into or carried out for a purpose of securing that a
deduction would be allowable to the taxpayer in respect of the
loss or outgoing in circumstances where the whole or a part of
the amount will not be included in the assessable income of the
assocliate until a later year of income.

Where sub-section (3) applies, the loss or outgoing
will be deemed to have been incurred in the year or years of
income in which the relevant goods or services are provided.

Sub=section (4) will operate in circumstances where,
by virtue of sub-section (3), a loss or outgoing is deemed to
have been incurred in two or more years of income, i.e., because
the goods or services are provided in two or more years.

In these circumstances, sub-section (4) will have the
effect that the deduction available in respect of that loss or
outgeling in each of those years of income will be sco much only
of the loss or outgoing as the Commissioner of Taxation considers
reasonable. In determining the amount that is to be allowable
in a particular year of income, the Commissioner is required to
have regard to the extent to which the relevant goods or
services are provided in that year of income.
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Clauses 7 to 17 : Partnerships and trust estates

Introductory note

These clauses arise from the decision of the High
Court in Union Fidelity Trustee Co. v. F.C. of 7. (1969)
119 CLR 177, to the effect that the existing trust provisions
in Division 6 of Part III of the Principal Act only have
application to the Australian souree income of a trust estate.
The decision also has implications for the taxation of
partnership income and the amendments are designed to ensure
that both the trust estate and partnership provisions are not
limited in scope to Australian source income, but apply to
foreign source income as well.

Trust estates. The broad purpose of the present income tax

aw in relation to income derived by or through a trust
estate is to ensure that income of the trust estate of a year
of income is taxable in that year to either the beneficiaries
or the trustee. The starting point is the calculation of the
net income of the trust. estate and this represents in the
ordinary situation the difference between assessable lncome and
allowable deductions, calculated as if the trustee were a
taxpayer. .

Where a beneficiary who is not under a legal
disability is presently entitled to a share of the income of a
trust estate, that share of the net income is included in the
assessable income of the beneficiary under section 97 of the
Principal Act. The trustee is liable for tax where a
beneficiary under a legal disability is presently entitled tec a
share in the income of a trust estate (scction 9B8) or where
some or all of the net income of the trust estate represents
income to which no beneficiary is presently entitled (section
99 or 99aA). In the light of the Court decielon, thege rules
are not applicable in the assessment of foreign source income
derived by trustees.

In broad terms, the amendments to be made by these
clauses are designed to ensure that resident beneficiaries are
subject to Australian tax under the trust estate provisions
both on income from Rustralian sourcee and, subject to relief
from double taxation where it is also taxed in the country of
source, on income from foreign sources, while non-resident
beneficiaries are taxed only on income from Australian sources,
To achieve these results, the net income of a trust estate is
to be calculated as if the trustee were a resident taxpayer.
The assumption that the trustee is a resident will have the
effect of bringing into the calculation of net income,
assessable income from foreign sources and deductions related
to that foreign source income.

A resident beneficiary presently entitled to & share

of the income of a trust estate and not under a legal
disability is to be required to include his share of net
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income in his assessable income, while a non~resident bene-
ficiary will only be required to include in his assessable
income his share of 50 much of the net income of a trust
estate as is attributable to sources in Australia.

Similarly, a trustee assessable under section 98 of
the Principal Act in respect of a share of the income of a trust
estate to which a beneficiary who is under a legal disability is
presently entitled, will be subject to tax on all that share of
the net income where the beneficiary is a resident of Australia,
but will be subjeot to tax on only 20 much of that share as is
attributable to sources in Australia when the beneflciary is
net 20 resident.

In cases where there is income of the trust estate to
which no beneficiary is presently entitled (very broadly, income
accumulating in the trust), the basis of taxation will depend
upon whether or not the trust estate is a resident trust estate.

A resident trust estate is, broadly, to be a trust estate that

one or more Australian residents as trustees or one that is
managed and controlled in Australia. The trustee of a resident
trust estate is to be liable to tax on all the net income of the
trust estate in respect of which no beneficiary has present
entitlement, while the trustee of a non-resident trust estate
will be liable to tax only on so much of such income of the
trust estate as is attributable to sources in Australia.

Where a non-resident beneficlary receives income paid
out of the foreign source accumulated income of a resident trust
estate that has been taxed in Australia in the trustee's handa,
prgvisign is to be made for the tax paid on that income to be
refunded.

A corresponding amendment is designed to ensure that
any amount received by a resident beneficiary from or represent-
ing the accumulated foreign source income of & non-resident
trust estate which has not been taxable in Australia in the

| hands of the trustee, but would have been so taxable had the
trust estate been a resident trust estate, will be included in
that beneficiary's assessable income in the year of receipt.

Finally, a technical amendment is proposed to clarify
the intention of the law that the payment to or application of
income for the benefit of a beneficiary who was presently
entitled to the income doee not prevent the assesement of that
income on the basis of the rules that apply to income to which
a beneficiary has a present entitlement.

Partnerships. The general approach of the income tax law to
the taxation of income derived by a partnership is (by section
92 of the Principal Act) to include in the assessable income of
each partner his individual interest (or share) in the net
income of the partnership. 1In broad terms, the net income of
the partnership is ascertained by deducting from the asscssable
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income of the partnership, calculated as if the partnership were
a taxpayer, losses and outgoings incurred by the partnership in
gaining or producing that income. If a partnership incurs a
loss in a year of income, i.e., if the allowable deductions
exceed the agsessable income, each partner's interest in that
loss is an allowable deduction to the partner.

The Court decision referred to earlier may mean that
net income of a partnership ieg to be calculated on the basis
only of Australian source inccme of the partnership. In
keeping with the proposed amendments to the truat provisions,
the law is to be amended to require that the net income of a
partnership (or partnership loss) is to be calculated as if the
partnership were a resident taxpayer, i.e., on the basis of
both Australian and foreign scurce income. A resident partner
will be liable to tax on the basis of his individual interest
in this net income, and a non-resident partner only on the basis
of the Australian source component of the net income.

Clauses 7 to 17 are explained more fully in the notes
that follow.

Clause 7 : Interpretation

Clause 7 proposeg, by sub-clause (1), to repeal
section 90 of the Principal Act and to substitute a new section.
Existing section 90 relates to partnerships and defines, for
the purposes of Division 5 of Part III of the Principal Act,
the terms "net income®™ and "partnership loss".

Proposed new section 50 will redefine those terms and
define a new term, "exempt income", in such a manner as to
ensure that Australian and foreign income and deductions are
included on the same basis as if the partnership were a
resident individual. At present, the definitions in section 50
do not require the adoption of the hypothesis that the partner-
ship is a resident and that leaves open the possibility that
*net income® and "partnership loss" are confined to partnership
activities in Australia:

"exempt income” is to be defined as the exempt income of
Eﬂe partnership calculated as if that partnership
were a resident taxpayer.

"net income®™ is to be defined as the assessable income of
partnership, less all allowable deductions other
than concessional deductions and deductions in
respect of losses of previcus years (the present
definition), but calculated as if that partnership
were a resident taxpayer.

"partnership %oss' is to be defined as the excess, if any,
of allowable deductions (other than concessional
deductions and deductions in respect of losses of
previous years) over the assessable income of the
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partnership (the present definition), calculated as
if that partnership were a resident taxpayer.
By sub-clause (2) of clause 7, the amendment will
apply in calculating partnership net income and partnership
losses for the 1978-79 and all subseguent years of income.

Clause € : Income and deductions of partner

Clause 8 proposes the repeal of section 92 of the
Principal Act and the substitution of a new section.

Aa it now stands, section 92 requires that the
assegsable income and exempt income of a partner shall include
the partner's individuval interest in the "net income" and
"exempt income" of the partnership of which he is a member, and
that his individual interest in a partnership loss shall be an
allowable deduction. It is thus the policy of the Principal
Act that a partnership itself is not liable to pay tax cn the
income it derives, and this will not be altered by the proposed
amandments. The individual partners will continue to be
assessed to tax by reference to their shares of the net and
exempt income of the partnership and of any partnership loss.
However, as observed in the notes on clause 7, there is to be
an alteration in the basie specified for calculating a partner-
ship's net income, exempt income or loss.

while world income of a partnership iz to be used
for this purpose, proposed new section 92 will be consistent
with the general principle that while residents are subject to
tax on their income from all sources, non-residents are only
subject to tax on income from sources in Australia.
Accordingly, paragraj a) of sub-section (1) will mean that
the assessable Income of a partner wi include the whole of
so much of the partner's share of the net income of the partner-
ship, as is attributable to the period of the year when the
partner was a resident. Correspondingly, garasrgig (b) of
sub-section (1) will, in relation to any per o e year
during which a partner is a non-resident, have the effect that
the partner's assessable income includes only so much of the
partner's share of the net income of the partnership as is
attributable to that period and is attributable to Australian
gource income of the partnership.

