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Glossary

The following abbreviations and acronyms are used throughout this

explanatory memorandum.

Abbreviation Definition
AASB Australian Accounting Standards Board
ATO Australian Taxation Office
TAA 1953 Taxation Administration Act 1953
CGT capital gainstax

Commissioner

Commissioner of Taxation

Federal Court of Australia

the Federal Court

GST goods and services tax

GST Act A New Tax System (Goods and Services
Tax) Act 1999

ITAA 1936 Income Tax Assessment Act 1936

ITAA 1997 Income Tax Assessment Act 1997

MEC group multiple entry consolidated group

MMS multimedia messaging service

SIM subscriber identity module

SMS short message service

UCA uniform capital allowances







General outline and financial Impact

Foreign income exemption for temporary residents

Schedule 1 to this Bill amends the Income Tax Assessment Act 1997
(ITAA 1997) to provide exemptions from Australian tax on
non-Australian-source income for individuals who are temporary residents
of Australiafor tax purposes. This measure will:

¢ definewho is considered to be atemporary resident;
o exempt foreign source income of temporary residents;

e tax only net capital gains made by temporary residents on
which aforeign resident would be taxed;

e disregard net capital gains on employee shares and rights
held by temporary residents to the extent that the relevant
employment isnot in Australia;

e remove interest withholding tax obligations of temporary
residents; and

o exempt temporary residents from some record-keeping
requirements associated with their interestsin foreign
companies and trusts.

Date of effect: The amendmentswill apply for income years that begin
on or after the 1 July next following the date of Royal Assent, except for
the interest withholding tax exemption which will apply from the date of
Royal Assent.

Proposal announced: The reintroduction of this measure was announced
in the 2005-06 Budget (Treasurer’s Press Release No. 44 of

10 May 2005). This measure had previously been defeated twice in the
Senate.

Financial impact: This measure will have revenue implications estimated
to be acost of $75 million over the forward estimates period.

Compliance cost impact: Overall, the amendments will involve a net
reduction in compliance costs.
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Summary of regulation impact statement

Regulation impact on business

Impact: This measure provides an exemption for the foreign income of
temporary residents. It is part of the Government’s New Business Tax
System reforms. It is based on the recommendations of the Review of
Business Taxation that the Government established to consider reforms to
Australia’ s business tax system.

For businesses and intermediaries (eg, tax agents) affected by
this measure there will be initially asmall cost associated
with the training of staff and the modification of internal
systems that deal with remuneration to remove the need for
normalisation payments (payments made to employees to
compensate them for additional costs associated with
working in Australia). Once any necessary training or
changes have been implemented no ongoing compliance
costs would be expected for these businesses.

The intermediaries would have the usual requirement to keep
up to date with anew area of the law and its interpretation.
However, the new law would mean new business for them.

Main points:

The foreign income exemption for temporary residentsis
designed to achieve two related objectives. The measure
seeks to attract internationally mobile skilled labour to
Australia. It also seeksto assist in the promotion of Australia
as abusiness location, by reducing the costs to Australian
business of bringing skilled expatriates to work in Australia.

The New Business Tax System provides Australiawith an
internationally competitive business tax system that will
create more jobs and improve savings. This measure will
contribute to an environment for achieving higher economic
growth by reducing the tax burden on people who are
considered to be temporary residents of Australia for taxation
purposes. It will also have the effect of reducing business
costs (fewer or no normalisation payments) where foreigners
are employed temporarily in Australia. Australia should then
benefit from the dynamic effects of having business |ocated
here, as well as from the expenditure, profits and local
employment that such businesses may generate. In addition,
the bringing to Australia of foreign executives and skilled
employees will facilitate the transfer of new management




General outline and financial impact

techniques and information and skillsto the Australian
economy.

e Potential compliance, administrative and economic impacts
of this measure were considered as part of the Review of
Business Taxation. Specific compliance issues raised
subsequent to the release of A Tax System Redesigned have
been considered in implementing this measure.

Business-related costs

Schedule 2 to this Bill amends the Income Tax Assessment Act 1997 to
alow deductions for certain business capital expenses that are not
otherwise recognised and are not denied a deduction elsewhere in the
income tax law.

This Schedule also amends the cost base for capital gainstax (CGT) assets
and cost rules for uniform capital allowances (UCA) assets.

This Schedule also allows deductions for certain lease and licence-rel ated
payments.

Date of effect: These amendments will apply to expenditures incurred
on or after 1 July 2005. The amended CGT provisions will apply to
CGT events that happen on or after 1 July 2005. The amendmentsto the
UCA cost rules will also apply to expenditures incurred on or after

1 July 2005.

Proposal announced: This measure was announced in the Treasurer’s
Press Release No. 045 of 10 May 2005 and the 2005-06 Mid-Year
Economic and Fiscal Outlook.

Financial impact: This measure will have these revenue implications:

2005-06 2006-07 2007-08 2008-09
nil -$37m -$73m —$109m

Compliance cost impact: Expected to be low. The compliance cost
impact is outlined in the regulation impact statement.
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Summary of regulation impact statement

Regulation impact on business

Impact: The main impact of the measure will be on businesses and
individuals that incur business capital expenditure.

Main points:

e These amendments will have an overall positive impact by
providing a systematic treatment for business blackhole
expenditures.

e Therewill be familiarisation costs for taxpayers.

e Therewill beimplications for the Australian Taxation Office
in terms of ensuring taxpayer compliance.

Deterring the promotion of tax exploitation schemes

Schedule 3 to this Bill amends the Taxation Administration Act 1953
(TAA 1953) and Income Tax Assessment Act 1997 (ITAA 1997) to
introduce a new civil penalty regime to apply to an entity who:

e isapromoter of atax exploitation scheme; or

¢ implements a scheme that has been promoted on the basis of
ataxation product ruling, in amaterially different way to that
described in the product ruling.

Schedule 3 also amends the TAA 1953 and the ITAA 1997 to provide
that:

e the Commissioner of Taxation (Commissioner) will be able
to enforce avoluntary undertaking given by a promoter, or
the person who implements a scheme covered by a product
ruling; and

¢ the Commissioner will be able to apply to the courts for an
injunction to stop the promotion of a tax avoidance or tax
evasion scheme.

Date of effect: This measure will apply to conduct engaged in, on or after
the date of Royal Assent.




General outline and financial impact

Proposal announced: The proposal was announced by the
then Minister for Revenue and Assistant Treasurer, Senator the
Hon Helen Coonan, in Press Release No. C117/03 of 5 December 2003.

Financial impact: Low. This measure will have these revenue

implications:
2007-08 2008-09 2009-10
+$15m +$25m +$35m

Compliance cost impact: Low. The compliance cost impact is outlined
in the regulation impact statement.

Summary of regulation impact statement

Regulation impact on business
Impact: Low.
Main points:

e Theregimewill not apply to businesses involved with
legitimate tax effective schemes.

e Businessesinvolved in the marketing or implementation of
high risk schemes can avoid the regime by seeking tax
rulings from the Commissioner, involving minor costs for the
preparation and lodgment of applications.

e Theremedies of voluntary undertakings and injunctions
provide timely low cost alternatives to civil penalty
proceedings.

Goods and services tax and vouchers — prepaid phone
products

Schedule 4 to this Bill amends Division 100 of the A New Tax System
(Goods and Services Tax) Act 1999 (GST Act) to ensure that certain
prepaid phone products are treated as * eligible vouchers' for the purposes
of the GST Act. Amendmentswill also be made to clarify that the goods
and servicestax (GST) isrequired to be remitted on the stated monetary
value of aDivision 100 voucher. A further amendment will also be made
to Division 100 to include a rule which simplifies accounting for GST on

7
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commissions and similar payments on a supply of avoucher through a
distribution chain.

The GST attribution rules will also be amended to provide another
circumstance where the Commissioner of Taxation can determine that
GST, input tax credits and adjustments can be attributed to a particular tax
period.

Date of effect: The amendments to the definition of ‘voucher’ will
operate from 1 July 2000, the commencement date for GST. The
amendment which clarifiesthat GST be remitted on the stated monetary
value of avoucher will operate from 11 May 2005. The ruleto simplify
accounting for GST on vouchers provided through a distribution chain
and the change to the attribution rules will take effect from the date of
Royal Assent.

Proposal announced: The amendments to the definition of ‘voucher’ and
that GST be remitted on the stated monetary value of avoucher were
announced as part of the 2005-06 Budget. The rule providing for a
simplified accounting for GST on Division 100 vouchers provided
through a distribution chain and the change to the attribution rules have
not previously been announced.

Financial impact: These amendments are expected to leadto againin
GST revenue of approximately $10 million per annum from 2005-06.

Compliance cost impact: When the GST was introduced, it was intended
that prepaid phone products would be treated as vouchers under

Division 100. However, some prepaid phone vouchers do not qualify as
Division 100 vouchers. The amendments which are retrospective will
reduce compliance costs and ensure consistency of treatment of prepaid
phone cards.

The amendments to simplify accounting for GST on commissions and
similar payments paid by suppliers of Division 100 vouchersto their
distributors/retailers will reduce the cost of compliance where vouchers
are provided through a distribution chain.




Chapter 1

Foreign income exemption for temporary
residents

Outline of chapter

1.1 Schedule 1 to this Bill amends the Income Tax Assessment
Act 1997 (ITAA 1997) to provide exemptions from Australian tax on
non-Australian-source income for individuals who are considered to be
temporary residents of Australiafor tax purposes.

12 This chapter explains who the exemptions will apply to and
what income or gains will be exempt.

13 All legidlative references are to the ITAA 1997 unless otherwise
indicated.

Context of amendments

14 Given the increasing international mobility of labour —
especially skilled labour — countries are adopting a more graduated
approach to individuals entering and leaving the residence tax system.
For instance, the UK, Singapore and Japan have all introduced an
intermediate class of taxpayers who are treated differently from residents
and non-residents. Others (eg, Thailand) operate on a remittance basis so
that temporary residents are exempt from tax on their foreign source
income unless they choose to remit it into the country.

15 A Tax System Redesigned noted that the current taxation
treatment of foreign expatriates who become temporarily resident in
Australia could discourage some multinational enterprises, particularly
skill intensive businesses, from locating in Australia.

16 Persons working temporarily in Australia are often treated as
Australian residents for Australian tax law purposes. Consequently they
are taxed on their world-wide income including income from overseas
investments, in addition to their Australian salary and other Australian
income. That foreign investment income will generally betaxed in
another country and so, as well as additional Australian tax to pay, there
are increased compliance costs.
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17 The additional tax expense (on their foreign or non-Australian
investment income) is often borne by Australian businesses (those which
indemnify employees for additional tax paid), increasing the cost of doing
businessin Australia. Thistax treatment makes Australia a less attractive
destination than many other countries for skilled foreigners to work.

18 As part of its Stage 2 response to A Tax System Redesigned the
Government announced changes designed to reduce the tax burden on
temporary residents. These would have the effect of assisting those
Australian businesses seeking to attract key personnel to Australia.

19 L egidlation to implement the measure was twice introduced into
Parliament, in the Taxation Laws Amendment Bill (No. 4) 2002 and the
Taxation Laws Amendment Bill (No. 7) 2002. On both occasionsit failed
to pass the Senate. The Government announced in the 2005-06 Budget
that it planned to reintroduce this measure in largely the same form as
previously introduced.

1.10 However, re-examination of the measure, in part due to
devel opments since 2002, identified a number of refinements reflected in
this Bill.

¢ Revision of provisions dealing with employment income and
gains was required following the recently implemented
cross-border employee shares or rights measure. The
clarification provided by those changes created potential for
characterising income as capital gain rather than employment
income, making it possible for temporary residents to gain
access to the capital gainstax (CGT) exemption for what was
essentially employment income.

e A number of rulesthat essentially applied to the same
individuals as the announced temporary residents measure
have been consolidated and streamlined.

e Maodifications were also necessary to remove elements that
unnecessarily distorted taxpayer decisions. For example,
taxpayer reactions to time limits (for instance the four year
limit on the exempt visitor exemption from the foreign
investment fund rules, and the five year limit on the
short-term resident CGT exemption for resident individuals
leaving Australia) suggest that an arbitrary time constraint on
atax concession can significantly distort taxpayer decisions.

10
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111

Table 1.1 summarises the changes between the existing law, the

measure as previously introduced into Parliament and as announced in the
2005-06 Budget and as now implemented in this Bill.

Tablel1.1

Existing law

Previoudly introduced plus
Budget-announced
temporary residentsrules

ThisBill

Exempt visitors

Who: Temporary visa
holders (who have not
applied for permanent visas).

Timelimit: Four years.
Exemption: Foreign
investment fund rules do not
apply.

Short-term residents
(capital gainstax)

Who: Resident individuals
leaving Australia.

Time limit: Resident for less
than five of the past 10 years.

Exemption: Capital gainstax
deemed disposal rules do not
apply for pre-residence
assets, and assets acquired
because of someone’s death.

Exempt visitors

Who: Temporary visa holders
(who have not applied for
permanent visas).

Timelimit: None.

Exemption: Foreign
investment fund rules do not
apply.

Short-term residents
(capital gainstax)

Who: Resident individuals
leaving Australia

Timelimit: Resident for less
than five of the past 10 years

Exemption: Capital gainstax
deemed disposal rules do not
apply for pre-residence assets,
and assets acquired because
of someone’s dezath.

Temporary residents
(foreign income rules)

Who: Resident temporary
visa holders (who have not
applied for permanent visas)

Timelimit: Four years, must
not have been resident within
the past 10 years.

Exemptions:

e foreign sourceincome
(other than employment
income) including
income attributed from
foreign companies and
foreign trusts;

e capital gains (other

Temporary residents
(foreign income rules)

Who: Temporary visa
holders (other than holders of
visas who are able to access
benefits similar to Australian
Citizens or permanent visa
holders) unless they have
been permanent residents
after the rules commence.

Timelimit: None.
Exemptions:

e foreign source income
(other than employment
income) including
income attributed from
foreign companies and
foreign trusts;

e capital gains (other than
gainstaxable for
non-residents and gains
on some employee
shares or rights to the
extent the discount is
taxablein Australia)*;
and

e nointerest withholding
tax obligations.

* Replaces ‘short-term
resident’ exemption fromthe
deemed disposal rule and
appliesto all assets.

11
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Existing law

Previoudly introduced plus
Budget-announced
temporary residentsrules

ThisBill

than gains taxable for
non-residents, gains on
portfolio interestsin
Australian companies
and unit trusts, gains
related to employment
in Australia); and

e no interest withholding
tax obligations.

Result: Temporary residents
taxed on most foreign source
income and capital gains.

Result: Temporary residents
exempt on most foreign
source income and capital
gains.

Period of exemption depends
on type of income.

Result: Temporary residents
exempt on most foreign
source income and capital
gainsfor the period they hold
atemporary visa. No explicit
time limits.

112

These maodifications will have ailmost entirely positive

implications for Australian businesses, making the prospect of working in
Australia considerably more attractive. They will on balance also make
the measure considerably simpler to administer and comply with.

1.13

Temporary residents will be treated more like non-residents

than residents for tax purposes. Income related to their

Australian employment — including foreign sourced employment
income — continues to be taxed by Australia. By continuing to tax
employment-related income, Australian labour will not be disadvantaged
relative to foreign labour. Australian source investment income

(eg, interest and dividends) will till be taxable in Australia.

Summary of new law

114

This measureis directed at people who are temporary residents.

Temporary residents will generally be individuals who are in Australiaon
temporary visas, without any time limits. However, a person whois, or
whose spouse is, an Australian resident for socia security purposes will
not be entitled to the temporary residents exemptions. Similarly, anyone
who isan Australian resident for tax purposes but not atemporary
resident after these new rules commence will not be entitled to the
exemptionsif they ever hold atemporary visa at alater time.

12
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115 This Bill provides atax exemption to temporary residents for all
ordinary and statutory income from aforeign source, net capital gains
from assets that do not have the necessary connection to Australiaand for
interest withholding tax obligations associated with amounts owing to
foreign lenders. The exemption will not, however, apply to remuneration
received for or associated with employment, or for services performed,
while atemporary resident. This extends to benefits obtained under
employee share schemes.

1.16 This measure also removes the existing four year limitation on
the exemption from the foreign investment fund rules for al temporary
residents and exempts them from attribution under the controlled foreign
company rules and transferor trust rules. It also effectively removes the
time limits from the short-term resident CGT exemption from the deemed
disposal rule that applies when a person ceases to be an Australian
resident.

Comparison of key features of new law and current law

New law Current law
Temporary residents will not be Individuals who are residents of
subject to Australian tax on foreign Australia are generally subject to tax
source income other than on all income, including foreign
employment income, including source income.

amounts otherwise attributed from Under the foreign investment fund

controlled foreign companies, rules there is a limited exemption for
foreign investment funds and foreign ‘exempt visitors for four years
trusts. provided they are the holders of a
temporary visa.
Temporary residents are partly Temporary residents have to keep
relieved of record-keeping recordsin relation to controlled
obligationsin relation to controlled foreign companies and foreign
foreign companies and foreign investment funds if they meet the
investment funds. requisite conditions.

Temporary residents will be able to Residents of Australia are subject to
ignore capital gains other than gains | the CGT provisionsin relation to all
taxable for non-residents (ie, assets assets.

with the necessary connection with
Australia) and gains on some
employee shares or rights.

13
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New law

Current law

Temporary residents are exempt
from the CGT deemed disposal rule
that applies when they cease to be
residents.

Short-term residents (ie, persons who
have been Australian residents for
less than five of the past 10 years)
are exempt from the CGT deemed
disposal rule that applies when

they cease to be residents, for
pre-residence assets and assets
acquired because of someone’s
death.

A gain or loss made on some
employee shares or rights by
temporary residents (or those who
held them as temporary residents)
will be recognised to the extent that
it relates to employment in Australia.

There is no change where the
discount is taxed at the cessation
time nor where the shares, have the
necessary connection with Australia.

The normal CGT rules apply to
employee shares or rights once the
discount has been taxed. All gains
and losses would be recognised for
residents but only those on shares or
rights that have the necessary
connection with Australiawould be
recognised for non-residents.

Temporary residents will be exempt
from Australian interest withholding
tax obligations.

Residents of Australiaare generally
required to withhold tax from interest
payments associated with foreign
ligbilities.

Detailed explanation of new law

117 This measure provides atax exemption to temporary residents
for al ordinary and statutory income from aforeign source (generally

income that does not have an Australian source) and net capital gains from

assets that do not have the necessary connection to Australia. It also
relieves them of interest withholding tax obligations associated with
amounts owing to foreign lenders. The exemption will not, however,

apply to remuneration received for or associated with employment, or for
services performed while atemporary resident. This extends to benefits
obtained under employee share schemes. [Schedule 1, item 1, section 768-905]

Who are temporary residents?

1.18 The exemptions will apply to individuals who are temporary
residents for the purposes of Australian tax law.

1.19 The first requirement to be atemporary resident for Australian
tax purposesisthat the individual holds atemporary visa granted under
the Migration Act 1958. However, an individual who is, or whose spouse
is, an ‘Australian resident’ as defined in the Social Security Act 1991, will

14
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not be entitled to the temporary residents exemptions. Inthat Act, an
‘Australian resident’ is defined as a person who resides in Australiaand is
an Australian citizen, the holder of a permanent visa or a protected special
category visaholder. Leaving aside the limitation on the person’s spouse,
this restriction will only exclude those who arein Australia on a protected
special category visa (ie, some New Zealanders). They are excluded from
its benefits because they are treated more like Australian citizens than
temporary visa holders. In thislegidation there is no time limit on how
long the tax concessions are available, to simplify the rules and reduce the
impact of these rules on taxpayer decisions. Nor does it matter if the

person has been atemporary resident before. [Schedule 1, item 2, definition of
‘temporary resident’ in subsection 995-1(1)]

1.20 The policy underlying the definition of ‘temporary resident’ is
that atemporary resident’ s connection with Australiais more tenuous than
for other residents (referred to in this explanatory memorandum as
permanent residents) and so atemporary resident should be treated more
like anon-resident than aresident for tax purposes. Further, since
temporary residents cannot benefit from Australian public spending to the
same extent as permanent residents (for instance temporary visa holders
are less often entitled to socia security payments, Medicare and free
public education) they should not have to support that spending to the
same extent.

121 Where individuals have access to all or most of the benefits that
Australian permanent visa holders or Australian citizens have despite
being on atemporary visa, it islogical that they should bear the same
responsibility as other Australian residents to fund Australian public
spending. That greater access to benefits can be obtained by protected
special category visa holders and by someone whose spouseis an
Australian resident for social security purposes. A person who is an
Australian citizen, or whose spouse is one, does hot need the inducement
of tax concessions to come to, or return to, Australia for short periods.
Likewise, those who at some time have the degree of connection with
Australiato warrant full residence taxation will not be excused from that
obligation in the future (ie, they will be treated as permanent residents) if
they again become Australian tax residents. That is, they will not ever be
atemporary resident after that time. This approach also removes the need
for additional provisions (including deemed disposal rules for CGT
purposes) when such persons cease to be permanent residents. If the
person who holds the temporary visa does not have a spouse, the

condition concerning the person’s spouse isirrelevant. [Schedule 1, item 2,
definition of ‘temporary resident’ in subsection 995-1(1)]

122 Since there is no requirement in the definition of a‘temporary
resident’ to be an Australian resident for tax purposes, the provisions can
theoretically apply also to non-residents who are in Australia on
temporary visas. However, since non-residents are not taxed on their

15
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foreign income or on net capital gains from assets that do not have the
necessary connection with Australia, the provisions will make little
difference to them (there is an exception for capital gains on some
employee shares and rights that relate to employment in Austraia). In
particular, the provision that states that employment income and like
amounts are not non-assessabl e non-exempt income does not of itself
make these amounts assessabl e income for non-residents [Schedule 1, item 1,
note to subsection 768-910(3)]. ‘ Temporary resident’ is defined not to exclude
non-residents, simply to make it easier to determine if apersonisa
temporary resident. Further, the taxation of non-residents from countries
with which Australia has tax treaties, will continue to be governed by the
treaties.

To what does the temporary residents exemption apply?

Foreign source income of temporary residents

1.23 This Bill makes ordinary income derived from aforeign source
during the period the taxpayer is atemporary resident non-assessable
non-exempt income. This measure also appliesto all statutory income
that has a source other than Australia, including amounts otherwise
attributable from a foreign company or aforeign trust, on which the
taxpayer would otherwise be taxed. This extends to amounts derived
through partnerships and trusts but not to amounts derived by other
taxable entities (eg, not where atrustee is taxable under section 99 or 99A
of the Income Tax Assessment Act 1936 (ITAA 1936)). Thereisno
exemption for Australian source income. It follows from this that
expenses or losses incurred in earning this income are not deductible and
that these amounts will not reduce tax losses. Net capital gains are dealt
with separately (see paragraphs 1.31 to 1.34). Further, it also follows that
temporary residents who are also Australian residents for tax purposes,
will not be able to claim foreign tax credits for tax paid on foreign income
that is no longer assessable. [Schedule 1, item 1, subsection 768-910(1)]

124 This measure, however, does not exempt any income or
remuneration that in any way relates to employment or services performed
by the taxpayer while the taxpayer is atemporary resident of Australia.
That includes income derived by the individual from the performance of
contracts. Such income will continue to be taxed in Australia. Any
discount on employee shares or rights will continue to be assessable
according to Division 13A of Part I11 of the ITAA 1936 (or section
26AAC of the same Act). These exceptions to the general rule for
temporary residents are to prevent the exemptions from making the
employment remuneration for temporary residents less costly than for
other Australian residents. Another objectiveis not to allow the foreign
employment income to be totally tax-free since foreign tax will usually

16
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not be payable on that income. Where the personisaresident andis
employed overseas for aminimum of 91 days, the exemptions available
under sections 23AF and 23AG of the ITAA 1936 may be available.
These new provisions will not have any effect on the operation of those
sections. [Schedule 1, item 1, subsections 768-910(3) to (6)]

125 Because of the need to make a timing connection between the
amounts that would otherwise be assessable and the person’ s residence
status, the provision dealing with statutory income refers to the person
being atemporary resident when the amount is derived by the taxpayer.
For the purpose of this provision, the person is said to derive the amount
of statutory income when all of the conditions for it to be statutory income
have been satisfied. For example, an amount might otherwise be
attributed from a controlled foreign company if the personisan
attributable taxpayer at the end of a statutory accounting period of the
foreign company. That iswhen the otherwise attributed amount would be
said to be derived by the taxpayer and so the question then becomes

whether the person is atemporary resident at that time. [Schedule 1, item 1,
paragraph 768-910(1)(b) and subsection 768-910(2)]

1.26 Specifically excluded from the temporary residents measure is
income included in assessable income under Division 86, that is aienated
personal servicesincome. Alienated persona servicesincome may be
earned through an entity, however since it actually relates to income from
personal servicesit is appropriate to ensure that thisincomeis excluded

from the exemptions under this measure. [Schedule 1, item 1,
paragraph 768-910(3)(c)]

127 Since ordinary and statutory income from aforeign source of an
eligible temporary resident is essentially exempt from Australian taxation,
it is also necessary to exclude temporary residents from attribution
percentage calculations that may be required under the rules that attribute
income from controlled foreign companies. The effect of thisisto relieve
temporary residents of the compliance burden associated with these

calculations and the associated record-keeping requirements. [Schedule 1,
item 1, section 768-960]

1.28 The existing ‘exempt visitor’ exemption from taxation under the
foreign investment fund rulesis replaced by an exemption for temporary
residents. Again, thereisno limit on how long that exemption may be
used. Thiswas apart of rationalising the various exemptions available to
persons temporarily in Australia They are also relieved from the
record-keeping requirements of these rules for the notional accounting
period of the foreign company, foreign trust or foreign life policy for

which nothing will be attributed to the temporary resident. [Schedule 1,
item 1, section 768-965]

1.29 A temporary resident who is an attributabl e taxpayer in relation
to aforeign trust will not be attributed with any income of the trust under

17
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the transferor trust provisions while atemporary resident. Thisis
achieved by saying that the person is not aresident for the purpose of
section 102AAZD of the ITAA 1936 at any time the person is atemporary
resident. However, the person will still be required to keep certain
records (under section 102AAZG of the ITAA 1936) that would be

relevant to any period when the person is not atemporary resident.
[Schedule 1, item 1, section 768-970]

1.30 Any interest in aforeign trust held by atemporary resident may
be ignored if subsection 96C(6) of the ITAA 1936 hasto be applied. Asa
result of the general exemption provided by this Bill, the temporary
resident would not be taxed under section 96B on any foreign source
income of thetrust. [Schedule 1, item 1, section 768-975]

Capital gains of temporary residents

131 Temporary residents will be exempt from Australian tax on
many capital gains. Conversely, many capital losses they make will be
ignored for Australian tax purposes. They will however still be liable for
Australian tax on net capital gains for which non-residents are taxable,
and on net capital gains arising from some employee shares or rights to
the same extent the discount is taxed under Division 13A of Part |11 of the
ITAA 1936. The general treatment of their capital gains and losses
mirrors the treatment of non-residents and the treatment of gains or losses
from some employee shares and rightsis discussed in paragraphs 1.36

to 1.50. Temporary residents are treated the same as non-residents for
CGT purposes because that matches the treatment of their investment
income and reduces compliance costs. [Schedule 1, item 1, section 768-915]

1.32 Section 136-40 would normally apply when a non-resident
becomes an Australian resident to fix a cost base for the person’ s assets
that do not have the necessary connection with Australia. That rule will
not apply when a non-resident person becomes atemporary resident
[Schedule 1, item 1, section 768-950]. Clearly, if the person does not become an
Australian resident for tax purposes the rule does not apply in any case.
Non-application of this rule reflects the policy of treating the person asa
non-resident for CGT purposes. Instead, a cost base for these assets will
need to be determined only if and when that person becomes a permanent
resident (see paragraph 1.20). That is when the person ceasesto be a
temporary resident but remains, or becomes, an Australian resident for tax
purposes. Thereis an exception to these rules for some employee shares
and rights (see paragraphs 1.37 to 1.39) [Schedule 1, item 1, section 768-955].

