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Glossary

The following abbreviations and acronyms are used throughout this explanatory

meterid.
Abbreviation Definition

ATSR A Tax System Redesigned: Overview,
Recommendations, Estimated |mpacts

CGT Capital gainstax

ITAA 1922 Income Tax Assessment Act 1922

ITAA 1936 Income Tax Assessment Act 1936

ITAA 1997 Income Tax Assessment Act 1997

SAC4 Statement of Accounting Concepts 4

STS Simplified tax system for small business

TOFA Taxation of financia arrangements

TVM Tax Vaue Method







Status of the working draft

1 This explanatory materid that is accompanying the draft Tax Vdue
Method (TVM) legidation has been prepared under the auspices of the Board
of Taxation. It will form part of abroader legidative framework that the Board
Is seeking to develop to effectively demonstrate the TVM concept and to alow
comprehengve evauation and testing of it. Depending on outcomes, the Board
ultimately will make recommendetions to the Government as to whether the
TVM should or should not proceed.

2. As such, the draft legidation and this explanatory materid have not
been endorsed by the Treasurer or any other Minigter, nor doesit reflect the
officid views of the Treasury, the Audrdian Taxation Office, the Office of the
Parliamentary Counsel or the Board of Taxation.

Work in progress

3. The draft legidation and this explanatory materia are worksin
progress (‘ prototypes'). They are not being put forward as the find product or
even as what the final product would look like. Rather, they are being exposed
asthe present date of the draft TVM legidation. Sgnificant additions and
deletions may be made to these drafts.

4. It isimportant to recognise aso thet in developing the TVM legidative
framework it has been necessary, in some circumstances, to make assumptions
about the taxation treatment of particular transactions. As with the structure of
the legidation itsdlf, those assumptions may be subject to change with further
consderation of the issues, and should be regarded asin no way prejudicing
any future congderation the Government may give to the relevant issues.

5. Further dements of the draft TVM legidative framework and
associated explanatory materia will be released on this website as and when
they are developed.

Comments Welcome

6. It is uncommon for legidation to be exposed a this early Sage of its
preparation. That it is being exposed reflects a broader consultative approach
being taken to this particular piece of legidation by the Board of Taxation
because of its potentia importance to the income tax system and because of the
Board' swish to be able to evaluate the best possible product.
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7. Comments on this draft explanatory materid and the draft legidation
arewelcome. Comments in writing should be addressed to:

The Board of Taxation
Cl- The Treasury
Langton Crescent
PARKES ACT 2600

8. Alternatively, comments can be e-mailed to the Board of Taxation
Secretariat through this website.




Chapter 1
What is the Tax Value Method?

Outline of Chapter

11 This Chapter explains what the Tax Vaue Method is and how it taxes
income.

The Tax Value Method provides a new structure for the
income tax law

In short

12 The Tax Vdue Method isaway of structuring the incometax law. In
particular, it isaframework for expressng in legidation how to determine a
taxpayer’ s taxable income,

New core rules

13 The essence of the restructuring provided by the Tax Vaue Method is
aproposed set of new core rules for theincome tax law. They would replace
the core rules of the current law, which can be found in Divisons 4, 6 and 8 of
the ITAA 1997. If the income tax law were a pyramid, what is proposed would
look likethis.

Tax value ITAA 1997
method core rules

=X =

Details  \

14 The Tax Vaue Method core rules consst mostly of:

rulesto work out income tax ligbility;
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rules to work out taxable income;
rules to work out net income;
rules to work out the taxable income adjustment; and

core concepts to support the caculation of net income, such as
asset and liability definitions, together with rules for holding assets
and liabilities, basic tax vaue, uniform cost and proceeds, splitting
and merging of assats and liahilities, and non-cash transactions.

15 Detailed rules that form the vast bulk of the income tax law would ill
be necessary. However, those rules, in so far as they describe the tax base (i.e.
what is assessable income and what is a deduction), would necessarily be
different to current rules. For example, it is anticipated that their quantity would
be significantly reduced because:

the Tax Vadue Method core ruleswould get directly to the result
that some existing detalled rules are needed to get to; and

the number of disparate rulesthat currently exist would be reduced
by standardising the trestment of assets and liabilities under the Tax
Vaue Method.

Taxableincome under the Tax Value Method

16 ‘Taxable income' is the amount on which incometax islevied. The
concept dready exists under the ITAA 1997 but it would be worked out in a
new way under the Tax Vdue Method. Instead of being:

assessable income —deductions

asitisinthe I TAA 1997, taxable income under the Tax Vaue Method would
be:

net income + taxable income adjustment — unused tax losses

1.7 The ‘taxable income adjusment’ is a mechanism to vary outcomes,
mainly for policy reasons. It is discussed further below.

18 The ‘unused tax losses' isthe same as the deduction that is dready
available under the ITAA 1997 for prior year revenue |0sses.

10



What isthe Tax Value Method?

19 The red work of the Tax Vaue Method, however, is done in the ‘ net
income part of taxable income. Thisis the net income formula™

' Closing Opening Closing Opening
Receipts- Payments| + | taxvalue - taxvalue | - | taxvalue - taxvalue

of assets  of assets of liabilities  of liabilities

(‘Tax vaue isavaue assgned to assats and liahilities, as discussed in
paragraphs 1.15 and following).

The Tax Value Method would apply to all taxpayers

1.10  Giventhat the Tax Vdue Method would modify the income tax law at
its mogt fundamentd levd, it is clearly gpplicable to dl taxpayers, including
individuals and STS taxpayers. Nevertheless, individua and STS taxpayers
would likely experience little practica impact if their income were being
cdculated under the new approach. Individuas whose primary source of
income is employment related and/or derived from interest and dividends would
continue to use a primarily cash basis of accounting. Smilarly, the STSwould
continue to operate in a manner congstent with the way it isintended to work
within the current law.

How the Tax Value Method recognises gains and losses

111  TheTax VadueMethod isasystem in which income tax payableis
determined by reference to ataxpayer’ s cash flows and assets and ligbilities,
subject to modifications made for policy reasons. The structure of the Tax
Vaue Method gppliesto al transactions, other than private or domestic
transactions.

Receipts and payments

112  Thefirst component of net income under the Tax Vaue Method is net
annua cash flows of taxpayers. Putting aside private or domestic transactions,
thisis essentidly the difference between a taxpayer’ s opening and closing cash
(i.e. the changein their cash assets).

Matched receipts and payments

1.13  Under the Tax Vaue Method, many receipts and payments do not
creste immediate consequences for taxable income because they giveriseto
offsetting changesin the tax vaue of assets and ligbilities. These are cdled
‘matched’ receipts and payments. Examples include receipt of money from
drawing down a business loan and the payment for a business asset.

Most private or domestic amounts are excluded. Assetsincluded in the second element of the
formula exclude money (thisis further discussed at paragraph 6.23 and following of Chapter 6).

11
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Unmatched receipts and payments

114  Alternativey, receipts and payments that are not matched by an
offsetting change in the tax vaue of assets or liabilities are caled ‘ unmatched
receipts and payments. Examplesinclude receipt of money for services
performed by a business and payment of saariesto saff. Unmatched receipts
and payments, unlike matched ones, normally create immediate consequences
for taxable income. Unmatched rece pts increase taxable income while
unmatched payments reduce taxable income.

Tax values of assets and liabilities

1.15  Theother component of the Tax Vaue Method recognises a
taxpayer’ s assets and ligbilities, other than private assets and ligbilities. It does
this by assgning them atax vaue.

1.16  Insome casss, thetax vaue of an asset or liability can change without
the existence of an offsetting receipt or payment or offsetting change in the tax
vaue of ancther asset or liability. This dlows any taxing points relating to the
assets and liabilities to be recognised.?

117  Insofar asassets are concerned, thiswill dmost dwaysresult in a
loss being recognised (a ‘ deduction’ in current language). An exampleisa
declinein tax value of adepreciating asset over its effective life (eg. abusiness
truck). Only in the case of alimited range of financid assetswill an unmatched
increase in tax value occur.®

How common situations are treated under the Tax Value
Method

1.18 Itisnot necessarily apparent, just from looking at the net income
formula (see paragraph 1.9), that it will produce the same outcomes asthe
current law but, in fact, it usudly will. What follows explains how the current
income tax law compares with the proposed Tax Vaue Method law in
producing tax outcomes, and illugtrates the earlier discussion at paragraphs
1.11 to 1.17. How taxpayers prepare their tax returns in practice need not
change (thisis further discussed at paragraphs 1.37 to 1.41).

Simple revenue expense

119  Fird, let’slook at the ample case of arevenue expense. It can
sometimes be difficult under the current law to work out which expenses are

‘Taxing points' are the times at which gains are taxed and tax relief is given for losses.
Thisis part of the policy recommendations dealing with the taxation of financial arrangements
(TOFA) —see section 9 of ATSR)

12



What isthe Tax Value Method?

revenue expenses (and, therefore, deductible) and which are capital expenses
(and usudly not deductible). But there are some expenses that are clearly
revenue, SO the first case chooses one of those.

Example 1.1

Suppose you pay someone $500 to clean your office. Y ou pay the
amount, the cleaning is done and, under the current law, you can claim a
deduction for the $500.

In the same transaction, the net income formula would apply like this.

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - taxvalue
of assets of assets of liabilities of liabilities

[0—500] + [0—0] —[0—0] =500

The payments side of the formula has increased, so that ‘ deductions
have gone up. The result is the same because a payment under the Tax
Value Method is treated in exactly the same way as a revenue expense
under the current law.

Prepayments

1.20  Now, let'slook at Smple cases where the revenue expenseis paid in
one year for something to be donein alater year. Assuming that arevenue
expense remains a revenue expense even if it is prepaid, the current law would
dlow an immediate deduction.

121  However, that result is not sustainable from ataxation policy
pergpective because divorcing the timing of deductions from the time the
benefits of the expenditure are consumed may lead to a focus on taxation,
rather than commercia, advantages. To address that concern, the current law
contains a number of specia rules’ to defer the deduction until the intended
benefit is obtained. Those rules apply except in some limited circumstances.

Example 1.2

In the same transaction, suppose you pay the cleaner this income year
for cleaning to be done in later income years. Without the specia rules,
the outcome would be the same as the payment for the current year's
cleaning. However, the special rules (section 82KZM et al) defer the
deduction until the year(s) that the cleaning is done.

The Tax Vaue Method will produce the same outcome more directly as
part of its generic rules dealing with depreciating assets and ligbilities. In
the year of the transaction, the pre-payment has this effect on net
income:

4 For example, section 82KZM et al of the ITAA 1936 and section 70-15 of the ITAA 1997.

13
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Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - taxvalue
of assets of assets of liabilities of liabilities

[0—500] +[500—0] —[0—0] =0

The payment is matched by an asset with atax value equa to the
payment. That asset is the right to the future cleaning services. The
‘deduction’ is obtained as the services are provided because the tax
value of that right will decline as services are consumed. That might
take several years but let’ s suppose the services are being provided
entirely in the second year:

[0—0] + [0—500] — [0—0] =-500

The ‘deduction’ appears because the tax value of the right has declined
from $500 to nil during that year. A decline in the tax value of assets
produces a ‘ deduction’.

1.22  Thereaultisthat the current law’'s specid prepayment rules are not
needed to get the same policy outcome under the Tax Vaue Method.

1.23  However, under the Tax Vaue Method a specia rule is needed to get
to the result achieved by the current law’ s limited exceptions to the prepayment
rules (e.g. for people who eect into the STS). That specid ruleisto give a zero
tax vaue to theright to future benefits for taxpayers in those limited
circumstances. Effectively, this puts them on a cash receipts basis.

1.24  Itisdsoworthlooking a the position from the viewpoint of the
taxpayer who receives a payment for providing future benefits.

Example 1.3

Under the current law, the decisionin Arthur Murray (NSW) Pty Ltd v
FCT® would support the cleaner deferring assessment of the
prepayment until the cleaning was done. The issue would be whether
the income was ‘derived’ before the cleaning was done or, indeed,
whether it was ‘income’ at dl before that time.

The Tax Vaue Method will get the cleaner to the same result without
having to interpret the words ‘derived’ and ‘income’. In the income
year of the prepayment, the net income result would be:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

[500—0] +[0—0] —[500—0] =0

° (1965) 114 CLR 314

14
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The receipt would be matched by the liability to provide the future
cleaning services. In the income year that the services are provided, the
result would look like this:

[0—0] + [0—0] — [0—500] = 500

The tax value of the liability declines as the services are provided. A
declinein the tax vaue of aliability produces a taxable gain under the
Tax Vdue Method.

Credit transactions

1.25 Now let'slook at cases where current benefits are paid for, not with
cash, but with a promiseto pay later. Thisis a credit transaction. It does not
much matter here whether there isadirect promise to pay, or an indirect
promise viaacredit card.

1.26  Thecurrent law would probably trest you as having ‘incurred’ the
outgoing and give you a deduction immediately (subject to the prepayment
rules). It would not give you another deduction when you made the payment
because you would not have incurred anything at that time.

1.27  How would the Tax Vadue Method work in these cases? Again, it gets
to the same result because, even though there is no increase in payments, there
iIsanincreasein ligbilities

Example 1.4

Suppose you promise to pay the cleaner next year for thisyear’s
cleaning rather than paying straight away. The effect of the transaction
on net income in the first income year is.

Closing Opening Closing Opening
Receipts- Payments | + |taxvalue - taxvalue | - tax value - taxvalue
of assets of assets of liabilities of liabilities

[0—0] +[0—0] —[500—0] =-500

Asyou can see, the $500 ‘deduction’ comes, not from the payment part
of the formula (as it would under the current law), but from the ligbility
part. In the next income year, when you make the payment, there would
be no tax effect, just as under the current law:

[0—500] +[0—0] —[0—-500] =0

The $500 payment you make in the second income year is negated by
the $500 decline in the tax value of your ligbilities.

15
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Capital gains

1.28 A dam sometimes made about the Tax Vaue Method isthet it will
tax unredised gains. Indeed, if the ‘value part of the net income formula meant
‘market vaue' it would do exactly that. It would aso dlow deductions for
unredised losses. But thisis the Tax Value Method, not the market value
method, and therein liesaworld of difference.

1.29 In most cases, the tax value of an asset will beits cost. That will
achieve the same outcomes as the current law. For ingtance, if you make a
cgpital gain or loss under the current law, you only makeit (usudly) when you
dispose of the CGT asset.

Example 1.5

Let’s say that you buy a block of land for $100,000 and hold it for 10
years. At that time, its market value has risen to, say, $250,000. The
current law doesn’t tax you as the value goes up, it only taxes you when
you redise the gain by, typicaly, sdling the land.

The Tax Vaue Method would treat the land as an asset with a tax
vaue equa to its cost, $100,000. And it would stay at that tax value until
you stopped holding the land because the tax value of CGT assets under
the Tax Value Method is their cost.® So, applying the net income
formula to the transaction in the income year you bought the land would
look like this:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

[0—100,000] +[100,000—0] —[0—0] = 0

Note how, instead of deciding deductibility by asking whether an
expense was income or capital, the Tax Vaue Method alows a
‘deduction’ for all payments but brings any matching asset to account,
thus producing a neutral effect. This, in effect, gives the correct
trestment to ‘ capital’ items.

In the second year of this transaction, you would get this result:
[0-0] +[100,000—-100,000] —[0-0] =0

Because there is ho change between the opening and closing tax
values of the land, there isno gain or loss to account for. It makes no
difference what has happened to the market value of land during the
year - only the tax vaue is accounted for.

6 Thetax value of such an asset could increase (because its cost would increase) if payments are

made to improve it. However, thisincrease ismatched by the payments, so thereis no effect on
net income.

16



What isthe Tax Value Method?

Now see what happens when the land is sold in the tenth year:’
[250,000 — Q] + [0—100,000] —[0—0Q] = 150,000

The gain is brought to account on disposal of the land, exactly asthe
current law would do.

1.30 Inthecaseof capitd gains, though, a number of specid rulesare
needed to achieve particular policy objectives. The 2 main ones are:

capitd gains made by individuals and some other entities should be
discounted if the asset has been held for at least 12 months; and

capita losses should be quarantined to prevent them offsetting non-
capitd gains.
131 Likemos policy variations, those objectives would be achieved under
the Tax Vadue Method by taxable income adjustments. So, in the example
above, if the taxpayer was digible for the 50% CGT discount on the asset,

there would be a downwards adjustment to taxable income of $75,000 to
ensure that only hdf the gain was taxed.

Depreciation

1.32  Although most assets will maintain atax vaue equd to their cog,
some types of asset will have variable tax values. Depreciating assets are akey
example. Under the current law, plant and some other assets ‘ depreciate’ . The
present system recognises appropriate capital expenses by alowing the amount
of depreciation as a deduction.

Example 1.6

Suppose you buy a printing press with a 10 year life for $15,000 and
depreciate it using the prime cost (or straight line) method. Under the
current law, you would get a $1,500 deduction in each of those 10
years.

The Tax Vaue Method achieves exactly the same result. However,
rather than making the amount of depreciation a deduction, it reduces
the tax value of the press by that amount. Applying the net income
formula, the decline in the press's tax value produces a net * deduction’
in the year you acquired it®

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - taxvalue
of assets of assets of liabilities of liabilities

! Assume the sale proceeds go into cash on hand and are not used to buy a new asset.

8 These calculations assume that the press got afull year’ s depreciation in each year. In thefirst
year, that means that you began to useit, or had it installed ready for use, on the first day of
theyear.

17
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[0—15,000] + [13,500—0] — [0—0] =—1,500

The deduction is equal to the difference between the amount paid for
the press and its tax value at the end of the income year after it has
been depreciated. And, in the next year:

[0—0] +[12,000 — 13,500] — [0— 0] =-1,500

Here, the deduction arises because the press's tax value has declined.
And so on for each of the next 8 years until the tax value reaches zero.

Now suppose that you sdll the press in the third year for $12,500. The
current law would work out a balancing charge equal to the difference
between the press's depreciated value and the $12,500 sale price. It
would treat that amount as assessable income.

Under the Tax Vaue Method, you would get the same outcome
because any gain or loss on disposa of the press would be recognised
simply as the difference between what is received for the disposa and
the tax value the press had at the start of the year. So, being sold for
$12,500 during the third year, the transaction would look like thi s®

[12,500 - 0] + [0—12,000] —[0—0] =500

The $500 gain is anormal incident of the Tax Vaue Method. No
specia balancing adjustment rules are needed.

Trading stock

1.33  Trading stock under the Tax Vaue Method requires releively little
explanation, because the current law aready uses Smilar rules (see paragraphs
2.24 10 2.26). It produces a net amount for trading stock that is either added to
assessable income or is adeduction. Little will change in the trestment of
trading stock under the Tax Vaue Method.

1.34  However, one areathat does require aspecia rule under the current
law iswhere you pay for stock thet is neither sold nor ‘on hand’ a the end of
the year. Without that special rule, such cases would produce a deduction that
would not be matched by proceeds or by an increase in stock on hand. The
specid rule defers the deduction until you get the stock ™

1.35 The Tax Vaue Method achieves the same result without the need for
agpecid rule.

Again, assume the sale proceeds go into cash on hand and are not used to buy a new asset.
10 See subsection 70-15(3) of the ITAA 1997.