Sub-sections 52! and {3) of proposed new section 92
call for a partner's vidua nterest in a "partnership
loss™ (sub-section {2)) and in partnership "exempt income"
(sub-section (3)) to be brought into account on the same basis
as that on which the partner's individual interest in the net
income of the partnership is brought into account under sub-
section (1) in determining a partner's liability to Australian
tax, i.e., on a basis that varies according to whether the
partner is a resident of Australia or not.

By sub=-clause (2) of clause 8, re-expressed

section 92 is to apply for 1978-79 and subsequent years of
income.
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Clause 9 : Partner not having control and disposal
of share in partnership lncome

Clause 9 proposes to amend section 94 of the Principal
Act as & consequence of the amendments to be made by clauses
7 and 8. The amendments arc to apply for 1978-79 and subsequent
income years.

Broadly stated, section 94 provides for further tax at
a special rate to be payable in relation to any share of the
net income of a partnership over which a partner lacks real and
effective control and disposal. A person deriving income to
which section 94 applies ig taxed at the special rate on the
whole of that income included in his or her taxable income.
This basic approach is not being altered, but it is necessary
to take into account that net income of a partnership is
specifically to include foreign source income of the partnership.

Paragrgg% ga) of sub-clause (1) of clause 9 proposes
to amend section Y inser a new sub-section -

sub-section (BA) - after sub-section (8). New sub-section (8A)
relates ectly to sub-section {8) which authorises the
Commissioner of Taxation not to apply section 94 to any income
where he considers that, by reason of the existence of special
circumstances, it would be unreasonable for the section to apply.

Sub=gection (8A) will be relevant in circumstances
that are not likely to be of common occurrence - where a
partnership hae income from foreign sources, a trustee of
a trust estate is a partner and a beneficiary who is a
non-resident is presently entitled to foreign source income that
flows from the partnership and is income in respect of which
there is a lack of real and effective contrcl and disposal.
Sub-gection (8A) will enable the result that tax under
section 94 does not fall en this income.

Patagragh sbg of sub-clause (1) of clause % will
amend sub-section ) of the Principal Act, which defines
three expressions used in section 94, Paragraph (b) proposes
the cmission of the present definition of "share in the net
income of a partnership* and the substitution of a new
definition.

This expression is, at present, defined as meaning
the individual interest of a partner in the net income of the
partnership and any income derived from the partnership by the
partner otherwise than as a partner, and makes no reference to
the residential status of the partner or to whether the income
is from sources in or out of Australia.

As redefined, the expression ies to be given the
neaning of -
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{a) so much of the individual interest of the partner in
the net income of the partnership and of any income
derived by the partner from the partnership otherwise
than as a partner as is attributable to a period during
which the partner was a resident; and

(b) 80 much of the individual interest of the partner
in the partnership and of any Lncome derived by the
partner from the partnership otherwise than as a
partner ae is attributable to a period during which
the partner was not a resident and is also attributable
to sources in Australia.

Clause 10 : Heading to Division 6 of Part III

Clause 10 will omit the present heading to Division 6
of Part I1II of the Principal Act - "Division 6 - Trustees" =~
and substitute a more appropriate heading - "Division & - Trust
Income®., Division 6 contains the basic provisions of the
income tax law that deal with the taxation of trustees and
beneficiaries.

Clause 11 : Interpretation

This clause will repeal section 95 of the Principal
Act, which defines for the purposes of Division & the term “the
net income of a trust estate", (very broadly, the assessable
income of the trust estate, calculated as Lf the trustee were a
taxpayer, less allowable deductions) and will substitute new
sections 95 and 95A.

sub-section (1) of proposed new section 95 defines
two terme for the purposes of Division 6 = vexempt income" and
*net income®.

The term "exempt income® is being defined as meaning,
in relation to a trust estate, the exempt income (defined in

section 6 of the Principal Act as income which is exempt from
income tax including income which is not assessable income) of
the trust estate calculated as if the trustee ware a resident
taxpayer. It will therefore include exempt income from
Australian and ex-Australian sources.

The term "net income" is to be defined as meaning,
in relation to a trust estate, the total assessable income of
the trust estate calculated as if the trustec were a resident
taxpayer less all allowable deductions other than those
deductione that are excluded from consideration by the present
definition of "the net income of a trust cstate". The
excluded deductions are the concessional deductions, the
deduction in respect of income equalization deposits and, in
limited circumstances, the deduction for losses of previous
yoars.,
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In effect, this new definition differs from the
existing definition of "the net income of a trust estate”
only in that it specifies that the total assessable income of
the trust estate is to be calculated as if the trustee were a
resident taxpayer. The effect of this change is that income,
whether from sources in or out of Australia, is to be included
in the calculation of the net income of the trust estate.

Sub-section 52) of proposed section 95 sets out the
tests according to a trust estate is to be regarded for
the purposes of Division 6 of Part IIY of the Principal Act,
as a resident trust estate. The distinction betwaeen resident
and non-resident trust estates is necessary in cases where a
trustee is liable to be assessed and to pay tax under section 99
or 992 of the Principal Act on incom= of the trust estate to
which no bepeficiary is presently entitled. In these cases,
as explainad earlier, the trustee of a reaident trust estate
will be assessed and liable to pay tax on all of the accumulated
income of the trust estate, irrespective of the territorial
source from which that income was derived, while the trustee of
a non-resident trust estate will be assessed and liable to pay
tax only on so much of that accumulated income as is derived
from sources in Australia.

The effect of sub-section (2) will be that a trust
estate is to be regarded as a resident trust estate in relation
to a year of income if, at any time during that year of income,
a trustee of that trust estate was a resident of Australia or
if the central management and control of the trust estate was
in Australia. The concept of "central management and control"
in Australia forms the basis of one of the tests for determin-
ing when a'company is a resident of Australia for income tax
purposes.

Proposed section 95A is intended to remove any doubts
that may exist that trust income to which a beneficiary is
otherwise presently entitled in respect of a year of income
dees not, for the purposes of those provisions of the income
tax law that turn on whether a beneficiary is presently entitled ‘
to income of a trust estate, cease to be income of that kind
because the income concerned has been paid to or applied for
the benefit of the beneficiary. Por example, in a situvation
where & beneficiary in an "inter vivos® trust estate is under
the age of 16 years on the last day of the income year and is
on general principles presently entitled to an amount of income,
the enactment of section 95A will cobviate doubts that the trustee
is assessable under section 98 of the Principal Act - and not
entitled to the zero rate of tax - because the amount has been
paid to the beneficiary.

Sub-clauses (2) and {3) govern the application of
the amendments ng made by clause 11. Generally, those
amendments are to apply for the 1978-79 and subsequent income
years, but new section 95A will, to the extent that proposed
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section 100A is applicable for the 1977-78 income year, have
effect also for that year. Section 100A is explained in the
notes on clause 18 of the Bill.

Clause 12 : Beneficiary not under any legal disability

Clause 12 will repeal existing section 97 of the

Principal Act and substitute a revised section. The present
section 97 f& to the effect that a beneficiary who is not under
a legal disability and is presently entitled to a share of the
income of a trust estate is to include that share of the net
income in his or her assessable income. It also provides that
the beneficiary's exempt income for a year of income is to
include hig or her individual interest in the exempt income of

' the trust estate that is not taken into account in calculating
the net incoms of the trust estate. The revised section 97
does not alter this basic approach, but adds rules as to what
part of the trust income to which the beneficiary is presently
entitled is to be included in the assessable or exempt income
of the beneficiary where the beneficiary is a resident and
where the beneficiary is a non-resident.