1.33 In the reverse scenario, when an Australian resident ceases to be
aresident for tax purposes and becomes a foreign resident, the personis
effectively deemed to have disposed of all assetsthat do not have the
necessary connection with Australia. Thisruleiscalled CGT Event 11
(section 104-160). The purpose of thisruleisto capture the gain or loss
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on those assets that accrued while the person was aresident. That rule
will not apply to residents who are temporary residents and who become
non-residents. That is the purpose of the words ‘ or immediately before
the CGT event’. Again, thisreflects the policy that atemporary resident
istreated as anon-resident for CGT purposes and so thereis effectively
no change in residence status as far as the CGT rules are concerned. Of
course, the rule cannot apply to atemporary resident who never became
an Australian resident. [Schedule 1, item 1, section 768-915]

134 The law currently contains some exceptions to the above
deemed disposal rule. One of those concerns individuals who have been
Australian residents for less than five of the preceding 10 years
(subsection 104-165(1)). The deemed disposal rule does not apply to
some of their assets that do not have the necessary connection with
Audtralia. That exception is being replaced with the exemption for
temporary residents [Schedule 1, item 1, section 768-915 and item 20]. However,
Australian residents who are in Austraia at the time of Royal Assent of
this Bill will still be able to take advantage of it for up to five years, but
only on one occasion [Schedule 1, item 21]. The other existing exceptions to
the deemed disposal rule remain unchanged.

Employee shares and rights

1.35 Where an employee is granted shares or rights under an
employee share scheme, before or after coming to Australia, the taxation
treatment of the discount at which they were granted is governed by
Division 13A of Part |11 of the ITAA 1936. Where part of the relevant
employment is performed outside Australia, only part of the discount is
taxed in Australia. Thisis the case whether the discount is taxed upfront
(at the time of acquiring the shares or rights or when the person becomes
employed in Australia) or at alater cessation time. There isno changeto
this for those who are or were temporary residents at any timein the
period of relevant employment or when the discount isto be taxed. To

avoid doubt thisis explicitly stipulated. [Schedule1, item 1,
paragraph 768-910(3)(d)]
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What isthe CGT treatment of these shares and rights?

1.36 The overriding policy consideration when it comesto the
treatment of gains or losses on employee shares or rights held by
temporary residents is to make sure that their employment remuneration
whilein Australiais subject to Australian tax despite the concessions
being provided to them. Net gains on employee shares and rights are not
totally ignored which would otherwise often be the case under the general
CGT treatment of temporary residents. To do so would invite too much
restructuring of employment remuneration to obtain tax benefits, to the
disadvantage of other Australian resident employees. Their treatment will
depend on whether the shares or rights are assets that have the necessary
connection with Australia and on when the discount istaxed. The
following paragraphs discuss the various possibilitiesin turn.

What if the shares or rights have the necessary connection with Australia?

1.37 Where employee shares or rights do have the necessary
connection with Australia (eg, sharesin an Australian private company)
there is no change to their treatment for CGT purposes. Their cost baseis
determined by Subdivision 130-D and depends on when the initial
discount is taxed. Because part of the relevant employment to which the
shares or rights relate may be performed outside Australia, only part of
that initial discount may be taxablein Australia. However, because gains
or losses on them would be counted for CGT purposes whether the person
isanon-resident or aresident the whole gain or loss is counted.

What if the shares or rights do not have the necessary connection with
Australia and taxation of the original discount is deferred?

1.38 Where the employee share or right does not have the necessary
connection with Australia (eg, sharesin aforeign company or a portfolio
interest in an Australian public company) the CGT treatment depends on
when the initial discount istaxed. There are no changesto the CGT
treatment where the discount istaxed at a cessation time. If that time
occurs before the temporary resident becomes a permanent resident

(see paragraph 1.32), the cost base of the shares or rightsis set by
subsection 130-83(3), but any gain or loss that arises from a CGT event
happening before becoming a permanent resident is disregarded

[Schedule 1, item 1, section 768-915 and item 30]. The cost base is re-determined
at the time the person becomes a permanent resident and replaces the cost
base determined under section 130-83 [Schedule 1, item 1,

subsection 768-955(2)]. In addition, the shares or rights are treated as being
acquired at that time [Schedule 1, item 1, subsection 768-955(3)]. If a CGT event
then occurs the normal CGT rules apply and there are no further CGT
concessions. Any gain or loss that accrues between the cessation time and
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when the person becomes a permanent resident isignored. If the
cessation time occurs after the person has become a permanent resident,
section 130-83 operates normally [Schedule 1, item 1, subsection 768-955(4)].
Again, thereis no further CGT concession.

What if the shares or rights do not have the necessary connection with
Australia and taxation of the original discount is not deferred?

1.39 There are changes to the CGT treatment where the original
discount on shares or rights that do not have the necessary connection
with Australiais taxed upfront [Schedule 1, item 1, paragraphs 768-920(1)(c) and
(d) and (2)(d) and (e)]. Thistaxing point may be in the income year in which
the person becomes an employeein Australiafor Division 13A purposes
or at the time the shares or rights were granted to the employee. The cost
base of the shares or rights will be their market value at the time they were
granted, under section 130-80 or 130-85.

1.40 In either case, some or al of any gain or lossis to be recognised
(it normally wouldn’t be counted by someone who is being treated as a
non-resident) because of the connection with the person’s employment in
Australia. Accordingly, only the portion that has that connection isto be
recognised. Therest of the gain or loss will be disregarded. The
proportion is the same as that used for determining how much of the
original discount is assessable income. These modifications to the CGT
rules for employee shares or rights will apply to both residents and
non-residents who are or have been temporary residents.

141 Only shares or rights acquired under an employee share scheme,
or shares obtained as the result of exercising aright acquired under an
employee share scheme, are covered by these new rules [Schedule 1, item 1,
paragraphs 768-920(1)(a) and (2)(a) and (c)]. The latter shares are called
‘derived shares’ in this Bill and the rights that were exercised to obtain
them are called the ‘original rights' [Schedule 1, item 1, subsection 768-920(2)].
This Bill deals separately, but in similar fashion, with each of these cases.
Because of the operation of section 139DQ of the ITAA 1936 and an
amendment to that section so that it also applies for the purposes of these
new provisions dealing with temporary residents, the rules will also apply
to matching shares or rights acquired in connection with the 100 per cent
takeover or restructure of acompany [Schedule 1, item 1, notes to

subsections 768-920(1) and (2) and items 8 to 10].

142 Next, the person holding the shares or rights must have been
engaged in some of the employment to which the shares or rights relate in
Australia as atemporary resident [Schedule 1, item 1, paragraphs 768-920(1)(b)
and (2)(b)]. This latter condition isthere to relate the relevant employee
shares or rights, or the derived shares, to the person’s status as a
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temporary resident. If the person does not perform any of the relevant
employment in Australia as atemporary resident, the new rules do not
apply even if the person still holds the shares or rights during some of the
time in which the person is atemporary resident. To avoid doubt, itis
made clear that it does not matter whether the personis still atemporary
resident, a permanent resident or aforeign resident when the relevant
CGT event occurs [Schedule 1, item 1, subsection 768-920(3)].

143 The final pre-condition for application of the new rules concerns
when they are applied. That timeiswhen a CGT event happensto the
shares or rights or the derived shares for the first time [Schedule 1, item 1,
paragraphs 768-920(1)(e) and (h) and (2)(f) and (i)]. Two classes of CGT events
areruled out. Thefirstis Event |1 (see paragraph 1.33) because ceasing
to be an Australian resident is not to be relevant to temporary residents for
al CGT assets including these employee shares or rights. However, that
event could still be the trigger for application of these rules if the person
had already become a permanent resident and then ceased to be an
Australian resident [Schedule 1, item 1, paragraphs 768-920(1)(f) and (2)(g)]. The
provision would not then be applied to any further CGT events happening
to those shares or rights. The second type of CGT event that will not
trigger application of these rulesiswhere any capital gain or loss from the
event is disregarded because of another provision in Part 3-1 or 3-3
[Schedule 1, item 1, paragraphs 768-920(1)(g) and (2)(h)]. A typical example of
thiswould be where aroll-over is allowed. Explicitly stating that a capital
gain or loss arises under this provision despite the new general CGT
concession for temporary residents, indicates that this provision would be
triggered by a CGT event that would otherwise result in again or loss that
would be disregarded by that general CGT concession [Schedule 1, item 1,
subsection 768-920(5)].

What if the person is atemporary resident or aforeign resident at the time
of the CGT event?

144 If the person is atemporary resident or aforeign resident when
the first possible trigger event occurs, the person makes a capital gain or
loss that is not disregarded [Schedule 1, item 1, subsections 768-920(4) and (5)].
The amount of the gain or lossis a proportion of the amount of gain or
loss that would otherwise be disregarded (because the personisa
temporary resident) or not made (because the person is aforeign resident).
The process for the calculation of the gain or loss is atwo-step process
[Schedule 1, item 1, subsections 768-920(6) and (9)].

1.45 Thefirst step isto calculate the amount of the gain or lossthat is
to be adjusted. Thisis called the notional gain or loss and is the capital
gain or loss that would have arisen for a permanent resident from the time
of acquisition of the shares or rights, or the origina right in the case of
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derived shares, until the time of the CGT event. In the case of shares or
rights acquired from an employee share trust, the time of acquisitionis
when the temporary resident first acquired a beneficial interest in the
share or right [Schedule 1, item 1, subsection 768-925(2)]. Where the CGT event
happens to a derived share the relevant starting time is when the taxpayer
first acquired a beneficia interest in the original right [Schedule 1, item 1,
paragraph 768-925(2)(b)]. Matching shares or rights to which subsection
139DQ(1) of the ITAA 1936 applies will be taken to be acquired when the
employee shares or rightsin the old company were acquired. The cost
base to be used in this calculation is that which would be obtained by
applying section 130-80 or 130-85 as the case requires, with any
modification required by section 134-1 in the case of derived shares
[Schedule 1, item 1, subsections 768-925(1) to (3)].

1.46 The second step isto apply two factors or fractionsin turn
[Schedule 1, item 1, section 768-930]. The first fraction seeks to determine the
amount of the notional gain or loss that may be apportioned to the period
ending at the cessation time. Even though the shares or rights may not be
qualifying shares or rights, the cessation timeis still defined in

Division 13A of Part 111 of the ITAA 1936. In the case of derived shares,
the relevant cessation time is that of the original rights that were exercised
to obtain those shares [Schedule 1, item 1, subsection 768-940(1)]. The amount
is determined using a simple comparison of days before the cessation time
and days ending at the time of the CGT event [Schedule 1, item 1,

subsections 768-935(1) and 768-940(1)]. |f the CGT event occurs before the
cessation time for the shares or rights or the original rights, the whole of
the notional gain or lossis counted at this stage [Schedule 1, item 1,
paragraphs 768-935(3)(a) and 768-940(3)(a)].

1.47 The second factor is based on how much of the relevant
employment for which the shares or rights were granted was performed in
Audtralia. Thisfraction isthat which wasimplicitly used in calculating
how much of the original discount was to be included in assessable
income. It isthe ratio of the amount included in assessable income under
Division 13A (or the amount that would have been included but for
subsection 139BA(2) of the ITAA 1936) and the amount of the discount
calculated for the purposes of Division 13A. Application of thisfraction
resultsin the amount of the gain or loss that is not disregarded being an
approximation of the amount that was remuneration for employment in
Australia. That amount isthen used in calculating the taxpayer’ s net
capital gain or net capital loss for the year. Therest of the notional gain

or lossisdisregarded in that calculation. [Schedule 1, item 1,
subsections 768-935(4) and 768-940(4)]
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Example 1.1: Capital gain made while still atemporary resident

Emma from England is granted shares (with atotal market value

at the time of A$100,000) under an employee share scheme on

1 February 2006 for the three years of employment beginning

on 1 January 2006. She comesto Australia as atemporary resident
on 1 January 2007 (at which time she also becomes an Australian
resident for tax purposes) and completes the remaining two years of
the employment to which the sharesrelate in Australia. Emma elects
to have the discount assessed in that income year. Assume that the
cessation time for the shares occurs on 1 June 2009. Emmawho is still
atemporary resident disposes of the shares on 1 July 2009 for
A$130,000.

Emma’ s notional capital gain is $30,000. Thefirst fractionis
1216/1246 and the fraction derived from the Division 13A calculation
is2/3. Therefore, the capital gain from this sale to be used in the
calculation of her net capital gain for the income year ending
30 June 2010 is:

$30,000 x (1216/1246) x (2/3) = $19,518
The remaining $10,482 of the notional gain is disregarded.

What if the person is a permanent resident at the time of the CGT event?

1.48 In this situation, a proportion of the gain or loss that has accrued
up to the time the person became a permanent resident must be added to a
capital gain or loss that would otherwise be recognised [Schedule 1, item 1,
subsections 768-920(7) and (9)]. The two-step calculation is slightly different
from that discussed in paragraphs 1.45 to 1.47. Again, thefirst-stepisto
calculate the amount of the gain or loss that isto be adjusted (ie, the
notional gain or loss). Thisisthe capital gain or loss that would have
arisen from the time of acquisition of the shares or rights, or the original
rightsin the case of derived shares, until the time of becoming a
permanent resident. The same special rules apply as were discussed in
paragraph 1.45. This calculation may be done by reducing what would
otherwise have been the notional gain or loss by the amount of the actual
capital gain or loss that would be taken to be made apart from this set of
rules [Schedule 1, item 1, subsection 768-925(4)]. The main reason for this
modification is because at this point (of becoming a permanent resident),
the individual must determine a new cost base for these shares or rights
and the CGT provisions apply without concession from then on

[Schedule 1, item 1, section 768-955]. It isthe amount of the gain or loss that
accrued up to that time that is then dealt with.
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1.49 Again, thefirst factor to be calculated is described separately but
similarly for the case of shares or rights acquired under an employee share
scheme and for derived shares [Schedule 1, item 1, subsections 768-935(2) and
768-940(2)]. In this case, the denominator of the fraction is the number of
days up to the time of becoming a permanent resident because that is the
period over which the notional gain or loss accrued. The numerator in the
case where the cessation time occurs before the person became a
permanent resident is the number of days up to that cessation time. Where
the person became a permanent resident before the cessation time, the

factor isone. The notional gain or lossis multiplied by this fraction
[Schedule 1, item 1, subsections 768-935(2) and 768-940(2) and

paragraphs 768-935(3)(b) and 768-940(3)(b)] .

1.50 Finally, the same proportion as discussed in paragraph 1.47 is
applied to the resulting amount [Schedule 1, item 1, subsections 768-935(4) and
768-940(4)]. The resulting adjusted notional gain or lossis then added to
what would otherwise have been the capital gain or loss, to arrive at the
actual capital gain or lossto be used by the taxpayer in determining the
net capital gain or loss for the year [Schedule 1, item 1, subsection 768-920(7)].
For the purpose of determining whether the capital gain is a discount
capital gain (see Division 115), the time-of-acquisition rules that would
ordinarily apply when the person becomes a permanent resident do not
apply. Instead, the shares or rights, or the derived shares, are taken to be
acquired when the original shares or rights were granted [Schedule 1, item 1,
subsection 768-920(8)].

How long does a person have to amend these cal cul ations?

151 The standard amendment periods apply to most elements of this
caculation. However, as with taxation of the original discount under
Division 13A of Part I11 of the ITAA 1936 there could be some delay
before the taxpayer is more certain of the extent to which the relevant
employment is or will be performed in Australia. The same deadline for
amendment applies to the determination under these provisions of the
capital gain or loss made from a CGT event happening to the shares or
rights to allow for amendment to the fraction implicitly usedin

Division 13A and discussed in paragraphs 1.47 and 1.50. [Schedule 1,
item 1, section 768-945]

Interest paid to foreign lenders

152 Interest paid by atemporary resident to non-residents will be
exempt from all interest withholding tax and withholding obligations.

The interest income derived by the non-resident will also be
non-assessable non-exempt income unlessit is derived in carrying on
business through a permanent establishment in Australia. The exemptions
will apply to all non-resident lenders, including non-resident partnersin
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partnerships, non-resident beneficiaries of foreign trusts who are presently
entitled to the income and non-resident trustees of foreign trusts. A
resident trustee who would be taxed under section 99 or 99A of the

ITAA 1936 (but not subsection 98(3) or (4)) would not be exempt from
tax on theinterest. [Schedule 1, item 1, section 768-980]

153 While withholding tax would otherwise be aliability of the
overseas lender, it is generally the case that institutional lenders would
require the Australian resident to compensate them for the additional tax
incurred in lending money to an Australian resident. Therefore, this
measure not only reduces compliance costs for the temporary resident, it
also indirectly reduces their Australian taxation costs. It is primarily
targeted at pre-existing loan arrangements and therefore does not extend
to Australian resident lenders nor to Australian permanent establishments
of foreign lenders.

Application and transitional provisions

154 Subject to paragraph 1.56, the amendments apply for income
years that begin on or after the 1 July next following the date of Royal
Assent for thisBill. Inrelation to CGT events, the amendments apply to
events happening on or after that 1 July. The amendments to the cost base
rulesfor CGT assets generally, and for employee shares or rights, apply to
persons becoming Australian residents, whether temporary or permanent
residents, after that 1 July. [Schedule 1, subitems 40(1), (2), (4), (5), (8) and (9)]

155 While the amendments affecting the application of the CGT
rules to temporary residents apply from that 1 July, they can apply to
matching shares or rights acquired on or after 1 July 2004 because of the

amendments to section 139DQ of the ITAA 1936. [Schedule 1,
subitems 40(3) and (6)]

1.56 The amendment to exclude temporary residents from
withholding tax obligations applies to payments of interest made on or
after the date of Royal Assent. [Schedule 1, subitem 40(7)]

Consequential amendments

157 A number of consequential amendments have been made
because the existing exemption from the foreign investment fund rules
(for exempt visitors for four years) is being replaced with an exemption
for temporary residents. First, thereisthe repeal of the existing
exemption contained in the foreign investment fund rules and the insertion
of areference to the new exemption for temporary residents in those rules
[Schedule 1, items 14 and 15]. Next there is the insertion in the Dictionary of
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adefinition of a‘foreign life assurance policy’ and the amendment of the
existing definition of ‘notional accounting period’ to take account of
foreign life policies[Schedule 1, items 38 and 39]. Finally, referencesto the
term ‘exempt visitor’ in various tax laws needed to be changed [Schedule 1,
items 3, 11 and 12].

158 In asimilar fashion, areference to the new exemption from the
controlled foreign company rules for temporary residentsisinserted into
those provisions. [Schedule 1, item 13]

1.59 Two consequential amendments insert references to some of
the new rulesinto the table of provisions which lists non-assessable
non-exempt income. [Schedule 1, items 16 and 17]

1.60 Changes have been made to two tablesin the CGT provisions
dealing with the time of acquisition of CGT assets and the cost bases of
those assets to reflect the modifications to those rules for temporary

residents and for when they cease to be temporary residents. [Schedule1,
items 22 to 25]

161 Finally, notes have been amended or inserted into the

ITAA 1936 (mainly in the provisions dealing with interest withholding
tax) and the ITAA 1997 (in the CGT provisions) to act as signposts from
other parts of the law to these provisions dealing with temporary
residents. [Schedulel, items4to 7, 18, 19, 27, 28, 31, 32 and 34 to 37]

REGULATION IMPACT STATEMENT
Policy objective

The objectives of the New Business Tax System

1.62 The New Business Tax System is designed to provide Australia
with an internationally competitive business tax system that will create the
environment for achieving higher economic growth, more jobs and
improved savings, as well as providing a sustainable revenue base so the
Government can continue to deliver services to the community.

1.63 The measure dealing with the taxation of temporary residents of
Australia contained in this Bill is part of the New Business Tax System.
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The objectives of the measure in this Bill

164 The exemptions for temporary residents are designed to achieve
two related objectives. First, the measure seeksto attract internationally
mobile skilled labour to Australia. Secondly, it will assist in the
promotion of Australia as a business location, by reducing the costs to
Australian business of bringing skilled personsto work in Australia.

Implementation options

1.65 The temporary residents measure arises directly from
recommendations of the Review of Business Taxation. The genesisfor
the implementation options that are discussed here can be found at
Recommendation 22.18 of A Tax System Redesigned.

1.66 The Government announced in the 2005-06 Budget that it
planned to reintroduce legidlation that would exempt temporary residents
from income tax on most foreign source income and gains on foreign
assets for four years (the original implementation option). The previous
legislation was twice introduced into Parliament in 2002 but failed to pass
the Senate. Subsequent re-examination of the measure, in part due to
changes in the law since 2002 (eg, in the New International Tax
Arrangements (Foreign-owned Branches and Other Measures) Act 2005),
identified a number of refinements (reflected in the new implementation
option) which simplify the measure and reduce compliance costs. Asa
result, the new implementation option for temporary residents being
enacted in this Bill is broader than the original implementation option.

The original implementation option (the original option)

1.67 The original option provides an exemption for temporary
residents for four years (provided they had not been resident in Australia
in the preceding 10 years), which would apply to:

o all foreign source income of eligible temporary residents
(other than employment income) including income of
controlled foreign companies, other foreign companies and
foreign trusts on which they would be otherwise taxed;

¢ net capital gains, other than net gains taxable for
non-residents (ie, those with the necessary connection to
Australia), and gains on portfolio interests in Australian
publicly listed companies or Australian unit trusts; and

¢ interest withholding tax obligations in respect of liabilities
regardless of when incurred.
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1.68 In addition, the exemption from the foreign investment fund
rules for exempt visitors would no longer be restricted to four years for
taxpayers holding temporary visas, but would apply to exempt visitors for
aslong as atemporary visawas held.

1.69 A ‘temporary resident’ is essentially defined as someone who
was an Australian resident for tax purposes for less than four years, who
was on atemporary visa and had not applied for a permanent visa, and
who had not been an Australian resident for tax purposesin the preceding
10 years.

The new implementation option

1.70 The new implementation option however now provides an
exemption for temporary residents, which applies— for aslong as the
individual is atemporary resident — to:

o all foreign source income of temporary residents (other than
employment income) including income of controlled foreign
companies, other foreign companies and foreign trusts on
which they would otherwise be taxed;

e net capital gains, other than net gains taxable for
non-residents (ie, those with the necessary connection to
Australia) or those on employee shares or rights to the extent
the discount is taxable in Australia; and

e interest withholding tax obligations in respect of liabilities
regardless of when incurred.

171 Apart from the removal of the four year limit the only changeto
this aspect is the extension of the exemption to net gains on portfolio
interestsin Australian companies and unit trusts.

172 The new option also partly relieves temporary residents of
record-keeping obligationsin relation to controlled foreign company and
foreign investment fund rules.

173 Asfor the definition of a‘temporary resident’, thereis no
regquirement that the individual has not been an Australian resident in the
preceding 10 years.

174 However, the definition does not include ‘temporary visa
holders’ who hold temporary visas that allow them to receive benefits
similar to those permanent visa holders receive. These people are
identified as those individuals who are * Australian residents’ as defined in
the Social Security Act 1991, which would include for example,
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New Zealand citizens (resident in Australia for taxation purposes) who are
classified as ‘ protected specia category visaholders'. It also excludes an
individual whose spouseis an ‘Australian resident’ for purposes of the
Social Security Act 1991.

1.75 The exemptions will aso be denied to anyone who has been a
permanent resident after the rules commence. A permanent resident is
someone who is atax resident of Australia but who does not satisfy one or
more of the above requirements to be atemporary resident.

1.76 The requirement that the individual be atax resident has also
been removed in this new option.

1.77 The term ‘temporary resident’ now determines eligibility for

all aspects of the announced measure, including the exemption from the
foreign investment fund rules. Therefore while the existing exemption for
‘exempt visitors' from the foreign investment fund rules will (as under the
original option) no longer be restricted to four years, it will now apply as
long astheindividua isa‘temporary resident’ (not an ‘exempt visitor’).

1.78 Another significant change to the original optionisa
modification to an existing CGT exemption for short-term residents
departing Australia (ie, those who are resident for less than five of the past
10 years) from the deemed disposal rule that would otherwise apply. This
concession would be absorbed into the temporary residents measure, so
that it isno longer restricted by time limits, and would apply aslong as
the individua is atemporary resident. However, the exemption will no
longer apply to any individual who has been aresident for less than five
of the past 10 years when they leave Australia, but will be limited to
temporary residents. There will, however, be atransitional rule so that the
concession will continue for a period of five years for other permanent
residents who would otherwise be adversely affected.

1.79 The general principle that capital gains or losses will not be
disregarded to the extent they relate to employment remains the samein
the new option. However, clarification of the taxation of cross-border
employee shares or rights since the original implementation option was
introduced into Parliament has made it possible to be more specific about
the instances where gains or losses related to employee shares or rights
will not be disregarded.