18
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Example 1.7

Suppose you pay $1,000 in an income year for trading stock that is
ddivered in the next year. Applying the net income formula, you get this
outcome:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

[0—1,000] +[1,000—0] —[0—-0] =0

Here the closing asset figure represents your right to get the stock, not
the stock itself. When you actualy get the stock, the right vanishes but
is replaced by the actual stock at the same $1,000 tax value.

1.36  Aswith the present trading stock regime, the tax vaue of trading
stock isvariable. At the taxpayer’ s choice, the closing tax value of each item of
stock on hand at the end of ayear can be set at cost, replacement price or
market sdling value™

How will the Tax Value Method affect the way tax returns are
prepared in practice?

1.37  Theincometax system is designed to provide aresult: taxable income.
The Tax Vaue Method is aframework in the law for explaining thet result.

1.38  Asaframework, the Tax Vaue Method explains taxable income, but
it does not prescribe the practical way in which taxpayers compute taxable
income. Therefore, thereis a digtinction to be drawn between the concepts that
work together to explain taxable income (as set out in the examples above) and
its practica derivation.

1.39  For example, the framework of the current law is assessable income
less deductions. However, a business taxpayer might work out their taxable
income by starting with their accounting profit and reconciling to taxable
income,

140  Withthisin mind, it is anticipated thet the Tax Vaue Method will not
be accompanied by increases in the cost of working out taxable income. Such
cogs should remain the same, particularly in the case of taxpayers who
currently work out their taxable income by reconciling from accounting profit.
The same sort of calculations should be necessary, and the same sort of results

n This assumes a continuation of the current trading stock valuation methods. ATSR

recommended different valuation methods (see recommendation 4.17).
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obtained. However, those results would be explained using different conceptud
building blocks, with some consequent changes in language.™

141  Thispropostion needsto be tested further asthe Tax Vdue Method
is developed.

12 Thisisdiscussed in the paper ‘ Preparing income tax returns under the TVM’ available on the

Board of Taxation’s website [www.taxboard.gov.au].
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Chapter 2

The relationship between the Tax Value
Method and the current income tax law

Outline of Chapter

2.1 This Chapter broadly explains how the Tax Vadue Method has
evolved out of our current income tax law and compares it to the way the
current law sets out the tax base.

The evolution of our income tax law

Our early income tax law

2.2 The British government enacted the world' sfirst income tax law
during the Ngpoleonic wars in the late eighteenth century. The Commonwedth
of Audtraia (as opposed to the States) enacted its first income tax law in 1915.

2.3 That 1915 income tax law used the ‘income moded that had been
used by the various colonies before it:

Taxable income equds income less deductions.

24 The same mode was used in each later income tax law, including the
ITAA 1936 (dthough the core rules migrated to the new Act in 1997).

2.5 The courts have interpreted that modd using the sameideas found in
trust law that distinguished between income (which belonged to the life tenant)
and capital (which belonged to the remainderman).*®

2.6 That digtinction caused the law to focus on the form of again, leading
to many disputes over whether again was ‘income’ or not. It aso focused on a
need for alink between losses and a purpose of gaining ‘income’, leaving many
taxpayers without gppropriate tax relief for legitimate business expenditure.

13

There is some debate about whether or not the interpretation of ‘income’ for tax purposes
directly evolved from trust law (see Prebble, Professor J, “Income Taxation: a Structure Built on
Sand”, Parsons Lecture, 14 June 2001, pages 3 to 6). Whilethis point is of historical interest, it
does not alter the fact that the ideas used in the 2 areas of law are conceptually the same.
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2.7 The American courts, by way of contrast, recognised early on that a
broader notion of gain should be recognised and not just gains that conformed
to the narrower ‘income’ form.*

The reaction to early problems

2.8 The emphasis on form over substance led to an ongoing series of
changesto the law al moving towards ensuring that what was taxed was gains,
not just the narrower legal concept of ‘income’ . For the most part, those
changes dedlt with assets.

2.9 One early example was the rule to tax the profits made on the sdle of
property acquired for a profit-making sae or made from a profit-making
scheme.™ But before tax reform in 1985, these changes were generally made
within the narrower ‘income paradigm.

2.10  Theintroduction of the capitd gainsregime in 1985 cemented a new
paradigm that gains, not just ‘income’, should be taxed. Even then, however,
there was il adistinction based on the form of a gain because capita gains
were discounted for generd inflation while nomind ‘income gans were dlill
taxed.

211  Butthe changesweren't dl one-sided. The Parliament has been very
busy adding rules to alow deductions that couldn’t be claimed under the pure
generd deduction rulesthat required alink to the production of ‘income’.

212  Theclearest examples of these were the capita alowance regimes
that, before the introduction of the new capita alowances regime in Divison 40
of the ITAA 1997, approached 40 different regimes.

2.13  The Courtstoo have recognised the deficiencies of the narrower
‘income modd. In Whitford’s Beach Pty Ltd v FCT* and caseslike it, the
Courts decided that a gain on disposal of an asset could in some cases be
income, even without specid rules. However, they had to say that only the gain
(not the full proceeds) was income because there was no rule to dlow a
deduction for the purchase price.

14

15

16

See, for example, Merchants’ Loan & T. Co. v Smietanka (1921) 255 U.S. 509, Eldorado Coall

& Mining Co. v Mager (1921) 255 U.S. 525 and Walsh v Brewster (1921) 255 U.S. 537 (all cited
inKrever, R, “The Ironic Australian Legacy of Eisner v Macomber”, (1990) 7 Australian Tax

Forum page 191).

Paragraph (ba) of the definition of ‘income’ in section 4 of the ITAA 1922; paragraph 26(a) of
the ITAA 1936.

82 ATC 4,031.

22



The relationship between the Tax Value Method and the current income tax law

Where are we now?

214 o, theincome tax law has been frequently amended since 1915
because it didn’t recognise what the Parliament had come to think it should be
recognising. The dramatic acceleration of that processin thelast 20 years or so
that has made the trend redlly obvious.

2.15  Thereault of those changesthough isthat Audraids‘income tax is
not redly atax on what lawvyers would have cdled ‘income in 1915. In truth, it
IS now more atax on an economic concept of income.

216  TheRdph Committee' s proposdsin ATSRfor acongstent trestment
of assets and liabilities would, if adopted, move the tax law even further awvay
from the narrower income tax base (whether implemented within the current
sructure or a Tax Vaue Method structure). The TOFA proposals, for

instance, would bring to account gains and losses on some financid assets on an
accruas basis.

217  What became clear to the Ralph Committee was that the existing
description of the tax base had become outdated.”’

218  The Committee determined to come up with a new description.
However, it did not propose to change what was taxed (except by specific
recommendation), only to redescribe it in Smpler, more coherent, terms™®

219  That redescription is called the * Tax Vaue Method'.

How is the Tax Value Method similar to the current income
tax system?

220  Thegenerd income and deduction provisions™ are a fundamental
aspect of the current business income tax system. However, equdly
fundamenta, and more pervasive, are the multitude of provisons that operate
by seeking to classfy transactions, assets or liabilities and give them acost or
amount so that, on certain later events, tax consequences can arise.

221  Anexampleof theseisthe trading stock provisons. They specify what
istrading stock, give that trading stock a value and specify when it wasfirst
held (on hand) and when it ceases to be held (no longer on hand). Thisis
further discussed a paragraph 2.24 and following.

2.22  Equdly, the depreciation provisons specify what is‘plant and articles
and whether they are used in the required circumstances. Those plant or articles

o ATSR, page 156.
18 See more on this at paragraphs 2.33t0 2.37.
9 Divisions 6 and 8 of the ITAA 1997.
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can then be written off, and for that purpose they are given a cost by the
depreciation provisions® Similarly, the law Specifies certain outgoings as
borrowing expenses, sets an amount for those borrowing expenses and then
dlows the amortisation of that amount by reference to the passage of time®

2.23  Eachof these provisons (or its forbear) was present inthe ITAA
1936 when it was originally enacted. Each of them performs the same basic
function, namdly:

establishing the existence of a particular asset, such astrading
stock, or of aliability, such as borrowing expenses,

setting avaue for that asset or liability (e.g. its cost or amount),
and on occasions dlowing that vaue to change (eg. through the
passing of time); and

specifying when the taxpayer commences to hold and ceasesto
hold the asset, so thet, for example, trading stock is no longer held
whenitisnot ‘on hand'.

2.24 Indeed, it is useful to refer to Section 70-35 of the ITAA 1997, which
gates:

“70-35 You includethe value of your trading stock in working
out your assessable income and deductions

(1) If you carry on abusiness, you compare:

(@) thevaue of all your trading stock on hand at the start of the
income year; and

(b) thevaue of dl your trading stock on hand at the end of the
income year.

(2)  Your assessable income includes any excess of the value at the
end of the income year over the value at the start of the income
year.

(3)  On the other hand, you can deduct any excess of the value at the
start of theincome year over the value at the end of the income
year.”

2.25  Although this provision applies the methodology described above, its
operaion is no different to the operation specified by the Tax Vaue Method
proposals. In essence, it is atax value method provision.

» Other capital asset amortisation provisions operate in the same manner.

2 Section 25-25 of the ITAA 1997.
z To demonstrate this conclusion refer to ATSR, page 159.
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2.26 It operates by the gpplication of the Tax Vaue Method concept of
seeking to assess the change in tax vaue of an asset. The depreciation
provisons and borrowing expenses provisons equally gpply the principles of
the Tax Vaue Method.

2.27  Inthe same manner, more sophisticated provisonsin the ITAA 1936
and ITAA 1997 are tax vaue method provisons. For instance, the traditional
security provisons identify certain debts and seek to specify a cost for those
debts. Then, in certain circumstances where the debt is no longer held, taxation
consequences arise. Divison 16E of the ITAA 1936 applies to certain debts,
specifies a present and future vaue for the debt and deems consequences to
arise as aresult of the passage of time. The debt forgiveness provisions gpply to
liabilities owed by taxpayers, specify avaue for these ligbilities and, where the
ligbility is reduced, specify the tax consequences.

2.28  Tax Vdue Method principles are dso relevant to more fundamenta
areasfound origindly inthe ITAA 1936. In Whitford' s Beach Pty Ltd v
FCT?, the Full High Court effectively stated that when an asset was ventured
into a profit making undertaking or scheme, it recaived at that time atax vaue
equd to itsthen market value. The assessable gain arising was the difference
between this tax vaue and the amount received by the taxpayer on disposa of
the asst.

229  InRACV Insurance Pty Ltd v FCT* Menhennitt J. Stated that a
ligbility incurred, but not reported, had atax value equd to its estimated dollar
vaue and that this tax vaue would be deductible in the year in which the ligbility
commenced to be held by the taxpayer. If it was established in alater income
year that the tax vaue of the liability was different to the amount origindly
edtimated, the difference between the later amount and its origind estimate
would become assessable or deductible in the later income year.

2.30  Of course, the examples above are not presented in the language in
which they were decided, but it is easily demonstrated that the concepts
expressed were merely the gpplication of atax vaue method.

2.31  Inmany aress of the current law, the basis of assessng income and
alowing deductionsisidentica with that of the Tax Vaue Method. Under the
accruas method, income is assessed when it is derived. In essence, this means
that where a taxpayer holds areceivable at year end (that was not held at the
beginning of the year), the vaue of that recaivable should be included in the
taxpayer’ s assessable income. Under the genera deduction provision, a
taxpayer is alowed a deduction for alass or outgoing incurred, even if not yet
paid. Restated, where aligbility exigs a year end, the amount of the ligbility, its

= 82 ATC 4,031
2 74 ATC 4,1609.
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tax vaue, should be an dlowable deduction in the caculation of the taxpayer’s
assessable income.

2.32  Asthisdiscusson demondrates, the principles of the Tax Vaue
Method are one of the foundations of the current income tax system and have
an extengve and long-standing gpplication within that syslem. Moreover, these
principles are a necessary component of an income tax system. An income tax
system does not smply seek to recognise cash flows that occur within agiven
time period. If the income tax system seeks to tax rights to receive amounts, or
to dlow deductions for the obligations to pay amounts, it requires processes
based upon those in the Tax Vaue Method.

Will the Tax Value Method always produce the same tax
outcomes as the current law?

2.33  Asagenad datement, the Tax Vaue Method isn't intended to
change tax outcomes, ether the amount thet istaxed or thetime a which it is
taxed.

2.34  Inevitably though, there will be some differences.

2.35  Onecaseiswhere the Government makes policy decisions for
change. Thiswould be the case, for example, if the Government decided to
accept the Raph policy recommendations deding with the taxation of financid
arrangements®

2.36 Also, inherent in the Tax Vdue Method is a more consstent treatment
of assats and lighilities. This conggtent trestment will do these things

Standardisation. The disparate trestment that currently appliesto
different kinds of assets and liabilities (e.g. depreciating assets as
compared to CGT assets) will be standardised. This
sandardisation in turn may dter tax outcomes in some cases (..
consgtent timing of recognition regardless of asset type). The
comprehendve recognition of liabilities under the Tax Vdue
Method will dso standardise the timing of recognition of gains and
losses for the provison of services and the disposal of assets.

Complete description of the income tax base. A completely
described tax base, rather than a number of separate regimes trying
to cover the same ground, will prevent gaps. For example, under
the Tax Vdue Method expenditure black holes will be avoided so
that tax relief for al non-private expenseswill be given a some
time. Smilarly, overlgps between regimes that are present in the

Section 9 of ATSR.
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current law should not arise. To the extent that the current law
does not address those overlaps, current cases of double taxing (or
double deductions) will disgppear under the Tax Vaue Method.

2.37 It will be necessary, in due course, to identify and obtain an estimate
of the revenue impact of these changes. Thiswill enable their impact to be fully
consdered in developing the legidation, by the Tax Board and, ultimately, by
the Government.
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Chapter 3
Why change to the Tax Value Method?

Outline of Chapter

31 This Chapter explains what it isintended will be achieved by changing
the structure of Austraid sincome tax law to the Tax Vaue Method.

Preliminary

3.2 This Chapter sets out a series of criteria againgt which the Tax Vaue
Method could be assessed asiit is developed. Many of the statements made are
assertions. An aim of the process to develop the Tax Vaue Method should be
to test these assertions.

Broad objective of the Tax Value Method

3.3 The broad objective of the Tax Vaue Method is to build amore
internaly conastent framework for the income tax law, as ameans of achieving
improved smplicity, durability, trangparency and certainty in the law. In doing
this, it isimportant that the Tax Vaue Method does not add to the costs of
compliance.

34 An intended subsdiary benefit of producing a sounder structure to the
law would be a platform from which other deficiencies in the income tax law
could be identified and addressed.

Simplification

Conceptual simplification

35 Anam of the Tax Vdue Method isto explicitly recogniseasingle
conceptud base for the whole income tax law: the principle of changesin the
tax value of net assets It is thought thiswill Smplify the law by giving a
common imprint for the income tax trestment of al transactions.

% That is, changesin the tax value of assets |ess changesin the tax value of liabilities.
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3.6 Thisam is et in the context of the current law, which has 2 very
different systems: ordinary income aong with a genera deduction for
expenditure incurred in gaining that income, and many overlgpping specific asset
and liability regimes (each with its own set of rules).

3.7 This diagram illustrates this difference between the current law and the
Tax Vdue Method in so far asthey treat assets and liabilities.

Traditiona 1 ax Value Method

securities

Net Income

Depreciating |
tax vaues

Cost and proceeds rules
Current Law Non-cash rules
Other core concepts

Policy Detail
3.8 Adopting the Tax Vdue Method should initself be enough to
dreamline and smplify the law. That is, sreamlining and smplification should
not depend on removing provisons. An am of the Tax Vdue Method isto help
users of the law make more sense of what is aready there.

Reducing the volume of law

39 Another aim of the Tax Vaue Method, in tandem with the Ralph
Committee policy recommendationsin ATSR, is to reduce the volume of the
current law by digtilling the hidden commonality across regimes and devaing it
to the high leve core rules. For example:

The current law contains many different rules for working out the
cost of an ass&t. The Tax Vaue Method should reduce them to
one primary rule.

The Tax Vdue Method should integrate redlised capita gains with
other forms of economic income. This should dlow for areduction
in the number of provisions required to tax capitd gains. Themain
capitd gains provisons required would be those to maintain
concessiond treatment (e.g. for discounted capita gains) and
quarantine capital losses.

The Tax Vdue Method should dlow the removd of dl therulesin
the proposed STS that dedl with ensuring that al income and
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deductions are counted (but only once) when a taxpayer enters or
leaves the system.

3.10 Legidationisonly one part of our incometax law. Thereisdso a
great body of case law on what is ordinary income and when expenditure ison
revenue or capital account. The need to consder that pre-existing case law
should disappear, reducing the materia users need to consider to gpply the law.

Durability

What does ‘durable’ mean?

311  Somethingisduradleif it isable to endure long into the future while
remaining efficient and effective. On thisbag's, durability has aquditative as
well as atempora aspect; for athing to be durable, longevity is not enough, it
must dso be hard wearing.

Has the current law been durable?

3.12 It can beargued that the framework of the current law has not been
durable because its foundation has been deficient.

3.13  Thetax base of our current law has 2 systems: ordinary income and
generd deductions, and many asset and ligbility regimes. The inevitable result is
contradiction and duplication.?” Operating 2 different sysemsisinefficient, the
cost being atax system without a discernible principle. This makes it hard for
the courts, adminigtrators and taxpayers (and their advisers) to get to the
purpose of the law in a particular Stuation.

3.14  Ruleswithout context are very difficult to use, yet that is what we
have. It is codtly to legidatively smooth over that contradiction and duplication.

How is it anticipated the Tax Value Method will be more durable?

3.15 Anamof the Tax Vaue Method is to be more durable by getting the
foundations of our income tax system to reflect the modern income tax base.

3.16  For sometime, akey feature of our income tax law (and accounting
concepts) has been measuring changes in net assets. It is suggested in Chapter
2 that this object explains many of the amendments to the law. Even now, that
object continues to account for the Ralph Committee' s policy recommendations
INATSR
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The diagram at paragraph 3.7 illustrates this.
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3.17  Thetax sysem should be durableif the fundamenta policy used to
determinethe law isitsdf reflected in the law’ s Structure. Because the outcomes
that the law isto provide for are based on measuring changesin net assts, it
can be sad that the law’ s structure should reflect that bags. It seems inefficient
to make policy decisons using one structure and then implement them using
another.

3.18  For example, where the current law recognises blackhole
expenditures, it does so not on the basis of its underlying principles, but by
virtue of gpecific legidative amendments. Without these, it would not recognise
such expenditures as deductible, because they are not incurred in the course of
gaining assessable income (e.g. they are often incurred too soon in the
commercid process). Any amendments to this generd Stuation are based on a
policy rationae that decreases in net assets resulting from non-private activities
should be taken into account. That rationale would be reflected in the structure
of the law under the Tax Vaue Method, without need for specific rules.

Transparency

319 A trangparent law is one that dlows its users to see through to the
policy that guidesit. In other words, it provides the context that binds many
legidative rules.

3.20  Governments often use the income tax law to target concessions that
in themselves have nothing to do with income tax policy. These concessions
have helped to obscure any principle which explains the current law.