Under ggragraeg (a) of the revised section 97 the
assessable income of a neficiary who was a resident through-
out the year of income will include the beneficlary's share of
the net income of the trust estate (i.e., net income from
sources both in and out of RAustralia) of the year. " If the
peneficiary was a non-resident throughout the year, his assess=-
able income will include so much of the year's net income as,
in line with the rulee for taxing Australian-source income of
non-residents, relates to income from sources in Australia.
wWhere the beneficiary was both a resident and a non-resident
during the one year, the amount to be included in assessable
inceme will be an appropriate part of the amounts that would be
included if the beneficiary were a resident throughout, or a
non-resident throughout, the year,

Paragra b) of revised section 97 will correspond-
' ingly include !n Eﬁ. exempt income of the beneficiary so much
of the beneficiary's share of the exempt income of the trust
astate as is attributable to a period during which the bene~-
ficiary was a resident, and so much of the beneficiary's share
of the exempt Australian source income of the trust cstate as
is attributable to a period during which the beneficiary was
not a resident.

As under the existing section, where part of the exempt income
of a trust estate is taken into account in calculating the net
income of the trust estate, only the beneficiary's share in the
excess of that exempt income iz to be treated as exempt income
of the beneficiary.
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By sub-clause (2) of clause 12, the new section 97
will have effect in respect of income of the 1978-79 and
subsequent yearas of income.

Clause 13 : Beneficiary under legal disabiliey

This clause will repeal section 98 of the Principal
Act, which provides, broadly, for the trustee of a trust
estate to be assessed and liable to pay tax on the share of the
net income of a trust estate in respect of which a beneficiary
who 1s under a legal disability, e.g., infancy, is presently
entitled, as if it were the income of an individual, and
substitute a revised section.

The revised section 98 continues this approach but, ‘
as in the revised sectlion 97 proposed by clause 12, the new
section 98 will specify what part of that trust income will be
subject to tax according to whether the beneficiary is a

resident or a non-resident. The relevant background is, of
course, that by reason of clause 11 the net income of a trust
estate is to be calculated on the basis of the world-wide

income of the trust estate and not, as previcusly, on the basis
only of Australlian source income.

In effect, the trustee will be liable to be asscssed
and to pay tax (to the extent specified in the Income Tax
(Rates) Act) on all of the beneficiary's share of the net
income of the trust estate in respect of which the beneficiary
is presently entitled that is attributable to a period of the
year in which the beneficiary is a resident (garagzagh (a)}
and on only so much of the share of the net income 0 @
trust estate in respect of which the beneficiary has present
entitlement as is attributable to a period of the year in which
the peneficiary is not a resident of Australia and is also
attributable to sources in Australia (paragraph (b)).

By sub-clause (2) of clause 13 the revised section 98
will apply in respect of the income of the 1978-79 income year
and all subsequent years of income. ‘

Clause 14 : Certain trust income to be taxed as
ncome of an vidua

This clause amends section 99 of the Principal Act
which, along with section 99A, applies to the part of the net
income of a trust estate in respect of which no beneficiary is
presently entitled, i.e., the part of net income not
assessable under section 97 and not taxable toc the trustee
under section 98. Such income is taxable under section 99 at
the rates applicable for purposes of that section if the
income is not taxable under the anti-avoidance provisions of
section 99A.

Section 99 therefore complements section 97 under
which a beneficiary not under a legal disability is taxable on
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the share of the net income of a trust estate in respect of which the
beneficiary is presently entitled, and section 98 under which
the trustee is taxable on the share of the net income of a
trust estate in respect of which a beneficiary under a legal
disability is presently entitled and this basic position is to
continue under the amendments that are to be made by this
clause. The new element in the application of section 99 is
that net income is to include not just net income from scurces
in Australia, but net incowe from world-wide sources.

Clause 14 will amend section 99 by omitting sub-
section (2) and substituting four new sub-sections - sub-
gections (2) to (5) = which will govern the calculation of the
income con which a trustee will be liable to be assessed and to

’ pay tax under section 99 where the trust estate is a resident
trust eatate - gub-sections (2} and (3) - or is not a resident
trust estate - sub-sections (4) and (5).

Proposed sub-section 95(2) (to be inserted by clause
11 - sec notes on that clause) sets out the tests by reference
to which a trust estate will be regarded as a resident trust
estate. A trust estate will be regarded as a resident trust
estate where a trustee is a resident of Australia or where its
central management and contrel is in Australia.

The trustee of a resident trust estate will be liable
to tax on the accumulating income (income in respect of which
there is no present entitlement in a beneficiary) of the trust
estate irrespective of the territorial source of that income,
while the trustee of a trust estate that is not a resident
trust ostate will be liable to tax on so much only of the
accumulating income as is from sources in Australia.

Proposed sub-section (2) of section 99 deals with
the case whers there is no part of the net income of a resident
trust estate that is included in the assessable income of a
beneficiary under section 97 of the Principal Act (paragraph
fal), or in respect of which the trustee is liable to be

. assessed under section 98 of that Act (paragraph (b)), or that
represents income attributable to foreign sources to which a
non-resident beneficiary is presently entitled (paragraph (c)).
In these circumstances, the trustee is to be taxed, as under
existing section 99, on the whole of the net income of the
trust estate as if it were the income of a resident individual
(and to the extent required by the Income Tax (Rates) Act).

Proposed sub-section (3) will apply where there is
some part of the net Income of a resident trust estate that is
not included in the assessable income of & bereficiary under
section 97 (paragraph (a)), in respect of which the trustee is
not liable to be assessed under section 98 (paragraph (b)), and
that does not represent income attributable to foreign sources
t0 which & non-resident beneficiary is presently entitled
(paragraph (c)). In this case the trustee is to be taxed,
again as under existing section 99, on that part of the net
income of the trust estate as if it were the income of a
resident individual.
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Proposed sub-sections (4) and ES) will apply in the
case of non-resident trust estates and w require the
taxation only of Australian scurce income. Sub-section (4)
will apply where there is no part of the net income of the
trust estate that is taxed to the beneficlary under secticn 97
or t0 the trustee under section 98 as income in respect of
which a beneficiary has a present entitlemant, or that is
attributable to foreign source income of the trust estate. In
these circumstances, the non-resident trustee will be taxed on
the whole of the net income of the trust estate as if it were
the income of an individual. Where there is a part of the net
income of a non-resident trust estate that is attributable to
sources in Australia and that is not taxed under section 97 in
the hands of a beneficiary presently entitled to the income :
and not under a legal disability or under section 98 in the ('
hands of the trustee where a beneficiary under a legal
disability is presently entitled, the trustee is to be taxed
on that part of the net income of the trust estate as if it
were the income of an individuwal (sub-section (5)).

Sub-clause (2) of clause 14 applies the amendments
to section 99 to assessments in respect of income of the
1978-79 and subsequent years of income.

Clause 15 : Certain trust income to be taxed
at special rate

Clause 15 will amend section 99A of the Principal
Act, which is designed to apply to trust estates that are
involved in tax avoidance arrangements. Section 99A imposes a
special deterrent rate of tax (61.5 per cent for 13978-79) on
income being accumulated in a trust estate (income to which no
beneficiary is presently entitled) unless the Commissioner of
Taxation considers, on the basis of guidelines contained in the
section, that it would be unreasonable for the section to apply,
in which case the income is to be taxed under section %9 - see
the notes on clauvse 14.

Claugse 15 will omit sub-section (4) of section 99A of (
the Principal Act and substitute four new sub-sections - sub-
sactions {4), (4A), (4B) and (4C). As with the amendments
propossd to be made by clause 14 , these four sub-sections
will specify the bases on which a trustee will be liable to be
assgesged and to pay tax under section 99A where the trust
estate is a resident trust estate or a non-resident trust
estate and where, in either case, broadly the whole or only a
part of the trust income is accumulated. As explained earlier,
the trustee of a resident trust estate will be liable to pay
tax on the whole of the accumulated income of the trust estate
while the trustee of a trust estate that is not a resident
trust estate will only be liable to pay tax on 3o much of that
aceumulated income as is from sources in Australia.