1.80 Therefore the main differences between the original option and
the new implementation option are:

¢ changesto the definition of a‘temporary resident’;
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e removal of varioustime limits;

e changesto CGT treatment — temporary residents are now
only to be taxed on the same assets as non-residents, whereas
previously they were treated more as a hybrid of residents
and non-residents; and

o clarification of capital gains that are considered to be related
to employment in Australia (and therefore to which the
exemption does not apply), especially in the area of
employee shares and rights.

Assessment of impact

Impact group identification
Temporary residents

181 This measure will impact on people holding temporary visas
granted under the Migration Act 1958 who are in receipt of income from
foreign sources or who hold foreign assets, and who do not have access to
benefits (whether directly or indirectly though their spouses) similar to
those available to the holders of permanent visas.

1.82 A reference to temporary visa holders may include people who
enter Australia under the economic, international and social/cultural visa
streams and also people in Australia on student visas.

1.83 The main impact of the changes (to the original option) will be
on temporary residents who remain in Australia for longer than four years.
Currently, thisis approximately 7 per cent of temporary visa holders.
About 90,000 temporary visa holders are potentially impacted. Unlike the
original implementation option, the new option will deny treatment as a
temporary resident to those on temporary visas whose spouse isan
Australian citizen or has a permanent visa. No data on the number of
these were available.

Business

1.84 Businesses that employ, or are run by, people who qualify for
this exemption may receive an indirect benefit as aresult of this measure.
Thiswill occur in instances where businesses make normalisation
payments to compensate their employees for the potential increasein their
overall taxation costs that can occur as aresult of their coming to
Australiafor a short period.
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1.85 The measure will also impact on intermediaries, such as
accounting firms, that act on behalf of taxpayers or businesses affected by
this measure.

Australian Taxation Office

1.86 There will be administrative impacts on the ATO with the
introduction of this measure.

Analysis of costs/benefits

The original option

Compliance costs
Temporary residents

1.87 The original option would be expected to significantly reduce
compliance costs for individuals when preparing their tax returns, as
temporary residents would generally only need to declare income (other
than employment income) from Australian sources. Informationin
relation to foreign income and most capital gains would no longer be
required for Australian tax purposes, provided that income or gain was not
related to Australian employment. While these changes would mean a net
benefit for temporary residents, there would have been some additional
costs involved in determining whether some items of income or gains
related to Australian employment.

1.88 Similarly, providing an exemption from interest withholding tax
obligations will aso, where applicable, result in reduced compliance costs
for these taxpayers in relation to their Australian tax obligations.

Business

1.89 For businesses and intermediaries, (eg, tax agents) affected by
this measure, initially there would have been a small cost associated with
the training of staff and the modification of internal systems that deal with
remuneration to remove the need for normalisation payments. Once any
necessary training or changes have been implemented no ongoing
compliance costs would have been expected for these businesses.

1.90 The intermediaries would have the usual requirement to keep up
to date with a new area of the law and its interpretation. Thereisno data
available on the costs of these intermediaries (eg, on what proportions of
their businesses are concerned with cross-border employee taxation) that
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would be needed to make an estimate of thisimpact. However, the new
law would mean new business for them.

Administration costs

191 The original option would have administrative impacts for the
ATO. These centre on the need to interpret the new law as well as
ensuring instructional material, return forms and associated instructions
reflected the new law. The ATO would also have to deal with computer
system changes and compliance issues to ensure that the measure is
working as intended.

1.92 The overall cost of these administrative changes, however, is not
considered to be significant and was to be absorbed as part of business as
usual.

Government revenue

1.93 The original option when re-announced in the 2005-06 Budget
had a revenue cost of $105 million over the forward estimates period
(%50 million in 2007-08 and $55 million in 2008-09).

Economic benefits

1.94 The New Business Tax System, including this measure, is
intended to provide Australiawith an internationally competitive business
tax system that will create the environment for achieving higher economic
growth, more jobs and improved savings.

1.95 The measure dealing with the taxation of temporary Australian
residents will contribute to these broader economic goals by removing
impediments that will assist in attracting internationally mobile labour to
Audtralia. 1t will also have the effect of reducing business costs (fewer or
no normalisation payments) where foreigners are employed temporarily in
Australia. Australia should then benefit from the dynamic effects of
having business located here, as well as from the expenditure, profits and
local employment that such businesses may generate. In addition, the
bringing to Australia of foreign executives and skilled employees will
facilitate the transfer of new management techniques and information and
skills to the Australian economy.

1.96 While this option would have provided a benefit there is neither
reliable data nor modelling available as to the size of that benefit.
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The new implementation option

Compliance costs
Temporary residents

197 The changes to the original option (ie, removal of time limits
etc) will mean greater compliance cost reductions than would be possible
under the original option, by applying the concession to affected taxpayers
regardless of the length of their stay and by simplifying the CGT rulesfor
them. This measure is expected to encourage temporary residents to come
to Australiato work here for longer periods. Compliance costswill be
further reduced because a number of similar measures have been brought
together in one area of the law. However the extent of the reduction in
compliance costs is not quantifiable because of lack of data on compliance
costs relevant to this area of the law and the asset portfolios of temporary
residents.

1.98 Those permanent residents who may be affected by the
restriction of the short-term residents CGT exemption on departure from
Australiamay have additional CGT to pay on a subsequent departure as
well as additional compliance costsin calculating that tax. However, they
will be relieved of some compliance costs associated with the existing
exemption. These impacts can not be quantified because of lack of data
on the numbers affected and on their asset portfolios. Tax returns do not
require identification of net capital gains arising from individual CGT
events nor of net capital gains that are disregarded. The changesto this
CGT exemption (to restrict the exemption to temporary residents) may
negatively impact on a small group of permanent residents currently not in
Australiawho return to Australia some time in the future and then leave
again. However as mentioned above atransitional rule will operate for
fiveyears.

1.99 Some additional compliance costs will be incurred by those who
are or have been temporary residents when a CGT event happensin
connection with employee shares or rights that relate to employment in
Australia. With the exception of those who are foreign residents when the
event happens, the additional compliance costs will be incurred to obtain
the benefit of atax concession. Again, no data are available to allow an
estimate of the additional compliance costs, which would require
information on temporary residents holding employee shares, when they
were granted, when they are disposed of and when the persons leave
Australia. While the new option is more explicit in this regard there
would have been some compliance costs involved in complying with the
original option.
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Business

1.100 The changesto the origina option should result in reduced costs
for businesses that employ temporary residents and provide normalisation
payments to compensate employees for potential increases in overall
taxation during their period of employment in Australia. These businesses
will no longer be required to compensate employees who remain in
Australiafor longer than four years, or who would have breached the
requirement for the short-term resident CGT concession. It will probably
also mean less tax-induced changes in personnel.

1.101  Businesswill also benefit as key personnel from overseas may
now be more willing to come to Australia as aresult of the changein their
Australian tax obligations.

Administration costs

1.102 Changesto the original option (ie, the removal of the four year
limit, simplification of the rules relating to the CGT concession, and
removal of the residency requirement etc) should not result in any
additional costs, as the changes to information products have not yet been
undertaken for the temporary residents measure, so the further changes to
the announced measure can be easily accommodated.

1.103  The changes should actually result in areduction in costs for the
ATO in administering the new law partly because they have facilitated the
consolidation in the law of a number of similar measures. However, the
references to the Social Security Act 1991 in the definition of a‘temporary
resident’ will add to costs for the ATO compared with the original
version. On the other hand, the removal of the requirement that a
temporary resident be an Australian resident for tax purposes will make it
easier to determine if the person is atemporary resident. Similarly, some
of the changes to the tax treatment of temporary residents (eg, for CGT)
should make administration easier while some (eg, on employee shares)
may make it more difficult.

Government revenue

1.104  Therevenue cost of the new option over the forward estimates
period is $75 million ($36 million in 2007-08 and $39 million in 2008-09)
including the relatively small cost of the changes from the original

option. The reduction of the cost from that identified for the original
option is entirely due to the use of better information.

Economic benefits

1.105 The changesto the original measure will further assist in
attracting internationally mobile labour to Australia and keeping them
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here for as long as there is a good business case, by removing possible
distortions to individual’ s choices due to arbitrary time limits.

Consultation

1.106  The measure dealing with the taxation of temporary residentsto
Australiawas accepted by the Government in its Stage 2 response to
A Tax System Redesigned and was announced on 11 November 1999.

1.107  Extensive consultation was conducted on the original option
before its previous introduction into Parliament in 2002. For instance a
consultation workshop was held in May 2000 in relation to theinitial
announcements made by the Government. In addition, the Treasury has
also received further submissions dealing with the taxation of temporary
residentsin Australia.

1.108 Discussions have aso taken place with the then Department of
Immigration and Multicultural and Indigenous Affairsin relation to the
visa reguirements for people seeking to enter Australia. The Department
of Education, Training and Y outh Affairs was also consulted in relation to
peoplein Australia on student visas.

1.109 Inregard to the changesto the original option, confidential
consultation with a small number of tax practitioners and academicsin the
field has also been conducted, especially on the changes dealing with
employee shares or rights. The changes proposed were generally
considered to be reasonable. Some concern was expressed about tying the
concept of atemporary resident to the treatment of the person’s spouse for
social security purposes. However, no better way of addressing the
perceived integrity concern that led to this feature (see paragraph 1.74)
could be found. There also was some opposition to the continued
application of CGT to employee shares or rights that relate to employment
in Australia. In order to keep the measure closely aligned to its
underlying policy of not exempting employment income of temporary
residents, and in order to avoid the creation of additional incentivesto
restructure employment remuneration to obtain tax benefits to the
disadvantage of other Australian resident employees, the concerns
expressed over these rules were not able to be accommodated in the final
measure.

Conclusion

1.110  Thisproposa dealing with the taxation of temporary residentsis
expected to address issues concerning the employment of skilled
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temporary residentsin Australia. The introduction of this measure will
therefore help promote Australia as a business location.

1.111  Thechangesto the original option will further enhance thisaim
by removing elements that may distort taxpayer choices, and by reducing
compliance and administrative costs.

1.112  The Treasury and the ATO will monitor this taxation measure as
part of the whole taxation system, on an ongoing basis.
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Chapter 2
Business-related costs

Outline of chapter

2.1 Schedule 2 to this Bill amends the Income Tax Assessment
Act 1997 (ITAA 1997) to:

o alow certain business capital expenditure to be written-off in
equal proportions over fiveincome years. The expenditureis
deductible only where it is not already taken into account and
not denied deductibility for the purposes of the income tax
law;

¢ apply the non-commercial loss provision in certain
circumstances to such business capital expenditure;

e increase the range of expenditures that can be included in the
cost base of an asset for capital gainstax (CGT) purposes and
the cost of a depreciating asset for uniform capital alowances
(UCA) purposes; and

¢ allow deductions for capital expenditureincurred in carrying
on or ceasing a business to terminate a lease or licence to be
deducted in equal proportions over five income years.

Context of amendments

2.2 Taxpayers may incur business expenditures that fall outside the
scope of the various deduction provisions of the income tax law. For
example, expenditure may not be deductible under section 8-1 of the
ITAA 1997 because it is capital expenditure, but is not included in the
cost base of a CGT asset or in the cost of adepreciating asset or thereis
no other specific capital allowance provision in the income tax law that
allows a deduction for the expenditure. Expenditure could also be
incurred before a business commences, or after it ceases, therefore a
taxpayer may have difficulty in demonstrating the required nexus with the
business to enable a deduction under the current law.
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2.3 In 1999, the Review of Business Taxation identified a need to
address such expenditures, known as ‘blackhole’ expenditures. The
Review of Business Taxation proposed the tax value method as a means
of providing recognition for these expenditures. After extensive
evaluation of the tax value method, the Board of Taxation recommended
against its adoption and the Government accepted the Board's
recommendation.

2.4 In 2001, section 40-880 of the ITAA 1997 was introduced to
provide afive-year write-off for seven specific types of business capital
expenditures, including costs to establish a business structure and costs to
cease carrying on a business.

25 On 28 August 2002, the Treasurer announced that the
Government would devel op a systematic solution to business blackhole
expenditures by 1 July 2005 (Treasurer’s Press Release No. 048 of

28 August 2002). The systematic solution was announced in the
2005-06 Budget (Treasurer’s Press Release No. 045 of 10 May 2005).

2.6 By providing deductibility for business capital expenditure,
subject to certain criteria to ensure the integrity of the provision, these
amendments will recognise such expenditure.

Summary of new law

2.7 Schedule 2 repeal s the current section 40-880 and replaces it
with a systematic treatment for business-related capital costs. This
systematic treatment comprises:

o afiveyear straight-line write-off for certain business capital
expenditure that:

—  permits deductions for capital expendituresincurred in
relation to existing businesses that are carried on for a
taxable purpose; and

— dlowsdeductions for pre- and post-business
expenditures where the businessis proposed to be
carried on, or was formerly carried on, for ataxable
purpose; and

¢ limitations to ensure these expenditures are deductible where
they are not already taken into account, and are not denied a
deduction, for the purposes of the income tax law.
Therefore, the new provision will be a provision of last
resort;
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e changesto the cost base of CGT assets, and cost of
depreciating assets, so that where expenditures are incurred
in relation to the asset, the expenditure is appropriately
included in the cost or cost base of the asset for taxation

purposes, and

o afiveyear, straight-line write-off for capital expenditure
incurred to terminate alease or licence if the expenditure is
incurred in the course of carrying on or in ceasing a business.

2.8

In addition, the non-commercial loss provisions apply to

pre- and post-business expenditures, by individuals (either alone or in
partnership) deductible under section 40-880.

Comparison of key features of new law and current law

New law

Current law

Taxpayers may deduct capital
expenditure they incur in relation to
apast, present or prospective
business, to the extent that the
businessis, was or is proposed to be
carried on for a taxable purpose.

The expenditure is deductible to the
extent that it is not elsewhere taken
into account and is not denied
deductibility for the purposes of the
income tax law. Specific exclusions

apply.

Taxpayers may deduct capital
expenditure they incur that is one of
the seven specific types of
expenditures listed in section 40-880
of the ITAA 1997, to the extent that
the businessis, was or will be carried
on for ataxable purpose.

Specific exclusions apply.

The non-commercial loss provisions
apply to certain pre- and
post-business capital expenditure
deductible under section 40-880.

The non-commercial 10ss provisions
do not apply to pre- and
post-business capital expenditure
deductible under section 40-880.

The first and second elements of cost
of depreciating assets are to be
extended to include additional types
of expenditure.

Certain pre-acquisition expenditures
are not included in the first element
of cost of adepreciating asset and
some costs that are reasonably
attributable to abalancing
adjustment event occurring for a
depreciating asset can only reduce
the termination value of the
depreciating asset.
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New law Current law
Taxpayers may deduct capital Expenditures to terminate alease or
expenditure incurred to terminate a licences are currently either
lease or licence that resultsin the blackhole expenses or form part of
termination of thelease or licenceif | the cost base for the purposes of the
the expenditure isincurred in the CGT regime.
course of carrying on or ceasing a
business.
Additional kinds of expenditure Fewer kinds of expenditure qualify
qualify for inclusion in the cost base | for inclusion in the cost base and
and reduced cost base of CGT assets. | reduced cost base of CGT assets.

Detailed explanation of new law

Business-related costs — overview

29 This measure provides treatment for business capital expenditure
not recognised in some way elsewherein the tax law. Taxpayers may
deduct capital expenditure incurred in relation to an existing, past or
prospective business.

2.10 A key principle in determining the deductibility of business
capital expenditureis the relationship between the expenditure and the
business. This nexuswill be a question of fact and in determining the
relationship of the expenditure to the business, the former business or the
prospective business, and when the expenditure isincurred, are
necessarily considered.

211 Where the expenditure isincurred in relation to a business being
carried on, or incurred in relation to a business that was formerly carried
on, the relationship can be ascertained by considering the business that
was actually carried on.

212 However, where the expenditure is incurred before the
businessis carried on, it may be more difficult for the taxpayer to
establish the necessary relationship between the expenditure and the
business. A key aspect, in order to preserve the integrity of the provision,
isthat the taxpayer would need to be able to show that, on an objective
basis, the businessis proposed to be carried on. That is, a the time the
expenditure was incurred it can objectively be shown that thereisa

business that is proposed to commence at some time in the future.
[Schedule 2, item 30, subsection 40-880(7)]

213 Consistent with general income tax principles, the deduction is
available to the taxpayer who incurs the qualifying expenditure.
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Generally, the taxpayer incurring the expenditure is the same taxpayer that
is carrying on, proposes to carry on or used to carry on the business. In
some circumstances a taxpayer will incur expenditurein relation to a
business that is proposed to be carried on, or that was formerly carried on
by another entity. Specific rules apply in these circumstances to ensure

that the taxpayer who incurs the expenditure is entitled to the deduction.
[Schedule 2, item 30, subsection 40-880(4)]

2.14 Section 40-880 requires that the relevant businessis, was or is
proposed to be carried on for ataxable purpose. This means that for
pre- and post-business expenditure, deductions may be available before
and after the gaining or producing of the business' sincome. The
deduction is aways limited, however, to the extent the relevant business
satisfies this taxable purpose test. The non-commercial 10ss provisions
may also prevent individuals, either alone or in partnership, in certain
circumstances, from deducting pre- and post-business expenditures from
other assessable income.

2.15 Asaprovision of last resort, section 40-880 is responsive to
subsequent changes in the tax law.

Object

2.16 The object provides that certain business capital expenditureis
deductible. The business can be past, current or prospective and must be,

was formerly or is proposed to be carried on for a taxable purpose.
[Schedule 2, item 30, subsection 40-880(1)]

2.17 There are a number of exceptions which require, in effect, that
the expenditure must not be taken into account in some way elsewherein
the income tax law. This means that the expenditure would not already be
deductible, capitalised, amortised or capped in some way under another
provision. The expenditure must aso not be denied a deduction,

including by limiting or capping the deduction, elsewhere in the tax law.
[Schedule 2, item 30, subsection 40-880(1)]

Capital expenditure

2.18 The provision only applies to business capital expenditure.
What this amounts to in the context of an existing, former or prospective
business is determined on a case by case basis having regard to the
general principles established by the Courts. Thisincludes expenditure
that fails the general deduction provision of section 8-1 by reason only of
being capital or of acapital nature. [Schedule 2, item 30, subsection 40-880(2)]

219 Expenditure on the structure by which an entity carries on (or
used to or proposes to carry on) their business and on the profit yielding
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structure of the business would ordinarily be expected to be of a capital
nature. Capital expenditure can also relate to a business' s trading
operations or the entity that will carry on the business.

2.20 The structure covers the legal entity (such as a company) or the
legal relationship (such as a partnership or trust) that is the entity that
carries on the business for a taxable purpose and that holds the business
assets.

221 For pre- and post-business expenditure, it may also provide a
deduction for capital expenditure that falls outside the positive business
limb of section 8-1. However, the mere fact that the expenditure fails the
positive business limb of section 8-1 does not necessarily bring it into this
provision.

2.22 Taxpayers can deduct the following specific types of capital
expenditure;

e expenditure to establish your business structure;

e expenditure to convert your business structure to a different
structure;

e expenditure to raise equity for your business;
e expenditure to defend your business against a takeover;

e coststo your business of unsuccessfully attempting a
takeover; and

e coststo stop carrying on your business,

to the extent that they do not fall within the limitations and exclusions.
These expenditures were previously deductible under the provision
replaced by the measure.

2.23 In addition, shareholders, beneficiaries of trusts and partners can
deduct liquidation and deregistration costs where the company, trust or
partnership carried on abusiness. This specific addition to the general
principles of deductibility that relate expenditure to a business (past,
prospective or current) isto continue, and expand, deductibility for
expenditure incurred in the closing-down phase of a business.
Shareholders can only deduct their own expenses, and are not entitled to a

share in those that the company has incurred. [Schedule 2, item 30,
paragraph 40-880(2)(d)]

2.24 This acknowledges that some of these expenses may be incurred
during the closing-down phase of the company, and therefore will be
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incurred in respect of a current business that may not be the business of
the taxpayer for the purposes of paragraph 40-880(2)(a).

Inrelation to

2.25 The provision is concerned with expenditure that has the
character of abusiness expense because it isrelevantly related to the
business. The concept used to establish this character or requisite
relationship between the expenditure incurred by the taxpayer and the
business carried on (current, past or prospective) is‘inrelationto’. The
connector ‘in relation to’ allows the appropriate | atitude to enable the
deductibility of qualifying capital expenditure incurred before the

business commences or after it has ceased. [Schedule 2, item 30,
subsection 40-880(2)]

2.26 There are various pre-business expenses that would be incurred
‘inrelation to’ aproposed business. These include, but are not limited to,
expenditures to investigate the viability of the business (eg, feasibility
studies or market research), establishment costs (such as the costs of
establishing the business structure), or expenses that are a necessary
precedent to the business being carried on (costs of market testing or
putting in atender).

2.27 Post-business expenses incurred ‘in relation to’ a past business
include capital expensesincurred for the purpose of ceasing to carry on
the business as well as expenses that were incurred as a consequence of
the business ceasing.

Used to be

2.28 A business that ‘used to be’ carried on by ataxpayer would be a
business that either the taxpayer had permanently ceased to carry on
themselves or that the taxpayer was permanently no longer relevantly
associated with. The relevant association is the one described in
paragraph 40-880(4)(b). [Schedule 2, item 30, paragraphs 40-880(2)(b) and (4)(b)]

2.29 The effect of the requirement for permanence is to ensure the
application of the provision to genuine post-business expenses — that is,
the taxpayer would have permanently severed their ties with the business
or the business no longer operates. If the relationship with the business
il exists, evenif in abeyance, then the expenditure is not post-business
expenditure, and therefore can only be deductible as expenditurein
relation to ‘your’ (ie, the taxpayer) business for the purposes of
paragraph 40-880(2)(a).

45



Tax Laws Amendment (2006 Measures No. 1) Bill 2006

Proposed to be

2.30 Theterm ‘proposed to be' is an objective purpose test about the
relationship between an expenditure in the present and a prospective
business. It encapsulates expenditure, the purpose and effect of whichis
relevantly related to the commencement or operation of that business.
Such expenditure would be for the purpose of assessing or advancing, or
lead to the commencement of afuture business. This phrase will enable
the provision to recognise such preliminary expenditures as legitimate
business costsin relation to the prospective business activity.

231 For abusiness to be proposed to be carried on for the purposes
of this provision, the taxpayer needs to be able to demonstrate a
commitment of some substance to commence the business, and sufficient
identity about the business that is proposed to be carried on. The
deductibility of expensesin advance of the business being carried on will
rest on the facts of each case, but this commitment and identity must be
tangible: that is, there would need to be some evidence that would enable
an objective assessment of the existence of that commitment and identity.

2.32 Further guidance asto the level of commitment required to
deduct pre-business expenditure is provided by subsection 40-880(7). In
essence, this requires that, having regard to relevant circumstances, it
must be reasonable to conclude that the commitment exists. One of these
circumstances is that the business be proposed to be carried on within a
reasonable time. This may vary according to the industry or the nature of
the business and would recognise the long lead times that may be
involved. [Schedule 2, item 30, paragraph 40-880(2)(c), subsection 40-880(7)]

2.33 Such commitment could be shown by, but is not limited to, at
least some of the following:

e abusinessplan;
o the establishment of a business premises;

e researchinto the likely markets or profitability of the
business; and

e capital investment in assets of the business.
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Example 2.1

2.34

After being retrenched from her job as a graphic designer, Mary
decidesto investigate starting her own graphic design business. She
spends $2,000 on market research, a consultant to put together a
business plan, brochures and contacts former clients to compile a client
database. On an objective basis, Mary’s pre-business activities would
be considered indicative of a genuine commitment to carry on a
graphic design business. Subject to the non-commercial loss
provisionsin Division 35, Mary is entitled to deduct the $2,000 over
five income years under the new business-related costs provision once
she commences her business activity.

The expenditure would need to relate, in area sense, to the

prospective business. For example, the expenditure could not be for the
purpose of pursuing a hobby or other leisure activity of the taxpayer,
where the benefit of the expenditure accrues to the taxpayer in the present,
rather than to the business in the future.

Example 2.2

2.35

Greg plays the drums in aband as a hobby. Greg spends money to
investigate the possibility of customising aroom in his house for the
purposes of rehearsing with the band. The expenditure is not of the
type to which a capital works deduction under Division 43 applies.
Greg seeksto claim the expenditure as being in relation to a business
he proposes to carry on. However, Greg has no evidence that he
proposes to carry on a prospective business, so on an objective basis
the only benefit of the expenditureisto Greg himself: that is, the
expenditure is of a private nature. Greg is not entitled to a deduction
as the expenditure is not a business-related cost.

The deduction will be available before the businessis carried on

where the requisite purpose is satisfied. However, there must be evidence
of acommitment to carry on the business at the time the expenditure was

incurred.

Example 2.3

In 2006, Pershing Pty Ltd which carries on a mobile dogwash
business, spends $3,100 on research into the market for soft drinks for
the purpose of establishing anew business. The research indicates
that a new softdrink businessis unlikely to be profitable and
consequently a new businessis not established. As Pershing Pty Ltd
proposed to carry on the business for a taxable purpose, a deduction
over five yearsis available for the $3,100 under the new
business-related costs provision.
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2.36 Where ataxpayer is able to demonstrate that they proposed to
carry on abusiness, the reason why the business did not eventuate would
not later be inconsistent with the grounds relied on to support that
demonstration. An unforseen change in circumstances for example,
would be one such case.

Example 2.4

Ab-one Coy incurs expenditure on due diligence prior to purchasing an
existing business that Ab-one Coy proposes to carry on. Before the
sale can be finalised, the seller withdraws from the sale. The
expenditure is deductible over five years as a business-related cost.

Equal proportions over five income years

2.37 The taxpayer can deduct 20 per cent of the expenditure for the
income year in which it isincurred. ‘Incomeyear’ isadefined term for
the purposes of the ITAA 1997. [Schedule 2, item 30, subsection 40-880(2)]

2.38 The taxpayer can then deduct 20 per cent of the expenditure for
each of the following four income years.

2.39 This continues the treatment under the current section 40-880.

2.40 Eligibility for deduction is aonce only up-front test established
as at the time when the expenditureisincurred. This meansthat, once
eligibility is established, the deduction is able to be written-off over the
fiveincome years even if the relevant business later ceases or the
prospective business does not commence.