3.21 It can beargued that the Tax Vaue Method uses the same building
blocks as commerce: changesin net assats. Even agovernment’s policies
cannot change these basic building blocks.

3.22  Anamof the Tax Vdue Method isto dlow a government to influence
the decison making of taxpayers without confusing the basic building blocks or
impairing the structure of the law. Instead, a government can modify taxable
income using taxable income adjustments or tax value rules®®

Certainty

3.23  Making theincome tax law smpler and more durable and trangparent
should make it more certain. It can be argued that much of the uncertainty in the
current law is caused by the complexity, hidden intent and need for congtant
change that we now have.
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See Chapter 1.
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3.24  Anamof the Tax Vdue Method isto give a sructura solution to
many problems, adding to certainty. For example, the Tax Vadue Method
should make dl expenditure ‘deductible’ (at some time) unless specific
provisions provide otherwise (see paragraph 3.18.)

What should the benefits of the Tax Value Method mean in
practice?

3.25  Lower compliance and adminigration costs should result from alaw
that is easer to understand and apply. This should impact directly on the costs
of those who use or adminigter the law. However, one of the main issues of
concern isthe trangtiond cost of learning and applying the law for the firgt time.

3.26 A dgnificant issueis, if the Tax Vdue Method can redise the benefits
discussed above, would those benefits outweigh the trangitiond cost of reform.
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Chapter 4

The core components of the Tax Value
Method

Outline of Chapter

4.1 This Chapter broadly explains the legidative mechanics of the Tax
Vaue Method by illugtrating its core components.

Overview

4.2 The Tax Vaue Method is comprised of a number of components
which are described below. The system migp on the next page illustrates the
rel ationships between them, and the bracketed numbers (#) or symbols are
references to that map. The discussion that follows the map provides more
detail on severd of these components.

4.3 Asdiscussed in Chapter 1, the Tax Vaue Method is based upon the
following formula, which determines the net income of a taxpayer for an income

year.
Closing Opening Closing Opening
Receipts - Payments | + |[taxvalue - taxvalue | - taxvalue - taxvalue
of assets of assets of liabilities of liabilities

4.4 As such, it recognises money flows but it dso recognises the changein
the tax value of net assets, by taking into account assets that ataxpayer holds
and ligbilitiesthey have. There are rules to determine if you hold an asset or
have aligbility (1). Those same ruleswill dso determine when you cease to
hold an asset or have alighility.
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4.5 Asthe formula needs to produce aresult expressed in dollars dll
components put into the formula must dso be expressed that way. While
money flows (receipts and payments) can be put straight into the formula,
assets and liabilities must first be ascribed a dollar vaue — caled therr *tax
vaue . There are rules that pecify the tax value of an asset or liability. Those
rules specify the tax vaue when you start to hold an asset or have alidbility (2)
and whether (and to what extent) it changes over time (3). The nature of the tax
vaue rulesis such that decreases in tax vaue are more likely than increases.®

4.6 Typicdly theinitid tax value of an assat will beits cogt, and the initid
tax vaue of aliability will be the compensation the taxpayer gets for assuming
the lidbility (e.g. the funds borrowed under aloan). Therefore there are ‘ cost’
(4) and * proceeds of assumption’ (5) rules.

4.7 When you stop holding an asset or having aliability it is not normally
necessary to isolate the gain or loss on that asset or ligbility. However, in some
casesit may be necessary to determine a profit or lossto give effect to a
taxable income adjustment (e.g. the discount on a capita gain). To do that,
there are rules specifying the ‘ proceeds of redisation’ of an asset (6) and the
‘cogt of extinguishment’ of aligbility (7) (e.g. the amount to pay back aloan).

4.8 No further step is needed to describe the cost/proceedsin dollarsif
the dedling that gave rise to the holding or disposd was in cash. However,
many transactions are not transactions where someone just paid cash. Credit
transactions, and unilaterd transactions which have consderation on only one
Side, are common examples. To ensure that dl transactions can be described in
dollar terms, there are rules for non-cash transactions (8). Splitting, merging and
transforming assets and ligbilities can dso affect tax vaues and so must dso be
described in dollar terms (8).

4.9 There are rules that disregard private or domestic dealings \F/ . They
apply only to individuas,

410  Thereare dso rules to make taxable income adjustments %\*7 to

the net income result, mainly for policy reasons (e.g. to give effect to research
and development concessions). Also, prior year tax |osses would continue to

be deductible in the same way asthey are currently.

Assets and liabilities

411  An‘ass’ isanything that embodies future economic benefits. The
notion is clearly awide one and would include, in addition to tangible items and
legd or equitable rights, less obvious kinds of economic advantage, such as
information. [Section 6-15]

» Paragraphs 4.27 and 4.28 demonstrate this.
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412 A ‘liadility’ isan obligation to provide future economic benefits. While
the notion is symmetrical to ‘assat’ in many respects, it ismore limited. Notably
there are many kinds of economic disadvantage that aren't liabilities— there
must be an actual obligation, even if eventua performance is subject to a
contingency. [Section 7-20]

4.13  Therewill berulesfor how to identify certain assats and liabilities
[sections 6-18 and 7-22], and for merging, splitting and transforming them [Division
7B].

414  Itisonly theassetsor liabilities ‘held’ by ataxpayer that are included
in the tax caculation. [Section 5-55]

Who ‘holds’ an asset?

4.15  Thereare generd rules and specid rules about who ‘holds an asset
(D.

4.16  Thegeneral rules set up this broad approach:

for an asset capable of ownership, the owner (or lega owner if
thereis both alega and an equitable owner) ‘holds it;

for an acquired commercial secret, the acquirer ‘holds’ it for so
long astheinformation is not generdly avalable; and

for all other assets, there is no holder. [Section 6-20]

4.17  Thethird point above means that less obvious advantages, such as
market recognition from an advertisng campaign, are not brought to account in
ataxpayer'stax cadculation. Asaresult, tax relief is afforded immediately for
expenditure on those advantages because the expenditure is not matched by a
corresponding increase in assets that are held.

418  Thespecial rules are mostly concerned with replacing the entity who
would otherwise ‘hold’ the asset with someone ese. Commonly, they replace
the legd owner with the economic owner (e.g. in caseslike hire purchase
agreements, bare trusts and tenants' fixtures). [Sections 6-21 and 6-22]

Who ‘has’ a liability?

419  Thereare aso generd rules and specid rules about who ‘has’ a
lighility (1).

4.20  Under the general rules, an entity ‘has’ aliability if it owes a present

legd or equitable obligation to provide the future economic benefits (1).
[Section7-23]

38



The core components of the Tax Value Method

4.21  Thespecial rules ded with exceptions to the generd rule. [Sections
7-24 and 7-25]

Tax value rules

4.22  Thetax vaduerules ascribe dollar values to assets and liabilities to
alow them to take thair centra place in ataxpayers net income calculations.

4.23  Every asst and liability gets an initid tax vaue when it starts being
held (2). In the vast mgority of cases, an asset'sinitid tax vaueisits cost (4)
and aliability’ sinitid tax vaue is the proceeds the taxpayer gets for assuming
theligility (5).

4.24 It followsthat, in the vast mgority of cases, purchasing an asset or
assuming aliability will not, of itself, produce ataxing point because the tax
value matches that cost or those proceeds.

Example 4.1
You are paid $100,000 in advance to provide horticultural services for
the next year. Y our $100,000 receipt is matched by aliability (your

obligation to provide the services) with an initia tax value of $100,000,
so thereisinitidly no tax effect.

Assets and liabilities with a tax value of zero
4.25  Thereare4 mantypesof asset and liability that are given aninitid tax
vaue (2) of zero, as set out in thistable. [Item 1 of the table in subsection 6-40(1);
subsection 6-40(3); item 1 of thetable in subsection 7-75(1); subsection 7-75(3)]

Table4.1 Main types of assets and liabilities given a zero tax value

Type of asset Explanation Examples
Assets and Giving those things a zero tax Office supplies and
lighilitiesignored | value means that expenditure on unbillable work in
for policy reasons | them is not matched by an asset, | progress
[Paragraphs S0 it becomes effectively
6-40(3)(b) to (9)] ‘deductible’ at the time it is made
Some assetsand | Giving these assets and liabilitiesa | A shareholder’ s right
ligbilities zero tax vaue reflects the current | to adividend
pertaining to the law
relaionship
between an entity
and its members
[Paragraphs
6-40(3)(h) and (i);
paragraph
7-75(3)(b)]
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Type of asset Explanation Examples
Matching (or Where ataxpayer has both aright | A lease under which
‘routin€’) rights and amatching obligation, and alandlord is entitled to
and ligbilities over time any changesin the value | a stream of rental
[Paragraph of the right are reflected in payments but has a
6-40(3)(a); equivalent changesin the value of | symmetrica obligation
paragraph the ligbility, the asset and the to provide the
7-75(3)(a); section | |jghility are called ‘routing and premises to the tenant
6-45] given a zero tax vaue. This

recognises that, whatever their

rea tax values would be, they

would be equal and opposite,

cancelling each other in the

taxpayer’s net income. Therefore,

thereis no need to work out the

real tax values
Assets that are Giving those things a zero tax A cause of action -
not acquired and | value means that there is no tax the asset and
ligbilities for effect where the fact of the corresponding liability
which incoming or outgoing is uncertain. | exist, but the extent of
compensation is This reflects the current law benefitsis not known
not received, until the matter is fully
where the extent litigated and
of the associated judgement delivered
future economic
benefitsis
uncertain®

Short-term debt

4.26

Short-term debt (that is due and payable or to be paid within 12

months) associated with the supply of non-cash benefits (other than afinancid
asst) has atax vaue (2) equd to itsface value and, as such, istreated in much

the same way as money. [Items 5 and 6 of the table in subsection 6-40(1); items 4
and 5 of thetablein subsection 7-75(1)]

Changes in tax value over time

4.27

Asagenerd propostion (though not an expresson of the most

common Stuation), assets and liabilities do not change their tax value over time
(3). That conformsto agenerd principle of the current income tax system—

only realised gains are recognised. Land and shares provide classic examples
of that general proposition in action. ™

30
31

Theserules are not yet in the working draft.
Thisrefers to unmatched changesin tax value. The tax value of such an asset could increase

(because its cost would increase) if payments are made to improveit. However, thisincreaseis
matched by the payments, so thereis no effect on taxable income.
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Cost and proceeds

4.28
table

However, there are some exceptions. The main ones are st out in this

Table4.2 Main types of assets and liabilities whose tax value changes

Type of Explanation Examples
asset
Depreciating | Thisisavery sgnificant category. The Profits a prendre
assets and tax values of these things will declineas | and the
lidbilities they are used up (or satisfied in the case | corresponding
[Division 40] | of liabilities). The present capital lidbilities, rightsto
alowances regimeis but a subset (albeit | use assets or get
an important one) of this gpproach. This | services, the
is a complete departure from the ‘al or | ligbilities to provide
nothing’ (revenue versus capitd) those assets or
approach that is the general position services, and the
under the current income tax law assets themselves
Trading At the end of each year therewill bea | Goods available for
stock® choice of methods to value trading stock | salein aretail store
just like the current law. In fact, the
current trading stock regime is amicro
version of the Tax Vaue Method
Financia These will have atax value designedto | Bonds and deferred
assets and implement the recommendation on the interest securities
ligbilities taxation of financial arrangements.®
[Division 45] | When the return on such assets and
ligbilities is certain, they will have arisng
or fdling tax value, computed on the
basis of internal rates of return, because
of ther rdaively high liquidity. Evenin
the case of these ‘near money’ items,
any taxation before realisation is based
on accrued returns rather than on
changes in the market value. In certain
circumstances, atax value can be set by
reference to the market, but only at the
option of the taxpayer

4.29

The notion of the cost (4) of something is commonly understood. The

other 3 notionsin the quartered circle on the system map (5) to (7) are not such
everyday concepts, but thet circle illustrates how those 4 notions interrelate to
comprise a suite of symmetrical concepts.

32
33

Theserules will be contained in Division 38, which is not yet included in the working draft.
See Section 9 of ATSR. The Tax Value Method could, of course, be implemented independently
of those recommendations.
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4.30  Thecost of an asset (4) and the proceeds of assuming aliability (5)
are key concepts for the Tax Vaue Method because they typicdly et theinitid
tax vaues of assets and ligbilities. This gpproach is provided for within the tax
vauerules.

Example 4.2

If you are paid $10,000 to provide security services for ayear, theinitia
tax vaue of your liability to provide those services will be the $10,000
that were the proceeds of your assuming that liability.

431  The proceeds of realisng an asset (6) and the cogt of extinguishing a
ligaility (7) are also key concepts for the Tax Vaue Method. They dlow the
profits and losses that are often subject to taxable income adjustments (such as
the adjustments for discounted capital gains and part private use) to be worked
out. This gpproach is provided for in the provisons dedling with the taxable
income adjustment.

Example 4.3

Suppose you have atruck with atax vaue of $30,000 that you use 50%
of thetime for private purposes. If you sdll it for less than the tax value,
the Tax Vaue Method will automaticaly bring the full loss to account
but you will need to work the loss out so that you can add back the 50%
private portion. To work out that loss, you need to know what the
proceeds of realisation were.

432  Because the non-cash transaction rules cause every kind of
transaction to be seen in terms of dollar cash flows, it is possible to ascertain
the dollar amounts attaching to items that are included in any of the 4 concepts
at (4) to (7). Thisdoes nat, of itself, have tax consequences. They are merdly
inputs into the rules about cost and proceeds of assumption and redlisation.
Those rules then determine which transactions have taxation effects®

433  Genedly speaking, those rules are as follows (dthough exceptions
apply in specia cases).

Cost of an asset

434  The‘cost’ of an asset (4) ismade up of:

al the amounts paid to hold the asset. The purchase price isthe
maost obvious example but it would aso include things like samp
duty and regidtration fees.

any amounts paid to bring the asset to its present condition and
location. Thiswould include, for example, the cost of improving the

% Therules on private or domestic transactions may also be relevant in determining tax effects.
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asset, but not the cost of repairs or maintenance, which are
expenses to presarve its existing condition rather than to bring the
asset to anew condition. [Subdivision 7A-B]

Proceeds of assumption
4.35  Theproceeds of assuming aliability (5) are made up of:
the amounts received for assuming the liability; and

any amounts received for accepting an increase in the liability.
[Subdivision 7A-D]

Proceeds of realisation

4.36  The proceeds of redisng an asset (6) are the amounts received
because you stopped holding it. [Subdivision 7A-C]

Cost of extinguishment

4.37  Thecod of extinguishing aliability (7) isthe amount paid to stop
holding it. [Subdivision 7A-E]

Non-cash transaction rules

438  TheTax Vaue Method differs from the current law in thet it explicitly
dedls with both sides of any commercid dealing. Typicaly the present system
does not.

439  IntheArthur Murray case,® adancing school was paid in advance
for some dancing lessons. The question was whether the school’ s receipt was
income (according to ordinary concepts) before the lessons were given. It was
held that the recei pts were income only as the lessons were given. To decide
whether there wasincome or nat, it was implicitly necessary to weigh up the
natures and vaues of both the receipt and the obligations comprising the
transaction. Under the Tax Vaue Method, the amount paid would be taken into
account as areceipt, and the liability to provide the lessons would be taken into
account separately as aligbility.

440  Theapproach of the Tax Vaue Method in overtly splitting
transactionsinto their (typicaly) two condtituent partsimpliesthat dollar
amounts must be ascribed to both Sides.

® Arthur Murray (NSW) Pty Ltd v FCT (1965) 114 CLR 314.
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Example 4.4

If you exchange your truck for a bulldozer, the Tax Vaue Method
requires 2 amounts to be worked out —what you got for the truck and
what you paid for the bulldozer.

441  Therefore, non-cash transaction rules (8) are an essential feature of
the Tax Vaue Method, just asthey are under the current law.

Deemed receipts and payments

442  Totheextent that you give non-cash benefits (e.g. goods or services)
in a non-cash transaction, you are taken to have receipts and payments equal to
the market vaue of what you received. [Division 8]

442  However, to the extent that you give money, or something close to
money (such as a promise to pay money in the future), in anon-cash
transaction, you are taken to have receipts and payments equal to the value of
what you provided. [Division 8]

Example 4.6

You promise to pay $1m in six months' time for afactory ste. The
vaue of your ligbility to pay (and of the Site asset) is determined by
reference to the liability itself (what you gave) rather than by reference
to amarket vauation of the site (what you got). This reflects the
essential nature of the transaction, which is your purchase of the site
rather than sale of the promise to pay money.

443  Theserules goply universaly. Every non-cash transaction is notiondly
gplit into 2 cash transactions. The rules alow every acquisition of an ass, and
every assumption of aliability, to be treated as paid for, or compensated by,
cash. That is, in every case there either is, or istaken to be, acost or proceeds
of assumption. The same gpproach applies to digposa gextinguishments. This
‘converson’ provides an essentia building block for the Tax Vaue Method.
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Chapter 5
How to work out income tax liability

Outline of Chapter

51 This Chapter outlines the way in which income tax for an income year
isworked out under the Tax Vdue Method. The relevant provisons arein Part
1-3, Divison 4 and section 5-10.

Context of Reform

52 The core rules deding with how to work out income tax ligbility using
the Tax Vdue Method largdly replicate those presently found in the current
law™®. Some minor changes have been made, most of which do not affect the
substance of the law.

53 Under the working draft, income tax liability is still based on the
concept of taxable income. The mgor changes proposed by the working draft
ded with the way in which taxable income is caculated. These changes are
explained in |ater chapters.

Summary of working draft

54 Individuas, companies and certain other entities are liable to income
tax on their taxable income. Thisistrue for both Audtrdian resdents and non-
resdents, though different rules will gpply.

55 As under the current law, income tax is worked out for each income
year. An income year is generdly aperiod of 12 months ending on 30 June.
However, with the Commissioner’ s approva, taxpayers can adopt another
period of 12 months that does not end on 30 June.

5.6 As under the current law, income tax isworked out by undertaking
the following steps.
working out taxable income for the income yesr;

multiplying that taxable income by the relevant income tax rate or
rates to give the taxpayer’s ‘basic income tax liability’; and

Division 4 of the ITAA 1997.
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subtracting tax offsets from the basic income tax liability.
5.7 These steps can be represented in the following formula:

Income tax liability = Taxableincome = Tax rate(s) — Tax offsets

Comparison of key features of working draft and current law

58 A comparison of the working draft and the corresponding provisions
in the current law is st out in the following table:

Table5.1 Comparison of key features of working draft and current law

Working Draft Current Law

Income tax is payable by individuas, Same as working draft.
companies and some other entities.

‘“You' coversany entity, unlessthe Same as working draft.
termisused in an expresdy limited
way.

An ‘income year' isthe year whose Same as working draft.
events determine income tax payable
for a“‘financial year'.

A company’sincome year is generaly
the financia year prior to that in which
incometax is being paid.

For other taxpayers, the income year is
generaly the financia year in which
income tax is being paid.

A different period of 12 months can be | Same as working draft.
adopted as an ‘income year’, with the
Commissioner’s approval.