Proposed new sub-sections (4) and (4A) apply to
resident trust estates are to the same effect as proposed
sub-sections (2) and (3) respectively of section 9%, except
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of course that they provide for the trustee to be taxed on

the whole (sub-section (4)) or part (sub-section (4A)) of the
income of the trust estate at the special rate of tax declared
for purposes of section 99A, rather than at the rates
applicable under the Income Tax (Rates) Act to income taxable
under section 9%, ria >

Proposed new sub-sections (4B) and (4C) apply to non-
resident trust estates and, except that they provide for the
trustee to be taxed on the whole (sub-section (4B)) or part
(sub-section (4C)) of trust income from Australian sources at
the special rate of tax rather than at the rates applicable for
purposes of section 99, they are to the same effect as sub-
sections (4) and (5) of section 99 - sec notes on clause 1l4.

. Paragraph (b; of sub-clause (1) is a drafting amend-
ment to -gection of section 99A of the Principal Act
consequential upon the substitution by paragraph (a) of four
new sub-sections for the existing sub-section 99A(4).

Sub-clause (2) of clause 15 applies the amendments
being made by sub-clause (1) to the 1978-79 and subsequent
years of income.

Clause 16 : Distributions of accumulated
trust income

Introductory note

This clause proposes to insert three new sub-sections -
sub-sections 998, 99C and %90 into the Principal Act. Sections
998 and 99C are concerned primarily with the receipt by
resident beneficiaries of distributions from non-resident trust
estates of previously untaxed foreign source income while
section 99D relates to distributions to non-resident beneficiaries
{ron resident trust estates of previously taxed foreign source

ncome .

. Section 998 : Receipt of trust income not
previously subject to tax

Proposed section 99B will reguire the inclusion in a
beneficlary's assessable income of amounts paid to or applied
during a year of income for the benefit of a resident
beneficiary where that amount represents trust income of a class
which is taxable in Australia but which has not previcusly been
subject to Australian tax in the hands of either the beneficiary
or the trustes. It will normally apply where accumulated
foreign-source income of a non-resident trust estate (or of a
resident trust estate that previously was not able to be taxed

in Australia in the light of the Union Fidelity decision) is
distributed to a resident beneficiary.

Sub-gection (1) of proposed section 998, which is
subject to the important qualifications expressed in sub-
section (2), sets out the basic general rule that where during
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a year of income a beneficiary who was a resident at any time
during the year is paid a distribution from a trust estate or
has an amount of trust property applied for his benefit, that
amount is to be included in the assessable income of the
beneficiary.

Proposed sub-section {2) modifies this general rule
and will have the effect that the amount to be included in
assessable incope under sub-section (1) is not to include
anything that represents cither -

. corpuz of the trust estate, but an amount will
not be taken to represent corpue to the extent
that it is attributable to inccme derived by
the trust eatate which would have been subject {
to tax had it been derived by a resident
taxpayer (paragraph {(a)); or

o amounts - such as capital gains, or ex-Australian
income taxed abroad and exempt from tax under
section 23(g) of the Principal Act - that would
not be included in assessable income if derived
by a resident taxpayer (parsgraph (bl}; or

. amounts that have been or will be liable to
tax in the hands of the beneficiary under
section 97 of the Principal Act or in the hands
of the trustee under sections 98, 99 or S9A of
that Act, whether or not (e.g., because the
income is below a minimum amount) the amount
has actually borne tax in the hands of the
beneficiary or trustee (paragraph (c)).

Section 99C : Determining whether proper is applied
or bencfit O neficiary

Proposed secticn 99C is complementary to section 998
and is designed to ensure that a beneficiary will not escape
the provisions of section 998 where indirect or artificial
means are used to provide the beneficiary with the benefit of
accumulated trust income.

sub-section (1) of proposed section 99C states the
general rule that, in determining for the purposes of section
993 whether any ameunt has been applied for the benefit of a
beneficiary of a trust estate, regard is to be had to all
benefits of whatever nature or form that have accrued to the
beneficiary - and whether or not the beneficiary had rights at
law or in eguity in or to those benefits - as a rasult of the
derivation of or in relation to that amount.

Sub-section (2] re-inforces the principle of sub-
section (1 vy setting ocut a number of situations where an
amount iz to be taken for purposes of sub-gection (1) as
having been applied for the benefit of a beneficiary. The

provisions of propcsed sub-sections (1) and (2) follow those
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enacted for a comparable purpose in section 24H of the Principal
Act. .

The situations specified are those where -

{(a) the amount will in any form enure for the
beneficiary's benefit;

{b) the derivation of the amount increases the
value of the beneficiary's property:

{c) the beneficiary receives a loan or other
benefit provided out of the amount;

(@) the beneficiary has power to obtain the
beneficial enjoyment of the amount; and

(¢) the beneficiary assigne his interest in the
amount or is able to control its application.

Section 99D : Refund of tax to non-resident
beneficiary

Proposed section 990 provides the mechanism by which
a non-resident beneficlary in a resident trust estate may
obtain a refund of any Australian tax paid by the trustee under
section 99 or section 99A in respect of amounts paid to him
that are attributable to the foreign source income of the
trust estate.

Sub~section (1) of proposed section 99D contains the
basic rule that re the specified circumstances an
application supported by the necessary information is made to
the Commissicner of Taxation, the Commissioner is, subject to
sub-section {2), to refund to the non-resident beneficiary so
much of the Australian tax paid by the trustee as is attributable
to the amount of the foreign source accumulated income that is
attributable to the period during which the beneficiary was a
non-resident and is paid to the beneficiary.

Paragraghs (2) to (c) of sub-section (1) set out the
circumstances in which an application may be made for a refund
of tax under section 95D. These are -

R that the trustee of a resident trust estate
has been assessed and was liable for tax in
respect of all or part of the net income of
a year of income of the trust estate under
section 99 or 99A (being 1978-79 or a later
year) (paragraph (a))r

. that the tax so assessed has been paid
(paragraph (b)); and
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. that the trustee has, in accordance with
the trust, paid to the beneficiary an amount
of the accumulated income of the trust
estate (paragraph (c}).

Paragraph ;d] of sub-section (1) sets out that an
application for a refund of tax under section 99D must be made
in writing, by or on behalf of the beneficiary, within 60 days
after the date on which the payment of accumulated trust
income is made to the beneficiary, or within such further

period as the Commissioner allows.

Before a refund may be made, the beneficiary is to be
required, by paragraph (e), to satisfy the Commissioner that
all or part o e payment - ‘

. is attributable to a period when the beneficiary
was not a resident and is attributable to income
from sources out of Australia (sub-paragraph (i));

. was taken into account in calculating the net
income of the trust estate (sub-paragraph' (ii));
and

> is not income that iz deemed not to have been

paid to or applied for the benefit of the
beneficiary or to be income to which the
beneficiary is not presently entitled by the
operation of proposed new section 100A that
deals with "reimbursement agreement”
arrangements - zee the notes on clause 18
(sub-paragraph (iii)).

Sub-~section 52[ of proposed section 99D will allow
the Commissioner to refuse to make a refund of Australian tax
in relation to an amount paid to a beneficiary of a trust
estate where he is of the opinion that the whole or & part of
the amount was paid for a purpose of enabling the beneficiary
to obtain & refund. Q

By sub-clause (2) of clause 16 sections 998, 99C
and 99D will apply in respect of the 1978-79 and subsequent
income years.

Clause 17 : Beneficiary under disability derivi
Income from other sources

Sub=clause (1) of clause 17 proposes to amend section
100 of the Principal Act by omitting sub-section (1) of that
section and substituting a revised sub-section. Under scction
100, the assessable income of a beneficiary who is under a
legal disability and who is a beneficiary in more than one
trust estate or who derives income from any other source, for
example, from salary or wages, is to include his individual
interest in the net income of the trust estate or in those
trust estates. Because the trustee of the trust estate will
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alse have been taxed under section 98 on this trust income to
which the beneficiary under a legal disability is presently
entitled, provision is made by sub-section 100(2) for the tax
paid or payable by the trustee in respect of the beneficiary's
interest to be deducted from the tax payable by the
beneficiary.