Example 2.5

Eleanor and Oliviaown asmall but successful coffee shop and are
seeking to expand their business. They incur qualifying expenditure
during the 2006 income year for the purpose of establishing another
coffee shop in anewly constructed shopping mall. Eleanor and Olivia
deduct 20 per cent of the expenditure for the 2006 income year. The
following income year, 2007, Eleanor and Oliviaare forced to sell the
new coffee shop due to unforseen personal circumstances. They are
able to continue to claim the remaining 80 per cent of the expenditure
in equal proportions for each of the 2007 to 2010 income years.

241 For individual taxpayers, the non-commercial loss provision will
also apply so that a deduction otherwise available may be deferred.
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Limitations and exceptions

242 There are two limitations that link the taxpayer to the business.
The first limits the deduction to the extent the relevant businessis carried
on, was carried on or is proposed to be carried on for ataxable purpose.
The second limits the deduction depending on the relationship between
the taxpayer and the business.

243 The exceptions ensure that deductibility is provided only for
business expenditures not elsewhere recognised in some way by the
income tax law so that the provision is one of last resort.

244 The limitations and exceptions are based on those in the current
subsection 40-880(3), with some refinement as a consequence of the
broader application of the new law.

Taxable purpose

2.45 Expenditure in relation to abusinessis only deductible to the
extent that the businessis, was, or is proposed to be carried on for a

taxable purpose. [Schedule 2, item 30, subsection 40-830(3),
paragraph 40-880(4)(a)]

2.46 The definition of ‘taxable purpose’ is provided by

subsection 40-25(7) of the ITAA 1997 and covers various purposes,
including the purpose of producing assessable income. The term purpose
of producing assessable income is further defined in subsection 995-1(1)
of the ITAA 1997 as being something done:

e for the purpose of gaining or producing assessable income; or

e incarrying on abusiness for the purpose of gaining or
producing assessable income.

2.47 A taxpayer whose businessis not carried on for ataxable
purpose cannot deduct expenditure to that extent. Thislimitation is not an
annual test: thatis, it isnot to limit deductions to only the income years
in which the businessis carried on for ataxable purpose. Thetest asto
the taxable purpose of the business is applied — as at the time the
expenditure is incurred — to the taxable purpose of the business by
reference to al known and predictable factsin al years.

Example 2.6

In January 2007, Jo incurs qualifying capital expenditure to expand her
existing business in an off-shore jurisdiction. The expansion will
result in Jo’' s business deriving 10 per cent of all of its foreseeable
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future income in an exempt form. Any deduction to which Jo is
entitled would be reduced under this provision to the extent the
businessis not carried on for ataxable purpose.

Business of the taxpayer

248 The business to which the expenditure relates is that most
relevant to the expenditure. This could be either the activity of the
taxpayer entity or various separate activities carried on by the taxpayer.
Thiswill depend on the facts under which the expenditure is incurred.

2.49 Asthe taxpayer that incurs the qualifying expenditure is the only
taxpayer entitled to the deduction, whether the business is the taxpayer’s
businessisaso relevant. This entitlement may occur in one of two ways.

2.50 First, where the taxpayer who incurs the expenditure carries on
an existing business, used to carry on the former business or proposes to
carry on anew business, they are entitled to deduct the expenditure. This
means that for an existing business, only the taxpayer that carries on the

business, and no other taxpayer, is entitled to deduct the expenditure.
[Schedule 2, item 30, subsection 40-880(2)]

251 Therefore, if the entity that incurs the expenditureis a
separate taxpayer from that carrying on an existing business and to
which the expenditure relates, then the businessis not ‘your’ business
for the purposes of paragraph 40-880(2)(a). [Schedule 2, item 30,
paragraph 40-880(2)(a)]

2.52 Secondly, where ataxpayer incurs expenditure in relation to a
prospective or former business, and the taxpayer is not the same entity
that will carry on the business, or that formerly carried on the business,

special rules apply.

253 The deduction islimited to qualifying expenditure in relation to
either aformer business or a prospective business where the taxpayer that
carried on the former business or proposes to carry on the new business
(the * operating entity’) is not the same taxpayer who incurred the
expenditure (the ‘incurring entity’). In both cases, only the incurring
entity is entitled to adeduction. For example, pre-business costs such as
incorporation fees may be incurred (by an incurring entity) in relation to a
business proposed to be carried on by the entity the individual
incorporated (the operating entity). [Schedule 2, item 30, subsection 40-880(4)]

254 The expenditure must be in connection with the taxpayer

deriving their assessable income from the business. [Schedule 2, item 30,
paragraph 40-880(4)(b)]

2.55 Thisisto provide a proxy for the relationship between the
taxpayer and ‘their’ (ie, the taxpayer) business, where the taxpayer that
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incurs the expenditure is not the same taxpayer that carries on the
business. Deriving assessable income refers to the entitlement to a share
in the profits from the business. The way in which the profit is derived
can bedirect or indirect. The expenditure also needs to be ‘in connection
with' the business that was carried on or is proposed to be carried on.

2.56 Just because the profit derived is indirect, when taken together
with the second regquirement, expenditure purely for investment (ie, not
business) purposes does not fall for consideration as a business related
cost. [Schedule 2, item 30, paragraph 40-880(4)(b)]

2.57 This means that the expenditure must have some connection
with the income so derived, or that is proposed to be derived from the
business. The relationship between the taxpayer and the businessis
relevant. A company employee would not have the requisite connection
with the company as they derive their income as a consequence of their
employment. However ataxpayer that is seeking to start a new business,
and operate it as a company, rather than as a sole trader, would be doing
so with the purpose of deriving income from the new entity. Therefore,
the nature of the income must be that to which the expenditure contributes
in order to incur the expenditure for the purposes of subsection 40-880(4).

2.58 The character of the expenditure must be that connected with the
businessitself (eg, pertaining to the business structure, or its operations).

2.59 Put another way, the taxpayer would expect areturn on that
expenditure in the form of profits from the business. The expenditure
need not of itself be directly productive of the taxpayer’ s assessable
income.

2.60 The taxpayer does not need to be actually deriving income from
the activity at the time the expenditure isincurred to qualify for the
deduction.
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Example 2.7

Anthea carries on a business of making and selling hand-made shoes
as asole trader from her home. She decides to incorporate her
business, so the business will be carried on by the incorporated entity,
and Anthea will be the sole shareholder of the company and is entitled
to receive all the profits from the business. As the business proposed
to be carried on is not, for legal purposes, carried on by Anthea but by
the company, the limitation in subsection 40-880(3) does not permit
her to deduct the expenditure. However, the expenses to incorporate
her existing business are capital business expenditure for the purposes
of section 40-880 and subject to the non-commercial loss provision,
Anthea has the requisite connection to the company for her to be
entitled to deduct the expenditure on incorporation under

subsection 40-880(4).

Example 2.8

Dorothy isadirector of acompany. Upon default by her employer,
Dorothy satisfies a personal guarantee provided in respect of the
employer. Asan employee of the company, the capacity in which
Dorothy incurs the expenditure isin connection with deriving her
salary income, rather than for the purpose of deriving a profit from the
business. Therefore, Dorothy does not have the requisite relationship
with the business conducted by the company nor does the expenditure.
Dorothy’ s expenditure does not qualify for adeduction asa
business-related cost.

Other excluded expenditure

2.61 Section 40-880 is intended to operate as a provision of last
resort. It achievesthis by providing that the deduction is only allowed to
the extent that the expenditure is not taken into account in some way
elsewhere in the income tax law. The ways in which an expenditure can
be taken into account are listed in subsections 40-880(5) to (8).

2.62 The exclusions provide guidance on the interaction of the
measure with the broader tax law. They are based on those in the current
subsection 40-880(3), with some refinement as a consequence of the
broader application of the new law.

2.63 The specific exclusions provide that expenditure of the
following types do not qualify for a deduction.
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Cost of depreciating assets held, formerly held or which will be held

2.64 These expenditures are included in the cost of the depreciating
asset which is depreciated for tax purposes under the UCA provisions.
For expenditure in relation to starting to hold a depreciating asset to be
included in the cost of the asset, the asset must be held, formerly held or

will ultimately be held by the taxpayer incurring the expenditure.
[Schedule 2, item 30, paragraph 40-880(5)(a)]

Example 2.9

In April 2006, a poultry company spends $14,000 to demolish an old
income producing barn located on its business premises. Asthe cost

of demolition falls within the expanded second element of cost of the
barn it is excluded from deductibility under the new business-related

costs provision.

2.65 However, where the expenditure is business related and can not
be included in the cost of the asset, it may fall for deduction asa
business-related cost under section 40-880.

Example 2.10

In November 2005, two companies, O’ Keefe Pty Ltd and

Hamblen Pty Ltd each incur $5,000 on a pre-acquisition check of one
particular depreciating asset they both intend to purchase for their
respective business. However, in January 2006 O’ Keefe Pty Ltd is
successful in purchasing the asset and Hamblen Pty Ltd misses out
(ie, the salefallsthrough). O’ Keefe Pty Ltd includes the $5,000 in
the first element of cost of the depreciating asset it starts to hold
and writes-off the cost over the effective life of the asset. As
Hamblen Pty Ltd, did not acquire a depreciating asset, it is able

to claim a deduction over five years for the $5,000 pre-acquisition
expenditure under the new business-related costs provision.

Expenditure that can be deducted under other provisions of the income
tax law

2.66 Expenditure that qualified or qualifies for deduction elsewhere
under the income tax law is not deductible. This applies even if the

expenditure has not yet been or can no longer be deducted. [Schedule?2,
item 30, paragraph 40-880(5)(b)]
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Example 2.11

In October 2006, QOTSA Pty Ltd undertakes afeasibility study
directly connected with a project that they propose to operate during
the 2008 income year. The expenditure qualifies as a project amount
under the project pools provisions. While the expenditure is not yet
deductible as the project isonly at the preliminary stage, it would not
qualify as abusiness-related cost under section 40-880 asit will be
deductible for the 2008 income year when the project starts to operate.
Alternatively, a deduction would be available for the income year in
which the project was abandoned.

Expenditure that is part of the cost of land

2.67 Expenditure that forms part of the cost of land, whether or not
the land is held by the taxpayer, is not deductible. Thisexclusionis

transferred from the repeal ed section 40-880. [Schedule 2, item 30,
paragraph 40-880(5)(c)]

Expenditurein relation to a lease or other legal or equitable right

2.68 This exclusion replicates that found in the repealed

section 40-880, having been added in 2002 in the context of the
Government’ s review of the treatment of expenditure incurred on leases or
other legal or equitable rights. The 2005-06 Budget announced that the
Government would take a case-by-case approach in relation to the
taxation of rights. [Schedule 2, item 30, paragraph 40-880(5)(d)]

Example 2.12

In January 2006, AORT Pty Ltd was seeking to obtain a prospecting
right over aparticular tract of land. It undertakes an investigation to
determineif there are any other rights held over that land. The
investigation finds that afarmer holds aright of access over the land,
and AORT Pty Ltd agreesto pay the farmer compensation to access
theland. Asthetaxpayer’s expenditureisin relation to aright (being
compensation for the right to access the land) it is not deductible under
the business-related costs provision.

However, the expenses would be included in the expanded first
element of cost of a depreciating asset the taxpayer startsto hold as
being in relation to starting to hold that asset, being the exploration
right.

2.69 This exclusion does not apply to intra-group assets or
transactions within a consolidated group, as these are not recognised as
leases, or other legal or equitable rights for income tax purposes. Further
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information on the operation of the exclusion in relation to consolidations
is provided in paragraph 2.82 and Example 2.16.

2.70 Expenditure is deductible where it isincurred in relation to a
lease or other legal or equitable right, and the value of the expenditure to
the taxpayer arises solely from the effect that the right hasin preserving,
but not enhancing, the value of goodwill. For example, capital
expenditure may be incurred in relation to aright that is both unlimited in
duration, and which merely prevents goodwill from being damaged. Such
aright has no distinct value in itself. Itsvalue liesin the effect its
existence has upon the value of the goodwill. Such expenditure represents

in substance a blackhole expense even though it isin relation to an asset.
[Schedule 2, item 30, subsection 40-880(6)]

2.71 Where ataxpayer incurs an expense in relation to aright and
that right enhances the value of the goodwill, or has an inherent value in
itself then it would not be appropriate to allow a deduction as a business
related cost as the expenditure does not represent aloss to the taxpayer.

Expenditure that would be taken into account in working out a profit or
aloss

2.72 Expenditure that has been used to calculate a profit included in
the taxpayer is assessable income, or that has been included in working
out aloss that can be deducted, is excluded asit has already been taken
into account for the purposes of theincome tax law. This replicates the

exclusion in the repealed section 40-880. [Schedule 2, item 30,
paragraph 40-880(5)(e)]

Expenditure that could be taken into account in working out a capital
gain or loss

2.73 Where an amount can be taken into account in working out a
capital gain or lossfrom a CGT event, it is not deductible. A capital gain
or loss that has not yet been realised or where the capital gain or lossis
disregarded (eg, because it isa pre-CGT asset) or reduced is excluded
from deduction under section 40-880 by paragraph 40-880(5)(f). An
amount is not taken into account in working out a capital gain or loss if
the expenditure cannot be included in the cost base or reduced cost base of
the asset (eg, expenses related to the sale of a CGT asset that falls
through). In relation to non-residents, this provision excludes a capital
gain or loss from an asset that does not have the necessary connection
with Australia or any other kind of capital gain or loss that an Australian
resident can make but a non-resident cannot. This exclusion has been
transferred from the repealed section 40-880 with minor modification to

reflect the broader application of the law. [Schedule 2, item 30,
paragraph 40-880(5)(f)]
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Example 2.13

On 1 May 2006, Chooks Pty Ltd, arestaurateur, entersinto afranchise
agreement under which it pays $100,000 for the right to use the
franchisee’' s name. Therefore, Chooks has acquired a CGT asset, that
is, the right, with a cost base of $100,000. The cost will ultimately be
recognised at the time of a subsequent CGT event, for example, were
Chooks to dispose of the right.

The expenditure is expressly made non-deductible under another
provision

2.74 Where expenditure is made non-deductible by an express
provision of the tax law (including whereit islimited or capped), itisalso
non-deductible under section 40-880. This ensuresthat if a particular type
of expenditure is specifically denied a deduction for the purposes of the
income tax law, then the expenditure should not be considered under this
provision. This exclusion maintains the non-deductibility even if the
expenditure is capital, or capital in nature. Expenditure that fails under
section 8-1 of the ITAA 1997 is not excluded for the purposes of this
paragraph asit is not considered to be expressly excluded for the purposes
of the income tax law. However, the expenditure would need to satisfy

the requirements of the provision to be deductible. [Schedule 2, item 30,
paragraph 40-880(2)(9)]

Expenditure excluded but not necessarily capital in nature

2.75 This excludes expenditure that is denied a deduction, for
example, entertainment expenses. Paragraph 40-880(5)(h) specifically
excludes such expenditures where they are of a capital nature. Put another
way, if the excluded item was of arevenue nature, this provision does not

make it deductible merely becauseit is capital. [Schedule 2, item 30,
paragraph 40-880(5)(h)]

Private or domestic expenditure

2.76 If capital expenditureis of a private or domestic nature it is not
deductible under section 40-880. [Schedule 2, item 30, paragraph 40-880(5)(i)]

Example 2.14

In May 2007, Shirley, awage and salary earner, travelsto the
Whitsundays for a holiday. In June 2007, after considering the
business opportunities that her visit alerted her to, Shirley decidesto
establish a tourism venture in the Whitsundays, and seeks to deduct

her travel and accommaodation expenses as pre-business expensesin
relation to the tourism venture she proposes to carry on. Asthe
expenditure was of a private nature when it was incurred, Shirley is not

56



Business-related costs

entitled, with the benefit of hindsight, to the deduction under the
business-related costs provision. Thiswould remain the case even if
Shirley decided to establish her tourism venture while on her holiday
because the costs were not incurred in relation to a business she
proposed to carry on at the time those costs were incurred.

Non-assessable, non-exempt income

2.77 Expenditure incurred in gaining or producing ‘ non-assessable,
non-exempt income’ (a defined term), or exempt income (also a defined

term), is not deductible under section 40-880. [Schedule 2, item 30,
paragraph 40-880(5)(j)]

Market value substitution rules

2.78 This applies where the market value substitution rulesin the
UCA or CGT regimes have prescribed an amount to be included in the
cost or cost base of the asset respectively. The prescription of market
value in these cases, in effect substitutes market value for the amount that
would otherwise have been included under the operation of the general
cost and cost base rules. Under this exclusion, the other amount
(generally being capital expenditure) is considered to have already been

taken into account for the purposes of section 40-880. [Schedule 2, item 30,
subsection 40-880(8)]

Returns of capital

2.79 Some capital amounts are not considered legitimate blackhole
expenditures as they comprise the transfer or distribution of funds,
repayments, or do not give rise to any income tax consequences. As such,
the expenditure does not represent an economic loss to the taxpayer and is
not deductible. [Schedule 2, item 30, subsection 40-880(9)]

2.80 Expenditures excluded by this provision include, but are not
limited to:

dividends paid by companies;
o distributions by trustees;
e margincals;

e payments made by a company to buy back its own shares;
and

e repayments of loan principal.
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281 This exclusion does not preclude deductibility for fees and
charges related to these transactions.

Interaction with the consolidation regime

2.82 Under the consolidation regime, intra-group assets and
intra-group transactions are ignored for income tax purposes.
Consequently, under the current law, business-related capital expenses
that are incurred by a head company to athird party in relation to
intra-group transactions may not be appropriately recognised for income
tax purposes (if at all). For example, capital costsin relation to the
transfer of a non-intra-group asset between members of a consolidated
group may not be deductible under section 8-1 of the ITAA 1997 (because
they are capital in nature) and may not be included in the cost base and
reduced cost base of the asset (because the head company may not have
acquired a CGT asset and/or thereisno CGT event).

2.83 The amendments will ensure that third party expenditurein
relation to intra-group transactions is appropriately recognised.

Expenditureincluded in the cost base

2.84 If the third party expenditureisincurred by the head company
and reasonably relatesto a CGT asset held by the head company, it will be
an incidental cost that isincluded in the second element of the cost base

and reduced cost base of the asset. [Schedule 2, items 39 and 41,
subsections 110-35(1) and (10)]

2.85 The head company of a consolidated group can only ‘hold’ a
CGT asset if the asset is recognised for income tax purposes (ig, if itisa
non-intra-group asset). Asintra-group assets are ignored under the single
entity rule a head company does not ‘hold’ these assets.

Example 2.15

A consolidated group comprises Head Co, A Coand B Co. A Co
transfers a building to B Co and incurs legal costs and stamp duty in
association with the transfer. Asthese costs reasonably relateto a
CGT asset that is held by Head Co they will beincluded in the second
element of the cost base and reduced cost base of the building.
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Expenditure deductible under section 40-880

2.86 If the third party expenditure isincurred in connection with an
asset that the head company does not hold (such asintra-group assets), it
will be abusiness-related cost that is deductible over five income years
(provided al of the requirements of section 40-880 are satisfied).

2.87 In order to determine whether business capital expenditure
incurred by a head company is deductible under section 40-880, the nature
of the expenditure must be characterised in the hands of the head
company, taking into account the effect of the single entity rule.

2.88 The expenditure must be characterised at the timeit isincurred
by the head company. That is, a head company is not required to
anticipate whether or not the expenditure is related to an asset that may
become recognised for tax purposes at some time in the future. For
example, expenditure incurred by a head company in relation to
membership interests in a subsidiary member will be deductible under
section 40-880 despite the fact that the expenditure isin relation to an
asset that may at some point in the future become recognised for tax
purposes (eg, immediately before the subsidiary member exits the
consolidated group).

Example 2.16

A Co, from the previous example, |eases some plant and equipment to
B Co and incurs capital expenditurein relation to the lease.

Intra-group assets are ignored for income tax purposes under the single
entity rule. Asthe expenditure does not relate to a CGT asset that is
held by the head company it is not included in the cost base and
reduced cost base of the intra-group asset. Asthe expenses are
incurred by Head Co in relation to carrying on its business, they will
be abusiness-related cost under section 40-880 that is deductible over
five income years.

Expenditurein relation to contractual or equitable rights between
members of a consolidated group are not excluded by

paragraph 40-880(5)(d), as such aright is treated as an arrangement
between divisions of one company, and is therefore not treated as a
lease or other equitable right for the purposes of working out the head
company’sincome tax liability.

Example 2.17

A consolidated group incorporates a new subsidiary company, which
becomes a subsidiary member of the consolidated group. The capital
expenditure the head company incursin doing so is deductible under
paragraph 40-880(2)(a) asit does not relate to an asset that is held by
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the head company. Under the single entity rule, sharesin asubsidiary
member would be ignored for income tax purposes. If the subsidiary
member is later sold by the group, the subsidiary cannot deduct
amounts for that expenditure.

Non-commercial loss provision

2.89 The non-commercial loss provisions in Division 35 of the
ITAA 1997 aim to improve the integrity of the tax system by preventing
losses from non-commercial activities that are carried on as businesses
being offset against other assessable income such as wages and salaries.

2.90 The provisions apply to the business activities of individuals,
operating aone or in partnership.

291 Under the provisions, ataxpayer can offset aloss from a
business activity carried on in an income year against other income if at
least one of the four objective testsis satisfied for that year. The four tests
are the assessable income test (section 35-30), the profits test (section
35-35), the real property test (section 35-40) or the other assets test
(section 35-45). Where ataxpayer does not satisfy one of the four tests,
the Commissioner may exercise a discretion to alow any losses to be
offset against other income in certain circumstances.

2.92 If alossis unableto be offset against other incomein the year
that it arises, it isnot lost altogether, but can be deferred and offset in a
future year when thereis a profit from the same activity, or alike activity,
or against other income when the taxpayer satisfies one of the tests for
that activity.

2.93 The definition of the term ‘business’ means that the
non-commercial loss provisions do not currently apply to pre-business or
post-business expenditures.

294 As pre- and post-business expenditures deductible under the
amended section 40-880 are related to the business activity (forming the
basis for deductibility), it is consistent to apply the non-commercial 1oss
provisions to these expenditures.

2.95 Therefore, pre- and post-business expenditures deductible under
section 40-880 will not be generally prevented from being deducted
against other assessable income where the pre- and post-business
expenditures relates to a business activity that satisfies one of thetestsin
Division 35, or where the Commissioner exercises a discretion.

60



Business-related costs

2.96 The amendments to Division 35 only apply to pre- and
post-business expenditure deductible under section 40-880.

2.97 The amendments improve the integrity of the tax system by
preventing pre-business and post-business expenditure by individuals
(alone or in partnership) in relation to non-commercial activities being

deductible under section 40-880 unless certain exceptions apply.
[Schedule 2, item 3, subsection 35-5(1)]

2.98 A taxpayer cannot deduct an amount under section 40-880 for
post-business expenditure, in relation to a business activity that the
taxpayer used to carry on (either alone or in partnership, whether or not
some other entity is amember of the partnership), unless:

¢ the business activity satisfied one of the four tests (set out in
sections 35-30 to 35-45);

¢ the Commissioner exercised the discretion under
section 35-55 for the business activity which the taxpayer
used to carry on; or

¢ the business activity was a primary production business or
professional arts business and the income from other sources
was less than $40,000,

for the income year in which the business activity ceased to be carried on
or an earlier income year. [Schedule 2, item 5, subsection 35-10(2A)]

2.99 This ensures that a deduction for post-business expenditureis
not denied where the business activity in the current or an earlier income
year was not subject to the non-commercial |oss provisions.

2100 A taxpayer cannot deduct an amount under section 40-880 for
pre-business expenditure in relation to a business activity that the taxpayer
proposes to carry on (either alone or in partnership, whether or not some
other entity is amember of the partnership) in an income year before the

one in which the business activity startsto be carried on. [Schedule 2, item 5,
paragraph 35-10(2B)(a)]

Example 2.18

Anupam, awage and salary earner, incurs expenditure otherwise
deductible under section 40-880 during the 2006 income year for the
purpose of establishing a supermarket business in the 2008 income
year. Subsection 35-10(2B) prevents Anupam from deducting the
amounts arising from the pre-business expenditure prior to the
business commencing.
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2101  Subsection 35-10(2C) deems the amount, prevented from
deduction under paragraph 35-10(2B)(a) as an amount in relation to a
business activity carried on by the taxpayer (either alone or in partnership)
otherwise deductible under section 40-880, asif it were an amount
attributabl e to the business activity that the taxpayer can deduct from
assessable income from the activity for the income year in which the
activity startsto be carried on.

2.102  Thisamount, deemed under subsection 35-10(2C) asif it were
attributable to the business activity in the income year the activity starts to
be carried on, by the taxpayer (either alone or in partnership), is subject to
the operation of the quarantining rule in subsection 35-10(2). [Schedule?2,
item 5, subsection 35-10(2C)]

2103 That is, intheincome year a business activity startsto be carried
on, ataxpayer can only offset aloss (calculated inclusive of the amounts
that could have been deducted apart from paragraph 35-10(2B)(a)) from
the business activity carried on against other incomeif:

e the business activity satisfies one of the four tests (set out in
sections 35-30 to 35-45);

¢ the Commission exercised the discretion under section 35-55
for the business activity; or

e the business activity was a primary production business or
professional arts business and the income from other sources
was less than $40,000.

2.104  Wherethisloss (calculated inclusive of the amounts that could
have been deducted apart from paragraph 35-10(2B)(a)) cannot be offset
against other income in the income year that it arises, it is not lost
altogether, but can be deferred and offset in a future year when thereisa
profit from the same activity, or alike activity, or against other income
when the taxpayer satisfies one of the tests for that activity.

Example 2.19

Naomi, awage and salary earner, incurs a $1,000 expenditure during
the 2006 income year (otherwise deductible under section 40-880 in
equal proportions for the 2006 to 2010 income years apart from
Division 35) for the purpose of establishing an ice-cream shop in the
2008 income year.

Subsection 35-10(2B) prevents Naomi from deducting the amounts
arising from the pre-business expenditure in the 2006 and 2007
income years. Therefore, the deductions under section 40-880 from
those two income years ($200 + $200) are quarantined until the
business commences in 2008.
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The ice-cream business passes the assessable income test in

Division 35 for the 2008 income year. Under section 35-10, Naomi
can offset the two amounts ($200 + $200) quarantined from the 2006
and 2007 income years against the income from her ice-cream business
and against her wage and salary income in the 2008 income year.