A taxpayer that is not an Australian Anindividud or an entity that is not
resdent may ill be liable to income an Austraian resdent may till be
tax. Specific provisonswill ded with ligble to income tax.

different residency circumstances.

The core provisions only deal with a
taxpayer that is an Australian resident
throughout the year.

Tax liability depends upon taxable Same as working draft.
income, prevailing tax rates and
entitlement to tax offsets.
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Detailed explanation of working draft

Meaning of ‘you’

5.9 ‘You’ refersto any entity unless a pecific excluson is made [section 4-
5]. Thisreplicates the meaning in the current law.

510 Mog of the working draft is drafted in the second person, using the
term ‘you'. For example, the working draft would generdly say ‘you arelidble
toincometax’ rather than *an entity isliable to incometax’.

511  Theuseof ‘you smplifiesthe drafting and makes the law more
accessible.

Who must pay income tax?
Who isan 'entity'?

512  Asinthecurrent law, every individuad and company isliable to pay
incometax, as well as some other entities. [Section 4-1]

513  Theterm, entity, isused in anumber of different but related senses. It
coversal kinds of legal person. It dso covers groups of lega persons, and
other things, which in practice are treated as having a separate legd identity for
tax purposes. [Subsection 960-100(1) of the | TAA 1997]

When will income tax be payable?

514  Thefact ataxpayer may beliable to pay income tax does not mean
that tax will necessarily be paid. For instance, ataxpayer may have no taxable
income, and will therefore not pay income tax.

5.15 Incometax may be payable even if ataxpayer isaforeign resdent,
elther permanently or for just a period of time. The working draft contains a
table that indicates the different rules for working out ataxpayer's income tax,
depending on the taxpayer’ s resdence. [Section 4-15]

The period over which income tax is worked out and paid
5.16  Liahility toincometax isdill caculated by referenceto years.
5.17  Likethe current law, the working draft recognises 2 digtinct years:

the year, ending on 30 June, for which incometax is paid (cdled
thefinancial year); and

the year whose events determine the income tax to be paid for that
financid year (cdled theincome year).
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[Section 4-10]

518 A company’'sincomeyear isgenerdly the financid year prior to that in
which incometax is being paid. For other taxpayers, the income yesr is
generdly the financid year in which incometax is being paid.

519  Withthe Commissioner’s approval, ataxpayer can adopt another

accounting period of 12 months ending on another date as their income year.
[Paragraph 4-10(2)(b)]

What is a taxpayer’s income tax liability?

520  Asunder the current law, ataxpayer’sincometax ligbility for an
income year isthe amount of tax that a taxpayer isliable to pay on their taxable
income. It isgenerdly caculated using this formula

Incometax liability = Taxableincome ~ Tax rate(s) — Tax offsets

521  Theworking draft adopts the method statement in the current law for
working out a taxpayer's income tax liability for the income year. This method
satement is outlined below:

Method statement
Sep 1. Cdculate taxable income.

Sep 2. Cdculae basicincome tax lighility by goplying the rdevant income
tax rates and any special provisons.

Sep 3. Cdculate any tax offsets.

Sep 4. Subtract tax offsets from the basic income tax liability.

The result is the amount of income tax ataxpayer isligble to pay.

[Subsection 5-10(1)]
What is taxable income?

5.22  Chapter 6 explains the principles involved in working out taxable
income,

5.23  Broadly, taxable income isworked out according to the formula:

Taxable _ Net + Taxable income Unused

income income adjustment tax losses

[Subsection 5-15(1)]
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What rates apply?

5.24  Asinthe current law, the rates that are to be applied to work out a
taxpayer’ s basic income tax liability are set out in the Income Tax Rates Act
1986. More than one rate may have to be applied.

525  Forindividuadswho are Audtrdian resdents, a progressive rate system
is used to determine income tax liability. That is:

for taxable income up to a certain limit there is no rate of tax
gpplied; and

for taxable income above that limit, progressive rates apply across
particular taxable income bands.

526  For most other entities, income tax isimposed at aflat rate.
What aretax offsets?

527 A tax offset reducesthe basic incometax ligbility directly
[subsection 5-10(1), step 3 of the method statement]. A tax offset encompasses what
were previoudy referred to as rebates and credits.

5.28  Under the current law, if tax offsets exceed ataxpayer’ s basic income
tax liability, thereis no generd entitlement to arefund. Thisisadso generdly the
case under the working draft. [Subsection 5-10(3)]

529  However, some tax offsets, such as the private hedlth insurance offset
and excess imputation tax offsets for franked distributions made by a company
to certain members, are refundable [subsection 5-10(2)]. This meansthat where a
taxpayer’ sincome tax ligbility is reduced to zero, any remaining balance of
these tax offsets will be refunded to the taxpayer.

530  Some other tax offsets can be carried over to later years to reduce a
tax ligbility of those years, even though they can not be refunded in the current
year. An example of such atax offset isaforeign tax credit.

49






Chapter 6

How to work out taxable income or tax
loss

Outline of Chapter

6.1 In calculating a taxpayer’ s taxable income or tax lossthe Tax Vaue
Method takes into account changing tax values of assets and liabilities as well
as receipts and payments. The ‘tax value' concept ensures that gains and losses
on most assets and ligbilities are not recognised until they are redised.

6.2 This Chapter discusses the provisons set out in Divison 5 of the
working draft. It also outlines other provisons that are dedlt with in more detall
in later chapters.

Context of Reform

6.3 The Tax Vaue Method links the calculation of taxable income and tax
loss more closely to accounting concepts. The working draft, however, is
necessarily formulated in its own terms to recognise tax policy and
adminigrative congderations, such as those underlying the treatment of net
exempt income.

6.4 The Tax Vaue Method aso refocusses key questions about how
amounts are to be included in, or excluded from, taxable income. In particular,
the expenditure that is to reduce taxable income isidentified by reference to
whether it is private or domestic, and if it is not, whether it is made to acquire or
improve an ass&t. Thisisin contrast to the current law where questions of
deductibility depend on whether the expenditure is to derive assessable income
and whether it is of acapitd or aprivate or domestic nature.

What is the existing method for working out taxable income or tax loss?

6.5 The existing method for working out ataxpayer’ s taxable income or
tax loss basicdly involves determining assessable income and subtracting
alowable deductions. Diagram 6.1 summarises the existing method.
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Diagram 6.1 Current approach for working out taxableincome or tax

loss
Taxable Assessable Allowable
income (l0ss) income deductions
Ordinary income Expenses linked to

e.g. salary, dividends,
trading receipts

plus

Statutory income
e.g. some accrued
gains, capital gains

production of income but
not capita or private or
domestic expenses

plus

Capita allowances,
incentives and concessions
e.g. deductionsfor
depreciation, research and
development

6.6 The dlowable deductions under the current approach include unused
tax losses of earlier income years. These are normally deductible to the extent

that assessable income exceeds other deductions.

Summary of working draft

6.7 Diagram 6.2 summarises the Tax Vaue Method for working out a
taxpayer’ s taxable income or tax |oss.

Diagram 6.2 Tax Value Method for working out taxable income or tax

loss
Taxable Net Taxableincome
income (l0ss) income® adjustment
Net receipts Upward adjustments
i.e. receiptsless e.g. an adjustment for a
payments (both partly private asset

revenue and capital)

plus

Net change in the
tax value of assets

less

Net change in tax
vaue of liabilities

Most private or domestic amounts are excluded.

less

Downward adjustments
e.g. reduction in the taxable
part of some capital gains
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6.8 Unused tax losses of previous years are normdly subtracted from the
above result to the extent that it is pogitive. This gives the taxpayer’ sfind
taxable income.

6.9 In congdering the Tax Vaue Method, the following should be noted:

If the result of the above formulais pogitive, it is the taxpayer’s
taxable income. If the result is negative, it isthe taxpayer’ stax loss.

The Tax Vadue Method will gpply to Audrdian resdent taxpayers,
and to non-residents for much of their Australian sourced income,
It will not apply to bodies that are entirely exempt from income tax
(eg. religious and charitable indtitutions).

Receipts and payments will include congtructive receipts and
payments and deemed receipts and payments under non-cash
transactions.

Thetax vaue of assets and ligbilities will not, in most cases, equate
to economic vaue. For example, the tax vaue of red property will
be the cost of the asst to the taxpayer, meaning that any
unredlised gains and losses arising from changes in market value
will not be taxed. The tax vaue of a depreciating asset or liability
will be the written-down vaue.

Capita gains and losses are brought into taxable income (loss) as
part of net income. However, capitd gains treetment will apply to
certain capitd gains (e.g. the CGT discount).

Modifications will be made to the way taxable income is worked
out for those taxpayers who are to be taxed on a cash basis (i.e.
individuals and STS taxpayers).

Comparison of key features of working draft and current law

6.10  Thefollowing table compares the key features of the Tax Vaue
Method for working out taxable income or tax loss with the method under the
current law.
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Table6.1 Comparison of key features of the working draft and the
current law

Working Draft Current Law
Taxableincome or atax lossisworked | Taxableincome or atax lossis
out on the basis of net income, a worked out on the basis of assessable
taxable income adjustment and unused | income and deductions. Assessable
tax losses. income is made up of ordinary income

and arange of statutory income
additions. Deductions are made up of
genera deductions, arange of
statutory deductions and unused tax
losses.

Detailed explanation of working draft

How is 'taxable income' worked out?

6.11 A taxpayer’staxable incomewill be caculaied usng thisformula
Net income + Taxable income adjustment — Unused tax losses

[Subsection 5-15(1)]

6.12  If theresult isapogtive amount, there is taxable income equa to that
amount [subsection 5-15(2)]. If the result is zero or negative, the taxpayer does
not have a taxable income, but may have atax loss that reduces taxable income
in alaer income year [subsection 5-15(3)].

When is there a 'tax loss'?

6.13 A taxpayer will have atax lossfor an income year if the result of the
formula sat out below is negetive (the amount of the tax losswill be the amount
worked out under this formula expressed as a positive amount):

Net income + Taxable income adjustment
[Subsections 36-10(1) and (3)]

6.14  Theamount of the tax losswill be reduced if the taxpayer has a net
exempt income for the income year that is greater than zero. In this case the
taxpayer will have atax loss for theincome year if the result of the following
formulais negative (the amount of the tax lossis the result of the formula,
expressed as a positive amount):

Net income + Taxable income adjustment + Net exempt income

[Subsections 36-10(2) and (3)]
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6.15  Thetax lossfor an income year is added to any unused tax losses
from previous income years. This amount may be used to reduce taxable
income in future income years®.

Who will use the Tax Value Method for working out taxable income

(loss)?

6.16  Asnoted in Chapter 5, the Tax Vaue Method will apply to Australian
resdents, and to non-residents for their Australian sourced income and gains
that are not subject to afind withholding tax. It will not otherwise gpply to non-
residents and it will not apply to entities that are entirely exempt from income
tax. Specific rules for non-residents are anticipated but are not included in the
working draft. A cash bads treetment will apply to individuds, and to small
businesses choosing the STS.

How is ‘net income’ worked out?

6.17  ‘Netincome has 3 components, asfollows:
Net receipts (i.e. receipts less payments).
Net change in the tax val ue of assets (other than money).
- Netincreasesin tax vaue will add to net income.
- Net decreases will reduce net income.

Net change in the tax val ue of liabilities (other than a debit balance
in amoney account).

- Netincreasesin tax vaue will reduce net income,
- Net decreases will add to net income.

[Section 5-55]

Net change in the tax value of assets and liabilities

6.18  Thenet changein the tax value of assetsis worked out by subtracting
the opening tax vaue of dl assats held at the sart of the income year from the
closng tax vaue of dl assets held at the end of the income year. The same
process would be used to determine the net change in the tax value of liahilities.
Thisisillugrated in the formula and method statement below.

Certain kinds of losses (like capital losses) are quarantined so that they can be offset only
against income of the samekind.
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Net income formula
6.19  Netincome can be worked out usng the following formula
Receipts - Payments +/- Net change in tax value of assets and liabilities

6.20  Morefully expressed, the net income formulais:

Closing Opening Closing Opening
Receipts- Payments| + | taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities  of liabilities

Net income method statement

6.21  Theworking draft includes a 6-step method statement that represents
how to work out net income under the formula [section 5-55]. That method
gatement is summarised below:

Method statement
Sep 1. Add dl the amounts received during the income yeer.
Sep 2. SQubtract dl amounts paid during the income yeer.

Sep 3. Add the closing tax vaue of each asset (other than money) held a
the end of the income year.

Sep 4. SQubtract the opening tax value of each asset (other than money)
held at the start of the income year.

Sep 5. SQubtract the cdlosing tax vaue of each liability had a the end of the
income year.

Sep 6. Add the opening tax vaue of each liability hed a the start of the
income year.

The result isthe net income of a taxpayer.

Most private or domestic amountsignored for net income of individuals

6.22  Forindividuds, most private or domestic amounts are excluded from
the calculation of net income. Payments thet are private or domestic in nature
would include, as under the current law, those for most clothing, childcare and
travel between home and work. Some land and collectables that have a private
or domestic character will be included in the calculation so that capitd gainsin
respect of them can be included in taxable income. Divison 12 will contain
provisons dedling with the private or domestic amounts that are not included in
working out net income.
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Money and money accounts are excluded from assets and liabilities
used to work out net income

This section explains the rules developed under the Review of Business
Taxation. It should be noted that these provisions will be subject to
further consideration and devel opment.

6.23  Money isexcluded from the assets that are taken into account in
working out net income (see steps 3 and 4 of the net income method
gatement). Also, adebit baancein amoney account is excluded from the
liabilities that are taken into account in working out net income [subsection 5-
60(3)].

What is money?
6.24  Money isdefined to include the things set out in the following table.

Table 6.2 Meaning of money

Things that are money Comments

Money in hand This covers money over which a
taxpayer has immediate lega control.
For example, cash physicaly held by

the taxpayer.
Any credit balance in any money For example, a current account at a
account bank that the taxpayer usesin their
day-to-day business activities.

[Dictionary items, definition of ‘money’]
What is a money account?

6.25  Anaccount isa‘money account’ for an income year if it hasdl the
Characterigtics set out in the following table:

Table 6.3 Requirementsfor an account to be a money account

Requirement Comments

The account must be held at an This includes banks, credit unions and
authorised deposit taking ingtitution (as | building societies.
defined in the Banking Act 1959), or a

e P ; The foreign ingtitutions covered would
similar indtitution in aforeign country.

be those that are similar in nature to
these.
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Requirement Comments
The taxpayer must choose for the Money accounts are intended to cover
account to be treated as a money transaction accounts that a taxpayer
account for the income year. usesin their day-to-day business or

investment activities. The money
account rules are designed to give
taxpayer'sachoice, asfar asis
reasonable, about whether they want
the account treated as an asset or

For the convenience of the taxpayer,
the choice can be made after the end
of the income year, such as when the
taxpayer’s income tax return is being

prepared. o :
ligbility, or as part of their *cash
book’.
The balance in the account must not be | Gains or |osses on these assets and
afinancia asset or financia liability ligbilities are intended to be taxed on

subject to accruals or market value tax | an accruals or market value basis.
value rules (see Table 6.4 at paragraph | Treating them as money accounts
6.45). would defeet this intention.

[Subsections 5-60(4) and (5)]

6.26  Examplesof money accounts are a savings account or an overdraft
account. Some taxpayers may carry out their business transactions using credit
cards. Thismay be their equivaent to arecord of receipts and payments. In
these circumstances, their credit card account could aso be amoney account, if
that is how they want to treat it. A debit balance in any money account is
excluded from the ligbilities taken into account in working out net income.

Receipts and paymentsto or from money accounts are receipts and
payments of the taxpayer

6.27  Tosmplify the trestment of accounts that are money accounts, the
working draft provides that amounts recelved into, or paid from, a money
account are taken to be receipts and payments of the account holder
[subsections 5-60(1) and (2)]. Thisimplies that any money transfer between the
taxpayer (cash in hand) and their accounts, or between their accounts, will
aways involve both areceipt by, and a payment to, the taxpayer, and so can
be ignored.

Why is money excluded from the assets and liabilities used to work out
net income?

6.28  Asssand liailities that are money, or in money accounts, do not
need to be considered under steps 3 to 6 of the method statement because
steps 1 and 2 take account of the net change in a taxpayer’ s money assets and
lighilities. It is necessary to refer to al receipts and payments in the working
draft because it may be necessary to examine each of them to determine their
effect on taxable income. For example, it is necessary to determine which

recel pts and payments are of a private or domestic nature, because they do not
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come into the caculation of taxable income except to the extent they relate to a
non-private asset (see paragraph 6.22).

What receipts and payments are included in net income?

6.29  The net receipts component of the net income formula (steps 1 and 2
of the method statement) will include dl money received, and dl payments
made, by ataxpayer in the income year. The words ‘receipts and ‘ payments
(and their derivatives) will have their ordinary meaning. The legd principlesthat
currently apply in determining whether a person has received or paid something
will remain relevant to net income under the working draft.

Constructive receipts are explicitly included in net income under step 1

6.30 TheTax Vdue Method explicitly includes congtructive receipts as
amounts that are received for the purposes of working out net income. This
congructive receipts rule is intended to supplement, and not displace, generd
legd principles regarding when a person has received something.

6.31 A generdly accepted principle of tax accounting is that an amount
accountable on areceipts basis can be income, even if it has not actualy been
received, as soon asit is gpplied or dedlt with in any way on the taxpayer’s
behalf or asthey direct. In other words, an amount is tregted as received as
soon asthe taxpayer gets benefit from it (thisis referred to as a congtructive
receipt). However, this rule will not apply to amounts credited to a money
account (paragraph 6.27 explains how amounts credited to a money account
are treated as receipts). [Section 5-65]

6.32  Although the concept of ordinary incomeis not relevant under the Tax
Vaue Method for working out net income, the principle of constructive receipt
isto be gpplied in working out whether an amount has been recelved. The
working draft explicitly sates this principle, confirming whet is generaly
accepted as one of the principles of tax accounting.

6.33  Thiscondructive receipt ruleis based on the rule under the current

law™.

Certain constructive payments are explicitly included in net income
under step 2

6.34  TheTax Vdue Method aso explicitly treats certain congructive
payments as amounts that are paid for the purposes of working out net income
[subsection 5-65(2)]. This condructive payments rule will apply where a taxpayer
has a congtructive receipt. The taxpayer will be taken to have paid, to the
person who actudly receives the amount, an amount equd to the condructive
receipt.

¥ See subsections 6-5(4) and 6-10(3) of the ITAA 1997.
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6.35  Thiscongructive paymentsrule is intended to supplement, and not
displace, generd legd principles on when a person has paid something.

Examples of constructive receipts and constructive payments

6.36  Thefollowing are examples of congtructive recel pts and congructive
payments included under the net income formula.

Example 6.1 Money credited to aloan account

In carrying on his business, Mark has an outstanding loan account with
his bank (this account is not a money account). One of Mark’s trade
debtors pays amounts it owes to Mark by crediting amounts to his loan
account. These amounts reduce the amount he owes to the bank and
are, therefore, amounts he is taken to have received.

In this case Mark is dso taken to have paid to the bank the amount
credited to his loan account.

Diagram 6.3 illustrates this example.