Proposed sub-secticn 100(1) does not alter this basic
approach but, consistently with amendments to be made to
section 98 of the Principal Act by clause 13 (see the notes on
that clause) the revised sub-section 100(1) will require a
beneficiary to include in his assessable income the whole of
his individual interest in net income of the trust estate
{(now to include income from sources in and out cf Australia)
attributable to the period of the year when he was a resident
(paragraph (a)), but only that part of his individual interest
in the net income of the trust estate attributable to the
period when he was not a resident that is attributable to
sources in Australia (paragraph (b)). ‘

By sub-clause (2) of clause 17 the revised section
100 will apply in assessments in respect of incoma of the
1976-79 and subscquon; years of income.

Clause 18 : Present entitlement arising from
reimbursement agreement

Introductory note

It is proposed by this clause to insert a new
section - section 100A - in the Principal Act to overcome
certain tax avoidance arrangements designed to enable trading
profits and other incowme derived by trusts to escape tax.

The arrangements generally turn on the cperation of
section 97 which, ae described earlier in this memorandum,
provides for a beneficiary to be subject to tax where the
beneficiary is presently entitled to a share of the income of
a trust eatate and is not under any legal disability. In
those circumstances, the beneficiary's share of the trust net
income is included in his assessable income and the trustee
is not required to pay tax on the income. Where the trustee
has a discretion to pay or apply income for the benefit of
cne or more specified beneficiaries and the trustee exercises
the discretion in favour of a beneficiary, section 101 deems
the beneficiary to be presently entitled to the amount paid
or applied. Such an amount thue also falls to be taxed to
the beneficiary under section 97.

A common feature of the tax avoidance arrangements
at which the proposed section is directed is for a specially
introduced beneficiary to be made presently entitled to income
of the trust estate, so that the trustee is relieved of any tax
liability on the income. Under the arrangements, the
beneficiary also does not pay tax, e.g., because of a
peculiar tax status. For example, the beneficiary may be a
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bedy or organisation that qualifies for exewmption of its
income under specific provisions, or it may be another trust
that has sufficient deductible losses to absorb its share of
income as a beneficiary of the first trust estate.

Invariably, the arrangemente require this introduced
beneficiary to retain only a minor portion of the trust income
and tc ensure that some other person - the one actually
intended to take the benefit - effectively secures enjoyment
of the major portion of the trust income but in tax-free form
(e.g., by the settlement of a capital sum in another trust estate
for the nefit of that person).

The proposed section 100A will look to the existence
of an agreement or arrangement that is entered into otherwise "
than in the course of ordinary family or commercial dealing and i
under, or as a result of which, present entitlement to a share
of trust income is conferred on a beneficiary in return for the
payment of money or the provision of valuable benefits to some
other person, company or trust. In those circumstances, the
section will require the income of the trust that is dealt with
under the "reimbursement agreement" to be treated as having
been accumulated by the trustee as income to which no beneficiary
is presently entitled. This will result in the trustee being
liable to pay tax on the income under section 99A at the
prescribed tax rate, §1.5 per cent for 1978-79.

The new section is to apply to reizbursement arrange-=
ments giving present entitlement to an introduced beneficiary
where the relevant trust income is paid to or applied for the
benefit of the beneficiary after 11 June 1978, the day on which
the Government announced its intention to introduce legielation
to overcome these arrangements,

Clause 18 will, by sub-clause (1), insert the new
section 100A into the Principal Act. Notes on each of the
proposed sub-sections of section 100A follow.

Sub~gection (1) will apply in a case where a Q
beneficiary w = not under any legal disability becomes
presently entitled to a share of the income of a trust estate
under, or as a result of, a reimbursement agreement. Sub-
section (1) ensures that, for the purposes of the Principal
Act, the beneficiary will be treated as not having been
presently entitled to the relevant trust income. The effect
of this will be that the income is not treated as income of
the beneficiary under section 97, but that the trustee will be
assessable on the income under section 99A.

It should be explained here that the expression
*vreimbursement agreement"” as used throughout section 100A is
definec in sub-section (7) as being an agrecment ("agreement”
is defined in proposed sub-section (13)) that provides for
money to be paid, property transferred, or services or other

benefite provided to somecne other than the beneficiary or to
the beneficiary and some other person Or persons. The
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definition extends to agreements entered into before as well

as after the commencement of section 100A. It should also be
noted that the payment of money or transfer of property etc.
envisaged by the reimbursement agreement will not necessarily
be made by the beneficlary who obtains a share of trust income
under the agreement but may be made by, for example, an
associate of the beneficiary.

Sub-section (2) of section 100A will apply in a case
where the trustee exercises a discretion given to him under a
trust instrument to pay or a2pply income of a trust estate for
the benefit of a particular beneficiary or beneficiaries not
under any legal disability. In that case, section 101 would
normally cperate to deem the beneficiary concerned to be
presently entitled to the amount paid or applied for the
beneficiary's benefit, and so fall to be assessed to the
beneficiary in terms of section 97.

Where any part of the trust income paid to or applied
for the benefit of a beneficiary in exercise of a trustee’'s
discretion is paid or applied as a result of a reimbursement
agreement, however, sub-section 100A(2) will override section
101 ané deem the relevant trust income not to have been paid or
applied for the benefit of the beneficiary. As a consequence,
the amount paid or applied will fall to be assessed to the
trustee under section 99A as if it too were income to which no
beneficiary is presently entitled.

By paragraph (a) of sub-section (3) the operation of
sub-section (1) is to be qualified so as not to apply section
100A to income of a trust estate -

i if it is income to which a beneficlary is
presently entitled in the capacity of a
trustee of another trust estate; or

o if it is incowe that was paid to, or
applied for the benefit of, a beneficiary
before 12 June 1978.

The first of these two qualifications applies where
trust income flows through more than one trust estate (i.e.,
where one or more interposed trusts stand between the original
truet estate and the ultimate beneficliaries) under the terms
of a reimbursement agreement and prevents the provisions of
section 100A from applying more than once in respect of that
income. It ensures that only the trustee of the last of the
successive trusts in a series will be liable to pay tax in
accordance with section 99%A on trust income that changes hands
under & reimbursement agreement.

The second gualification limits the operation of sub-
section (1) to trust income that is paid to or applied for the
benefit of a beneficiary on or after 12 June 1978. Where a
beneficiary became presently entitled to a share of relevant
trust income before 12 June 1978 but that share had not been
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paid to him or applied for his benefit before that date, the
sub-section may have application in relation to the income.

Paragraph (b) of sub-section 100A(3) similarly
gualifies the operation of sub-section (2) in these two
respects.

The purpose of sub-section 100A(4) is to ensure that
where tax is to be paid by a trustee in relation to income to
which sub-sectien (1) or (2) applies, the tax will be at the
prescribed rate of tax imposed cn income falling to be assessed
under section 99A and not at the ordinary, and generally lower,
rates of tax that apply where income is assessed to a trustee
under section 99.

Trust income to which no beneficiary is presently €'
entitled is generally subject to tax under gection 99A unless
the Commissioner of Taxation forms an opinion in accordance
with sub-section 99A(2) that, on the basis of guidelines
contained in sub-section (3), it would be unreasonabla for
section 99A to apply. In that event, the income is taxed
under section 99 at ordinary rates. Sub-section 99A(5)
provides further that section 992 is not to apply to so much
of the net income of a trust estate as, in the opinion of the
Commissioner, relates to income that is accumulated for the
benefit of certain funds, organisation and institutions whose
income is exempt from tax under specific provisions of
section 23.

Paragraph (a) of sub-section 100A(4) will ensure that
when ever the circumstances for the application of section 99A
are raised by the operation of sub-section (1) or (2) of
section 100A) section 99A will apply regardless of the
exclusions that might otherwise be provided by sub-sections
a8a(2), (3) and (5).

Paragraph (b) of sub-section 100A(4) will mean that
where sub-section (1) or (2) applies in relation to any trust
income, the trust estate is to be deemed to be a resident trust
estate for the purposas of assessing the amount of tax that the
trustee is required to pay under section 99A. Explanations of
the way in which the law is to apply in relation to resident
vrust estates are contained in earlier notes.

The purpose of paragraph (b) is to ensure that the
trustee will be liable to be assessed on the whole of the
relevant trust income that is the subject of a reimbursement
agreement notwithstanding that some of that income may have
peen derived from sources out of Australia and would, but for
paragraph (b), be excluded from the amount assessable to the
trustee by virtue of the new sub-sections 99A(4B) and (4C)
proposed to be inserted by clause 15.