2.105 Anindividual taxpayer is prevented from deducting an amount
that is otherwise deductible under subsection 40-880(4) for expenditurein
relation to a business activity another entity, other than an individual
(either alone or in partnership), proposes to carry on until the income year
the activity startsto be carried on. The individual taxpayer can deduct
amounts, quarantined during the income years before the business activity
starts to be carried on by the other entity (other than an individual either
alone or in partnership), in the income year the business activity startsto

be carried on by the other entity. [Schedule 2, item 5, paragraph 35-10(2B)(b),
subsection 35-10(2D)]

2106 Inthe event that the business activity ceases, amounts otherwise
deductible after this event under section 40-880 would be prevented if the
business activity, which was carried on by the individual (either alone or
in partnership), failed to pass one of the tests and if the Commissioner
does not exercise adiscretion and if the primary production business or
professional arts business exclusions are not met prior to the business
ceasing. [Schedule 2, item 5, subsection 35-10(2A)]

Example 2.20

Jenny-L ee, awage and salary earner, incurs a $1,000 expenditure —
otherwise deductible under section 40-880 — during the 2006 income
year for the purpose of establishing a supermarket business in the 2007
income year. She intends to carry on the business activity as a sole
trader. Apart from Division 35, section 40-880 would provide
deductions in equal proportions for the $1,000 expenditure for the
2006 to 2010 income years.

Her business ceases at the end of the 2008 income year and the
supermarket business did not pass any of the testsin Division 35 and
the Commissioner did not exercise his discretion while the business
activity was carried on. Asaresult, subsection 35-10(2A) prevents
Jenny-L ee from deducting the amounts arising from the pre-business
expenditure in the 2009 and 2010 income years.
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2.107 A consequential amendment is made to subsection 35-10(4) to
ensure that the non-commercial 1oss provisions do not apply to
pre-business expenditure or post-business expenditure where the
associated business activity is aprimary production business or
professional arts business and the income from other sourcesis less than
$40,000. [Schedule 2, item 6, subsection 35-10(4)]

2108  Section 35-20 currently ensures that losses from

non-commercial business activities, which were incurred prior to the date
of abusiness becoming bankrupt and were deferred under Division 35,
cannot be offset after the date of bankruptcy. Consistent with this
principle, where an amount arising from an expenditure (otherwise
deductible under section 40-880) that has not been deducted before the
date of bankruptcy due to the operation of Division 35, a deduction should
not be available after the date of bankruptcy if the business activity

subsequently satisfies one of the tests under Division 35. [Schedule2, item
8, subsection 35-20(1)]

2109  Consequential amendments are al'so made to the four testsin
sections 35-30 to 35-45 to ensure that they apply for the purposes of
subsections 35-10(2A) to (2C). In particular, section 35-35 is amended so
that quarantined amounts from previous years, otherwise deductible under
section 40-880 apart from the operation of Division 35, do not affect the
operation of the profits test in the current year. A consequential
amendment is also made to subsection 35-15(1) to ensure that it only
appliesin relation to subsection 35-10(2). [Schedule2, items 7, 9 to 16]

2110  The Commissioner’s discretion in section 35-55 is amended to
enable the Commissioner to exercise adiscretion to allow ataxpayer to
deduct pre-business expenditure under section 40-880 where the
Commissioner is satisfied that it would be unreasonable to defer a
deduction for the pre-business expenditure because special circumstances
prevented the business activity from being carried on.

2111  Consistent with the existing Commissioner’s discretion, special
circumstances are those circumstances which are outside of the control of
the operators of the business activity, including drought, flood, bushfire or
some other natural disaster. Consequently, if ataxpayer incurs
pre-business expenditure in relation to a business activity which the
taxpayer proposes to carry on, but due to special circumstances the
business activity is prevented from starting, the Commissioner may decide
that subsection 35-10(2B) does not apply to defer adeduction for the
pre-business expenditure. Thisisintended to provide for a case where a
business activity would have begun to be carried on and satisfied one of

thetestsif it were not for the special circumstances. [Schedule 2, item 18,
subsection 35-55(2)]
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Capital expenditure to terminate lease

2112  Taxpayers can deduct capital expenditure incurred to terminate a
lease or licence (including an authority, permit or quota) that resultsin the
termination of the lease or licence if the expenditure isincurred in the

course of carrying on abusiness or in ceasing a business. [Schedule 2,
item 2, subsection 25-110(1)]

2113  In part, the deduction will provide awrite-off for expenditure
that would otherwise be blackhole in nature, as lease surrender payments
by alessee to alessor are not currently recognised under the income tax
law as deductible or for write-off. Other lease and licence surrender
payments are provided with the same treatment for income tax purposes.
There are many business reasons why alease may be terminated.

2.114  Thetaxpayer can deduct 20 per cent of the capital expenditurein
the income year in which the lease or licence isterminated. The taxpayer
can then deduct 20 per cent of the expenditure in each of the four
following income years. [Schedule 2, item 2, subsection 25-110(2)]

2115  Thisprovision appliesto a payment or payments, to include
those made in instalments. However the expenditure must result in the
termination of the lease. Therefore, the deduction will not be allowed
until the lease is terminated and payments will be quarantined until such
time.

2116  The partiesthat qualify for adeduction can include alessee or
licensee, alessor or licensor but may also include additional parties
wanting to induce the surrender of alease or licence, for example, where
thereisthird party involvement.

2.117  If apayment is made to terminate alease or licence but does not
result in the termination of the lease or licence, a deduction under
Division 25 is not allowed.

2.118 Thewrite-off isavailable for expenditure incurred to terminate
leases and licences. For this purpose, licence includes, but would not be
limited to, an authority, permit or quota.

Example 2.21

Beverley holds a 10-year lease over premises for her jewellery storein
ashopping centre. After four years of the term of the lease, she finds
cheaper premises to lease across town which are also more suitable for
her business. Beverley makes a payment to terminate her current
lease. The payment is able to be deducted in equal proportions over
five years under the new provision.
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2119 Thisprovisionisonly intended to allow deductions for lease
payments where the lease provides the right to use an asset for a
determined period or term, such as operating leases. It will not allow
deductions for payments which, in effect, confer all the risks and rewards
of ownership of the asset. Capital expenditure incurred to terminate a
lease that is, in accordance with accounting standards, or statements of
accounting concepts made by the Australian Accounting Standards Board
(AASB), isclassified as afinance lease, is specifically excluded from this
provision. The Accounting Standard AASB 117 as at July 2004, defines a
finance lease as:

‘...alease that transfers substantially all the risks and rewards
incidental to ownership of an asset.’

[Schedule 2, item 2, subsection 25-110(3)]

2120 A market value substitution rule will apply to this provision to
prevent deductions for inflated lease and licence termination payments.
The rule will ensure the amount of expenditure taken into account is the
market value of the lease or licence. The market value will be equal to the
value arrived at as if the termination did not occur and was never
proposed to occur (ie, the value of the lease immediately prior to
termination). It will apply where the expenditureisincurred under an
arrangement and there is at least one other party to the arrangement with
whom the taxpayer did not deal at arm’s length; and the amount of

expenditure is more than the market value of what it was for. [Schedule?2,
item 2, subsection 25-110(4)]

2121 A deduction will be denied under this provision for a
termination payment that is made to enter into another lease or licence
with the same party; and where the lease or licenceis of the same kind as
the original one. ‘Of the same kind’ refers to alease or licence agreement
in which the term and/or cost of the payments associated with the lease or
licence do not vary significantly, and it cannot be demonstrated that there
isaneed to have anew lease or licence. This exclusion has been applied
to prevent payments being brought forward simply to gain afive-year
deduction. [Schedule 2, item 2, subsection 25-110(5)]

2.122  Where capital expenditure isincurred to terminate alease or
licence for the granting of another lease or licencein relation to the asset
that was the subject of the original lease or licence, it will be specifically
excluded from this provision. Thisis because, rather than the removal of
an onerous obligation, the payment is to acquire anew lease. The

expenditure may form part of the cost base of the new lease, a CGT asset.
[Schedule 2, item 2, subsection 25-110(6)]
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Example 2.22

Nicholas holds a lease over a suburban office space with the office
building manager, Tim. James has been looking for a suitable officein
that area, and approaches Tim to negotiate taking over thelease. Tim
agrees, subject to the payment of alease surrender payment. James
makes the payment. Asthe payment is for the purpose of James taking
over the lease and givesrise to anew lease, it is expenditure for the
granting of a new lease so is not deductible under this provision.

2123  Lease and licence-related termination payments will generally
be assessable income in the hands of the recipients under section 6-5 of
the ITAA 1997, if received in the circumstances set out in Australian
Taxation Office Ruling TR 2005/6.

Changes to elements of cost of a depreciating asset under the uniform
capital allowances regime

2124  The expanded concept of cost of a depreciating asset under the
UCA regime increases the range of expendituresincluded as part of both
the first and second elements of cost of a depreciating asset.

2.125  Presently, expenditure to hold a depreciating asset isincluded in
the first element of cost — this requires a direct relationship between the
expenditure and starting to hold the asset. The meaning of ‘hold’ a
depreciating asset is covered by section 40-40. In the most common
situation, ataxpayer is taken to hold an asset if he or she owns the asset.
[Schedule 2, item 20, subsection 40-180(3)]

Example 2.23

Russ wishes to buy a computer for his business that is not available in
Australia. After adequate research he concludes he would be able to
obtain the computer from acompany in Silicon Valley in the

United States. Russtravelsto Silicon Valley for the sole purpose of
purchasing the computer. Thetravel costs would be included as part
of the first element of cost of the computer because they are directed to
and result in the purchase of the computer.

2.126 A broader range of costs, those incurred in relation to starting to
hold — owning in the most common situation — a depreciable asset will
now be included in the cost of that asset.

2127  Thefirst element of cost of a depreciating asset does not include
any amount that forms part of the second element of cost of any other
depreciating asset. [Schedule 2, item 20, subsection 40-180(4)]
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2128 A consequential amendment has been made to
paragraph 40-185(1)(b) to change the wording from ‘for holding the asset
or receiving the benefit’ to ‘in relation to holding the asset or receiving

the benefit’. Thiswill ensure consistency with section 40-180. [Schedule 2,
item 21, paragraph 40-185(1)(b)]

2129  The second element of cost includes expenditure incurred that is
reasonably attributable to a balancing adjustment event occurring for a
depreciating asset. Expanding the second element of cost will allow all
costs reasonably attributable to a balancing adjustment event to be taken
into account in working out a balancing adjustment rather than such costs
reducing the termination value of the asset asis currently the casein
section 40-315. Expansion of the second element of cost in thisway will
allow all such coststo be taken into account in working out a balancing
adjustment rather than such costs being taken into account to the extent
only of the termination value. [Schedule 2, item 24, subsection 40-190(2)]

2130 The combination of the current splitting a depreciating asset
rules (section 40-115) and the amendments to the elements of cost
together will provide that expenditure incurred in selling part of a
depreciating asset will be wholly attributed to the sold part of the asset.

2131  The amendments to the second element of cost now

incorporate subsection 40-315(1). Subsection 40-315(2) was an exclusion
to subsection 40-315(1) and as such it has been rel ocated so

paragraph 40-190(2)(b) does not apply to specified items of the
termination table in subsection 40-300(2). [Schedule 2, item 27,

subsection 40-190(3)]

CGT amendments

2132  The amendments expand the coverage of the cost base and
reduced cost base provisions for CGT purposes. Cost base is used to
calculate a capital gain, while reduced cost base is used to calculate a
capital loss. The proposed provisions affected are those for the second
element (incidental costs) of cost base and reduced cost base, the third
element (ownership costs) of cost base, and the fourth element
(improvement expenditure) of cost base and reduced cost base.

2133 The CGT changes apply both to taxpayers carrying on a
business and those not carrying on a business.

Second element

2134  The second element of cost base and reduced cost base
comprises various specified incidental costs incurred to acquire the CGT
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asset or dispose of it. Section 110-35 lists the costs. They include stamp
duty and the remuneration of alegal adviser or other consultant.

2135 Theadditiona qualifying costs now being included are
marketing expenses, search feesrelating to a CGT asset, the cost of a
conveyancing kit (or asimilar cost), borrowing expenses (such asloan
application fees and mortgage discharge fees) and certain expenses
incurred by a head company of a consolidated group or multiple entry
consolidated group (MEC group).

2136  Anexample of marketing expensesis furniture hireto help sell a
rental property.

2137  Search fees essentialy relate to fees payable in checking land
titles and similar fees and would not include costs such as travelling
expenses to find an asset suitable for purchase.

2.138  Anadditional ninth incidental cost has been added to ensure that
certain expenses incurred by a head company of a consolidated group or
MEC group are appropriately included in the second element of cost base
and reduced cost base. This additional cost need not relate to the
acquisition or disposal of aCGT asset. Paragraphs 2.84 to 2.85 contain

further information on the operation of the new rule. [Schedule 2, items 34,
39 to 41 and 49, subsection 110-25(3), section 110-35 and definition of ‘incidental costs
in subsection 995-1(1)]

Third element

2139 At present, the third element of cost base comprises non-capital
costs of ownership of assets acquired after 20 August 1991. The
amendments remove the requirement that the costs be non-capital in
nature. They also clarify that only costs of owning the asset (as distinct
from costs of becoming the owner) are recognised. The taxpayer still

needs to acquire the asset after 20 August 1991. [Schedule 2, items 31, 32, 35,
46 and 48, sections 108-17 and 108-30, subsection 110-25(4), section 114-1, note 3 and
subsection 960-275(4)]

Fourth element

2140 At present, the fourth element of cost base and reduced cost base
is capital expenditure incurred to increase the asset’ s value (subsection
110-25(5)). Thereisalso at present a requirement that the expenditure be
reflected in the state or nature of the asset at the time of the CGT event.
The amendments make four changes to the fourth element.

2141  Thefirst changeisthat it is no longer necessary that the purpose
of the expenditure be to increase the asset’ svalue. Instead, it is now
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sufficient that the purpose or expected effect be to increase or preserve the
asset’svalue. An example of expenditure that would now qualify for
inclusion in the fourth element would be legal and other expenses incurred
to preserve the value of arental property by opposing a nearby
development that would adversely affect the rental property’s value.
Another example would be the costs incurred in unsuccessfully applying
for zoning changes.

2142  The second changeisthat there is no longer arequirement that
the expenditure be reflected in the state or nature of the asset at the time of
the CGT event.

2.143  Thethird changeisthat the element now includes capital
expenditure that relates to installing or moving the asset.

2.144  Thefourth change is that the element does not apply to capital
expenditure incurred in relation to goodwill. A consequence of this
exclusion is that expenditure in relation to goodwill already attracting
deductibility over five years does not receive less generous CGT

treatment by reason of the enlargement of the fourth element. [Schedule2,
items 36 and 38, subsections 110-25(5) and (5A) and subsection 110-25(1), note 1]

Exclusions from cost base and reduced cost base

2145  The amendments include provisions to prevent expenditure on
entertainment, penalties and bribes from being included in cost base or
reduced cost base. This mirrors the approach taken in provisions that
prevent income tax deductions for this kind of expenditure. At present,
bribes are excluded from cost base but not from reduced cost base. There
is at present no exclusion from either cost base or reduced cost base of

entertainment expenses or penalties. [Schedule 2, items 33, 37, 42 to 45 and 47,
subsections 110-25(1), (7) to (11), sections 110-36 and 110-38, subsections 110-55(9A),
114-5(2) and (3)]

Application and transitional provisions

2146  The amendmentsin relation to the new business-related costs
provision (Part 1 of the Schedule) apply to expenditure incurred on or
after 1 July 2005, as announced by the Treasurer in the 2005-06 Budget.

2147  Theamended CGT provisions (Part 2 of the Schedule) will
apply to CGT events happening on or after 1 July 2005.
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REGULATION IMPACT STATEMENT

Specification of the policy objective

2.148  The objective of this measure isto provide recognition in the
income tax laws for business blackhol e expenditures, that is, business
capital expenses not elsewhere recognised within the taxation laws.

Background

2.149  Blackhole expenditures are currently dealt with under

section 40-880 of the ITAA 1997 which specifies certain business-related
costs that have a straight-line write-off over five years. It isaprovision of
last resort that only appliesif expenditures are not deductible elsewhere
under the tax law.

2.150  Such blackhole expenditures can be grouped broadly into the
following categories:

expenditure in relation to a non-depreciating or depreciating
asset that is not incorporated into its cost base for CGT
purposes, or the cost of a depreciating asset for UCA
purposes (an example is some demolition costs, where
expenditure isincurred to demolish an asset and thereis no
new asset for the cost to be attributed to);

costs of ceasing a business (some costs to stop carrying on a
business are deductible under paragraph 40-880(1)(g) of the
ITAA 1997);

preliminary (pre-business) costs (these are not generally
deductible under the ITAA 1997 as they require a nexus
between the income earned and the expenditure incurred.
Some specified pre-business capital costs are deductible, for
example business start-up costs under section 40-880 of the
ITAA 1997); and

costs incurred after a business has ceased.
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Identification of implementation options

Systematic tax treatment

2151  The Treasurer has previously announced that the Government
will develop, in consultation with the business community, a systematic
tax treatment of such blackhole expenditures, with aview to
implementing these changes by July 2005.

2152  The Treasurer announced the systematic treatment for blackhole
expenditures in the 2005-06 Budget®.

2.153  Thiswas developed having regard to the parameters set out by
the then Minister for Revenue and Assistant Treasurer, including that
reform will be confined to business-related expenditures and will take into
account any risksto tax law integrity and the Government’ s overall fiscal
strategy.

2.154  Blackhole expenditures are proposed to be recognised as
follows:

e amending the CGT provisionsto enhance the
incorporation of certain expenditures into the cost base.
Thiswill cover expendituresidentified in the first dot point
of paragraph 2.150;

¢ introducing athird element of cost for UCA assets to enhance
the incorporation of certain expenditures into the cost of
depreciating assets. Thiswill also cover expenditures
identified in the first dot point of paragraph 2.150;

e introducing a new provision that allows a straight-line
write-off for business capital expenditures where these
expenditures are not currently recognised by the income tax
laws. Thiswill capture expenditures identified in the second
to fourth dot points of paragraph 2.150; to the extent that the
businessis carried on for ataxable purpose. Itisalso
intended to include those expenditures specified in the
current section 40-880 of the ITAA 1997.

Treasurer’s Press Release No. 048 of 28 August 2002, available at www.treasurer.gov.au.
Treasurer’s Press Release No. 045 of 10 May 2005, available at www.treasurer.gov.au.

The then Minister for Revenue and Assistant Treasurer’ s Press Release No.C017/03 of
21 March 2003, available at www.treasurer.gov.all.
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2155  Under this proposal, section 40-880 of the ITAA 1997 will be
repealed and replaced by the new provision outlined above. The integrity
measures in subsection 40-880(3) will be transferred to the new provision
to ensure that it isa provision of last resort.

2156 Trangtional provisions are not required as the provision allows
for expenditures that are currently deductible under section 40-880 of the
ITAA 1997, to continue to be deductible under the new provision.

2157  The proposed amendments to the ITAA 1997 will not require
the Australian Taxation Office (ATO) to adopt alternative administrative
arrangements. Options for ensuring taxpayer compliance, both
administrative and integrity measures, will be considered in consultations
with taxpayers.

2158  Aspart of the integrity measures, it is proposed that the
non-commercial loss provisions (in Division 35 of the ITAA 1997) be
amended so that individuals (whether alone or in partnership) cannot
offset against other assessable income deductions for pre-and
post-business expenses under the proposed section 40-880, unless they
satisfy one of the relevant tests in the non-commercial 10ss provisions.

Tax value method

2159  In 1999, the Review of Business Tax proposed the tax value
method as a means of capturing blackhole expenditure. After extensive
evaluation of the tax value method, the Board of Taxation recommended
against its adoption and the Government accepted the Board's
recommendation.*

Assessment of impacts (benefits and costs) of
implementation

2.160 Asthe proposal treats only business expenditure, small and large
businesses who seek to deduct blackhole business expenditure will be able
to utilise the proposed new provisions. Thereis not expected to be any
disproportionate impact on small business.

4

Treasurer’s Press Release No. 048 of 28 August 2002, available at www.treasurer.gov.au.
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2161  Whilethereisinsufficient information to quantify the number of
businesses that will be directly affected by the proposal, submissions
to the Treasury represented a significant number of taxpayers.

2162  Submissionsto the Treasury have not identified any obvious
impacts on different geographical areas.

2163  Therewill beimplications for the ATO in terms of ensuring
taxpayer compliance.

Assessment of benefits

2.164  Blackholes place a burden on taxpayers through increased
compliance costs. These arise from:

e seeking to construct complex arrangements to achieve
deductions for legitimate business expenditures; and

e uncertainty asto what expenditures can be deducted, leading
to unnecessary record-keeping and an ongoing requirement
to consult the ATO on its interpretation of the tax laws.

2.165  Businesses have raised concerns about the burden placed on
them by the existing treatment of blackhole expenditures.

2.166  Therefore, the main impacts on business from adopting a
systematic approach are anticipated to be:

e permitting business to seek deductions where thereis no
existing tax treatment, providing afinancial benefit to the
taxpayer;

e providing greater certainty for business asto what is
deductible thus removing delays in decision making and
reducing unnecessary record-keeping; and

¢ reducing the need for businesses to seek ATO guidance on
what falls within section 40-880 or other provisions
(eg, project poals), reducing costs and time delays for
business.

2.167  Thenew provision will be aprovision of last resort which
minimises the potential for arbitrage as deductions will only be possible
where the expenditures are not already recognised under the income tax
laws.
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2168 The ATO hasformally advised that the current uncertainty and
non-deductibility in relation to blackhole expenditures causes taxpayers to
challenge aspects of the law and seek the ATO' sviews in relation to the
expenditure and its deductibility under provisions that were not intended
to apply, or at least where the application of the law is uncertain.

2.169  Hence moving to aregime that provides greater certainty and
deductibility should provide an associated reduction in costs.

2170  Whilst it is expected that the new legislation will have an overall
positive outcome, some benefits for both taxpayers and the ATO cannot
be quantified.

Economic impact

2171  Theanticipated reduction in distortions from taxpayers seeking
to construct complex arrangements will improve resource allocation for
businesses and for the economy generally.

Assessment of costs
Administration costs

2.172  There may be some implementation costs for the ATO in terms
of staff training and business education. However the new provision isan
extension of an established area of the law, thus the ATO already has
arrangements in place to draw on which will help to minimise these costs.

2.173  Administration costs for the ATO have not been able to be
quantified.

Compliance costs

2.174  Asisstandard with new measures, groups affected by them will
need to incur asmall up-front cost in either familiarising themselves with
the new law or having advisers familiarise themselves with the new law
and, if necessary, communicating the necessary information to taxpayers
affected.

2.175  The provision will require businesses to seek a straight line
write-off over a period to be prescribed in the statute. This methodology
isaready utilised by the current section 40-880 of the ITAA 1997,
therefore business familiarisation costs are expected to be small.

2176 Individual taxpayers claiming deductions arising from pre- and
post-business costs (under the proposed amendments) against other
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income will need to become familiar with the amended non-commercial
loss provisions. These taxpayers will need to determine whether the tests
apply to them and if so whether they satisfy any one of the tests, in order
to be able to offset losses from a particular business activity (or alike
activity) against their other income.

2177  Individuals who fail to satisfy any of the tests for a particular
business activity (or alike activity) will need to maintain records of those
loss amounts in order to defer them to a future year in which they pass any
of thetests. These records will need to separately identify the deductions
from each activity which were not previously permitted to be claimed.

2178  Compliance costs have not been able to be quantified.
Revenue costs
2179  The expected revenue cost over the forward estimates for the

taxation treatment of business ‘blackhole’ expenditure is shown in
Table 2.1:

Table2.1
2005-06 2006-07 2007-08 2008-09
Nil -$37m —$73m —-$109m

Consultation

2180 Relevant stakeholders have provided their views on the
treatment of blackhole expenditures. Initial consultation wasin respect to
acall for submissions by the then Minister for Revenue and Assistant
Treasurer on expenditures considered to be blackholes for taxation
purposes. The Government received 10 formal submissions from peak
industry and tax bodies representing a substantial number of taxpayers.

2181  Theviews expressed in these submissions were taken into
account in developing the proposal. Not all types of blackhole
expenditures identified by taxpayers were considered to be genuine
blackhole expenditures.

2.182  Further confidential targeted consultation was undertaken
subsequent to the Treasurer’s Press Release of 10 May 2005°. The
consultation applied the details of the proposal and:

5

Treasurer’s Press Release No. 045 of 10 May 2005, available at www.treasurer.gov.au
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e considered expenditures that will be covered by the new
provision;

e integrity measures; and
e compliance and administration matters,
through the release of Treasury discussion papers and draft legislation.

2.183  Thelegidation has incorporated proposals which were raised in
discussions by key stakeholders.

Conclusion and preferred option

2184  The proposed systematic tax treatment meets the parameters set
out previously by the Treasurer and the then Minister for Revenue and
Assistant Treasurer.®

2185 Itisexpected to provide net benefits for businesses and the ATO
by increasing certainty, reducing complexity and minimising the risk of
arbitrage. Ongoing compliance costs are expected to be lower.

2.186  Further, the proposal is broadly in line with taxpayer views as
expressed in submissions.

2.187  The Treasury and the ATO will monitor this taxation measure as
part of the whole taxation system on an ongoing basis.

® Treasurer's Press Release No. 048 of 28 August 2002 and Treasurer’s Press Release No.

045 of 10 May 2005, available at www.treasurer.gov.aul.
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Chapter 3

Deterring the promotion of tax
exploitation schemes

Outline of chapter

31 Schedule 3 to this Bill amends the Taxation Administration
Act 1953 (TAA 1953) and the Income Tax Assessment Act 1997
(ITAA 1997) to introduce measures to deter:

¢ the promotion of tax avoidance and evasion schemes
(collectively referred to in the Bill as tax exploitation
schemes); and

¢ theimplementation of schemes that have been promoted on
the basis of conformity with a product ruling, in away that is
materially different to that described in the product ruling.