Diagram 6.3 Illustration of Example 6.1

Constructive receipt

Bank

A

Constructive paymen

Example 6.2 Wages directed to a private health fund

On Homer’ s instructions, his employer sends part of his after-tax wages
to a hedlth fund to meet his liability to pay hedth insurance contributions
for the benefit of him and his family. He is taken to receive the amount
when his employer paysit to the fund.

In addition to the receipt, Homer is taken to have paid the amount to the
private health fund. However, because the payment is private or
domestic in nature, it is not actudly included as a payment under the net
income formula.
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Example 6.3 Dividends credited to an account in ataxpayer’s name

A company, of which Margaritais a shareholder, credits a dividend to
an account held in her name with the company. The amount of the
dividend is a congtructive receipt to her. Margaritais also taken to have
paid the amount of the dividend to the company (the person with whom
the account is held). This payment will be matched by the increase in
her asset, ie. the balance of her account.

The character of areceipt as revenue or capital is not relevant

6.37  Whether aparticular receipt or payment isrevenue or capita is
irrdlevant to the caculation of net income. This meansthat dl recaipts and
payments (except those of a private or domestic nature) areincluded in
working out net receipts.

What isthe effect of including receipts and payments?

6.38  Theinteraction between steps 1 and 2 (net receipts) and steps 3to 6
(net assets and lighilities) of the net income method statement ensures that
receipts and payments that relate to the tax vaue of assets and liabilities do not
affect ataxpayer’s net income. Rather, they will be taken into account in
determining the tax vaue of an asst or ligbility. The following examples
illugtrate this.

Example 6.4 The purchase of an asset

Hassan buys an asset at a cost of $100,000 (the asset’stax valueis
equal to its cost). The effect on net income is zero because the payment
is matched by the closing tax value of the asset. Thisisillustrated as
follows (see Diagram 6.4):

net receipts are - $100,000 under steps 1 and 2 (i.e. zero
(receipts) minus $100,000 (payments));

the net change in the tax value of assets is $100,000 under steps 3
and 4 (i.e. $100,000 (closing tax value of assets) minus zero
(opening tax vaue of assets)).

Diagram 6.4 Effect on net income of purchase of an asset

$100,000 Closing tax
vaue of ast
$100,000 .
0 Effect on net income=0
Payment for
ast
$100,000
-$100,000
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Example 6.5 A loan istaken out

Fishton borrows $100,000. The effect on net income is zero because the
receipt is matched by aliability to repay the $100,000. Thisisillustrated
as follows (see Diagram 6.5):

net receipts are $100,000 under steps 1 and 2 (i.e. $100,000
(receipts) minus zero (payments));

the change in the net income is - $100,000 under steps 5 and 6
(i.e. $100,000 (closing tax vaue of liabilities) minus zero (opening
tax value of lighilities)).

The loan repayments made by Fishton will be matched by the declinein
tax value of the liability to repay the loan.

Diagram 6.5 Effect on net incomeif loan istaken out

$100,000

Receipt of loan
principa
$100,000 .
0 - Effect on net income=0
Clodng tax
vaue of liahility
$100,000
-$100,000

Deemed recei pts and payments

6.39  Receipts and payments are taken to have occurred under non-cash
transactions. Chapter 11 explains the rules that deem the rece pts and payments
that arise in these circumstances.

What is an asset?

6.40 Anasstisathing (such asland, chettels or aright) that embodies
future economic benefits [section 6-15]. An assat usudly has economic benefits
because it can be used or sold. Money is an asset but is excluded in working
out the net change in the tax value of ataxpayer’ s assets (see steps 3 and 4 of
the method statement).

6.41  Normdly, ataxpayer holds an asst if they are recognised by the legd
system as the owner of it. However, smilar to the current law, under the Tax
Vaue Method other rules will gpply to determine who holds certain kinds of
assets [sections 6-20, 6-21 and 6-22]. Intangible advantages not capable of
ownership (such as the market penetration that may arise from a successful
advertisng campaign) are taken not to be held by any entity.

6.42  Chapter 7 contains a detailed explanation of what an asset is and who
holds an as=t.
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What is a liability?

6.43 A ligbility isnormally an obligation to provide future economic benefits
[section 7-20]. S0, it would include an obligation to pay money, or to provide
another kind of asset or aservice. Only ligbilities that ataxpayer has are taken
into account in working out net income. For the most part these are ligbilities
that are present lega or equitable obligations. Chapter 8 contains a detailed
explanaion of what aliability isand who has alighility.

What is the tax value of an asset or liability?

6.44  Theworking draft contains rules to determine the tax vaue of assats
and ligbilities[sections 6-40 and 7-75]. The tax vaue will, in mogt cases, differ
from market or economic vaue. For example, the tax value of most assets will
be their cost, so that gains will only be taxed when the asset is disposed of .

6.45  Later chapters® contain a detailed explanation of how the tax vaueis
determined for particular types of assets and liabilities. However, Table 6.4
briefly outlines the tax value of the main kinds of assts.

Table6.4 Tax value of assets

Kind of asset Tax value

An asset whose increase in valueisto | The asset’s cost.

be taxed only upon redlisation. The main components of an asset’s

This covers many assets capable of cost areitsorigina cost plus the cost
ownership (such as rea property and of any improvements (see Chapter 9).
some legally enforceable rights). It also
covers some other assets not capable
of ownership, such as some knowledge
acquired from someone else.

Rights to receive an amount that is due | The amount to be received.

and payable or must be paid within 12

months (e.g. trade debtors).

Depreciating assets (e.g. items of Written-down value based on

plant, equipment, fixtures and rightsto | effective life or relevant depreciation

have things done). schedules (to be discussed in Chapter
16).

Trading stock There would be the same choice of
methods as under the current law.

Goodwill If the goodwill is acquired from

someone else (i.e. when a business or
franchise is bought), itstax value isits
cost at that time. Otherwise the tax
valueis zero (see Chapter 7).

40

Chapters 7, 8,9, 10, 16 and 17.
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Kind of asset Tax value

Assets whose annual increase in value | The value worked out using the
isto be taxed using an accruals system | appropriate accruals methodology (to

(some financia assets). be discussed in Chapter 17).
Assets for which an election has been | The market value of the asset (to be
made to value the asset at market discussed in Chapter 17).

vaue. (This eection can only be made
for alimited range of assets, mainly
financia assets.)

Assets that are not, for policy or Zero (see Chapter 7).
pragmeatic reasons, to be recognised by
the income tax system.

Examples are certain rights (such as
some of those arising under routine

|eases)

What isthe closing tax value of an asset or a liability?

6.46  Theclosing tax value of an asst or aliability will beitstax vaue a
the end of the income year. [Subsection 5-70(1)]

What is the opening tax value of an asset or liability?

6.47  Theopening tax vaue of an asset or liaility will dways be the same
asits dosng tax vaue brought to account in working out net incomein the
preceding income year. Where there was no closing tax vaue brought to
account at the end of the preceding year, the opening tax vaue of the asset is
ZeX0. [Subsection 5-70(2)]

6.48  Thisopening tax vaue rule does not, however, apply to abdancein a
money account that ceases to be a money account for the next income year
and, therefore, becomes an asset or ligbility. In this case, the opening tax value
of the rdlevant asset or liability isthe baance in the account at the end of the
income year when the account stopped being a money account [subsection 5-
70(3)]. Thisisillugrated in the following example.

Example 6.6 Changing treatment of accounts

Henry operates an overdraft account, which isinvariably in debit, in the
course of carrying on hisbusiness. In Year 1 he chose to treat the
account as amoney account, and at the end of that year it had a debit
balance of $5,000. However, at the start of Year 2 he decidesto
rearrange his finances and, in so doing, decides not to treat the account
as amoney account in that year.

The opening tax value for Year 2 of the liability that is in the account is
$5,000. If the opening tax vaue of the liability was instead zero (asiit
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would be in the absence of subsection 5-70(3)), Henry would
effectively get a‘double deduction’ for his expenditure.

What is the ‘taxable income adjustment’?

6.49  The ‘taxable income adjusment’ isintended to adjust the net income
to arrive a ataxable income for certain taxpayers. These adjustments will
mainly be necessary for policy or anti-avoidance reasons.

Working out the taxable income adjustment

6.50 A taxpayer’staxable income adjustment isworked out as:
Upward adjustments — Downward adjustments

[Subsection 5-90(1)]

6.51  Anupward adjustment will add to taxable income while a downward
adjustment will reduce taxable income.

6.52  Thetaxableincome adjustment can, as aresult of the gpplication of
the above formula, be a pogtive or negative amount [subsection 5-90(2)]. If the
result of the formulais zero, there is no taxable income adjustment.

What are the upward and downward adjustments?

6.53  Various provisons throughout the working draft specify when an
upward adjustment or downward adjustment arises. The rules dedling with the
cdculation of taxable income or tax loss provide tables that:

set out some of the key adjustments [section 5-95]; and

direct the reader to where in the proposed law these various
provisons can be found [section 5-100].

6.54  Table 6.5 sats out some of the key upward adjustments while Table
6.6 sets out some of the key downward adjustments.
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Table6.5 Key upward adjustments

Upward adjustment

Reason for the adjustment

Apportioning private or domestic reductions

An upward adjustment to reflect an
apportionment for the private or
domestic part of amounts that have
reduced net income.

An example isthe declinein tax value
of a depreciating asset that is used
partly for private or domestic
pUrposes. [Section 5-100, items 1, 2, 4
and 5 of the table]

Losses or outgoings that are private or
domestic should not reduce taxable
income. Therefore, it is necessary to
add back the portion of any loss or
outgoing that is private or domestic.
Thisis required because sometimes
only wholly private or domestic amounts
are excluded from net income.

Chapters 12 and 13 will explain these
issuesin detall.

Negative net

exempt income

If the taxpayer has a negative amount
of net exempt income, thereis an
upward adjustment for that amount.

For example, ataxpayer with a net
exempt income of - $100 has an
upward adjustment of $100.

The meaning of the term *net exempt
income’ is set out at paragraphs 6.61
to 6.63.

[Section 5-95, item 5 of the tabl€]

Because exempt amounts are not
taxable (see Table 6.6), any expenses
that arise in respect of them should not
usually reduce taxable income. Thisis
the position under the current law.

A taxpayer will have a negative net
exempt income if any such expenses
exceed the exempt amounts. These
expenses will have reduced net income
(as either payments or liabilities) and,
therefore, must be added back to
ensure the correct outcome.

Giftsincluded in net income

An upward adjustment equa to the
amount of any gift or contribution
(except to the extent that it is covered
by Divison 30 of the ITAA 1997)
from which the taxpayer did not
intend to gain an economic benefit.

This adjustment will not cover a gift
or contribution that is not taken into
account in working out net income
(i.e. as apayment or change in the
tax value of an asset or liability). An
example is a gift that is private or
domestic in nature.

[Section 5-95, item 10 of the table]

Under the Tax Vaue Method, al non-
private, non-domestic gifts will reduce
net income (as either payments or
liabilities). However, as under the
current law, the only gifts intended to
reduce net income are:

- giftsthat are made to obtain a
benefit; or

- giftsto bodies that qualify for a
deduction under the tax law (these
are set out in Division 30).

Accordingly, it is necessary to add back
gifts not meeting these criteria
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Table6.6 Key downward adjustments

Downward adjustment Reason for the adjustment

Apportioning private or domestic increases

A downward adjustment to reflect It isintended that amounts that are

apportionment for the private or private or domestic should not be
domestic part of amountsincluded in | taxable. This adjustment will ensure that
working out net income that have outcome.

increased that net income. Chapters 12 and 13 will explain these

An exampleisagan on disposd of a | issuesin detall.
depreciating asset that has been used
partly for private purposes.

[Section 5-100, items 1,2, 4 and 5 of the

table]

Positive net exempt income
If the taxpayer has a positive net Exempt amounts are not intended to be
exempt income, a downward taxable. Such amounts will be included
adjustment for the amount by which it | in net income as either areceipt,
is pogitive. increase in the tax value of assets or a
For example, a taxpayer with a net decrease in the tax value of liahilities.
exempt incor’ne of $100 has a Consequently, there needs to be a
downward adjustment of $100. downward adjustment to ensure that the

] exempt amounts are not taxable.
The meaning of the term *net exempt

income’ is set out at paragraphs 6.61
to 6.63.

[Section 5-95, item 5 of the tabl€]

Gifts not included in net income

A downward adjustment equal to the | A gift not included in working out net
amount of any gift or contribution income (e.g. a private or domestic gift)
that: will not reduce net income. Thisis
appropriate unless the gift ismadeto a
body listed in the gift provisons of
Division 30. In these cases it is intended
that a taxpayer be able to reduce their
taxable income by the amount of the
- iscovered by Division 30 of the | gift. This adjustment achieves that
ITAA 1997. outcome.

[Section 5-95, item 15 of the table]

- isnot taken into account in
working out net income (e.g. a
gift that is private or domedtic in
nature); and

Policy concessions

A downward adjustment for For policy reasons, the Parliament may
expenditure concessions. provide for ataxpayer’s expenditure on

an asset, or an inflated proportion of a
taxpayer’ s expenditure, to immediately
reduce taxable income. Downward

adjustments will achieve this outcome.

For example, under the Tax Vaue
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Downward adjustment

Reason for the adjustment

Method a downward adjustment will be
needed to fully incorporate the current
law’ s tax incentives for research and
development expenditure. [Section
5-100, item 3 of thetable]

Unused tax losses reduce taxable income

6.55

All or part of ataxpayer’stax losses from earlier years may be used in

an income year if the taxpayer's ‘net income plus ther ‘taxable income
adjusment’ is pogtive. The working draft is not yet complete in its treetment of
losses. Accordingly, the paragraphs that follow discuss the anticipated

treatment of prior year [osses.

6.56

Under the Tax Vaue Method, only ataxpayer’s prior year losses that

mext the relevant tests™ can be carried forward to reduce taxable income in
future years. Also, atax loss will firgt reduce the amount of ataxpayer’s net
exempt income™ (if positive) beforeit is used to reduce taxable income. If a
taxpayer’ s net exempt income is negative or zero, it is not relevant to working

out how much of atax lossis used-up.

What are ‘unused tax losses' ?

6.57
year will be:

Under the Tax Vaue Method, ‘ unused tax losses for a given income

the sum of al the taxpayer’s dlowable tax losses from earlier
income years that have not previoudy been used;

less

the amount of a taxpayer’ s net exempt income (if postive).

How much of a tax losswill be used in an income year?

6.58

Some of ataxpayer's unused tax losses may be left over for usein

future years. The amount of the unused tax 10sses used up in an income year is

st out in Table 6.7.

Table 6.7 Amount of unused tax losses used up in an income year

If net income plusthe
taxable income adjustment is:

The amount of the tax loss used up
is:

Equal to, or greater than, the tax loss

The whole amount of the tax loss

41
42

Such as the continuity of majority beneficial ownership tests applying to companies and trusts.
The meaning of the term ‘ net exempt income’ is set out at paragraphs 6.61 to 6.63.
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If net income plusthe The amount of the tax loss used up
taxable income adjustment is: is:
Less than the tax loss An amount of the tax loss equal to
[net income + taxable income
adjustment]

In what order will tax losses be used if thereis more than one?

6.59 A taxpayer may have atax lossfrom each of 2 or more earlier income
years. In this case, the tax losses are used up in the order in which they arise.
Thisis dso the postion under the current law. This means thet:

net exempt income (if positive) first reduces tax losses in the order
in which they arose;

then

the amount of [net income + taxable income adjustment] reduces
the remaining tax lossesin the same order.

6.60  Example6.7 illustrates how unused tax |losses are used.

Example 6.7 A taxpayer hasa tax lossfrom each of the previoustwo
incomeyears

Jacob is preparing his tax return for the 2004-2005 income year. For
that income year he has:

net income of $50,000;
ataxable income adjustment of - $10,000; and
net exempt income of $30,000.

Jacob also had atax loss of $40,000 in each of the 2002-2003 and
2003-2004 income years.

For the 2004-2005 income year, Jacob does not have a taxable income.
This outcome is worked out in the manner set out below:

[Net income + taxable income adjustment] is $40,000 (i.e.
$50,000 + (- 10,000));

Unused tax losses are $50,000 (i.e. $80,000 (tax losses) - $30,000
(net exempt income));

The $40,000 [net income + taxable income adjustment] is reduced
by the $50,000 unused tax losses, resulting in - $10,000;
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Jacob does not have a taxable income because the result of this
process is not positive.

All of Jacob’s 2002-2003 tax loss has been used up. He has $10,000 of
his tax loss from 2003-2004 |eft over to be carried forward to future
income years.

‘Net exempt income’ is relevant to calculating taxable income

6.61 A taxpayer will need to work out whether they have a‘ net exempt
income . Thisis relevant to whether they have an upward adjustment or
downward adjustment (see Tables 6.5 and 6.6) and to the amount of their
unused tax |losses that may be gpplied to reduce their taxable income (see
paragraph 6.57). The working draft does not set out the provisions for working
out net exempt income. Accordingly, the paragraphs that follow discuss the
anticipated framework for doing that.

6.62 Thereareavaiety of provisonsin theincome tax law that make
various amounts exempt. Examples are the exemption of some socid security
benefits and the exemption of ditributions that have been subject to family trust
distribution tax.

How will net exempt income be worked out?

6.63  Net exempt income will be worked out using the same method used
to work out net income (see the method statement at paragraph 6.21), but only
induding:

receipts that the income tax law defines to be exempt, such as
exempt socid security benefits and didtributions subject to family
trusgt distribution tax;

payments made, and liabilities taken on, in order to get an exempt
receipt or exempt asset; and

assets and other ligbilities thet the income tax law includesin
working out net exempt income for an income year. For example,
if again on the disposa of an asst isintended to be exempt from
taxation, the receipt for the digposa would be included in working
out net exempt income, as would the opening tax vaue of the
asset.

How are cash basis taxpayers affected?

6.64  Themethod for caculating taxable income will need to be modified to
accommodate those taxpayers who, for policy reasons, will be taxed on a cash
basis. These would be individuas and STS taxpayers.

70



Chapter 4
Core rules for assets

Outline of Chapter
7.1 This Chapter explains.
what an asset i,
who holds an asst; and
the rules for working out an asset’ stax value.

7.2 Most of the provisons discussed in this Chapter arein Division 6 of
the working draft.

Context of reform

7.3 What is assessable income in the current law is, in many instances, no
more than an attempt to assess a change in the value of assets.* However,
dthough that is true of much of the current law, it is not clearly expressed in
those terms.

7.4 In particular, the current law does not have a concept of asset thet is
used conggtently throughout the law. For example:

the generd deduction provision in the current law (i.e. section 8-1
of the ITAA 1997) applies an asset concept by referring to
outgoings of a‘capitd’ nature — expenditures that provide an
enduring benefit —whereas, the capitd gains and losses provisons
(i.e. Parts 3-1 and 3-3) apply an asset concept using, in part, the
notion of legd property.

75 As areault, assats are treated in different and, often, incond stent
ways. For example:

some expenditures that give rise to items of a capital nature may be
deducted over time (e.g. plant and equipment), whereas others
cannot be deducted at dl (eg. long-term rights that are only
covered by the CGT regime).