Sub-gection (5) of section 100A complements sub-
gection (1) and will apply in the case of a beneficiary not
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under a legal disability whose present entitlement to a share
of the income of a trust estate is not entirely attributable
to a reimbursement agreement, i.e., where the beneficiary
would have been, or could reasonably be expected to have been,
presently entitled to some share, albeit of a lesser amount,
of the trust income even if the reimbursement agreement had
not been entered into.

In those circumstances, sub-section (5) requires a
calculation to be made of the increase in the present
entitlement of the beneficiary that is attributable to the
reimbursement agreement. For the purposes of sub-section (1)
the increased amount of entitlement will be taken to be the
present entitlement of the beneficiary that has arisen out of
the reimbursement agreement. Thus a trustee will not become
liable to tax under section 99A by virtus of section 100A in
respect of any part of a beneficiary's present entitlement
that is not attributable to a reimbursement agreement.

Sub-section (5) will apply where a reimbursement
agreement is entered into at or after the time when the person
or organisation ete. became a beneficiary in the trust estate
and potwithstanding that the beneficiary may have become a
beneficiary before the commencement of section 100A. i

Sub-section (6) complements sub-section (2) in a
way similar to the relationship between sub=-sections (5) and
(1), and applies in situations where an amount of trust income
is paid to or applied for the benefit of a beneficiary not
under a legal disability and who, under the normal operation
of section 101, would be deemed to be presently entitled to
that amount.

The sub-section deals with cases wherce scme lesserx
amount of trust income would have been, or could reasonably be
expected to have been, paid to or applied for the benefit of a
beneficiary but a greater amount has been paid or applied as a
result of a reimbursement agreement entered into at or after
the time when the person or crganisation etc. concerned became
a beneficiary of the trust estate.

‘A notional calculation will be made of the extent to
which the amount actually paid or applied exceeds the amount
that would or could be expected to have been paid or applied
to or for the beneficiary in the absence of the reimbursement
agreement. The increase so calculated will be taken to be the
sum that, for the purposes of sub-section 100A(2), is to be
treated as paid or applied as a result of the reimbursement
agreement.

As discussed in the notes on proposed sub-section
100A(1), sub-section (7) contains a definition of the expression
*reimbursement agreement” adopted throughout the new section
in relation to a beneficiary of a trust estate. Reference
should also be made to the notes that follow on proposed sub-
sections (B) to (13) which qualify in several respects the
meaning to be given to that expréssion.
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Sub-section (B) will effectively exclude from the
scope of section 100A any agreement that was not entered into
or carried out for a purposec of securing for any person a
reduction in that person'e liability to income tax in respect
of ayear of income, i.e., section 100A is only concerned with
tax avoidance arrangements.

In that context, sub-section (9) will require an
agreement to be treated as having been entered into or carried
out for a tax avoidance purpose of the kind referred to in

sub-section (B) if any person whe is a party to the agreement
had such a purpose. |

Sub-section (10) is a drafting measure tc ensure
that agreements providing for loans of money to be made to 0
persons will be treated as agreements that provide for the
payment of money to those persons.

Sub-gection 6(1) of the Principal Act defines "person®
to include a company. By proposed sub-section 100A(11) this
expression is further extended for the purposes of section
100A to be read as also including any person in the capacity

of a trustee. Thus, references to a person Or pPersons in
section 100A include natural persons, companies and trustees.

Sub-section (12) will deal with agreements under
which a debt Is released or abandoned or a person fails to
demand payment of a debt when it falls due or allows payment
of a debt to be postponed. B5uch an agreement will be deemed
to be an agreement under which an amount of money is to be
paid to a person.

Sub-section (13) will extend references to an
"agreement”, where used in the section, to include arrangements
or understandings and to cover mgreements that are not legally
enforceable. However, specifically excluded from the
defipition is an agreement, arrangement oOr understanding
entered into in the course of ordinary family or commercial " |
dealing. ‘1

The sub-section also extends references to “property" ’
to include choses in action (e.g., shares or debentures) and

also to include legal or equitable interests or rights in

property.

Sub-clause (2) of clause 18 provides for the new
gection 10 to apply to assessments in respect of 1977-78 and the
subsequent income ysars., However, under specific provisions {
of section 100A explained in preceding pages, the sectiocn will
not affect the income tax treatment of amcunts of trust income
that were paid to or applied for the benefit of beneficiaries
prior to 12 June 1978. ‘
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Clause 19 : Revocable trusts

Clause 19 will amend section 102 of the Principal
Act by inserting a new sub-section - sub-section (28).
Section 102 applies, where a settlor has created a revocable
trust, that is, broadly, one that he can revoke or alter so
as to himself acquire a beneficial interest in corpus or
income, or a trust under which income is payable to, or
accumulated or applicable for the settlor's unmarried
children under the age of 21 years. 1In this situation the
Cormissioner of Taxation may reguire the trustee to pay tax
eqguivalent to the reduction in the tax payable by the settlor
because of the existence of the trust.

New sub-gsection 102(2B) will require the Commissioner
of Taxation in calculating the tax payable by the trustee
under section 102 of the Principal Act to exclude any part of
the net income of the trust estate that is attributable to
sources out of Australia and that is attributable to a period
in which the settlor was not a resident of Australia. This
sub-section will have effect in respect of the 1978-79 and
subsaquent years of income.

Clause 20 : Mmendment of assessments

This clause will amend section 170 of the Principal
act which governs the power of the Commissioner of Taxation to
amend income tax assessments. Sub-section (10) of section 170
provides that nothing in the section is to prevent the amend-
ment of an assesament at any time for the purpose of giving
effect to specified provisions.

Sub-clause (1) of clause 20 will insert in sub~-
section 170(10) references to the new sections 82XJ and B82XK
that are proposed by clause 6 of the Bill, and the new section
100A proposed by clause 18, As amended, sub-section 170(10)
will enable the Commissioner to give effect to the nominated
provisions by amending the assessments of taxpayers at any
time. Thus, when facts emerge that justify that course the
Commissioner will be authorised to amend assessments to
disallow deductions for expenditure incurred under "pre-payment”
schemes and income tax deferral schemes described in the notes
explaining clause 6. Authority will alsoc be available to amend
assesements of trustees to include amounts of trust income
that are found to be the subject of a reimbursement agreement.
Sub-clause (2) means that this power to amend assessments will
be available in respect of the 1977-78 and subsequent income
yecars.

Clause 21 : Public officer of trust estate

Clause 21 will insert a new section - section 252A -
into the Principal Act. Proposed section 252A will require,
in certain circumstances in which a trust estate does not have
a resident trustee, the appointment by the trustee of a public
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officer who will be responsible for seeing to the observance
of the trustee's taxation responsibilities. Section 252A is
based on section 252 of the Principal Act which requires the
appointment of public officers by companiea.

The gection will, under penalty of a fine, require
the appointment of a resident public officer where a trust
estate carries on business in Australia or derives property
income from sources in Australia (other than dividend or
interest income on which withholding tax is payable) and none
of the trustees of the trust estate is a resident of
Australia (sub-section (1)). The Commissioner of Taxation is
to be given power to grant exemption (conditionally or
unconditionally) to particular trust estates (sub-sections
(3) and (4)), and trustees concerned are to have 90 days from ‘
the commencement of the section (sub-section (1)) or, for
trusts that in future commence to derive Australian income,
90 days from so commencing (sub-section (2])to comply.

Sub-section (5) will reguire the formal appointment
of a public officer and sub-section (6) sets out circumstances
in which such an appointment ceases to be in force.

Sub-gactions (7)), (8) and (11) deal with the service
of documents relating to Eﬁi taxation affairs of a trust
estate while sub-section (9) makes an appointed public officer
answerable for doing things required of the trustee under the
income tax law. By sub-section (10) proceedings against a
public officer are to be taken as alsc being against the
trustee, and under sub-section (12) acts of the public officer
are to be treated as acts done by the trustee. If there is not
an appointed public officer, sub-section (11), makes it clear
that the trustee must still carry ocut his taxation
responsibilities as trustee,

1302/7%-L Pristed by Asthoray by the Common weal(h Goveremest Praier
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3308 REPRESENTATIVES 23 November 1978

implementation should be investigated rather
than reason sought as to why they should not.