Context of amendments

3.2 On 5 December 2003, the then Minister for Revenue and
Assistant Treasurer announced that the Government would introduce a
civil penalty regime to deter the promotion of tax exploitation schemes.

33 Currently, there are no civil or administrative penaltiesfor the
promotion of these schemes, with the result that promoters can obtain
substantial profits while investors may be subject to penalties under the
TAA 1953. Thisrepresents a significant asymmetry in risk exposure.

34 Furthermore, the Commissioner of Taxation (Commissioner)
cannot currently take legal action to stop the promotion of tax schemes. It
is possible to warn investors about the risk that tax benefits will not be
available, but educational initiatives have limited ‘real time’ impact. In
contrast, the ‘real time' remedies of injunctions and voluntary
undertakingsin this Bill can stop the promotion of schemes before
investors participate.
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Summary of new law

35 To deter tax exploitation schemes, this Bill amends the tax laws
to enable the Commissioner to:

e request the Federal Court of Australia (the Federal Court) to
impose acivil penalty;

e seek aninjunction to stop the promotion of a scheme or
implementation of a scheme not in conformity to its product
ruling; and

e enter into voluntary undertakings with promoters or
implementers about the way in which schemes are being
promoted or implemented.

3.6 A civil penalty, injunction, or enforceable undertaking may
apply to an entity that:

e engages in conduct that results in them or another entity
being a promoter of atax exploitation scheme; or

¢ implements a scheme that has been promoted on the basis of
conformity with a product ruling in away that is materially
different to that described in the product ruling.

3.7 A penalty or injunction may only be imposed by the Federal
Court of Austraia (the Federal Court). The maximum penalty the Federal
Court can impose is the greater of:

e 5,000 penalty units (currently equal to $550,000) for an
individual or 25,000 penalty units (currently equal to
$2.75 million) for abody corporate; and

¢ twice the consideration received or receivable, directly or
indirectly, by the entity or its associates in respect of the
scheme.

3.8 In deciding what penalty is appropriate, the Federal Court can
have regard to all matters it considers relevant, including the amount of
loss or damage incurred by scheme participants and the honesty and
deliberateness of the promoter’ s conduct.

3.9 The penalty provisions are framed to apply to entities, including
individuals, to prevent individual promoters from using a business
structure to avoid personal liability for the penalty. However, in cases
where the individuals involved are not the controlling minds, but merely
employees following directions from their arms’ length employer, the
employer entity will usually be the appropriate subject for the penalty.
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3.10 The penalty provisions will not apply to entities or their
employees who are peripherally involved in a contravention of the
promoter penalties provisions through giving advice or minor
involvement in implementing the scheme. Moreover, the Commissioner
will not be able to seek penalties against an employee if a penalty has
aready been imposed on the employer entity.

311 In addition, an entity is not liable for penalty if:

¢ the conduct in respect of which the proceedings are instituted
isdueto:

— areasonable mistake of fact; or

— theact or default of another, or due to an accident or
some other cause beyond the entity’s control, if they
took reasonable precautions and exercised due diligence
to avoid the conduct;

e ascheme treats the taxation law as applying in away that
agrees with a statement or advice given to the promoter (or
their agent) by, or on behalf of, the Commissioner; and

e more than four years has elapsed since the entity last engaged
in the relevant conduct. This mirrors the period for which
taxpayers are at risk of scheme penalties.

3.12 The Commissioner may seek statutory injunctions against
entitiesin addition to, or instead of penalties. The Commissioner can
apply to the Federal Court for an interim, restraining or performance
injunction to stop or remedy the promotion of atax exploitation scheme or
implementation of a scheme in amaterially different way to its product
ruling.

3.13 The Commissioner may aso enter into voluntary undertakings
relating to the promotion of atax exploitation scheme or the
implementation of aschemein away that is materially different to that
described in its product ruling. Such undertakings are enforceable by the
Federal Couirt.
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Comparison of key features of new law and current law

New law Current law

Therewill beacivil penalty regime | No equivalent.
inthe TAA 1953, alowing the
Commissioner to apply to the
Federal Court for injunctions and
penalties to deter the promotion of
tax avoidance and tax evasion

schemes.

Detailed explanation of new law

3.14 This Bill introduces three measures to deter the promotion of tax
avoidance and tax evasion schemes (collectively referred to hereafter as
‘tax exploitation schemes') and the implementation of ‘schemes' that have
been promoted on the basis that they conform with a*product ruling’,
inconsistently with that ruling.

3.15 The Commissioner has a flexible range of remedies to achieve
these outcomes. The Commissioner can accept a voluntary undertaking,
apply to the Federal Court for an injunction, or seek acivil penalty.

Civil penalties

3.16 The Commissioner may apply to the Federal Court for acivil
penalty against an ‘entity’ that may have contravened the penalty
provisionsin this Bill. If the Federal Court is satisfied that the entity has
breached the penalty provisions, the court can order the entity to pay a

financial penalty to the Commonwealth. [Schedule 3, item 1,
subsection 290-50(3)]

3.17 Entity is defined in subsection 995-1(1) of the ITAA 1997 to
include an individual (in his or her personal capacity or in another
capacity, such as atrustee), a company, a partnership, an unincorporated
association, atrust or a superannuation fund.

Conduct resulting in entities being promoters of tax exploitation schemes

3.18 Thefirst civil penalty provision proscribes an entity from
engaging in conduct that results in that entity or another entity being a

promoter of atax exploitation scheme. [Schedule 3, item 1,
subsection 290-50(1)]

3.19 There are two separate proscriptions contained in the provision.
First, an entity must not engage in conduct that would result in them being
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apromoter of atax exploitation scheme. The concepts ‘ promoter’ and
‘tax exploitation scheme’' are defined terms and are discussed in detail in
paragraphs 3.40 to 3.67. The provision will be breached if an entity’s
(including an individual’ s) conduct amounts to them being a promoter of a
tax exploitation scheme. Generally entities act through their employees
and agents — therefore an authorised act of an employee or agent on
behalf of an entity is usually regarded as the act of that entity also.

3.20 Secondly, the proscription states that an entity must not engage
in conduct that would result in another entity being a promoter of atax
exploitation scheme. This proscription does not apply to conduct that is
merely peripheral to the conduct that makes the second entity a promoter.
There needs to be a degree of active engagement by an entity in causing
another entity to be a promoter. The conduct of the entity must result in
the second entity satisfying each of the elements of the term ‘ promoter’ in
subsection 290-60(1). For example, as corporations and other non-
individual entities usually require individuals to act for them, those
individuals must not take decisions that result in the entity being a
promoter of atax exploitation scheme. For example, a managing director
of acompany or partner in a partnership could trigger the provision by
taking decisions that result in the company or partnership being a
promoter of atax exploitation scheme.

321 This approach is important as an individual may operate
through another entity in promoting atax exploitation scheme.
Subsection 290-50(1) therefore enables the Commissioner to take action
against the individual in these cases. This ensures that individual
promoters cannot use a business structure with minimal assets to avoid
liability for the penalty. The mechanism also enables the Commissioner
to apply for apenalty against akey person promoting atax exploitation
scheme from within alarger entity. However the intention is not to make
employees who merely carry out actions as lawfully directed by their
arms' length employer responsible for the employer’ s actions.

3.22 To ensure that employees, subcontractors and others merely
carrying out instructions are not unnecessarily brought into the scope of
the provision, there are exceptions to the penalty for reasonable mistakes
and reasonable precautions and where entities do not know that their
conduct will result in the promotion of atax exploitation scheme. In
addition, employees are not to be taken to have had a substantial rolein
promotion merely because they distribute material provided by another,
and cannot be penalised where the employer aready has been. Finally,
the definition of ‘ promoter’ excludes merely providing advice. These
exceptions and qualifications are discussed in detail from paragraph 3.31.
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I mplementation of a scheme not in conformity with a product ruling

3.23 The second civil penalty provision is contravened where an
entity engages in conduct that resultsin a scheme that has been promoted
on the basis of conformity with a product ruling being implemented in a

way that is materially different to that described in the product ruling.
[Schedule 3, item 1, subsection 290-50(2)]

3.24 The note to this provision emphasises that a scheme will not
have been implemented in away that is materially different from a
product ruling if the tax outcome for participantsin the scheme is the
same as that described in the product ruling. However, the law does not
require that taxpayers need to experience a particular tax outcome before
the provision is triggered.

Amount of penalty

3.25 To deter the promotion of schemes, it isimportant that the
potential penalty for the promoter is greater than the expected benefit
fromillegal activity. Therefore, the maximum amount of penalty the
Federal Court can impose is the greater of:

e 5,000 penalty units (currently equal to $550,000) for an
individual or 25,000 penalty units (currently equal to
$2.75 million) for a body corporate; and

¢ twice the consideration received, directly or indirectly, by the
entity and associates of the entity from the promotion or
implementation of the scheme.

[Schedule 3, item 1, subsection 290-50(4)]

3.26 There may be more than one promoter of atax exploitation
scheme. Where more than one promoter is identified, each promoter will
be individually liable for the civil penalty. The maximum penalty for
each promoter may be different if each received a different amount of
consideration.

3.27 Consideration in this context refers to the total payment or
financial reward derived from a scheme. Direct consideration
encompasses, amongst other things, any fee, payment for services
rendered, money, property, benefit, reward, compensation or recompense
received or receivable that is directly related to the scheme. Indirect
consideration includes in-kind payments, payments to third party
associates and other payments that are indirectly related to the scheme
promotion, even if they are described as something else.
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3.28 It isimportant to note that the type of consideration to be taken
into account for calculation of the maximum penalty is not constrained
by the narrower consideration (related to marketing or encouragement)
that is used to determine whether an entity is a promoter (see

paragraph 290-60(1)(b) of this Bill).

Principlesrelating to penalties

3.29 The Federal Court may have regard to all relevant matters when
determining the penalty, including:

o the consideration receivable in respect of the conduct;
o the deterrent effect of the penalty;

¢ theloss or damage incurred by scheme participants;

¢ the nature and extent of the contravention;

¢ the circumstances in which the contravention took place,
including the deliberateness of the conduct and the period
over which it extended:

— thiscan include whether there was an honest and
reasonable mistake about the law;

¢ whether the entity took any steps to avoid the contravention;

¢ whether the entity has previously been found by a court to
have engaged in the same or similar conduct; and

o the degree of cooperation with the Commissioner.
[Schedule 3, item 1, subsection 290-50(5)]
Recovery of the penalty

3.30 The civil penalty is not atax-related liability. If the penalty is
not paid to the Commonwealth within the time stated in the Federal Court
order, the Commissioner may initiate proceedings for its recovery in the

relevant jurisdiction and may apply for orders including judgment interest.
[Schedule 3, item 1, subsection 290-50(6)]

Exceptions to the penalty provisions

Reasonable mistake or reasonable precautions

331 An entity isnot liable for acivil penalty if the conduct is due to:

85



Tax Laws Amendment (2006 Measures No. 1) Bill 2006

e areasonable mistake of fact; or

o theact, or failure to act, of another entity (not including an
employee or agent), or due to an accident or some other
cause beyond the entity’ s control, and the entity took
reasonable precautions and exercised due diligence to avoid
the conduct.

[Schedule 3, item 1, subsections 290-55(1) and (2)]
Reliance on the Commissioner’ s advice

3.32 An exception is also provided for the promoter of aschemeif a
scheme is based on treating the taxation laws in away that agrees with
advice given to the promoter (or their agent) by or on behalf of the
Commissioner, or astatement in a publication approved in writing by the
Commissioner. [Schedule 3, item 1, subsection 290-55(3)]

3.33 The advice that is the subject of this exception will not generally
include private rulings, as such rulings are not advice to the promoter, but
rather, advice to the entity getting the scheme benefit. However, a scheme
where all participants are covered by binding rulings from the
Commissioner — including public rulings, product rulings, class rulings
or private rulings for all scheme participants — is, by definition, not a tax
exploitation scheme (see section 290-65).

3.34 The exception for reliance on advice from the Commissioner
covers promoters of schemes for whom it may not currently be possible to
obtain alegaly binding ruling. For example, a promoter may seek advice
from the Commissioner about the way the tax law would apply to a
proposed scheme that is to be entered into by a company that is not yet
incorporated. In such acase ahbinding private ruling cannot be given to
the non-existing company, but nevertheless administratively-binding
advice can be given to the promoter. The promoter would be protected by
acting in accordance with the administratively-binding advice. The
Australian Taxation Office (ATO) publishes guidance as to the different
types of advice on the ATO’s on-line Legal Database.

Time for the Commissioner to initiate proceedings

3.35 The Commissioner must generally begin civil penalty
proceedings within four years of the entity’ s involvement in the conduct
proscribed in the penalty provisions. Thistime limit reflects the

amendment period for taxpayersinvolved in tax avoidance schemes.
[Schedule 3, item 1, subsections 290-55(4) and (5)]

3.36 However, consistent with the risk and amendment periods for
taxpayers who have been involved in fraud or tax evasion, thereis no time
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limit on the Commissioner instigating proceedings against the promoter or

implementer of atax evasion scheme or a scheme involving fraud.
[Schedule 3, item 1, subsection 290-55(6)]

Exception where entity does not know result of conduct

3.37 There may be circumstances where, for example, an employee
of acompany unknowingly engages in conduct that is later found to have
resulted in another entity being a promoter of atax exploitation scheme,
or a subcontractor unknowingly engages in conduct that resultsin a
scheme being implemented otherwise than in accordance with a product
ruling obtained for the scheme.

3.38 An exception is provided for these cases to protect employees,
subcontractors and others who did not know and could not reasonably be
expected to have known that their actions would result in unlawful
conduct, while preserving the Commissioner’ s ability to institute
proceedings against other partiesin relation to the promotion of the
scheme. [Schedule 3, item 1, subsection 290-55(7)]

No penalty for employee if employer is penalised
3.39 The Commissioner may not apply for penaltiesin relation to an

employee of an entity if a penalty has been imposed on the employer in
relation to the same scheme. [Schedule 3, item 1, subsection 290-55(8)]

Who is a promoter?

3.40 The civil penalty regime applies to promoters of tax exploitation
schemes. An entity is apromoter of atax exploitation schemeif:

¢ the entity markets the scheme or otherwise encourages the
growth of the scheme or interest in it;

e theentity or an ‘associate’ of the entity receives (directly or
indirectly) consideration in respect of that marketing or
encouragement; and

e having regard to all relevant matters, it is reasonable to
conclude that the entity has had a substantial role in respect
of that marketing or encouragement.

[Schedule 3, item 1, subsection 290-60(1)]

341 While the general expression ‘...encouraging the growth of the
scheme or interest init...” would ordinarily include most forms of
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marketing, the specific reference to marketing highlights the most
common case. The broader phrase makesit clear that the civil penalty
regime is not restricted to schemes that are directly marketed in a
conventional sense. [Schedule 3, item 1, paragraph 290-60(1)(a)]

342 For an entity to be a promoter of atax exploitation scheme, that
entity, or an associate, must receive consideration in respect of the
marketing of that scheme or in relation to encouraging the growth of, or
interest in, the scheme. [Schedule 3, item 1, paragraph 290-60(1)(b)]

343 An associate is defined in section 318 of the Income Tax
Assessment Act 1936 (ITAA 1936) to include relatives, partners, trusts
that benefit the primary entity, and companies influenced by the
primary entity.

3.44 Scheme promoters generally undertake promotional activitiesto
earn higher financial rewards than would be available for providing
independent and objective tax advice. Those scheme profits constitute
consideration received from the marketing or encouragement of atax
exploitation scheme and help to establish that an entity is a promoter.

3.45 Salary, wages and other professional fees that reflect the time
and expertise spent advising clients about a scheme are unlikely to
constitute consideration in the context of the promoter definition because
the consideration must be linked to the promotional activity. However, to
avoid creating an incentive for promoters to attempt to characterise
scheme profits as something el se (such as professional fees for advice), no
specific types of remuneration are excluded. (Provision of professional
advice is dealt with from paragraph 3.49.)

What is a substantial role?

3.46 Numerous entities may participate in the promotion of atax
exploitation scheme. However, not all of these will be liable to a penalty,
because only promoters who receive financial rewards from promotional
activity and who also have a substantial role will satisfy the criteriafor
being a promoter under the civil penalty provisions.

3.47 Whether a particular promoter has a substantial (considerable or
large) role will turn on the facts of the case, having regard to al matters
the Federal Court thinks relevant. [Schedule 3, item 1, paragraph 290-60(1)(c)]

3.48 The matters that are relevant in this context are determined by
the subject matter, scope and purpose of the provisions. They would
include, for example, the degree of involvement of the relevant entity in
the activities whereby the scheme was marketed or encouraged, the
significance of that entity’ s role compared to the role played by othersin
those activities (ie, someone who plays akey rolein devising the scheme
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and giving instructions to others in the course of its establishment and
implementation will have a more significant role than someone who
merely acts in accordance with those instructions), the nature and level of
the consideration received by the entity in respect of the scheme, and the
degree of the entity’s participation in the management of the marketing or
encouraging of the scheme.

Advisers

3.49 An entity is not a promoter merely because they provide advice
about the scheme. Asaresult, financia planners, tax agents, accountants,
legal practitioners and others are not promoters merely because they
provide advice about atax exploitation scheme, even if that advice
provides aternative ways to structure a transaction, or sets out the tax
risks of the alternatives. [Schedule 3, item 1, subsection 290-60(2)]

3.50 The civil penalty regimeis not intended to inhibit the provision
of independent and objective tax advice, including advice regarding tax
planning. Advisers who advise on tax planning arrangements, even those
who advise favourably on a scheme later found to be atax exploitation
scheme, are not at risk of civil penalty to the extent that they have merely
provided independent, objective advice to clients.

Example 3.1: When aretax advisersat risk of being promoters?

A partner (Graeme) in amajor accounting firm approaches a high
wealth client (Matthew) to advise him on an arrangement to minimise
histax liability by moving taxable income to an offshore tax haven.

Thetax haven arrangement was initially developed by another partner
(Brett) for another of the firm'’s clients and the firm decided it should
offer similar arrangements to other clientsin similar circumstances.

Brett receives afixed percentage of the fee obtained by other
accountants in the firm who offer the arrangement to other clients.
The other partners — including Graeme — who offer the scheme to
clients receive afee that is significantly higher than the billing rate for
routine tax advice and that partly reflects the magnitude of the tax
savings for scheme participants.

Graeme is able to persuade Matthew to adopt the tax haven
arrangement because Matthew will be paying much lesstax. Graeme
putsin place the offshore financial facilities to enable Matthew not to
declareincome in Australia

Matthew then tells his friend Barbara about his offshore tax
arrangements and Barbara takes the initiative to contact the accounting
firm mentioned by Matthew. Graeme is not taking on new clients and
therefore Barbara goes to Deborah, in another firm.
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Deborah explains to Barbara how the offshore tax haven works,
including the tax risks involved. Deborah hills Barbara her usua fee
for advice.

In this example, Graeme and Brett would be likely to satisfy the
criteriafor being a promoter. Thisis because they have played a
substantial role in marketing the scheme and encouraging client
interest, and have also received consideration related to their
promotional role. Deborah is not a promoter because she has only
advised her client and would qualify for the advice exception.

Employees

351 Employees are not taken to have a substantial role in respect of
the marketing and encouragement of a scheme merely because they
distribute information or material prepared by another entity (who may be
their employer) [Schedule 3, item 1, subsection 290-60(3)]. There are several
other measures in the civil penalty regime to protect employees of entities.
Subsection 290-55(1) provides an exception for reasonable mistake or
reasonabl e precautions (discussed in paragraph 3.31), subsection 290-
55(7) provides an exception for an employee with no reasonable
knowledge that their actions would result in unlawful conduct (discussed
in paragraphs 3.37 and 3.38) and subsection 290-55(8), which provides
that no action will be taken against an employee where the employer has
been ordered to pay a penalty (discussed in paragraph 3.39).

Example 3.2: Are employees promotersof their employer’s scheme?

An investment bank develops aloan package for clients who wish to
borrow money for both private and investment purposes. The loan is
based on clients claiming tax benefits not available in normal financing
arrangements.

The bank approves the marketing of the product and arranges for an
information package to be prepared for investment consultants in bank
branches, outlining the advantages of the product over standard loan
products and the types of customers to whom the product should be
offered. The branch consultants receive performance bonuses related
to sales of al investment products.

When borrowers claim tax benefits, those benefits are disallowed by
the Commissioner, who issues Part IVA (anti-avoidance)
determinations in respect of these financial products. The Federal
Court upholds these determinations.

In this example, irrespective of whether the bank isfound to have
promoted atax exploitation scheme, the consultants in the bank
branches can rely on the employee exclusion (and/or the advice
exclusion) to protect them from civil penalty.
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What is a tax exploitation scheme?

3.52 Tax exploitation schemes are schemes that exploit the tax
system through avoidance or evasion. The terms and concepts used to
define atax exploitation schemein this Bill are taken from the
anti-avoidance provisions of the ITAA 1936, the ITAA 1997 and the
TAA 1953. These terms and concepts are well established in case law and
administrative practice.

3.53 There are two preconditions for atax exploitation scheme or a
scheme that, if implemented, would be atax exploitation scheme. At the
time the scheme is promoted:

e it must be reasonable to conclude that an entity that entered
into or carried out the scheme has a sole or dominant purpose
of getting a scheme benefit; and

e it must not be reasonably arguable that the scheme benefit is
available under the tax laws.

[Schedule 3, item 1, section 290-65]

3.54 Both these tests are to be applied at the time of the promotion by
the entity. That entity isnot liable for penalty if, at some time after the
promotion of the scheme, another entity alters that scheme and usesiit for
tax avoidance in away not intended or foreseen by the entity who first
promoted the scheme.

Example 3.3: A promoter not liablefor a different scheme or purpose

A financial institution offers a range of loan products tailored to
different circumstances. One of its products is designed to minimise
the risk exposure of investors, abeit at alower return.

Brian, a promoter of a managed agricultural investment scheme
decidesto utilise this low-risk financing package for scheme investors.
The financing package enables taxpayers to claim losses as tax
deductions, even though they are not carrying commercial risks.
Investors have their tax benefits denied, with the Commissioner

relying on Part IVA of the ITAA 1936 and pointing to the nature of the
low-risk financing arrangements as the distinctive tax avoidance
feature.

In this example, the financial institution is not a promoter of atax
exploitation scheme. The ingtitution offered an arrangement designed
to be used in legitimate commercial situations. It was not reasonable
to conclude that anyone entering into this arrangement would do so
predominantly for tax avoidance purposes.
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Note that the use of the financing product in connection with a
managed agricultural investment scheme constitutes a completely
separate scheme or arrangement that was not promoted by the financial
ingtitution. Brian may be a promoter of such atax exploitation
scheme.

The sole or dominant purpose test

3.55 The purpose testsin paragraph 290-65(1)(a) is modelled on the
tests that apply to taxpayers in the scheme penalty provisionsin
subsection 284-145(1) of Schedule 1 to the TAA 1953.

3.56 Subdivision 284-C provides for penalties for taxpayersinvolved
in atax avoidance or evasion scheme, including taxpayers who claim
scheme benefits and have those benefits disallowed under the general anti-
avoidancerule (Part IVA of the ITAA 1936).

3.57 The use of the terminology in Subdivision 284-C in this Bill,
including the requirement that it is reasonable to conclude that
participants enter into or carry out the scheme with the sole or dominant
purpose of receiving a scheme benefit, incorporates into the definition of
‘tax exploitation scheme' the precondition that the scheme involves tax
avoidance or evasion.

3.58 This approach helps ensure that promoters are generally at risk
of penalty when taxpayers are at risk of penalties for participation in tax
avoidance or evasion schemes under Subdivision 284-C. However,
whereas taxpayers are only subject to scheme penalties after the event, the
definition of ‘tax exploitation scheme’ operates where the Commissioner
takes action against a scheme before taxpayers have entered into that
scheme. Accordingly, the Federal Court may postulate a hypothetical
purpose where the Commissioner makes an application before the scheme
has been implemented. [Schedule 3, item 1, subparagraph 290-65(1)(a)(ii)]

3.59 Scheme benefit is defined in subsection 284-150(1) of
Schedule 1 to the TAA 1953. An entity gets a scheme benefit if a
tax-related liability islessthan it would be, or atax credit is more than it
would be, for an accounting period, apart from the scheme or part of the
scheme.

3.60 Scheme is defined in subsection 995-1(1) of the ITAA 1997 as:
e any arrangement; or

e any scheme, plan, proposal, action, course of action or course
of conduct, whether unilateral or otherwise.
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3.61 Arrangement is similarly defined broadly in

subsection 995-1(1) as any arrangement, agreement, understanding,
promise or undertaking, whether express or implied, and whether or not
enforceable, or intended to be enforceable, by legal proceedings.

3.62 The definition of ‘scheme’ inthe ITAA 1997 is substantially the
same as the definition of scheme in section 177A of the ITAA 1936.

When is it not reasonably arguable that a scheme benefit is available at
law?

3.63 For a scheme that has been implemented, a condition for the
penalty isthat it is not reasonably arguable that the scheme benefit is
available under the tax laws at the time the promotional conduct takes
place. [Schedule 3, item 1, subparagraph 290-65(1)(b)(i)]

3.64 For a scheme that has not been implemented, it is a condition
that it is not reasonably arguable that the scheme benefit would be

available at law if the scheme were to be implemented. [Schedule 3, item 1,
subparagraph 290-65(1)(b)(ii)]

3.65 A promoter’sliability to penalty isindependent of any action
that may be taken against scheme participants. Thetest of whether itis
reasonably arguable that a scheme benefit is available at law is applied
when the promoter’ s conduct takes place, and not with the benefit of
hindsight once the review and appeal rights for scheme participants have
been exhausted.

3.66 When examining what is reasonably arguable at the time of the
promoter’ s conduct, the Federal Court may take into account anything
that the Commissioner can do under ataxation law, including issuing a
determination under Part IVA of the ITAA 1936 or exercising a
discretion. [Schedule 3, item 1, subsection 290-65(2)]

Example 3.4: Not reasonably arguable at the time of the promotion

A large wholesaling operation is advised by its accountant (Naomi) of
amethod of valuing trading stock that will considerably reduce the
company’stax liability. Naomi obtains afavourable legal opinion
from arespected tax counsel (Rona Silk SC) that the valuation method
sheisproposing is allowed under the tax laws.