3 Chapter 2 discusses thisin some detail.
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7.6 Contributing to the incong stent treatment of assets isthe current law’s
ad hoc approach. That gpproach requires aregime to provide rules for
recognising the capital expenditure that gives rise to an asset. Those regimes do
not have consstent rules for when the asset sarts being held, for when it stops
being held, for when gains and |osses are recognised, or for who brings those
gans or losses to account.

1.7 For example, CGT assets usualy start being held when the contract to
buy them is entered into and stop being held when the contract of sdeis made
but depreciating assets start and stop being held when ownership changes. The
CGT regime has very specific rules about whet isincluded in the asset’s ‘ cost
base'; it differs from what isincluded in the ‘cost’ of a depreciating asset (which
aso has a specific definition) or the ‘cost’ of trading stock (which has no

generd definition).

7.8 The working draft defines asset for the whole law. Theat definition,
which draws on the accounting meaning, will help make clear the scheme of the
income tax law, making it eeder to underdand and, ultimately, to comply with.
The draft dso has just one st of rules for who holds the asset and when they
hold it and one et of rulesfor what isthe asset’s cost and for working out the
gainor lossonitsdisposa.

Summary of working draft

7.9 Divison 6 dedlswith assts
what they are;
whose they are; and
what their valueis for tax purposes.
7.10  Anasset isanything that embodies future economic benefits.

711  Assasareonly held by anyoneif they are property, other legd or
equitable rights or acquired commercia secrets. In those cases, they are
generdly held by their owner. There are afew specia rulesthat change who
holds the asset where the legal owner is not the red economic owner.

7.12  Thevdue a which the working draft recognises an asst (itstax
value) a any particular timewill usualy be one of these:

itscost; or

its estimated value (i.e. its cost +/— the amount it is estimated to
have changed by that time, typicaly downwards); or
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its market value (dthough thiswill be only rarely used and only if
the taxpayer chooses to use it); or

nil (thiswill mostly be used to reduce compliance cogts or for
policy reasons).

7.13 In some cases there will be a choice of the vauation method available
but, usudly, particular types of asset will be assgned just one of those vauation
methods.

Comparison of key features of working draft and current law

7.14  Chapter 2 compares the trestment of assets under the current law to
the treatment proposed under the Tax Vaue Method.

Detailed explanation of working draft

7.15  Taxpayers net income for an income year will include any changein
the tax value of assetsthat they hold [section 5-55]. S0, an increase in the tax
value of an assat will increase taxable income and adecrease in its tax vaue will
decrease taxable income.

7.16  Weshould focus briefly on the need for dl 3 of those dements (i.e.
existence, holding and tax value) to be present before there can be those effects
on someone' s net income. Although asset is given awide meaning, the only
assets that can affect your net income are those that you hold. Even then, they
only affect net income if their tax val ue changes. A change in market vdueis
not enough; the change mugt be in their tax vaue.

7.17  Wecanthink of thissystem as a series of filters. Assets affect net
income only when they pass through the find filter. At the coarsest filter, there
are many assets, fewer of them are held as thefilters become finer and fewer
again can pass through the find filter because some have no tax vaue.
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Diagram 7.1 The asset filter

3. Held assets
with a
tax
value

7.18  Anasst is, broadly, anything that embodies future economic benefits
[section 6-15]. SO, a physica thing is an asset because you can get economic
benefits from sdlling it or using it. Rights will dso be assets (indluding debts,
which arerights to get money), and so will information.

719  Taxpayerswill hold an asst if they are its economic owner; that is, if
they can access the future economic benefits it embodies while stopping others
from accessing those benefits. In most cases, the legd owner of an assat will be
itS economic Owner. [Sections 6-20, 6-21 and 6-22]

7.20  Theworking draft sets out rules for working out the tax val ue of
assets [section 6-40]. Those ruleswill usualy work to prevent again on an assst
being taxed until the asset is digposed of. They do that by giving most assets a
tax vaue equd to their cost, which usudly does not change regardless of what
happens to the asset’ sredl value.

Importance of the asset concept

7.21  Itisimportant to redise the Sgnificant role the asset concept will play
under the Tax Vaue Method (when taken together with the rules about holding
and vauing assts). Rather than being just another part of the net income
cdculation, together they are the part that (along with ligbilities) determinesthe
generd timing of taxable gains

7.22  Thecurrent law doesthat job by:

distinguishing between items of revenue and capitd and providing
specid rulesfor each (e.g. ‘derived’ ‘received’, or ‘earned’); and

edtablishing specific regimes to ded with specific types of gains and
losses (e.g. trading stock, depreciation, CGT, Dividon 16E of the
ITAA 1936, €tc.).

7.23  TheTax Vdue Method will bring al amounts to account but will
sometimes match them with an asset or aliability. So, a payment thet is
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matched by an asset will only become ‘ deductible’ as the asset disgppears. The
rules about when assets are held, and the tax vaues given to them while they
are, therefore play the vita, but not necessarily obvious, role of determining the
timing of ‘deductions (to use the terminology of the current law).

7.24  Smilaly, arecept that is matched by aligbility will only be taxable as
the liability disgppears. The rules about when ligbilities are owed, and the tax
vaues given to them, therefore play the equdly vitd role of determining thetime
that receipts are taxed.

I mmediate deductibility

7.25  Under the current law, revenue expenditure is usudly deductible
sraight away. Even though, under the Tax Vaue Method, revenue-type
expenditure can give rise to an assat (theoreticaly deferring deduction), features
of the Method ensure that revenue-type expenditure will continue to be
immediately deductible. Thistable lists the ways thet that outcome is reached.

Table 7.1 Continued deductibility of ‘revenuetype expenditure

Case Comment

No asset arises from the expenditure
(i.e. it does not lead to an asset that
provides future economic benefits).

Example: Some gifts.

The asset is created during the income
year, but its future economic benefits
are wholly consumed during that year.

Example: Typicdly consumable
stores (like stationery or fudl).

The asset is created during the income
year but it isnot ‘held’ at the end of
the year.

Examples. Self-generated knowledge
and market penetration from an
advertisng campaign.

The asst is given atax vaue of nil.

There may be policy or practical
reasons for not recognising an asset
even though it is held.

Example: Internally generated
gooawill.

The asset has atax value but the
expenditure does not form part of its
cost.

Expenditure may be connected to an
asset, but be too remote to form part
of its cost.

Example: Payments for legal advice
about the implications of acquiring an
asset do not form part of the asset’s
cost.
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What is an asset?

7.26  Anasset isathing that embodies (i.e. is the source of) economic
benefits in the future [section 6-15]. Put another way, assets are things of
positive economic vaue.

7.27  Therelationship between the thing and a taxpayer does not affect
whether the thing is an asset.** So, it does not matter whether any particular
taxpayer thinks that the thing embodies future economic benefits, or even
whether it has future economic benefits for that taxpayer. Whether something
embodies future economic benefitsis a question to be answered objectively and

independently of any particular taxpayer.

7.28  Theassat concept is very broad and is intended to be read broadly.
Assets can take many forms. They can be tangible things, like land or motor
vehidles. They can be intangible things, like rights or knowledge.™ They can be
things you buy, things that are given to you, things that just spring into existence
(e.g. the cause of action you have if someone wrongs you), or things that you
cregte. They can be things that you can trade (e.g. shares) or things that cannot
be traded (e.g. apersonal right).

7.29  However, dthough ‘asset’ isavery wide concept, many things that
are assets do not affect net income because:

no one ‘holds them; or

they are given atax vadue of nil.
7.30  Thesethings are discussed in some detall later.
What is an economic benefit?

7.31  Economic benefits can be contrasted with socia benefits, such asthe
love of one'sfamily or the respect of one's peers. Unlike socid benefits, an
economic benefit is afavourable circumstance or advantage that can be
measured in money terms. However, that does not mean that it must be
convertible into money (see paragraph 7.36).

7.32  Nor doesit mean that you have to measure the asset’s economic
vaue. To satidy the definition, it is enough that the asset has some postive
economic vaue even if it is not ascertained. The quantum of that positive vaue
isirrlevant.

45

Although it can be critical in determining whose asset it is and is often relevant in working out
what isitstax value.

The use of theterm ‘embodies’ should be seen as a metaphor in the case of incorporeal assets
that, of course, can't really have abody.
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7.33  Economic vaueisadifferent way of looking at future economic
benefits athing will have an economic vaue now if it is able to provide
economic benefitsin the future. Thus, assets may be consdered from 2

perspectives.
asagtock of future economic benefits; or
as astore of economic value.
7.34  Assets can provide economic benefits of 2 types:

inflows (eg. a debt will give rise to cash receipts, aswill sdling
trading stock) or reduced outflows (e.g. aright might give relief
from aliability); and

service or use (e.g. plant and equipment can be used to produce
goods or services).

7.35  Most assets provide both types of economic benefit. For example, a
computer can be used to run a program (providing a service benefit) and it can
be sold for cash (providing a cash inflow benefit). Therefore, the computer has
economic vaue because of what it can do (i.e. vaue-in-use) and what it can be
sold for (i.e. vaue-in-exchange).

7.36 A thing may ill be an asst eveniif it cannot be sold. Thiswill bethe
case where the asset has vaue-in-use but does not have vaue-in-exchange.
The most common example of these assets would be a persond right (such asa
beneficiary’ sright to enforce the terms of atrust). Another example would be
an item of specidised equipment, which may not have adisposd vaue if
nobody other than its current owner can operate it. Nevertheless, such
equipment would till condtitute an asset if its owner could useit to provide
economic bengfits.

I dentifying the asset

7.37  Theidentity of an asst is generdly taken from the thing that
condtitutes the asset. As aresult, atangible asset is often identified by an object.
The identity and existence of atangible asset may be confirmed by viewing it
(e.g. stock-take of trading stock).

7.38  Anintangible asset isusudly identified by aright. The identity and
exigence of rights cannot be confirmed by viewing them. However, their
identity and existence can be confirmed by considering the transactions that
gave rise to them. For example, the right to use business premisesinto the
future, which arises out of a payment, may be identified on the basis of a
tenancy agreement and expenditures made (as ascertained from business and
accounting records).
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7.39  Intangible assets that are not rights can be more difficult to identify.
They are things like knowledge and other advantages. Like rights, they cannot
be physicdly identified. However, unlike most rights, they do not usudly result
from agreements with others, and so may be more difficult to identify.
Fortunately, the only one of these intangible assets that can affect net income
(becauseit isthe only one that can be ‘held’) isthe acquired commercial secret
and it, of course, does arise from an agreement.

One asset or many?

740  Mog assats have condtituent parts. In some cases, the question will
arise whether the asst is:

eaech of thethingsin aset; or
the st of thingsitsdf.

741  That questionisone of fact and degree. It will have to be determined
inthe light of dl the circumstances of the particular case, including perhaps
whether the things are normally seen as a set or as separate things, whether they
are kept together or separately, whether they are tangible or intangible and
whether provisonsin the law imply that they are treated as one asset or as
Separate assets.

7.42 A further generd principle that may be hepful iswhether the set of
thingsis functiondly or sructuraly complete. If so, the set will usudly congtitute
asgngle asst. For example:

A working car is made up of anumber of parts, but the asset will
usudly be the motor vehicle.

However, if awrecker purchases the car for spare parts, the assets
may well be each of the vehicle s various parts.

A sharein acompany is made up of a number of rights (e.g. the
right to vote, the right to share in dividends and theright to sharein
returns of capitd), but the share itsdlf isthe asset.

Fixtures separate from the land

743  Theworking draft contains some specid rulesthat affect the identity of
an ast [section 6-18]. Thefirg (and perhaps most important) of these is that
land is an asset separate from any fixtures or improvements on it (whether or
not the fixture or improvement can be removed) [subsection 6-18(2)].

744  Afixtureisachaitd that isfixed to land (eg. awindmill) or fixed to
something thet isitsaf fixed to land (e.g. alight fitting fixed to a building). An
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improvement is something that is just a change to the land itsdlf (e.g. aroad or
an earthen dam).

745  Thereason for tha rule separaing these things from the land is that the
law often needsto treat the fixtures and improvements as depreciating assets so
that their declinein vaue over timeis properly accounted for. However, in law,
fixtures and improvements are part of the land and land is not a depreciating
ast. Therefore, to get the intended result, the fixtures and improvements must
be treated as separate from the land.

Contingent rights

746  Thesecond specid ruleisthat contingent rights under an arrangement
are treated as assets separate from the non-contingent rights under that
arrangement [subsection 6-18(3)]. We can think of those cases aslooking like
one of these diagrams.

Diagram 7.2 Contingent rights

Origina (non-
contingent) right

Contingent right

7.47  Thisdiagram covers the two main cases covered by this specid rule.
Thetop (‘A’) caseis amilar to an option agreement. The party with the option

has aright as soon as the contract is entered into. When the contingent event
occurs, the origind right disappears but is replaced by anew right.

Example 7.1 Rightsunder contingencies - usual option case

Irene is appointed as managing director of Big Bob's Bagels Pty Ltd,
(well known for its patented crusty cheese bagel). As part of her
employment agreement, she gets an option to acquire a thousand
ordinary sharesin Big Bob's Bagels for $1 each. Irene exercises the
option 2 years later when the shares are trading at $1.25. When she
entered the employment agreement, she got the non-contingent right to
have Big Bob's Bagels meet her call for the shares to be issued. When
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she exercised her option 2 years later, that right was replaced by aright
to get the shares (which had been contingent until that point).

748  Thebottom (‘B’) caseisthe usud insurance agreement. The origind
right continues even if the contingent event happens. If the contingent event
happens, a new right dso comes into existence.

Example 7.2 Rightsunder contingencies - usual insurance case

Big Bob's Bagels takes out a 3 year insurance policy against the risk of
fire damage to its bagel factory. In the second of those years, the dough
plant causes afire in the west wing. The damage is assessed at
$250,000. When it entered the insurance contract, Big Bob's Bagels
acquired a non-contingent right to be insured against arisk of fire
damage. It also had aright to be compensated for damage but that right
was contingent on fire damage occurring. When the fire damage
happened, the contingent right crystallised but the non-contingent right
to insurance againgt the on-going risk of fire damage continued.

7.49  Of course, some option contracts will look like the B case (eg. if
there were aright to cal for shares more than once) and some insurance
contracts will look like the A case (e.g. insurance againg the risk of desth).

7.50  Tha specid rule does not apply if the contingent event is artificia or
will probably be met [subsection 6-18(5)]. That exception is designed to prevent
what are redlly non-contingent cases being turned into contingent ones for a
taxation advantage. For instance, a contract that only appliesif the sun comes
up on Christmas day would have a contingency that was both highly likely to
happen and artificid (in the sense that it had nothing to do with ether the
substance or the circumstances of the contract). Such a contingency would be
ignored.

751  When the rule does gpply, the contingent right is treated as beginning
to be held only when the contingency happens [paragraph 6-18(4)(a)]. It isaso
treated as obtained for no consideration and outside of the agreement
[paragraphs 6-18(4)(b) and (c)]. Those rules have the effect of:

atributing the congderation given under the agreement entirely to
the non-contingent right; and

atracting the one-sided non-cash rules to value the contingent right
when the contingency is satisfied (see Chapter 11).

Example 7.3 Contingent rights - when held and what tax value

Big Bob's Bagels takes out $1m insurance against the risk of weevil
infestations in its wheat stocks for ayear. It agreesto pay asingle
premium of $10,000 at the start of the year. It has the non-contingent
right of insurance against the risk of infestation. Because all the
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consideration is attributed to that right, it has a cost of $10,000. Big
Bob'swill hold that right for the whole year, regardless of how many
infestations occur, so is an example of the ‘B’ case described in the
diagram.

Big Bob’s also has a contingent right that is treated as a separate asset
but is only treated as being held by Big Bob's if an infestation occurs. In
that event, Big Bob’s will start to hold a right to compensation for the
infestation that will have a cost of $1m. That right will last until the
compensation is paid.

7.52 Itisimportant to note that the working draft is not complete in this
area. In particular, the cost of an option that is exercised will need to form part
of the cost of the asset acquired upon that exercise.

Renewal or extension of aright

7.53  Whenaright isrenewed or extended, the renewd or extenson is

treated as a continuation of the origina right rather than as a separate asset.
[Subsection 6-18(6)]

Solitting and merging

754  Thefunction and Structure of assets can change over time. An asset
can be plit into a number of assets. For example, adeveloper might split a
block of land into severd assets by subdividing the block. Also, assets can
merge into a single asset. For example, components such as a keyboard, hard-
disk drive and motherboard can be assembled to form a computer. Equaly,
assets can be transformed into different assets. For example, an ingot of metal
could be cast into an engine block.

755 Indl these cases, thetax vaue of dl the new assetswill equa the tax
vaue of dl the origind assets (plus any codts of splitting, merging or
transformation). These matters are covered by Divison 7B and will be
discussed in more detall in Chapter 10. A cross-reference to the splitting rules
is contained in the section dedling with identification of assets [Subsection 6-
18(7)].

Who holds an asset?

756  Thechangein thetax vaue of an asst isincluded in the net income of

the taxpayer who holds the asset. [Section 5-55, steps 3 and 4 of the method
statement]

7.57  Theworking draft sets out 3 tables identifying the holder of different
kinds of asset. Broadly, they result in the economic owner holding the ass=;
that is, the taxpayer who is able to access the asset’ s economic benefits while
stopping other taxpayers from doing the same. [Sections 6-20, 6-21 and 6-22]
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The general rules
7.58  Thefirg table deds with the general rules. [Section 6-20]
No one holds some assets

7.59  Thegened rules explain that, unless a specid rue goplies, no one
holds the asst, unlessit is:

property; or
any other legd or equitable right; or
apurchased commercial secret.

[Section 6-20; item 4 in the table]

760 o, evenif something isan assat, it need not be held by anyone. The
firgt sgnificant thing about that is that, even though it is usudly possbleto
characterise awide range of generdly advantageous things (such as, say, a
favourable exchange rate) as assets because they embody future economic
benefits, it is quite clear that they are not assets that anyone holds. Therefore,
they do not appear in anyone' s caculation of net income.

7.61  Thesecond ggnificant thing isthat expenditure that givesriseto an
ast that is not held will get immediate tax relief. For example, you might buy
generdly available information. Although such information is an asset, we will
see that that informatior™® is not held by anyone, so your payments towards
acquiring it will be ‘deductible sraight away.

7.62  Let'slook at the main types of asset covered by the generd rules that
are held.

Property

7.63  Thefirst generd ruleisthat an asset that is property isheld by its
owner [section 6-20, item 1in thetable]. In broad terms, property is anything thet
can be owned. Sometimes, it is aso the ownership interests in things that can be
owned. Both senses of the term are relevant to the working draft. For example,
ablock of land might appropriately be called property and the owner of that
land correctly identified asits holder. However, if it were jointly owned by 2
parties, each of them would correctly identify their proprietary interest inthe
land as the assat they held. The land would still be an asst, of course, but it
would not be held by ether of them.

7.64  Tresting the owner of proprietary assets as holding them continues the
generd pogtion under the current law. It is aso consistent with policy because

As opposed to any tangible thing on which the information is recorded.
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an owner’ s aility to use or exchange the asset, and deny others from doing o,
is protected by the courts, so that an asset’s owner in law is usudly aso its
economic owner. If thereisboth alegd and an equitable owner of an asst, the
legd owner holdsit. That darifies what is sometimes ambiguous in the current
law but is the most widdly accepted view.