In conclusion, I thank the officers of the AGPS
who throughout the inquiry offered a great deal
of assistance and thoughtful advice to the Com-
mittee. In particular, I must also thank the
members of the Committee both past and
present who have taken part in this inquiry. I
draw particular attention to my Deputy Chair-
man, Senator Missen, who has always given
ready attention to the inquiry. It has been a long
inquiry and one which has made great demands
on its members, Finally, I must commend the
staff of the Committee, namely, Mr Tom
Wharton, who is Deputy Usher of the Black Rod
and has acted in a part time capacity as Secretary
of this Committee; Mr Craddock Morton who is
a research officer for several Senate committees;
and Mrs Nancy Saunders, a typist.

I should say that if inquiries of this nature are
to be conducted in the future, availability of stafl
will be a real problem. I believe part time staff to
be inadequate, During the period of any inquiry
in the future extra staff should be obtained or at
least secondments should be made from other
departments on a full time basis to enable such
an inquiry to be conducted satisfactorily. I be-
lieve that it is unfair to expect part time staff to be
involved in giving so much of their out-of-work
time to ensure that these inquiries are completed
satisfactorily. I commend the report to the
House.

INCOME TAX ASSESSMENT
AMENDMENT BILL (No, 5) 1978

Bill presented by Mr Howard, and read a first
time,

Second Reading

Mr HOWARD (Bennelong—Treasurer)
(3.15)=Imove:
That the Bill be now read a second time.

This Bill contains further measures designed to
prevent income tax avoidance. It covers three
main matters and in cach case the amendment
now proposed was foreshadowed in announce-
ments I made earlier this year. The measures
contained in this Bill, along with those that have
already been introduced in both the income tax
and the sales tax fields, constitute a most sig-
nificant attack on tax avoidance. They arc
further evidence of the Government’s continuing
effort to ensure greater equity in the tax system.
Otxt:rh :‘cg'ul:tign against tax avoidance was
foreshadowed during the year and I regret that it
has not been practicable to bring forwgfl all the
planned measures before Parliament rises for the
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summer recess. Legislative form remains to be
givcn to proposals outlined in my statements of
4 September and 3 October 1978. I assure
honourable members that avoidance schemes
identified in these announcements will be the
subject of legislation introduced soon after the
recess.

I would like to think that it is understood that
anti-avoidance and other taxation legislation
introduced this year has, because of its wide
scope and unavoidable complexity, placed a con-
siderable strain on those responsible for its prep-
aration. It has just not been possible to do any
more in the time. So I think those who might be
inclined to be critical that this or that has not yet
been done might acknowledge that an extraordi-
nary amount of difficult tax legislation has been

uced and a lot of it put into the administrat-
ive system. There has been some criticism of the
Government’s policy of announcing an intention
1o legislate against particular avoidance schemes
as soon as are identified, with legislation
being introduced at a later date to take effect
from the date of the announcement. I am con-
vinced, however, that this is the right way to take
action against what, in most instances, are
blatantly contrived and artificial arrangements,
At the same time, an early announcement is vital
1o prevent a continuing and substantial loss of
revenue, I do accept, however, that lengthy inter-
vals between announcement and introduction of
legislation should not occur. The Government
will be guided by that objective,

Turning now to the subjects of this Bill, I point
out that the first group of amendments are about
the pre-payment schemes 1 referred to in m
statement of 19 April 1978. The second group
concerned with avoidance of tax on income from
ex-Australian sources derived through trusts,
and related problems concerning pamersh.'?t. 1
spoke about these in my statement on 8 June
1978, The third lot of amendments is concerned
with tax avoidance arrangements involving trust-
stripping. I made a statement on this subject on
12 June 1978.

Pre-paid Interest, Pre-paid Rent and Similar
Schemes

In my statement of 19 April 1978, I described
schemes involving pre-payments that fall within
two general classes and outlined remedial
measures proposed. The first class embraces
schemes for pre-payments of amounts under ar-
rangements desi 10 secure an income tax al-
lowance for what purports to be deductible
expenditure but is, in essence, either not a real
expense or one of a non-deductible capital
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nature. An example of a scheme designed to se-
cure an income tax deduction for an unreal or
manufactured be:J)eme is the pre-paid interest
scheme described in my announcement of 19
April 1978. Under that scheme, a taxpayer
obtains a loan of $1,000, ptomm ays $700 as
a pre-payment of interest, and uys back, or
has an associzte buy back, the rlsghu the loan
for $370. The aim is to secure & $700 tax deduc-
tion for interest for a nct outlay of only $70. The
S“:l}(l)e is the lenders reward for participating in the
me.

An example of a scheme designed to secure a
deduction for an otherwise non-deductible capi-
tal expense is the pre-paid rent scheme I referred
to last A&ril. Under this scheme, a taxpayer wish-
ing to obtain new business premises worth $1m
arranges for a tax-exempt institution to purchase
the premises for that amount, then leases the

remises from the institution and pays it

800,000 rent for five years in advance. tax-
payer also takes up an option to acquire the
premises for $250,000. The institution makes a
non-taxable profit of $50,000 and the taxpayer
aims to secure a deduction, in the guise of an
expenditure on rent, for the major part of the
capital cost of the building. Provisions of the Bill
relating to these pre-payment schemes will pre-
clude the allowance of income tax deductions for
outgoings incurred under such schemes after 19

April 1978,

The second type of scheme referred to in my
April statement embraces tax avoidance ar-
rangements between associated parties desi
to provide a tax deduction to one of the in
a year of income for an amount that, in whole or
inlpan. will not be taxable to the other party until
a later year or over a series of later years. Pro-
visions of the Bill relating to these will
apply in two different ways according to whether
or not the arrangements involve outlays for the
future provision of goods or services. In cases in-
volving such outlays, a deduction is to be avail-
able in a 'Kniwlu year of income for only so
much of the total amount as can reasonably be
apportioned to the goods or services actually
provided in the year. In other cases, the deduc-
tion in a particular year of income is to be limited
to the amount mn,l:{pdd in the year. The pro-
visions will apply only where the arrangements
between the associated parties are entered into
for the purpose of tax avoidance and the outgo-
ings are incurred after 19 April 1978. Tstress that
the provisions of this Bill designed to counter
pre-payment schemes are concerned only with
the schemes outlined in my announcement of 19
April. They do not extend to variations of the
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schemes referred to in my later statement on 24
September. Legislation directed against the
further schemes will be introduced eary in the
autumn sittings.

Foreign Source Income of Trusts and
Partnerships

The second group of measures contained in
the Bill is designed to limit opportunities 10 avoid
tax on income from an ex-Australian source that
is derived through a trust or a rship. These
measures were foreshadowed in my statement on
8 June 1978, and as indicated then, will apply for
the 1978-79 income year. The need for these
amendments arose out of a High Court decision
to the effect that the trust provisions of the in-
come tax law do not apply to income of a trust
that is derived from a foreign source. The Asprey
Committee described this result as “unaccept-
able’ because it means that Australian residents
can defer—or even escape completely—tax on
foreign source income that is accumulated for
their benefit,

The basic thrust of the proposed provisions is
to ensure that both Aunngm and foreign source
trust income to which an Australian resident
beneficiary is presently entitled in the year of in-
come will be taxed under the trust provisions to
the beneficiary or, if the beneficiary is under a
legal disability, such as infancy, to the trustee, To

vide also for situations in which there is trust
meome to which no beneficiary is presently
entitled—broadly, income that is being
accumulated without any beneficiary having a
right to demand it from the trustec—a concept off
a resident trust estate is being introduced. This
was recommended by the Asprey Committee. A
resident trust estate will be one with a resident
trustee, or with its central management and con-
trol in Australia, at any time during the year. In
terms of the Bill, a trustee of a resident trust es-
tate will be taxed on the part of world-wide in-
come of the trust estate that is assessable income
under the general provisions of the income tax
law and to which no beneficiary is presently en-
titled. As at present, no further Australian tax
will be payable by a beneficiary to whom such
income is subsequently distributed. The Bill pro-
vides, however, for refunds of Australian tax in a
special and unusual case. This is the case where
foreign source income is later distributed 10 a
beneficiary who was & non-resident at the time
the income was derived by the trust estate. In
that case Australian tax attributable to the
foreign income so distributed is to be refunded
on application by the beneficiary.
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Provisions are also included to ensure that a
resident beneficiary is taxed on foreign source in-
come that had first been accumulated but was
later paid or applied for the beneficiary’s benefit.
These provisions will apply if the income was not
taxed in Australia while accumulating in a trust
estate that is not a resident trust estate and would
have been taxable to a resident beneficiary had
he or she been entitled to it when it was
derived by the trustee. The provisions include
rules designed to prevent a beneficiary escaping
tax on a technicality that an amount or benefit is
not received as income. Existing of the
Income Tax Assessment Act will prevent double
taxation of foreign source income to which the
amended trust provisions potentially apply
where that income has also been taxed in the
foreign country of source. To aid administration,
a trust which does not have a resident trustee,
and which carries on business or derives income
from property in Australia, will be required to
appoint a public officer in the same way as a
company is now similarly required.