Naomi makes a compelling presentation to the company’s Board of
Directors focusing on the tax savings that will flow from this new
method. The company’s Chief Financial Officer (Gavin) recommends
to the Board the adoption of the trading stock valuation proposal
presented by Naomi. The Board isimpressed with the potential tax
savings and is reassured by the legal opinion about the scheme.
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The company’ s financia position improves significantly because of
the tax savings from the trading stock arrangement and Gavin gets a
bonus based on the company’ s good financial performance. Naomi
gets remuneration based on the tax savings from the scheme she has
prepared for the company. Ronareceived a professional fee based on
her normal hilling rate.

Some years later, the Commissioner disallows the tax benefits claimed
under Part IVA of the ITAA 1936. The company challenges the

Part IVA determination in the Federal Court and loses; however, it is
clear from the split decision in the case and the reasons that it was a
close call and that Rona’ s opinion was not seriously flawed.

In thisexample, it is likely that none of the people named will be liable
for civil penalties as promoters of atax exploitation scheme. Naomi
could rely on an argument that it was reasonably arguable that scheme
benefits were available at the time of her promotion. Ronais able to
rely on the adviser’s exception since she did no more than provide a
legal opinion. Gavin did not receive consideration in respect of
marketing or encouraging interest in the scheme.

Note that, even if Naomi were a promoter of atax exploitation scheme,
Rona’ s conduct would not render her liable under the second limb of
subsection 290-50(1) because it is not a cause of Naomi being a
promoter. To conclude that the second limb is satisfied would subvert
the adviser exception, which is not intended.

Effect of rulings

3.67 Where scheme benefits are guaranteed by legally binding rulings
from the Commissioner that cover all scheme participants the schemeis
not atax exploitation scheme (because the rulings bind the Commissioner
at law to make those benefits available to taxpayers). For additional

certainty, thisis explained in anote. [Schedule 3, item 1, subsection 290-65(1),
notej

Implementation of a scheme otherwise than in accordance with its ruling

3.68 If ascheme with a product ruling is not implemented in
conformity with its ruling, with potential tax consequences for investors,

then a penalty may apply under the second civil penalty provision.
[Schedule 3, item 1, subsection 290-50(2)]

What isa product ruling?
3.69 A product ruling isaform of public ruling issued by the

Commissioner. Product rulings were introduced in 1998 to rule on
the availability of tax benefits from particular investment products. The
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Commissioner has published information about how and when a product
ruling isissued.

3.70 Scheme promoters or implementers can apply for a product
ruling. The Commissioner can then issue a product ruling confirming that
atax benefit is available at law provided the scheme isimplemented in the
manner described to the Commissioner in the ruling application.

371 Where a scheme isimplemented in a materially different way to
that described in its product ruling, thereis arisk that investors may lose
the protection of the ruling and may have scheme benefits disallowed, and
be charged penalties and interest. The second civil penalty provision
ensures that the entity responsible for the scheme not being implemented
in conformity with its product ruling is at risk of penalty.

Implementing a scheme in a materially different way

3.72 Since product rulings are about tax impact, a material difference
only arises where thereis potential for a different tax outcome for
investors. A changein the way the scheme isimplemented will not be
materially different if it is merely a difference in the physical
implementation of the arrangement with no potential for atax impact.

3.73 An example of anon-material difference would be where a
plantation scheme installs a drip system for watering seedlings instead of
micro-sprayers, on advice from experts that this would result in more
efficient irrigation of the plantation. If such a departure from the
implementation plan set out in the product ruling application does not
impact on the commercial viability of the scheme or on the tax
consequences for investors, then it would not constitute a material
difference. [Schedule 3, item 1, subsection 290-50(2), note]

3.74 It is not necessary that scheme investors have received an actual
tax outcome different from that outlined in the product ruling for the civil
penalty provision to be operative. The Federal Court may decide, on the
facts of the case, if there has been a material difference in implementation
with potential tax consequences for investors.

3.75 A person who is merely employed or contracted to carry out
implementation tasks (such as planting seedlings or installing irrigation) at
the direction of a scheme manager and without any knowledge of the
departure from any relevant product ruling would be protected by the
exceptions due to reasonable mistake, or the act or default of another

entity or because they could not know the result of their conduct.
[Schedule 3, item 1, paragraph 290-55(1)(b) and subsection 290-55(7)]
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The interaction of civil penalty provisions with other penalty provisions in
the tax laws

3.76 The present system of imposing penalties on investors in tax
evasion and avoidance schemes set out in Subdivision 284-C of
Schedule 1 to the TAA 1953 will not be affected by the introduction of
these amendments. The calculation of the penalty payable by the
promoter or scheme implementer is not affected by any administrative
penalties imposed on taxpayers or on the promoter in their capacity as
taxpayer.

3.77 Civil penalty amounts paid under a court order are not
deductible for income tax purposes (section 26-5 of the ITAA 1997).

Injunctions

3.78 The Commissioner may apply to the Federal Court for
injunctive relief if any entity is engaging, or proposing to engage, in
conduct to which the regime applies. Injunctions may be granted, for
example, to stop the promotion of atax exploitation scheme or
implementation of a scheme in away that is materially different from
its product ruling (restraining injunction), or to require an entity to
do something to remedy a perceived contravention of the law
(performance injunction). [Schedule 3, item 1, section 290-125]

3.79 Injunctions can be used as an alternative to civil penalty
proceedings or in addition to them if the Federal Court considers the
circumstances of a case warrant both injunctive relief and acivil penalty
order.

3.80 The Federal Court may grant an interim injunction against an
entity to stop the promation or implementation of a scheme when it has

not yet fully considered the Commissioner’s application for an injunction.
[Schedule 3, item 1, section 290-130]

381 The Federal Court may grant an injunction against an entity on
such terms as it thinks appropriate. The Court may grant an injunction
restraining an entity from engaging, or continuing to engage, in the
promotion of atax exploitation scheme or implementation of a schemein
amanner materially different from that described in the scheme’s product
ruling. The Federal Court may grant performance injunctions requiring
the entity to do something if it is satisfied that the entity has not done that

thing and/or is likely not do the thing required without compulsion.
[Schedule 3, item 1, subsection 290-145(2)]

3.82 The ability to seek injunctions and interim injunctions alows the
Commissioner to take immediate action against scheme promoters and
implementers, limiting the period during which Commonwealth revenue
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and investors are exposed to potential losses and risks from tax
exploitation schemes.

Delay in making aruling

3.83 A promoter may apply to the Commissioner for a product ruling
in relation to the scheme. If the promoter has applied for a product ruling
and the Commissioner either fails to make aruling or fails to advise that
he or she declines to make aruling, the Commissioner cannot apply for an
injunction under section 290-125 in relation to the applicant’s promotion
of that scheme. [Schedule 3, item 1, section 290-135]

3.84 The provision dealing with delays in determining product ruling
applications ensures that a promoter cannot have the marketing of a
scheme stopped (by a Federal Court injunction) merely as aresult of
delays by the ATO in processing a request for a product ruling.

3.85 Until the ruling is granted or denied, the scheme promoter may
promote the scheme without being at risk of an injunction (although the
promoter would be wise not to implement the scheme, asthe
Commissioner will not generally issue a product ruling on a scheme that
has already been implemented). However, if the Commissioner declines
to make aruling and notifies the promoter, and the promoter continues to
promote the scheme, the Commissioner may then take action.

Discharge of injunctions

3.86 The Federal Court may discharge or vary an injunction, at any
time. [Schedule 3, item 1, section 290-140]

Certain limits on granting injunctions are not to apply

3.87 The Federal Court has broad discretion to grant restraining or
performance injunctions. [Schedule 3, item 1, section 290-145]

Other powers of the Federal Court are unaffected
3.88 The powers conferred on the Federal Court under this Bill do

not limit or replace any other powers of the Federal Court. [Schedule 3, item
1, section 290-150]

Voluntary undertakings

3.89 The Commissioner may enforce avoluntary undertaking

through an application to the Federal Court. [Schedule 3, item 1,
subsection 290-200(3)]
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3.90 A voluntary undertaking is awritten undertaking given to the
Commissioner in connection with a matter for which the Commissioner
has a function or power. Enforcement is confined to voluntary
undertakings given in furtherance of the purpose of this Bill — that is, to
deter the promotion of tax exploitation schemes and the implementation of

schemes in ways that do not conform to their product rulings. [Schedule 3,
item 1, subsection 290-200(1)]

3.91 Voluntary undertakings allow the Commissioner to tailor
enforcement responses to individual circumstances. They also resultin
outcomes that are more flexible, timely and cost-effective than would
normally be achievable by injunction or penalty proceedings. They may
be used as a preliminary step to prevent an entity from implementing an
arrangement in away that is materially different to the terms of the
applicable product ruling. An undertaking may provide atimeframe for
compliance with the undertaking.

3.92 Undertakings may be varied or withdrawn at any time, but only

with the consent of the Commissioner. [Schedule 3, item 1,
subsection 290-200(2)]

3.93 The Commissioner cannot compel an individual to give an
undertaking. Equally, the Commissioner cannot be compelled to accept
an undertaking. The Commissioner is under no legal obligation to explore
the possibility of obtaining a voluntary undertaking before proceeding to
injunction or penalty proceedings under this regime. However, in practice
he or sheislikely to do so in the majority of cases.

3.94 A voluntary undertaking can be made without either party
admitting any liability.

3.95 If an entity breaches its undertaking, the Commissioner can
apply to the Federal Court. The Court may issue an order directing the
entity to comply with the undertaking, or any other order that it considers
appropriate. [Schedule 3, item 1, subsections 290-200(3) and (4)]

Other civil procedure rules

3.96 This Bill incorporates standard civil penalty procedural
provisionsin the TAA 1953 that would also apply to any future civil
penalties introduced to the tax laws.

3.97 The Federal Court must apply the rules of evidence and
procedure for civil matters when hearing civil penalty proceedings under
these provisions. [Schedule 3, item 2, section 298-85]
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3.98 The Federal Court cannot make a civil penalty order against a
scheme promoter or implementer if they have been found guilty of a
criminal offence with respect to the conduct for which the civil penalty
order would be made. [Schedule 3, item 2, section 298-90]

3.99 Criminal proceedings may be started against a scheme promoter
or implementer for the same conduct for which a civil penalty order could
be, or has been, made. [Schedule 3, item 2, section 298-100]

3.100 If crimina proceedings — for an offence constituted by conduct
that might also be the subject of civil penalty proceedings — could
commence, or have already commenced, the civil proceedings must be
stopped. If the promoter or implementer is not convicted of the offence,
the civil penalty proceedings may be resumed. If the promoter or
implementer is convicted of the criminal offence, the civil penalty
proceedings will be dismissed. [Schedule 3, item 2, section 298-95]

3.101  If therearecriminal proceedings against an entity in relation to
conduct that is also the subject of civil penalty proceedings, evidence
given in the civil proceedingsis not admissible in the criminal
proceedings. [Schedule 3, item 2, section 298-105]

Civil double jeopardy

3.102  Anentity that is ordered by the Federal Court to pay acivil

penalty for a breach of these provisionsisnot liable to a civil penalty
under some other provision of a Commonwealth law in respect of the
same conduct. [Schedule 3, item 2, section 298-110]

Application and transitional provisions

3.103  Theregimewill apply to promoters of tax exploitation schemes
offered to entities on or after the date of Royal Assent. The regime will

apply to entities that implement a scheme in a materially different way to
its product ruling on or after the date of Royal Assent. [Schedule 3, item 17]

Consequential amendments

3.104  Three new terms are included in the Dictionary
(subsection 995-1(1) of the ITAA 1997), namely:

e ‘product ruling’ (apublic ruling under the TAA 1953 that is
stated to be a product ruling);
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e ‘promoter’ (asdefined in this Bill); and
e ‘tax exploitation scheme' (as defined in this Bill).

[Schedule 3, items 3to 5]

3.105  AsthisBill introduces a civil penalty regimeinto the TAA 1953,
certain notes and headings in the TAA 1953 must be amended to include a
reference to the new civil penalties. [Schedule 3, items6to 8, 11to 13 and 16]

3.106  Civil penalties under this regime are not tax-related liabilities, in
contrast to other liabilities arising under the tax laws. For thisreason, itis
necessary to exclude the civil penaltiesin this Bill from the genera rulein
section 255-1 of the TAA 1953 which characterises pecuniary liabilities

arising under ataxation law as tax-related liabilities. [Schedule 3, items 9 and
10]

3.107 Item 2 of this Bill amends Division 298 of the TAA 1953, which
currently only covers administrative penalties. Accordingly, itis
necessary to convert the existing administrative penalty provisionsinto a
new Subdivision 298-A. [Schedule 3, items 14 and 15]

REGULATION IMPACT STATEMENT

Policy objective
3.108 The main objectiveisto deter the promotion of tax avoidance
and tax evasion schemes. An additional objectiveisto enhance the
integrity of the product ruling system by deterring implementation of a

scheme in amaterially different manner to that described in its product
ruling where doing so may have potential tax consequences for investors.

Implementation options

Preferred option
Penalty provisions

3.109 This measure will amend the taxation laws to introduce a civil
penalty regime to apply to an entity, including an individual, that:

e isapromoter of atax avoidance or tax evasion scheme; or
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e implements atax scheme that has been promoted as having a
taxation product ruling, but in amaterially different way to
that described in its product ruling, with the potential for a
different tax outcome for investors.

3.110 The maximum penalty the courts may imposeis the greater of:

e 5,000 penalty units (currently $550,000) for an individual,
25,000 penalty units (currently $2.75 million) for a
corporation; and

¢ twice the consideration received directly, or indirectly, by the
entity in respect of the scheme.

3111 TheFedera Court has discretion to impose whatever penalty is
regarded as appropriate in the circumstances. Where a promoter has
received scheme profits in excess of the prescribed penalty units, the
Federal Court can impose a penalty of up to twice the consideration
received to ensure that the penalty hasits intended deterrent effect.

Supplementary measures

3.112  Additional remedies of enforceable voluntary undertakings and
statutory injunctions will be available to the Commissioner. Thiswill
enable a graduated preventative enforcement response to emerging
schemes that appear to be ineffective. Some potential breaches of the law
may be able to be addressed quickly and at low cost through a promoter
giving voluntary undertakings to remedy any shortcomings in a scheme.
Higher risk cases may warrant an application to the court for an
injunction, involving short delays and some compliance costs. Serious
cases may warrant penalty proceedings that can involve substantial legal
costs for the parties involved.

3113  The Commissioner cannot apply for a statutory injunction where
an entity has applied for a product ruling in relation to a scheme until the
Commissioner has either made the ruling or informed the entity in writing
that the Commissioner has declined to make the ruling.

3114  TheFedera Court may require the Commissioner to give an
undertaking as to damages as a condition of granting an interim
injunction.
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Exceptions to penalty and/or injunction

3.115  There are exceptions to penalty and/or injunctions to ensure that
certain individuals and entities are not inadvertently caught by the regime.
Thisincludes special exceptionsfor:

¢ reasonable mistakes of fact or causes beyond the entity’s
control (provided the entity took reasonable precautions and
exercised due diligence to avoid the conduct);

e reliance on advice from, or on behalf of, the Commissioner;

e certain entities who did not know, and could not reasonably
be expected to have known, that their conduct would result in
acontravention of the law;

o employees, where they are merely distributing information
provided by someone else or where their employer has been
penalised for the same scheme;

o financia planners, tax agents, accountants and lawyers and
others who merely provide advice about a scheme; and

e scheme promoters who have sought a product ruling from the
Commissioner but have not been notified of an outcome
(with the protection ceasing to apply once they are notified of
an outcome).

3.116  These exceptions protect entities in the specified circumstances
so that the focus of court action can be on the active promoters of tax
exploitation schemes and not those whose conduct is peripheral to the
promotion of tax exploitation schemes. In particular, it is not intended
that the regime will deter the giving of tax advice — even where that
advice might mistakenly endorse a scheme that is subsequently found to
be atax exploitation scheme. Thisis because the regime seeks to deter
the promotion of tax exploitation schemes, not to deter the giving of
advice about those schemes. However if tax advisers encourage their
clientsto enter a particular scheme, and receive consideration in respect of
that encouragement, they will not be covered by the adviser exception.
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Time limitations

3.117  Except where fraud or evasion isinvolved (in which
circumstances taxpayers are also at risk indefinitely), the Commissioner
cannot institute action under the promoter penalties regime more than four
years after the entity last engaged in the conduct proscribed by the civil
penalty provisions. This period mirrors the period for which taxpayers are
at risk of amended assessments and penalties for participation in atax
avoidance scheme.

Who is a promoter?

3118  Generaly, there are several partiesinvolved in the development
and implementation of schemes. For the purposes of the penalty regime,
an entity, which can be an individual, will be a promoter of a particular
tax avoidance or tax evasion schemeiif:

¢ the entity markets the scheme or encourages the growth of, or
interest in, the scheme;

¢ the entity receives consideration in respect of that marketing
or encouragement; and

e itisreasonable to conclude that the entity has had a
substantial role in that marketing or encouragement.

3.119 The penalty provision for promotion of atax exploitation
scheme will only apply to promoters who satisfy all of these three criteria,
or whose conduct results in another entity satisfying these criteria, aswell
as the conditions for atax exploitation scheme, discussed below.

What is a tax exploitation scheme?

3120 For aschemeto be characterised as atax exploitation scheme, it
must meet two basic conditions at the time the scheme was promoted:

e |t must be reasonable to conclude that participants have a
sole or dominant purpose of obtaining atax benefit — thisis
tantamount to a sole or dominant tax avoidance or tax
€vasion purpose.

e [tisnot reasonably arguable that the tax benefit sought is
available at law.
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3121 Thetest asto whether the scheme benefit is available at law is
satisfied where the Commissioner has issued a binding ruling, such asa
public ruling, or a product ruling, in relation to the scheme.

3.122  Scheme benefits are considered unavailable at law whereit is
reasonable to conclude the Commissioner would invoke anti-avoidance
provisions to cancel claimed benefits.

Alternative options

3.123  Consideration was given to amending the taxation laws to allow
the Commissioner to impose administrative penalties on promoters.
Having the Federal Court determine whether promotion of tax schemes
was unlawful and then setting an appropriate civil penalty was considered
afairer and more objective process and justified on the basis of the
expected likely use.

3.124 It would be possible to supplement the civil penalty regime by
introducing additional record-keeping and reporting requirements. This
could include requiring promotersto report certain tax effective schemes
to the Commissioner and to keep additional recordsin relation to
financing arrangements and investor details. These requirements were
considered to involve unduly high compliance costs for promoters. There
were also privacy concerns over the information collected and held by the
promoters.

Assessment of impacts

Impact group identification

Impact groups affected by the penalty proposal

3.125  Theregimewill have little impact on promoters and investors
involved in tax effective schemes that are within the tax laws. Many tax
schemes are now marketed with a taxation product ruling and are
implemented in conformity with that ruling. In such circumstances, there
will be no risk of penalty under the regime and there will be no additional
compliance costs.
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3.126  Investorsin tax avoidance and tax evasion schemes will still be
required to pay back any tax shortfall, any penaltiesincurred aswell as
applicable interest charges for late payment. However, the introduction of
the civil penalty regime — and particularly the injunction and
undertakings remedies — should reduce the number of ineffective
schemes being promoted, and thus decrease the likelihood of investors
incurring such shortfals.

3.127  Adviserssuch asfinancial planners, accountants, tax agents and
lawyers who merely give tax advice are not at risk under the new regime.
Nonetheless, they may need to familiarise themselves with the new law to
ensure they do not cross the line from advice to promaotion. However,
awareness of the law is not anticipated to involve significant costs for
advisers that are small businesses since the concepts on which the
measure is based either currently exist in the tax law, or are of a
non-technical nature. Furthermore, their representative organisations have
been active in the consultation process on this measure and have
encouraged a high level of awareness of the new law.

3.128  Promoters of tax avoidance and tax evasion schemes and entities
who implement schemes not in conformity with a product ruling will now
be financially at risk for any unlawful behaviour under the new measures.

Analysis of costs / benefits

Compliance costs

3.129  Theimplementation of this measure will not impose any
additional compliance costs on investors.

3.130 Promoters of schemes offering tax benefits that are available at
law, including schemes that have product rulings, will not need to incur
additional compliance costs. It isrelevant that many promoters now
recognise that atax product ruling offers significant marketing advantages
for ascheme.

3.131  Promoters of high risk schemes who wish to preclude the risk of
penalty may seek a product ruling or aclass ruling from the
Commissioner, or may encourage investors to seek private binding
rulings, or may seek advice directly. In this context, it isimportant to
note that no charges are imposed by the Commissioner for rulings or
advice. Any costsinvolved in obtaining aruling will arisein the
preparation of an application for aruling. The ATO has published on its
website a checklist of information that is to be provided in a product
ruling application.
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3.132  Promoters hold all the information required to apply for such
rulings. There will be some costs incurred by promoters in the lodgement
of requests for ataxation product ruling. The level of costsincurred in
applying for aruling will depend on the complexity of the arrangements,
and whether promoters prepare ruling applications themselves or engage
professional advisersto obtain aruling on their behalf. No quantitative
information is available on typical costsincurred in preparing aruling
application, nor on the number of additional promoters that might seek a
ruling as aresult of the civil penalty regime. It isassumed aruling will
only be sought where a promoter identifies a net benefit in doing so.
Product rulings offer marketing advantages as they provide certainty to
investors; the costs involved in obtaining a product ruling need to be seen
in this context as well asin the risk management context.

3.133  There may be some small transitional costs for tax advising
firms who are in the business of promoting legitimate tax minimisation
schemes. These firms will need to acquire an understanding of the new
law to manage their exposure to promoter penalties. These costs have not
been able to be quantified. However, as mentioned above, the high level
of awareness of the measure generated in extended consultation on the
draft legislation and the use of existing tax terminology is likely to
minimise such costs.

Administration costs

3.134  Theimplementation of this measure will give rise to an increase
in ongoing administration and enforcement costs for the ATO in the order
of $7.6 million per year, plus $1.5 million start-up costs for systems
modification and legal advice, al of which will be absorbed by the ATO
within its existing budget.

Government revenue

3.135 Thefinancial impact of this measure is estimated to result in a
gain to the revenue of $15 million in the 2007-08 income year,

$25 million in the 2008-09 income year, and $35 million in the 2009-10
income year, assuming a start date of 1 July 2006. These estimates are
based solely on the anticipated deterrent effect of the regime.

Economic and social benefits

3136  Theintroduction of a penalty regime will remedy an existing
asymmetry in the risks faced by scheme promoters and investors. By
putting promoters at risk financially for the promotion of ineffective tax
schemes, rather than allowing all risks to be passed on to investors, the
market for investment schemesis likely to operate more efficiently, with
the potential for investment capital to be redirected to legitimate and
productive investments.
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3.137 Itisenvisaged that the introduction of a penalty regime for
promoters of tax avoidance and tax evasion schemes will enhance
confidence in the integrity of Australia’ s taxation system, with potential
flow-on benefits for tax compliance.

Consultation

3.138  Inlate 2001 the ATO held a number of consultative meetings
with tax practitioners and industry groups to discuss possible measures to
address the promotion of tax avoidance schemes. There was broad
support from tax practitioners and industry groups for effective sanctions
against promoters of such schemes.

3.139  Therewas consensus that any proposal should be designed to
avoid adverse impacts on genuine commercial arrangements or legitimate
investment products, that any reporting obligations be designed to target
mischievous arrangements, and that compliance costs be kept to a
minimum.

3.140  The Government announced in December 2003 that it would
introduce a new civil penalty regime to deter the promotion of tax
avoidance and tax evasion schemes. Treasury undertook consultation
throughout most of 2005 on draft legislation to give effect to this measure.

3.141 The Treasury consultation process included:

e confidential consultation with representatives of the
tax-advising professions and scheme promoters on an
exposure draft and explanatory material in February and
March 2005, culminating in a roundtable discussion held on
16 March 2005. Treasury received over 20 written
submissions on the exposure draft;

e around of public consultation, announced by the then
Minister for Revenue and Assistant Treasurer in a press
release dated 10 August 2005. There were more than 20
submissions received for this round of consultation which
officially closed on 2 September 2005 (but submissions
continued to be received after that date); and

o further confidential targeted consultation as directed by the
then Minister.
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Themes and outcomes of consultation

3.142 A key concern in consultation was that the promoter penalties
regime had not been confined to the promotion of mass-marketed schemes
and would catch promoters of boutique tax exploitation schemes,
including those designed for only one client. The Government’s policy
objective to deter all forms of scheme promotion could not be effectively
achieved by restricting the regime to mass-marketed schemes.

3.143  Apart from the scope of the regime to include all tax exploitation
schemes, the most contentious issues were the definitions of ‘ promoter’
and ‘tax exploitation scheme’ that govern the scope of the main penalty
provisions. To address concernsraised in consultation, the definitions
were refined as follows:

¢ design and implementation functions were taken out of the
definition of ‘promoter’, leaving the more active promotional
functions of marketing and encouragement;

o for the purposes of determining if someone is a promoter, the
consideration they receive has been confined to
consideration in respect of promotion of the scheme;

¢ the promoter must have a substantial promotional role and
not just a substantial role in relation to a scheme;

e it must be reasonable to conclude at the time of promotion
that participants in a scheme have a sole or dominant purpose
of obtaining atax (scheme) benefit for there to be a tax
exploitation scheme; and

e aschemeisnot atax exploitation scheme if it is reasonably
arguable (at the time of promation) that scheme benefits are
available to investors, regardless of whether those benefits
are eventually found to be available at law.

3.144  There were also concerns about employees of entities promoting
schemes and tax agents and other advisers who merely give advice to their
clients, often on the basis of material prepared by others, or who could not
reasonably have been expected to know that their conduct would result in
promotion. Employees and advisers have been given special exceptions
inthe law.
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3.145  Clarity has also been provided in the new law about the concept
of ‘materially different’ which isimportant for the second penalty
provision of implementing a scheme not in conformity to its product
ruling. This addressed a concern of scheme promoters who operate with
product rulings.

3.146  Numerous other small changes to the exposure draft and the
explanatory material were made in response to concerns raised during
consultation.

Conclusion and recommended option

3.147  Theintroduction of acivil penalty regime to deter the promaotion
of tax exploitation schemes is expected to enhance community confidence
in the tax system and produce a more efficient market for investment
products, including tax effective investments, by providing for promoters
to be at risk of penalties when they expose taxpayers to scheme penalties.
This measure will not impose significant administrative or compliance
costs on legitimate business arrangements and may assist them to compete
for investment funds.