Non-proprietary rights

7.65  Some rights recognised by law or equity are not property. The scope
of such rightsis not clear but some have suggested that rights that are not
capable of assgnment are persond rights, rather than proprietary rights*” An
example of such aright isabeneficiary’ sright to enforce the terms of the trugt.

7.66  To theextent that such persond rights are legd or equitable, they
would be held by whoever has that right [section 6-20, item 2 in the table]. That
presarves the outcome under the capita gains rulesin the current law.®

Information

7.67  Information can certainly be an asset because it can embody future
economic benefits. However, information thet is generaly available cannot
redly be said to be held by any particular taxpayer.

7.68  Thethird generd rule, then, saysthat ataxpayer only holds
information if:

itis not generdly available; and

the taxpayer acquired it from another entity; and

its cogt was mainly attributable to it not being generdly available.

[Section 6-20, item 3 in the tabl €]

7.69  Thereguirement that information can only be held if it isnot generally
available meansthat it isredly limited to secrets. Indeed, ‘ commercid secrets
IS quite a reasonable way of describing such assets.

7.70 It simportant not to confuse information that is generaly available
with information that is commonly known. For instance, very few people know
how to build anuclear reactor but that information is generdly available and,
S0, would not be an asset that could be held.

7.71  What'sdso worth noting isthat a secret that does become generally
avalable (i.e available to the public at large) would stop being held, without
any action being taken by the taxpayer(s) who formerly held it. Taxpayers

For example, see the judgment of Gummow J. inHepplesv FCT (1990) 22 FCR 1.
See the definition of CGT asset in section 108-5 of the ITAA 1997.
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holding a secret could, of course, accelerate that outcome by making it
generdly avallable.

7.72  Therequirement that it be acquired from someone el se means that
taxpayers do not hold information they generate themsalves (e.g. by industrid
research). Thisreflects apolicy decison to dlow immediate tax relief for
expenditure on such activities and preserves the generd treatment given by the
current law.

7.73  Thesame policy extendsto information ataxpayer acquires from
another entity if the taxpayer engaged that entity (e.g. a consultant designer) to
generate the information for them. For practical purposes, the law treats that
information asiif it had been generated directly by the taxpayer.

7.74  Inprinciple, the treetment accorded to information mirrors that given
to goodwill. Both information and goodwill thet you did not generate yoursef is
treated as an assat you hold with atax value equd to its cost. Information and
goodwill thet you did generate yoursdlf is not recognised in net income, either
because it’s not held (in the case of information) or because it has a zero tax
vaue (in the case of goodwill).

7.75  Thefind requirement isthat the cost of the information must be mostly
attributable to it not being generdly available. Thisis designed to ensure that it
was the secret that was being paid for, rather than, say, an educative service.

The special rules

7.76  Thespecid rules override the generd rulesin some particular cases
[subsection 6-21(1)]. They deal with cases where the holder of the asset under
the generd rules would not be the right taxpayer as a matter of policy. In most
of those cases, the legdl owner isnot the asset’s economic owner and the
specid rules am to ensure that the economic owner of the asset holdsiit.

7.77  Insomeingances, the specid rules make it clear not only who holds
the asset but dso who does not (e.g. seeitem 1). In those cases, the entity
identified as not holding the asset is not the holder for any purposes of the Act
[subsection 6-21(2)].

Leased luxury cars

7.78  Thereisaspecid rule about leased luxury cars. The current law
provides that the lesseg, rather than the lessor, ‘owns aleased luxury car for
tax purposes. The working draft maintains that result [subsection 6-21(1), item 1 of
the table].*

However, we are considering whether the same net outcome can be achieved in amore intuitive
way.
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Fixtures and improvements on land

7.79  Inlaw, assasfixed to land (e.g. abuilding) become part of the land
and, therefore, become owned by the landowner. Improvements to the land
(e.g. roads, earthworks, and landscaping) are more intuitively part of the land
itsdlf but are ill owned by the landowner.

7.80  Inboth of those cases, though, the economic owner may not be the
land owner. Typicaly, for instance, tenants will affix an asset, or make an
improvement, to alandlord’ s land for their own purposes. The tenant, rather
than the landlord, is the economic owner in such cases and should be
recognised as holding the fixture or improvement for tax purposes, at least while
the aset isin their control.

7.81  Thefirg part of that work is done by the asset identification rules,
which treat the fixture or improvement as an asset separate from the land
[subsection 6-18(2)]. The generd rules then gpply to work out who holds the land
and they, or the specid rules, apply to work out who holds the assets separated
from the land.

7.82 A fixture onland subject to a quasi-ownership right (leases,
easements, etc.) is held by the owner of that quasi-ownership right for so long
as they can remove the fixture [subsection 6-21(1), item 2 of the table]. This
recognises the effect of the tenants' fixture laws but dso extends to Smilar
(non-lease) cases. It is not necessary for the lease (or other quasi-ownership
right) to dtill exig; it is only necessary that the right to remove the fixture Hill
exigs. If theright to remove expires without any removd, the fixture would then
gart to be held by the landowner.

7.83 A fixturethat cannot be removed (or an improvement) on land subject
to aquas-ownership right is held by the owner of that right [subsection 6-21(1),
item 3 of the table]. However, that is only the case if the fixture or improvement
was made by the owner of the quasi-ownership right, or by a previous owner,
for their own use.

Example 7.4 Holding tenants non-removable assets

If Simon leases a shop and permanently installs a pizza oven, he would
hold the pizza oven, not his landlord, while the lease lagted. If the shop is
later leased to Renee, she would become the oven’s holder and could
depreciate it based on its cost to her.

7.84 In law, an asset that is leased and then fixed to land becomes owned
by the landowner. However, the lessor of the asset usually retains aright to
recover the asset. In such cases, the asset lessor will hold the asset [subsection
6-21(1), item 4 of the table].
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Baretrusts

7.85  Assasthat aretrust property are normaly held by the trustee because
the trustee will be their legal owner. However, thereis a specid exception in the
case of an asset subject to abaretrust (i.e. atrust where the trustee’ s only
obligation isto convey the property to the beneficiary). In such cases, the
beneficiary holds the asset but does not hold their actud beneficid interest
[subsection 6-21(1), item 5 of the table]. This reflects the true nature of the
relationship between the beneficiary and the property - the beneficiary isthe
economic owner of the property because the trustee has no power to control its
use and disposition.

Hire purchase, retention of title clauses and chattel mortgages

7.86  Another category where the economic owner is not the legd owner
covers the cases like hire purchase, retention of title clauses and chattel
mortgages. In dl of them, the party with the use and enjoyment of the asset is
not the lega owner. When that party is aso probably going to become the legd
owner before the arrangement ends, the specid rules treat them as holding the
asset and the lega owner as not holding it.

7.87 A taxpayer holds an asst if they have the use and enjoyment of it
under an arrangement and, under the same arrangement, title in it will, or may,

pass to them by the time the arrangement ends. [Subsection 6-21(1), item 6 of the
table]

7.88  “Will or may pass does not mean just a possibility at large, in the
sense that anything may happen. Rather, there must be a nexus between the
possihility of title passing and the totality of the arrangements (Case 2/93,
93 ATC 107 at p. 111).

7.89  Thisrulewill apply typicdly in hire purchase cases. Another case
whereit will often gpply iswhere one taxpayer has possession and use of an
asst but the vendor has retained title in it (perhaps until it is paid for). If title
will, or may, pass, the purchaser, and not the vendor, will hold the asset.

Example 7.5 Holding hire purchased assets

Amanda needs a car for use in her home delivery business and decides
to acquire it on hire purchase terms from a finance company. She will
pay a monthly hire charge and have the option to buy the car outright
after 2 years. Amanda has the use and enjoyment of the car and,
because the buy out price will probably be well below market value, it is
likely that she will eventually take full title in the car. Therefore,
Amanda, rather than the finance company, will hold the car.

7.90 A taxpayer who used to be the legal owner of an asset il holdsiit if
they have retained use and enjoyment of it and titleto it is likely to pass back to
them. [Subsection 6-21(1), item 7 of the table]
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7.91  Thetypica case wherethisrule will goply is where assets become
subject to a chattel mortgage. The legd title in the asset passesto the
mortgagee but the mortgagor retains what is known as the ‘ equity of
redemption’, which istheir right to redeem the asset by repaying the mortgage
money. In these cases, they will stay its holder.

7.92  Intheory, thisrule could affect mortgages over land but most land in
Ausdrdiais now subject to the Torrens Title system, under which legd title does
not pass when amortgage is granted. So, with land, amortgagor will usualy
remain the legd owner and hold the land under the generd rules. However, land
that is till held under deed, rather than Torrenstitle, and is subject to a
mortgage, will be covered by the specia rule so that the mortgagor holds the
land for tax purposes for as long as they remain in possession.

Partnership assets

7.93  Assasthat are partnership assets are held by the partnership and not
by any of the partners [subsection 6-21(1), item 8 of the table]. This does not
reflect the true economic owner’s position but the income tax law is based on
the premise that a partnership is an entity and, on that premise, the partnership
would be the economic owner.

7.94 A patner’sactud interest in each asset of the partnership is
recognised under this system indirectly as an entitlement to an gppropriate share
of the partnership’ s net income. That entitlement is part of the partner’ sinterest
in the partnership as awhole, which is recognised as an asset the partner holds.

Other jointly held assets

7.95  Asststha would otherwise be held by 2 or more taxpayers are held
by neither of them so long as each of them dso holds an ownership interest in
the jointly held asset [subsection 6-21(1), item 9 of the table]. Thisisamply arule
to avoid double counting assets. It means that there will dmost never be more
than one holder of each asset. Such cases are treated asif each joint holder
only held ther interest instead.

Example 7.6 Jointly holding assets

As acost saving measure, Ripsnorter Productions and Krazy Kely's
Discount Advertisements go halves in the purchase of the latest video
editing equipment. They are not in partnership but do jointly own the
equipment. Therefore, each is treated as not holding the equipment.
However, each has an asset that isitslega interest in the equipment,
and each holds that interest under the general rules.

7.96  Caseswhere there would be more than one holder of an asset would
involve joint holding without joint ownership interests. For ingtance, tenants who
build aroad on their landlord’ s property would hold the road under the specia
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rules and the landlord would hold it under the genera rules. Since the tenants
would not have an ownership interet, dl these parties would jointly hold the
road.

Dealing with inconsistent rights

7.97  One consequence of having specid rules making someone the holder
of an asset even though not itslega owner, isthat there will be a number of
actud legd rightsthat are inconsstent with the fiction created by the specid
rule. For example, making the lessee of aluxury car its holder isinconsstent
with the lessee’ s actud legd rights under the lease agreement.

7.98  Thefind specid rules ded with those incondstencies by treating the
incongstent actua rights as being held for taxation purposes by no one.

7.99  Noonehodldsinterests or rightsin an asset if someone ese holdsthe

asst itsalf because of one of the specid rules. [Subsection 6-21(1), item 10 of the
table]

Example 7.7 Excluding inconsistent assets

Clare leases aluxury car from the Adequate Finance Corporation. The
specid rulestell usthat Clare holds the car and Adequate Finance does
not. But Adequate does have aright to get the car back at the end of
the lease. That right is inconsistent with the fiction that Clare holds the
car. That inconsistency is cured because, for tax purposes, no one holds
that interest.

7.100 Smilaly, no one holdsinterests or rightsin an asset if, because of

those interests or rights, a specia rule makes them the holder of the asset itself.
[Subsection 6-21(1), item 11 of thetabl€]

Example 7.8 Excluding inconsistent assets

Clare' s legal right to use the luxury car is aso inconsistent with the
fiction that she holds the car. Again, that inconsistency is cured
because, for tax purposes, no one holds the right to use the car.

The additional special rules

7.101 Therewill inevitably be some other rules about who holds an asset
that are more gppropriately included in a particular place because they relate to
the other provisons there (e.g. the rules in subsection 6-18(4) about who holds
contingent rights). All of those cases will beliged in atable. Therulesin those
provisions override the rules in sections 6-20 and 6-21. [Section 6-22]
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What is an asset’s tax value?

7.102  While economic value isimportant in goplying the asset definition, the
working draft generdly does not use the concept in working out taxable
income. Instead, it contains specid rules for vauing assets. Those vaues are
cdled tax values [Subdivision 6-C]. The working draft explains how to work
out an asset’ stax value [section 6-40].

No negative tax values

7.103 Thetax vaue of an asset can never be less than nil. If aprovison
would otherwise reduce it to lessthan nil, it isingtead reduced to nil [subsection
6-40(2)]. Thiswill be particularly relevant to depreciating and financid assats.

Effects of particular tax values

7.104 Invery broad terms, each of the rules about the tax values of assets
can be categorised into one of 3 generd approaches.

cost;
face value (see paragraph 7.122);
estimated vaue; or
market value,
Cost

7.105 If anasset’'stax vaueis st at its cost, gains or losseswill only be
included in ataxpayer’ s taxable income when the asset is disposed of.

Example 7.9 Effect of tax value equal to cost

At the start of year 1, Kathy pays $150,000 for a vacant block of land
that she holds as an investment.

The local council announces plans later in the year to redevelop the
local shopping centre. As aresult, local property values improve. By the
end of the year, the land is worth $180,000.

Kathy's taxable income for the year does not include her $30,000
unrealised gain because the land' stax value isits cost, not its market
value. As aresult, Kathy's $150,000 payment for the land is matched
by the land’ s tax value of $150,000.

In the next year, the local council announces that it is abandoning its
plans to redevelop the local shopping centre and local property values

89



Tax Value Method (working draft June 2001)

fdl. Kathy sdllstheland for only $130,000. She makes aloss of $20,000
because she has disposed of the asset.”

7.106 Thereisamore detailed discussion about the cost of assets in Chapter
0.

Estimated value

7.107  Under this approach, an asset’ s expected gains or |0sses are spread
over time. This goproach is gppropriae if the amount and timing of the gains or
losses are rdatively certain or can berdiably estimated. Almost dl of these
cases will be assetswhere alossis expected (e.g. depreciating assets).
Expected gains will only be recognised for alimited range of financid assets.

7.108 However, different techniques will be used in spreading an asset’s
gains or losses depending on the kind of asset.

Example 7.10 Tax value of depreciating assets

Tartan Designs Pty Ltd buys a computer for use in graphic design
work. It was purchased for $12,000 at the start of year 1 and was
ready for use immediately. It has a 2 year effective life.

Using the straight-line method of depreciation, the tax value of the
computer would decrease to $6,000 at the end of year 1 and to nil at the
end of year 2. As aresult, Tartan’s taxable income would be reduced
by $6,000 in each year.

Example 7.11 Tax value of appreciating financial assets

At the start of year 1, Finco Pty Ltd issued Simone with a promissory
note for $10,000. The face value of the note was $12,100 and was due
to be paid at the end of year 2.

Subject to therisk of default, Smone is certain to make a $2,100 gain
from the promissory note when it is paid. As the amount and timing of
the gain are certain, it can be spread over the life of the note.

Using the formula proposed for financial assets the tax value of the
note would increase from its cost of $10,000 to $11,000 at the end of
year 1 and to $12,100 at the end of year 2. As aresult, Simone would
be taxed on a$1,000 gainin year 1 and an $1,100 gain in year 2.

7.109 Under the estimated vaue approach, the tax value of an asset at any
time would have 2 components:

its cost; and

50
51

Thisloss would be a quarantined capital |oss.
See section 45-75 (to be discussed in Chapter 17).
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the amount of the expected gain or loss that has accrued to that
time.

Market value

7.110 Taxpayers can choose to take the market value of some assets as
their tax vaue. Using that method, gains and losses from market fluctuaions
between the start and end of the year would be brought to account.

7.111  However, that method will not apply automaticaly to any asset. It will
only apply when a taxpayer meeting the necessary requirements chooses to
aoply it to the asset and only for specified assets whose market vaue is readily
ascertainable (e.g. trading stock and some financial assets).

The particular tax value cases
Opening tax value

7.112 Thetax vaue of an ast at the sart of an income year (its ‘ opening
tax vaue') isthe same asthe tax vaue it had a the end of the previous year
[subsection 5-70(2)]. That has aready been discussed (see Chapter 6). The rest
of this discussion explains the tax vaue an asset has a other times.

Nil tax values

7.113 Some assets will specificaly be given anil tax vaue [subsection 6-40(1),
item 1 of the table]. They are cdled listed zero tax value assets Expenditure
on those assets will get immediate tax rdlief, because no tax vaue will be
brought to account for the asset to match the expenditure. The converseistrue
for receipts.

7.114 A nil tax vdue may be given to an asset for the policy reason that
particular expenditures should get immediate tax rdlief (e.g. to encourage
investment in those assets). A nil tax vaue may aso be given for pragmétic
reasons (e.g. to remove uncertainty or to reduce compliance costs).

7.115 Thesearethelisted zero tax value assets

Routine rights [paragraph 6-40(3)(a)]. Typicaly, these are rights
under equaly and proportionately unperformed contracts. They are
explained in more detail later but, essentidly, thisis a compliance
cost saving measure made possible because the right’ stax vaue
would otherwise be matched by an equa and oppodte liability.
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Consumable stores and spare parts that are not trading stock
[paragraph 6-40(3)(b)]. Thisis acompliance cost saving measure.>

Office supplies that are not trading stock [paragraph 6-40(3)(c)].
This measure was recommended by the Ralph Committee.

Crops (including timber) planted for sale or for environmenta
works [paragraph 6-40(3)(d)]. This measure maintains the trestment
of crops under the current law, which only become trading stock
when severed. It is made necessary by the provision (subsection
6-18(2)) that treats fixtures and improvements as separate from the
land. The reference to environmental works also preserves an
exigting policy decison to encourage such activities.

Work-in-progress that cannot yet be billed [paragraph 6-40(3)(e)]. It
recognises the compliance difficulties that would be imposed in
valuing such things™

The results of exploration and prospecting activities [paragraph
6-40(3)(f)]. This presarves the exiting trestment, which reflects a
policy of encouraging such activities.

Intellectud property in advertisng materid unless that property was
acquired from someone else [paragraph 6-40(3)(g)]. Agan, thiswas
aRaph Committee recommendation. It is based on the view that
advertisng expenditure is on revenue account, and therefore
deductible, under the current law. That trestment is preserved.
Thereis no effect on other assets created as part of an advertisng
campaign. For instance, a prepaid right to future advertiang will ill
be written off over the life of that right. Intellectua property in
advertiang materid is not counted as being acquired from someone
elseif you engaged them to generateit for you.

Rights to receive company dividends [paragraph 6-40(3)(h)]. This
preserves the present treatment of dividends.

Rights of companies and trusts to receive capitd contributions from
members and beneficiaries [paragraph 6-40(3)(i)].

52

53

The Ralph Committee recommended a ceiling of $25,000 on the total of consumable storesif
they were to get azero tax value (see ATSR, recommendation 4.3(i)). That recommendationis
not reflected in the working draft.