The Bill also contains provisions to make it
clear that income from abroad is to be included
in calculating the net income of a partnership,
and that a resident partner is liable to tax on a
share of the partnership’s world income, subject
to provisions giving relicf from double taxation
offom'ﬁsoummoomethnismxedintbe
country in which it ariscs, Non-resident partners
will continue to be subject to Australian tax only
on income attributable to sources in Australia.
Before moving to the next group of amendments
I note that, as I said in my statement on 8 June
1978, the taxation of trust income of
beneficiarics is—as has always been intended—
based specifically on the present entitlement of
the beneficiaries. The fact that a beneficiary is
pnidincometl:d:!iilichhcorsheismhermse'
presently entit not impair the operation of
provisions of the income tax law the F.ppliendon
of which degdnds on the beneficiary being
presently entitled to income.

Trust Stripping Schemes

The remaining provisions of the Bill will im-
plement proposals I announced on 11 June 1978
to deal with trust and associated arrangements
secking to bring about the situation that
neither the trustee nor an intended beneficiary,
nor anyone clse, pays tax on substantial income
derived by the trust estate. As expiained in my
carlier statement, there arc several varants of
the schemes but, for the most part, they rely on a
nominal beneficiary being introduced into a trust
and being made presently entitled to income,
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thus relieving the trustee of any tax liability in re-
:-g:cl of the income. It is, however, a feature of
arrangements that the introduced beneficiary
also escapes tax by one means or another. For
example, the nominal beneficiary may be a tax-
exempt body such as a charitable institution. In
any event, this nominal beneficiary retains only a
minor portion of the trust income, while the
group for whose benefit the trust in substance
exists secures effective enjoyment of the major
portion, but in a tax-free form. For instance, the
nominal beneficiary may have acquired its
interest in the income by payment of a broadly
uivalent sum to the persons really intended to
take the benefit.

The provisions designed to counter these
schemes will look to the existence of an agree-
ment or arrangement under which, for purposes
of tax avoidance, present entitlement to a share
of trust income is conferred on a beneficiary in
return for the payment of money or the provision
of benefits to some other person, company or
trust. In those circumstances, the provisions will
treat trust income dealt with under what is aptly
termed the ‘reimbursement agreement” as not
being income to which any beneficiary is
presently entitled. The effect will be to make the
trustee liable to tax on the income under section
99A of the Income Tax Assessment Act at the
prescribed tax rate, which is 61.5 per cent for
1978-79. The change in the law will apply to
trust income paid to or applied for the benefit of
a beneficiary on or after 12 June 1978 under tax
avoidance schemes of the kinds mentioned and
will not apply in the context of an agreement or
arrangement that is entered into in the course of
ordinary family or commercial dealing,

Mr Dcputy Speaker, I mention that the
Government does not seek Pasuge of this Bill
until the autumn sittings. As I indicated earlier, I
readily accept the need to bring in legislation as
soon as practicable after an announcement is
made. It is 1o this end that the Bill is being
introduced so that provisions giving effect to the
earlier announcements on subjects of the Bill are
available for study by interested members of the
public and the Parliament, before being debated
by the Parliament. The Government is strongly
committed to the policy expressed in the legis-
lation but it is of course ready to examine any
constructive comments that might be made
about technical features of the legislation after it
has been examined by interested parties. Details
of the various provisions of the Bill are contained
in an explanatory memorandum that is being cir-
culated to honourable members. 1 commend the
Bill to the House.
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PARLIAMENT OF AUSTRALIA
DEPARTMENT OF THE PARLIAMENTARY LIBRARY

INCOME TAX ASSESSMENT AMENDMENT BILL (No. 5) 1978

Date Introduced: 23 November 1978
House: House of Representatives
Presented by: Hon. John Howard, Treasurer

Short Digest of Bill

Purpose )

To block tax avoidance schemes involving pre-
payment schemes, trust income derived outside Australia, and

trust-stripping.
Background and Main Provisions

The Treasurer announced in a Press Statement on 19

April 1978 that the first category of schemes involving

re-payments would be legislated against, effective from 20

Epr?i. These schemes involved the "taxpayer" obtaining a

tax deduction for pre-payments of interest on a loan which

is artificial in that it 1is then effectively cancelled by
the taxpayer buying back the rights in it.

Clause 6 inserts new 5.82KJ in the Income Tax
Assessment Act 1936 so as to disallow any deduction for
outgoings incurred as a result of a tax avoidance agreement
where the outgoing exceeds the amount that might reasonably
be expected to have been incurred at that time in respect of
the related benefit (e.g. due to pre-payment), and property

is acquired by the taxpayer or an associate, and the

consideration payable for the acquisition of the property is
less than what might have been reasonably incurred if the
outgoing had not been incurred.

Clause 6 also inserts new s.B82KK. Sub-section (1)
specifies certain types of losses or outgoings to which the
section applies under arrangements between assocjated
parties for the purposes of securing that one party will
obtain a deduction while the other party will not bear tax
on a matching amount in the same year of income. Sub-
sections (2) and (3) will deny a deduction for such
outgoings where they were incurred as part of an arrangement
for deferring tax on the amount receivable by the associate.

The second broad categery, covered by a Press
Statement of 8 June 1978, relates to avoidance of tax on
income derived outside Australia through a trust or
partnership.
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Clause 11 inserts new sub-section 95(1) by which
the 'net income' of a trust estate will be calculated
broadly as if the trustee was a resident taxpayer. The
effect of this will be to extend its assessable income to
include income from outside Australia.

Clauses 12 and 13 amend s.97 and 98 respectively,
covering the case of beneficiaries presently entitled to a
share of the income of a trust estate. S5.97 covers the case
of beneficiaries not under a legal disability, and s.98 the
case where they are under a legal disability (e.g. infancy).
The amendments ensure that assessable income will include
the net income of the trust estate (i.e. from sources in and
out of Australia) derived when the beneficiary was a
resident and, when the beneficiary is a non-resident, only
income from sources in Australia.

Clause 14 inserts new sub-sections 99(2) and (3) to
similarly extend tax to the ex-Australia component of
accumulating income in resident trust estates in respect of
which no beneficiary 1is presently entitled. New sub-
sections 99(4) and (5) cover non-resident trust estates and
will require the taxation only of Australian source income.

Clause 15 makes similar amendments to s.99A which
imposes a special tax rate (61.5% for 1978-79) on trusts
that are involved in tax avoidance arrangements.

Clause 7 amends s.90 relating to partnerships to
define their net income as for a resident individual to
ensure that ex-Australia income is included.

The third category involved 'trust-stripping',
covered by the Treasurer's Statement of 11 June 1978. Here,
the trustee avoids tax by directing income to the trust
beneficiary who is presently entitled to a share of the
income and not under any legal disability, and where the
beneficiary also is tax-exempt for some reason, and there is
a "reimbursement agreement" under which the beneficiary
redirects the benefit of the trust income to the trustee.

Clause 18 inserts new sub-section 100A(1) which
provides that, in cases involving tax avoidance arrangements
of the above type, the beneficiary will be regarded as not
being presently entitled to the income, so that it will be
taxed in the hands of the trustee under s.99A instead of
$.97. The amendment is to operate from 11 June 1978.

Finance, Industries, Trade &
Development Group
5 December 1978 LEGISLATIVE RESEARCH SERVICE
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