3.148 Thecivil penalty regimeis preferred to the options of
administrative penalties and increased reporting / disclosure requirements
because it is a more targeted and transparent measure that provides for
substantial remedies to be imposed by the Federal Court against
illegitimate promoters, while imposing low or no compliance costs on
legitimate businesses.

3.149  The Treasury and the ATO will monitor this measure, as part of
the whole taxation system, on an ongoing basis. In addition, the ATO has
consultative arrangementsin place to obtain feedback from professional
and business associations through other taxpayer forums.
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Chapter 4

Goods and services tax and vouchers —
prepaid phone products

Outline of chapter

4.1 Schedule 4 to this Bill amends the A New Tax System (Goods
and Services Tax) Act 1999 (GST Act) to ensure that prepaid phone cards
or facilities are treated as vouchers for the purposes of Division 100 of
that Act. Division 100 will also be amended to clarify that goods and
servicestax (GST) should be calculated on the stated monetary value of
the voucher. A further amendment will aso be made to Division 100 to
include a rule which simplifies accounting for GST on commissions and
similar payments on a supply of avoucher through a distribution chain.

4.2 In addition, this Bill will make an amendment to

subsection 29-25(2) of the GST Act to provide an additional

circumstance where the Commissioner of Taxation (Commissioner) can
determine that GST, input tax credits and adjustments should be attributed
to a particular tax period.

Context of amendments

43 Under Division 100 of the GST Act, the sale of certain vouchers
is not subject to GST, but GST is payable when the voucher is redeemed.
This provides an exception to the basic rules of the GST Act under which
the sale of anon-Division 100 voucher is taxable, but supplies on
redemption of that voucher are not taxable if no additional consideration
is provided (paragraph 9-15(3)(a)).

4.4 Division 100 operates so that instead, GST is payable at the time
the voucher is redeemed for goods or services. Thistreatment applies
because generally the tax status of the underlying suppliesis unknown at
the time the voucher isissued and the supply of the underlying goods or
services could be GST-free, input taxed or taxable. For example, a
prepaid phone card or facility could be redeemed for both taxable and
GST-free supplies.
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Meaning of voucher

4.5 The existing law is unclear on whether certain prepaid phone
cards or facilities are eligible ‘ vouchers' for the purposes of Division 100.
The Australian Taxation Office has expressed itsview in

GST Ruling 2003/5 on the existing law that not all prepaid phone
products are eligible Division 100 vouchers.

4.6 When the GST was introduced it was intended that all prepaid
phone cards be treated as vouchers. Thisis because the GST status of the
underlying supply is not known until redemption of the card. If these
products are not treated as eligible vouchers it would be necessary for
suppliers to make adjustments if the product has been redeemed for
supplies that are GST-free or input taxed. Suppliers and their distributors
would incur additional compliance costsin maintaining a different
accounting system for these products.

Amount of GST to be remitted on redemption of a voucher

4.7 Division 100 isintended to apply so that, on redemption of a
voucher, the supplier of the goods or servicesis required to remit GST
calculated on the stated monetary value on the voucher. The monetary
value may be stated on the voucher or in documents accompanying the
voucher. If, on redemption of the voucher, the supplier of the goods and
services did not remit GST based on the stated monetary value, any value
added by distributors of vouchers, initially supplied to them at an amount
less than the value stated on the voucher, would not be subject to GST.

4.8 For example, an issuer of the voucher sells avoucher with a
stated monetary value of $44.00 to aretailer for $33.00 and the retailer
subsequently sells the voucher to the consumer for $44.00. On the basis
that all supplies on redemption are taxable supplies, GST should be paid
on the $44.00 worth of goods and services purchased by the consumer on
redemption of the voucher (which is also the amount received by the
retailer) rather than the $33.00 that has been received by theissuer. The
entity making the taxable supply of the goods or servicesisliable for the
GST. The difference between the monetary value ($44.00) and the
amount paid by the retailer ($33.00) may represent either the mark-up by
the retailer or acommission paid by the issuer of the voucher to the
retailer.

4.9 Section 100-15 of the GST Act sets out the increasing
adjustment that is required to account for GST that becomes payable on
any voucher that iswholly or partly unredeemed. If GST is remitted on
the monetary value stated on a voucher then any increasing adjustment
that may be required on the unredeemed or partly redeemed voucher
should be based on the monetary value stated on the voucher.
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Accounting for GST on Division 100 vouchers

4.10 The GST law currently applies so that where a Division 100
voucher such as a prepaid phone card or facility is provided through a
distribution network, retailers/distributors are required to remit GST on
any commission or similar payment and the supplier of the voucher can
claim a corresponding input tax credit. An arrangement under
Subdivision 153-B of the GST Act which applies to smplify accounting
for GST between principals and agents is not operative for Division 100
vouchers as the effect of the arrangements only applies to taxable
supplies. Inthe example outlined in paragraph 4.8, where the difference
represents a commission, aretailer/distributor is required to remit GST of
$1.00 on the commission of $11.00 and the supplier of the voucher can
claim a corresponding input tax credit of $1.00. This requirement can
result in significant compliance costs, in particular where there are
thousands of distributors and retailers of Division 100 vouchers.

GST attribution rules

411 Section 29-25 of the GST Act sets out circumstances when the
Commissioner may determine special rules for when GST, input tax
credits and adjustments should be attributed to a particular tax period.

Summary of new law

412 This Bill amends the GST law to ensure that prepaid phone
cards or facilities are eligible ‘vouchers' for the purposes of the GST Act
and also to clarify that GST should be calculated on the monetary value
stated on a voucher or in accompanying documents.

4.13 In addition, subsection 29-25(2) of the GST Act will be
amended to provide a further circumstance where the Commissioner can
make a determination that GST, input tax credits and adjustments should
be attributed to a particular tax period.

Comparison of key features of new law and current law

New law Current law

Prepaid phone cards or facilitieswill | It wasintended that all prepaid

be treated as eligible vouchers for the | phone cards or facilities be treated as
purpose of Division 100 of the eligible vouchers for the purpose of
GST Act. Division 100 of the GST Act.
However, this outcome is uncertain.
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New law Current law
This amendment clarifies rather than | Division 100 is intended to apply so
changes the existing law. that when avoucher is redeemed, the
Division 100 will be amended to put | supplier of the taxable goods or
beyond doubt that GST isto be servicesis required to remit GST
remitted on the stated monetary calculated on the stated monetary
value of avoucher. value stated on the voucher.
This amendment provides arule Retailerg/distributors of Division 100

which simplifies accounting for GST | vouchers are required to remit GST
on commissions where Division 100 | on any commissions or similar

vouchers are provided through a payments made to them and

distribution chain. suppliers can claim a corresponding
input tax credit.

The Commissioner will be able to The GST attribution rulesin

determine that GST, input tax credits | section 29-25 of the GST Act set out
and adjustments can be attributed to | circumstances when the

aparticular tax period in afurther Commissioner can make a
circumstance. That iswhere a determination that GST, input tax
supply or acquisition is made but the | credits and adjustments should be
GST status will be unknown until a | attributed to a particular tax period.

later supply is made.

Detailed explanation of new law

Definition of voucher

4.14 The definition of ‘voucher’ contained in section 100-25 of the
GST Act is amended to ensure prepaid phone products or facilities are

included as eligible vouchers for the purposes of Division 100. [Schedule 4,
item 14, subsection 100-25(1)]

4.15 A ‘prepaid phone card or facility’ is defined to include any
article or facility that is supplied on a prepaid basis for the primary
purpose of enabling the holder to use telephone or like services, or to
make acquisitions that are facilitated by using telephone or like services
[Schedule 4, item 14, subsection 100-25(2)]. ‘Like services are intended to
include services such as mobile phone messaging services (short message
service (SMS) or multimedia messaging service (MMYS)), text, graphics,
images, sound, video, information, software content and data transmission
services (including email) and Internet access services.
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Example 4.1

A prepaid phone card for a mobile phone includes a facility which
allows soft drink products to be purchased through a vending machine
by making a phone call. The cost of the soft drink is deducted from
the prepaid phone card account. Even though the prepaid phone card
may also be used to acquire supplies other than telephone or like
servicesit isan eligible Division 100 voucher if its primary purpose is
to enable the holder to use it on a prepaid basisto acquire
telecommunications supplies.

4.16 The definition of ‘ prepaid phone card or facility’ isintended to
cover:

e phone cards sold with an initial store of value for use on
payphones or home phones, which may or may not be
rechargeable or topped up; and

e prepaid mobile phone cards which are sold with a subscriber
identity module (SIM) card or as a bundled kit (eg, mobile
handset and SIM card — athough it is a mixed supply).

4.17 If aDivision 100 voucher is supplied as part of a bundled kit
(eg, amobile handset, a SIM card and an entitlement to telephone or other
supplies that are facilitated by the voucher), the supply of thekitisa
mixed supply. This means that the consideration for the supply of the kit
is apportioned between its taxable and non-taxable components.

4.18 Prepaid phone cards or facilities that have a credit facility

(eg, attached to a bank account) are financial supplies and are input taxed
under Chapter 3 of the GST Act. These are not eligible vouchers for the
purpose of Division 100. Aswell, astored value card’ linked to an
account provided by an Australian authorised deposit-taking institution is
not avoucher. Furthermore, a mobile phone account where the user pays
amonthly access fee or rental fee in advance and call costs under a‘plan’
are not covered by this measure.

" Theterm ‘stored value card’ refersto a product taking the form of acard where valueis

stored on the card itself. Some stored value cards may be linked to accounts provided by
an Australian authorised deposit-taking institution.
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GST is to be remitted on the basis of the stated monetary value of the

voucher

419 This Bill clarifies that when avoucher isredeemed, the
consideration is the stated monetary value on the voucher less any
amounts refunded, plus any additional consideration provided for the
supply on redemption. If the voucher isonly partly redeemed, the
consideration for the supply is the amount of the stated monetary value on
the voucher that is redeemed when it is used to purchase goods and

services plus any additional consideration provided. [Schedule4, item 9,
section 100-12]

Example 4.2

Michael uses a $20.00 voucher supplied by aretailer to purchase
goods valued at $17.00. The retailer gives Michael change of $3.00.
The consideration for the supply of goodsto Michael is the stated
monetary value on the voucher, $20.00, less the refund of $3.00. The
retailer will remit GST of 1/11 of $17.00.

4.20 For this purpose, the ‘ stated monetary value’ means the
monetary value stated on the voucher, or documents accompanying the
voucher when it isissued [Schedule 4, item 7, subsection 100-5(2A)]. | the
voucher is a prepaid phone card or facility the stated monetary value is the
monetary value stated on the voucher or in documents accompanying the
voucher when supplied by the telecommunications provider. If the cardis
topped up, the stated monetary value includes the topped up amount that
has not been redeemed. |f atelecommunications supplier makes any
bonus supplies such as extra credits, additional time and/or bonus or text
messages, (ie, for no additional consideration) the value of these supplies
are not included in the stated monetary value [Schedule 4, item 7,

subsection 100-5(2B)]. The value of bonus supplies will be evident from
documentation issued by telecommunications suppliers.

4.21 Where a prepaid phone card or facility can be topped up, the
stated monetary value once topped up may not be the same amount as the
stated monetary value of the voucher when it was issued.

Example 4.3

Jill purchases a rechargeable prepaid mobile phone card which has a
stated monetary value of $100. Over the period of initial redemption
of the card the supplier remits GST on $100. Once the card isfully
redeemed Jill recharges the card to the value of $80.00 (the ‘topped
up’ amount). The stated monetary value of the card is $80.00. In the
relevant tax period, Jill uses the card to make calls within Australiato
the value of $60.00. The supplier of the voucher (the
telecommunications supplier) will remit GST on 1/11 of the $60.00.
The unredeemed amount of the card is $20.00.
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Example 4.4

Following from Example 4.3, in the next tax period Jill recharges the
card by $60.00. The stated monetary value of the card is now $80.00,
reflecting the remaining value of supplies that can be obtained under
that card.

Example 4.5

A telecommunications supplier, as part of a marketing strategy,
provides a customer with bonus credits valued at $250 if the customer
tops up the card for $50.00. The customer accepts the offer. The
stated monetary value of the voucher is $50.00, not $300. GST is not
payable on redemption for the additional supplies provided by the
telecommunications supplier.

4.22 The ‘ stated monetary value' means the monetary amount
explicitly set out on or incorporated on the voucher or in documents
accompanying the voucher. A voucher which exists partly in a physica
form and partly in an electronic or machine readable form, can till satisfy
thisrequirement. For example, if the voucher exists on a plastic card, the
monetary value may be incorporated in abar code or magnetic strip or on
a database maintained by or for the supplier. The bar code, magnetic strip
or database may also incorporate the unredeemed value remaining on the
voucher including any recharge of that voucher.

4.23 This Bill insertsthe word ‘fully’ into paragraph 100-15(1)(c).
This clarifies the intention to apply the section not only where a voucher
has not been redeemed at al, but also where a voucher has been partly
redeemed. [Schedule4, item 11]

4.24 This Bill also ensures that any increasing adjustment to account
for the GST that becomes payable on unredeemed vouchers (or partly
redeemed vouchers) is calculated on the stated monetary value of the
voucher [Schedule 4, item 12, subsection 100-15(2)]. A voucher is considered
fully redeemed upon redemption of the stated monetary value of the
voucher or top up. (See Example 4.5 — once the customer utilises the
first $50.00 of services available the voucher is considered fully
redeemed.)

Example 4.6

Café Piazza sells a $100 voucher to Patrick in March 2005. The
voucher isvalid for 12 months from the date of issue. Patrick usesthe
voucher to acquire goods to atotal cost of $67.00 before it expiresin
March 2006. When Café Piazza writes back the unused credit of

$33 to current income, there is an increasing adjustment of $3.00 for
GST purposes, that is, 1/11 of $33.00.
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Arrangement to simplify accounting for GST

4.25 This Bill inserts section 100-18 into Division 100 which allows
suppliers of Division 100 vouchers and their distributors to voluntarily
enter into an arrangement to simplify the accounting for GST. The
arrangement will apply so that where a supplier of avoucher entersinto
an arrangement with a distributor of the voucher, the supply of
commission servicesis not ataxable supply. That is, any commission or
similar payment made or payable to the retailer or distributor will not be
for ataxable supply. [Schedule 4, item 13, section 100-18]

4.26 The effect of treating a commission or similar payment as not
being consideration for ataxable supply isthat it is not necessary for the
distributor or retailer in adistribution chain to remit GST on the services
for which the commission or similar payment is consideration, and the
supplier of the voucher cannot claim the corresponding input tax credit.
The correct amount of GST will be paid as the supplier of the underlying
suppliesisrequired to remit GST on the stated monetary value of the
voucher. In the example in paragraph 4.8, where the difference represents
acommission, the retailer or distributor will not be required to remit GST
of $1.00 on the commission of $11.00 and the supplier of the voucher will
not be able to claim a corresponding input tax credit of $1.00.

4.27 This arrangement is only available where a voucher is supplied
through a distribution chain and the supplier of the voucher isliable to
pay acommission or similar payment for on-supplying the voucher. This
may include, for example, where under an agreement between the supplier
of the voucher and its distributor, the commission is offset against the
payment made by the distributor to the supplier where the distributor sells
the voucher on behalf of the supplier.

GST attribution rules

4.28 This Bill amends subsection 29-25(2) to provide a further
circumstance whereby the Commissioner can determine when GST, input
tax credits and adjustments should be attributed to a particular tax period.
The Commissioner will be able to make such a determination where a
supply or acquisition is made but the GST treatment will be unknown
until alater supply is made [Schedule 4, item 1, paragraph 29-25(2)(h)]. This
circumstance will include wherea supply is made through a distribution
chain.
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Application and transitional provisions

4.29 Items 1, 13 and 18 apply from the date of Royal Assent.
[Schedule 4, subitem 20(1)]

4.30 Items 2 t0 8, 10, 14, 16, 17 and 19 apply from 1 July 2000, the
commencement date of the GST. These amendments clarify the operation
of the regime and are beneficial to taxpayers. [Schedule 4, subitem 20(2)]

4.31 Items 9, 11, 12 and 15 apply to supplies made from
11 May 2005. [Schedule 4, subitem 20(3)]

4.32 A transitional rule applies which ensures that suppliers and
distributors of Division 100 vouchers who have entered into an agreement
(under Subdivision 153-B) that is operative on the date of Royal Assent
will be effective or valid in relation to supplies of vouchers made after the
date of Royal Assent. [Schedule4, item 21]

Consequential amendments

4.33 Items 2 to 6, 8 and 10 update references to ensure consistency of

terminology in Division 100 as aresult of the amendments. [Schedule 4,
items 2 to 6, 8 and 10]

4.34 Items 14 to 19 insert new definitions and update an existing
definition in section 195-1 of the GST Act. [Schedule 4, items 15 to 19]
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Schedule 1: Foreign source income exemptions for
temporary residents

Bill reference Paragraph number
Item 1, section 768-905 117
Item 1, subsection 768-910(1) 1.23
Item 1, paragraph 768-910(1)(b) 1.25
Item 1, subsection 768-910(2) 1.25
Item 1, note to subsection 768-910(3) 1.22
Item 1, subsections 768-910(3) to (6) 1.24
Item 1, paragraph 768-910(3)(c) 1.26
Item 1, paragraph 768-910(3)(d) 1.35
Item 1, section 768-915 1.31,1.33,1.34,1.38
Item 1, notes to subsections 768-920(1) and (2) 141
Item 1, paragraphs 768-920(1)(a) and (2)(a) and (c) 141
Item 1, paragraphs 768-920(1)(b) and (2)(b) 142
Item 1, paragraphs 768-920(1)(c) and (d) and (2)(d) and (e) 1.39
Item 1, paragraphs 768-920(1)(e) and (h) and (2)(f) and (i) 1.43
Item 1, paragraphs 768-920(1)(f) and (2)(g) 143
Item 1, paragraphs 768-920(1)(g) and (2)(h) 143
Item 1, subsection 768-920(2) 141
Item 1, subsection 768-920(3) 142
Item 1, subsections 768-920(4) and (5) 1.44
Item 1, subsection 768-920(5) 143
Item 1, subsections 768-920(6) and (9) 1.44
Item 1, subsection 768-920(7) 1.50
Item 1, subsection 768-920(8) 1.50
Item 1, subsection 768-920(9) 1.48
Item 1, subsections 768-925(1) to (3) 1.45
Item 1, subsection 768-925(2) 145
Item 1, paragraph 768-925(2)(b) 1.45
Item 1, subsection 768-925(4) 1.48
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Bill reference Paragraph number

Item 1, section 768-930 1.46

Item 1, subsection 768-935(1) 1.46

Item 1, subsection 768-935(2) 1.49

Item 1, paragraphs 768-935(3)(a) 1.46

Item 1, paragraph 768-935(3)(b) 1.49

Item 1, subsection 768-935(4) 147,150
Item 1, subsection 768-940(1) 1.46

Item 1, subsection 768-940(2) 1.49

Item 1, paragraph 768-940(3)(a) 1.46

Item 1, paragraph 768-940(3)(b) 1.49

Item 1, subsection 768-940(4) 1.47, 1.50
Item 1, section 768-945 151

Item 1, section 768-950 1.32

Item 1, section 768-955 1.48

Item 1, subsection 768-955(2) 1.38

Item 1, subsection 768-955(3) 1.38

Item 1, subsection 768-955(4) 1.38

Item 1, section 768-960 127

Item 1, section 768-965 1.28

Item 1, section 768-970 1.29

Item 1, section 768-975 1.30

Item 1, section 768-980 152

Item 2, definition of ‘temporary resident’ in subsection 995-1(1) 119,121
Items 3, 11 and 12 157
Iltems4to 7, 18, 19, 27, 28, 31, 32 and 34 to 37 161
Items 8to 10 141

Item 13 158
Items 14 and 15 157
Items 16 and 17 159

Item 20 1.334
Item 21 134
Items 22 to 25 1.60

Item 30 1.38
Items 38 and 39 157
Subitems 40(1), (2), (4), (5), (8) and (9) 154
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Bill reference Paragraph number
Subitems 40(3) and (6) 155
Subitem 40(7) 156

Schedule 2: Business related costs

Bill reference Paragraph number
Item 2, subsection 25-110(1) 2112
Item 2, subsection 25-110(2) 2114
Item 2, subsection 25-110(3) 2.119
Item 2, subsection 25-110(4) 2.120
Item 2, subsection 25-110(5) 2121
Item 2, subsection 25-110(6) 2122
Item 3, subsection 35-5(1) 2.97
Item 5, subsection 35-10(2A) 2.98, 2.106
Item 5, paragraph 35-10(2B)(a) 2.100
Item 5, paragraph 35-10(2B)(b), subsection 35-10(2D) 2.105
Item 5, subsection 35-10(2C) 2.102
Item 6, subsection 35-10(4) 2.107
Item 8, subsection 35-20(1) 2.108
Iltems7,9to0 16 2.109
Item 18, subsection 35-55(2) 2111
Item 20, subsection 40-180(3) 2.125
Item 20, subsection 40-180(4) 2127
Item 21, paragraph 40-185(1)(b) 2.128
Item 24, subsection 40-190(2) 2.129
Item 27, subsection 40-190(3) 2131
Item 30, subsection 40-880(1) 216, 2.17
Item 30, subsection 40-880(2) 2.18, 2.25, 2.37, 2.50
Item 30, paragraph 40-830(2)(a) 251
Item 30, paragraphs 40-880(2)(b) and (4)(b) 2.28
Item 30, paragraph 40-880(2)(c) 2.32
Item 30, paragraph 40-880(2)(d) 2.23
Item 30, paragraph 40-880(2)(g) 2.74
Item 30, subsection 40-880(3) 245
Item 30, subsection 40-880(4) 213,253
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Bill reference Paragraph number
Item 30, paragraph 40-880(4)(a) 245
Item 30, paragraph 40-880(4)(b) 2.54, 2.56
Item 30, paragraph 40-880(5)(a) 2.64
Item 30, paragraph 40-880(5)(b) 2.66
Item 30, paragraph 40-880(5)(c) 2.67
[tem 30, paragraph 40-880(5)(d) 2.68
Item 30, paragraph 40-880(5)(€e) 2.72
Item 30, paragraph 40-880(5)(f) 2.73
Item 30, paragraph 40-880(5)(h) 2.75
Item 30, paragraph 40-880(5)(i) 2.76
Item 30, paragraph 40-880(5)(j) 2.77
Item 30, subsection 40-880(6) 2.70
Item 30, subsection 40-880(7) 212,232
Item 30, subsection 40-880(8) 2.78
Item 30, subsection 40-880(9) 2.79
Items 31, 32, 35, 46 and 48, sections 108-17 and 108-30, 2.139
subsection 110-25(4), section 114-1, note 3 and
subsection 960-275(4)
Items 33, 37, 42 to 45 and 47, subsections 110-25(1), (7) to (11), 2.145
sections 110-36 and 110-38, subsections 110-55(9A), 114-5(2)
and (3)
Items 34, 39 to 41 and 49, subsection 110-25(3), section 110-35 2.138
and definition of ‘incidental costs’ in subsection 995-1(1)
Items 36 and 38, subsections 110-25(5) and (5A) and 2.144
subsection 110-25(1), note 1
Items 39 and 41, subsections 110-35(1) and (10) 2.84

Schedule 3: Promotion and implementation of schemes

Bill reference Paragraph number
Item 1, subsection 290-50(1) 3.18
Item 1, subsection 290-50(2) 3.23, 3.68
Item 1, subsection 290-50(2), note 3.73
Item 1, subsection 290-50(3) 3.16
Item 1, subsection 290-50(4) 3.25
Item 1, subsection 290-50(5) 3.29
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Bill reference

Paragraph number

Item 1, subsection 290-50(6)

3.30

Item 1, subsections 290-55(1) and (2) 331
Item 1, paragraph 290-55(1)(b) 3.75
Item 1, subsection 290-55(3) 3.32
Item 1, subsections 290-55(4) and (5) 3.35
Item 1, subsection 290-55(6) 3.36
Item 1, subsection 290-55(7) 3.38,3.75
Item 1, subsection 290-55(8) 3.39
Item 1, subsection 290-60(1) 3.40
Item 1, paragraph 290-60(1)(a) 341
Item 1, paragraph 290-60(1)(b) 342
Item 1, paragraph 290-60(1)(c) 3.47
Item 1, subsection 290-60(2) 3.49
Item 1, subsection 290-60(3) 351
Item 1, section 290-65 3.53
Item 1, subsection 290-65(1), note 3.67
Item 1, subparagraph 290-65(1)(a)(ii) 3.58
Item 1, subparagraph 290-65(1)(b)(i) 3.63
Item 1, subparagraph 290-65(1)(b)(ii) 3.64
Item 1, subsection 290-65(2) 3.66
Item 1, section 290-125 3.78
Item 1, section 290-130 3.80
Item 1, section 290-135 3.83
Item 1, section 290-140 3.86
Item 1, section 290-145 3.87
Item 1, subsection 290-145(2) 3.81
Item 1, section 290-150 3.88
Item 1, subsection 290-200(1) 3.90
Item 1, subsection 290-200(2) 3.92
Item 1, subsection 290-200(3) 3.89
Item 1, subsections 290-200(3) and (4) 3.95
Item 2, section 298-85 397
Item 2, section 298-90 3.98
Item 2, section 298-95 3.100
Item 2, section 298-100 3.99
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Bill reference Paragraph number
Item 2, section 298-105 3.101
Item 2, section 298-110 3.102
[tems3to 5 3.104
Items6t0 8, 11 to 13 and 16 3.105
Items 9 and 10 3.106
Items 14 and 15 3.107
Item 17 3.103

Schedule 4: Vouchers

Bill reference Paragraph number
Item 1, paragraph 29-25(2)(h) 4.28
Iltems2to 6, 8 and 10 433
Item 7, subsection 100-5(2A) 4.20
Item 7, subsection 100-5(2B) 4.20
Item 9, section 100-12 4.19
Item 11 4.23
Item 12, subsection 100-15(2) 4.24
Item 13, section 100-18 4.25
Item 14, subsection 100-25(1) 414
Item 14, subsection 100-25(2) 4,15
I[tems 15 to 19 434
Subitem 20(1) 4.29
Subitem 20(2) 4.30
Subitem 20(3) 431
Item 21 4.32
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