The Ralph Committee recommended that zero valuing work in progress be limited to work that
was likely to be billed within 12 months of the year the work was done (see ATSR,
recommendation 4.3(iv)). That recommendation is not reflected in the working draft.
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Trading stock

7.116 Trading sock will have atax vaue that replicates the choice of closing

vauesfor trading stock under Divison 70 of the ITAA 1997. [Subsection
6-40(1), item 2 of thetable]

7.117 Theworking draft refers to the tax value being found in Divison 38,
which is not yet completed, but will reproduce the taxpayer’ s existing choice of
values™

Depreciating assets

7.118 Depreciating assetswill have atax vaue that declines as the economic
benefits the asset provides are consumed [subsection 6-40(1), item 3 of the table].
In essence, that will replicate the present depreciation systent and prepayment
rules® However, ingtead of the amount of depreciation or use being taken into
account as a deduction, it will be taken into account as adeclinein the tax value
of the asset. The effect on net income will be identical.

7.119 ltislikey that some thingswill be deemed to be depreciating assets so
that they can get the same trestment as depreciating assets. The sorts of things
in mind here are the *pools’ of assets and payments (e.g. project pools) created
for regimes, like the Simplified Tax Systent’ and the capital allowances
regime,”® either to reduce compliance costs associated with separately tracking
many small assets or to spread out the deduction for a payment that would
otherwise be deductible immediately.

7.120 Theworking draft refers to the tax value of depreciating assets being
worked out under Divison 40. These rules are included in the working draft
and will be discussed in Chapter 16.

Financial assets

7.121 Afinancial asset isaright to be pad money. Itisaso aright to get
another financid asset (e.g. aright to get abill of exchange). The extent of what
iIsafinancid ast is not yet fully worked out. Consderation is being given to
whether any other things (e.g. some shares, gold) properly belong within the
definition. [Subsection 6-40(4)]

7.122 Some financid assets will be rights to get money within 12 months of
their creation. We can think of them as short-term debts. These assets will have
atax value equd to the amount that is owed (their face vaue) if the right to get

55
56
57
58

Note that the Ralph Committee recommended some changes to the valuation of trading stock
(ATSR, rec. 4.17). That recommendation is not reflected in the working draft.

Division 40 of the ITAA 1997.

Sections 82KZM et al of the ITAA 1936.

Division 328 of the ITAA 1997.

Division 40 of the ITAA 1997.
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an amount isfor providing a non-cash benefit that was not afinancia asset
[subsection 6-40(1), item 6 of the table]. Rights to get paid within 12 months for
providing financid assetswill not be digible for this tax vaue and will have to
apply the norma TOFA rules. The rules for short-term debts is a compliance
saving meesure, designed to avoid applying the full TOFA rulesto smple credit
and trade debtor cases.

7.123 Similarly, any financid asset that becomes due and payable will have a
tax value equd to the amount owed [subsection 6-40(1), item 5 of thetable]. If an
amount is not paid when it becomes due and payable, it islikely that interest will
accrue on the debt. Theright to get that interest will typicdly be part of the
financid asset thet is due and payable, so itstax vaue a any particular time will
include the amount of interest thet is then due and payable.

7.124  All other financid assats, except those for which a market vaue
election is made (see paragraph 7.125), will have atax vaue worked out under
the TOFA rules [subsection 6-40(1), item 7 of the table]. The working draft refers
to the tax vaue of these assets being worked out under Divison 45. That is
where the TOFA rules are intended to be located. In very broad terms, they
am to bring to account on an accruas basis gains and losses that are sufficiently
certan.

7.125 Somefinancid assetswill be able to have atax vaue equd to their
market value [subsection 6-40(1), item 4 of the table]. Thistax vaue will be
available for these assets at the election of the taxpayer.

7.126 Ingenerd, the types of assetsthat can have atax vaue equd to their
market vaue will be those whose market vaue is readily ascertainable. So, as
well asfinancid assets, it may extend to things like shares and options and
trading stock. The rules for how and when this method would be available have
not yet been considered.

Goodwill

7.127 Thetax vaue of goodwill isthe cogt to acquire it from someone ese
[subsection 6-40(1), item 8 of the table]. To the extent that you build up the
goodwill yoursdf, it has anil tax vaue. That meansthat, when ataxpayer buys
into a business, the tax value of the goodwill acquired will be set to its cost at
that time but any subsequent increasesin its cost will not be recognised in the
goodwill’ stax vaue.

7.128 Therefore, immediate tax relief is given to payments to the extent that
they only increase goodwill. This generdly preserves the trestment in the current
law.
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Other assets

7.129 Any other asst that is hed has atax value equd to its cost [subsection
6-40(1), item 9 of the table]. These assets will be:

tangible assets that are not depreciating assets (e.g. land);

rightsthat are neither depreciating assets nor financia assets (e.g a
perpetua easement over another’ s land); and

information acquired from someone ese.

7.130 Those assetswill mostly have a stable tax value regardless of what
happensto their market vaue. Therefore, gains and losses that accrue because
of market fluctuations will be ignored until the asset isredised (in whole or
part). Any gain or loss will only be brought to account at that time because
there will be a difference between the sde price and the asset’ s cost.

7.131 Thisdoes not mean that the tax vaue of these assets cannot change.
The cost of an asset will increase every time an amount is spent to improve it.
However, there is no effect on net income when that happens because the
payment is matched by the increase in the asset’ stax vaue.

7.132 Inthe case of information, the only part of the asset that isheld isthe
information acquired from someone else [section 6-20, item 3 of the table].
Therefore, expenditure improving the information would only be recognised in
itstax vaue if the improvement was from acquiring further information from
someone ese. Expenditure on saf-generated information will not be reflected in
the tax vaue of any asset that is brought to account.

Routinerightsand liabilities

7.133 Routinerights are given anil tax vaue for compliance cost reasons.
That trestment is possible without affecting the net income figure because, if a
taxpayer went to the trouble to work out the ‘red’ tax value of the right, they
would find that it more or less matched the ‘red’ tax vaue of the accompanying
liability. Since the ‘red’ tax vaues of the right and ligbility therefore more or less
cancel each other out, it is not necessary to go to the trouble of working them
out because giving them both anil tax vaue produces the same outcome. That
was discussed earlier (see paragraph 7.115).

7.134 Theonly thing remaining then is to describe the circumstancesin which
you can say that the tax vaues of aright and its accompanying ligbility are likely
to be equa without knowing what those tax vaues are. The working draft
proposes 2 broad cases. Under both, aright and aliability can only beroutine
if:

the same entity holds both of them; and
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they arise under the same contract.
[Subsection 6-45(1)]
7.135 Thefirst case dso requires that:

neither party has yet provided or received any economic benefits
under the contract; and

that both the right and the liability are subject to exactly the same
contingencies (or that neither is subject to any contingency).

[Subsection 6-45(2)]

7.136 In€ffect, thismeansthat the rights and ligbilities under a contract that
has been entered into and nothing more by the end of ayear will be routinein
that year. This could continue for as long as nothing is done. Once something is
done under the contract, the rights and ligbilities would cease to be routine,
unless they were covered by the second case.

7.137  The second case requires that economic benefits were both received
and provided under the contract during the year and that those benefits
recelved only related to those provided and vice versa. Further, the value of the
benefits received must be in reasonable proportion to the vaue of those
provided when the contract was |ooked at as awhole. [Subsection 6-45(3)]

7.138  Tha sounds more complex than it redly is. It Smply meanstha
benefits cannot be provided in one year that relate to benefits received in an
earlier year or that will be received in alater year. Nor can the contract be
structured so that the benefits provided are front-weighted or end-weighted
unless the benefits received are smilarly weighted. In short, there must be a
reasonably proportiona relationship between the benefits provided and those
received on ayear by year bass.

7.139 Thisidea of reasonable proportionaity is carefully chosen. It does not
mean that the vaues of the benefits provided and those received must be equdl.
Such aredtriction would deny aroutine treatment to taxpayers who get a
bargain or pay an above market premium. Ingtead, dl that is necessary isthat
the same proportion of the total benefits under the contract is both provided
and recelved in each year.

7.140 Inworking out the values to seeif they are reasonably proportiona,
the only time that mattersis when the contract was entered into [paragraph
6-45(3)(d)]. It does not matter if the values have changed so that they no longer
look reasonable in alater year, so long as they would have looked reasonable if
they had not changed.
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Example 7.12 Routinerightsand liabilities

Lagoc entersinto alease of business premises from Senotni Pty Ltd in
year 1. The agreement provides that Lagoc will take possession in the
last 3 months of year 2 and will relinquish it a the end of year 3. The
rent for year 2 will be $8,000 and for year 3 will be $32,000.

At the end of year 1, Lagoc's rights and liabilities under the contract are
routine because the contract is, as yet, completely unperformed.

In year 2, the rights and liabilities Lagoc has will be routine so long as
he has paid the $8,000 (and only that much) and the premises were
made available to him for the 3 months. The $8,000 is a reasonable
proportion (afifth) of the $40,000 totd rent that he will pay under the
contract because a fifth of the rental period fell into year 2.

Therefore, Lagoc can bring to account both his right to future
occupation of the premises, and his liability to make future renta
payments, at anil tax vaue.

In year 3, the market value of the annual use of the premises has
increased to $50,000. Even so, Lagoc' s rights and liabilities remain
routine because the $32,000 he pays is a reasonable proportion of the
total he has agreed to pay under the contract, looked at when the
contract was entered into.

7.141 Itisworth noting thet, if rights and liabilities are routine for one party
to a contract, they must aso be routine for the other party as a matter of
mathematica necessity. It is aso worth noting that, athough the benefits
provided in ayear must be proportiona to those received in the year, it does
not matter if they are not proportiondly aigned within the year. For example,
al the payments could be made on the first day of the year and dl the benefits
provided on the last without affecting the ‘ routineness of the rights and
lighilities.

Ceasing to beroutine

7.142 Sometimesaright and its accompanying ligbility that were routinein
one year may cease to be routine in alater year. That will commonly be the
case when a contract, unperformed in one year, beginsto be performed in a
later year but not in areasonably proportiona way.

7.143  Inthose cases, the right and liability take the tax vaue they would
have had if they had never been routine [subsections 6-45(4) and (5)]. For
ingtance, if theright is a depreciating asst, it would be necessary to work out
itstax vaue using the depreciation rules. However, that aright or liability stops
being routine in one year does not affect the tax vaue it had in an earlier year
when it was routine [subsection 6-45(6)].
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Chapter 8
Core rules for liabilities

Outline of Chapter

8.1 This Chapter explains.
what aliabilityis,
who has aligbility; and
the rules for working out a ligbility’ stax value.

8.2 Most of the provisons discussed in this Chapter arein Division 7 of
the working draft.

Context of reform

8.3 The current law does not have awell defined liability concept. Indeed,
the non-existence of a condstent or comprehensive liability regimeisa
prominent festure of the current law. Sometimes liabilities are recognised from
the moment the taxpayer becomes subject to them, sometimes from that
moment but only if they are eventudly stisfied, and sometimes not & dl. This
means the current law has no congstent timing rule for recognisng gains and
losses.

84 The liability idea gppears clearly in the ‘incurred’” concept in section
8-1 of the ITAA 1997. An amount is incurred when it has come home, in the
sense that there is a presently existing liaaility rather than aliability thet isno
more than impending, threatened or expected.> The idea of a presently existing
ligbility lying behind the incurred concept permits a deduction in advance of
payment.

8.5 Other provisonsin the law use the word ‘incurred’ to tap into the
same idea®

8.6 In some cases, the timing rule that “incurred” suggests is affected by a
rule that deliberately changes the outcome. A good exampleis section 70-15 of

59

New Zealand Flax Investments Ltd (1938) CLR 179 at p. 207; Nilsen Development Laboratories
Pty Ltd v FCT (1981) 144 CLR 616 at pp. 623-4, 627.

See, for example paragraph 20-125(2)(c), subsection 25-35(2), subsection 36-15(5), and
subsection 43-70(1) of the ITAA 1997.
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the ITAA 1997. It defers recognising an outgoing incurred to acquire trading
stock until the stock is on hand.

8.7 Liabilities are dso recognised in other provisons but not necessarily in
the same way. One such example can be found in the capital gains provisons.
Theman CGT event (A1 - disposal) happens when the contract of disposa
was entered into but only if the disposal actually occurs® In other words, that
CGT event treets taxpayers as having been under aliability to dispose of the
asst from the time the contract was entered into, if that ligbility is eventudly
satisfied. That bringsagain or loss on disposal forward to the time of the
contract. However, liabilities are not consstently recognised across the CGT
events, leading to incongstencies in the timing of gain and |oss recognition.

8.8 The current law aso does not recognise the value of aliability ina
congstent way. The generd deduction provision normally recognises a
deduction for the amount incurred in the income year. The effect of this position
has, in recent years, been affected by two developments:

court decisons to the effect that a present liability can be an
outgoing ‘incurred’ over time (e.g. see Coles Myer Finance Ltd v
FCT 93 ATC 4214); and

specid rules that spread deductions, for amounts incurred for
future benefits, over the period that those benefits are to be
received (e.g. see the prepayment rules in Subdivison H of
Division 3 of Part 111 of the ITAA 1936).

8.9 The working draft defines liability for the whole law. That definition,
which draws on the accounting meaning, will hep make clear the scheme of the
income tax law, making it eeser to comply with.

Summary of working draft

8.10  Divison 7 dedswith ligbilities
what they are;
whose they are; and
what their valueis for tax purposes.
8.11  Aliabilityisan obligation to provide future economic benefits.

8.12  Apart from afew specid cases, the working draft only recognises a
lidhility if it isapresent legd or equitable obligation. The terminology it usesto

61

Section 104-10, ITAA 1997.
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describe thisis having aliability. When it isapresent legd or equitable
obligation, it will be the liakility of the entity who owes that obligation.

8.13  Thevdue a which the working draft recognises aliability (itstax
value) a any particular time will be:

the proceeds recaived for assuming the ligbility; or
itsface value (used only for some short term debts); or

its estimated val ue (i.e. the proceeds for assuming it +/—the
amount it is estimated to have changed by that time); or

its market value (mostly goplying to finandd liabilities and only if
the taxpayer choosesto apply it); or

nil (thiswill be rare and mostly used to reduce compliance costs or
for policy reasons).

Comparison of key features of working draft and current law

8.14  Chapter 2 compares the treatment of ligbilities under the current law
to the treatment proposed under the Tax Vaue Method.

Detailed explanation of working draft

8.15 A taxpayerstaxable income for an income year will reflect any
changesin the tax values of that taxpayer’ sliabilities in the year. [Section 5-55]

816  So, anincreaseinthetax vaue of aliability will decrease taxable
income and a decrease in aliability’ s tax vaue will increase taxable income. So,
changesin the tax vaue of ligbilitieswork in the opposite way to changesin the
tax value of assats.

What is a liability?

8.17  Aliabilityisan obligation to provide future economic benefits
[subsection 7-20(1)]. This definition draws on the accounting world's
understanding of aliability. A company’s paid up share capitd isdso a
liability [subsection 7-20(2)].%

62 Thistreatment of paid up share capital will be considered further when other entity tax issues

are considered.
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What is an obligation?

8.18  Anobligaionisarequirement to do something (or to not do
something). It must involve at least 2 entities: one entity owing the obligation and
another entity to whom the obligation is owed. Therefore, aunilaterd decison,
or amere intention, to do something is not an obligation. For example, deciding
to spend money does not give rise to an obligation, even if provison is made for
the planned expenditure in the accounts, because nothing is owed to another
entity.

8.19  Theobligation must be an obligation to provide economic benefits, so
an obligation to provide mere socid benefits (e.g an obligation not to wear a T-
shirt to the debutantes’ ball) would not qualify. The assets chapter discusses
what an economic benefit is (see Chapter 7).

8.20  Ordinarily, the obligation will be owed to the taxpayer to whom the
future economic benefits will be provided. However, that does not have to be
the case. Y ou can have aliability to one person to provide benefits to another.
[Subsection 7-20(1)]

Example 8.1 Benefits not going to entity obligation owed to

Haydn enters into an in-substance debt defeasance arrangement with
Paul under which he agrees to pay Cassandra a fixed amount in 2
years time. Haydn has aliability even though his obligation, owed to
Paul, will provide benefits to Cassandra.

8.21  Theobligation need not be legdly binding. However, aswe will see,
the only liabilities that are counted in the net income caculation are legd or
equitable® obligations (see paragraph 8.31).

8.22  Obligations can arise voluntarily (e.g. by contract or deed), or they
may be imposed on the taxpayer (e.g. by legidation or judicid order).

I dentifying the liability

8.23  Aswith assets, there can be questions about whether you are looking
a asngle liaility or acollection of related ligbilities. This question ismore
important in the case of assets becauise the taxation treatment of assetsis more
varied, S0 there is more pressure on the issue. The trestment of ligbilities tends
to be more uniform, so the differences in outcome between treating severd
related obligations as one liability or many are less pronounced.

8.24  Whereit does matter the conclusion would be reached after examining
al the relevant facts and circumstances of the case.

Note, ‘equitable’ hereisused in thelegal sense, not the sense that it is sometimes used by
accountants (e.g. in paragraph 55 of SAC4).
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Contingent liabilities

8.25  Theworking draft contains a gpecia rule to cover contingent ligbilities.
It mirrors the smilar rule about contingent rights and the discussion about the
issue in Chapter 7 isequdly relevant here.

8.26  Inbroad terms though, the obligation that exists under a contingent
arrangement whether or not the contingency happensis a separate obligation
from the one that only exigtsif the contingency does happen. [Subsection 7-22(2)]

Example 8.2 Identifying separate liabilities under contingent
arrangements

Henry runs a car yard. He sells a 3 year warranty with each car he
sdls. He has a general obligation under the arrangement to warrant the
quality of the car. That is separate from the obligation to fix the car,
which arisesif a defect appears.

8.27  The contingent obligation is only owed once the contingency happens
and the one-sided non-cash transaction rules apply to work out the proceeds of
assuming it when it begins to be owed. [Subsection 7-22(3)]

8.28  Aswith assats contingencies that are elther artificiad or are highly
likely to happen are ignored [subsection 7-22(4)]. In such a case, the contingent
obligation would therefore be held as soon as the agreement was entered and
the cost of each liability would be worked out & thet time using the normal
rules.

Example 8.3 When do you have a contingent liability and what isitstax
value?

Continuing the previous example, Henry recognises a $2,200 provision
for warranty claims in his commercial accounts for a particular year.
The accounts are based on his records that show that 3 warranty claims
have been made in the current year and that, on average, he will

receive 8 claimsin the future (the 5 he expects in the following year
and the 3 he expects in the year after that) at an average cost of $200.

Henry's obligations can be separated into 3 categories:

his general obligation to warrant the quality of his carsfor 3
years,

the contingent obligation for cars that are defective in the current
year; and

the contingent obligation for carsthat are likely to be defective in
the next 2 years.
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The full purchase price of the warranty will be allocated to the first of
those because the other 2 categories are contingent obligations.

The contingency for the second category has been satisfied because
Henry can show that he is under a present obligation to repair 3 cars, so
that obligation is treated as a separate ligbility. It will be given atax
value by the one-sided non-cash transaction rules (which will probably
be the same as the $600 accounting calculation).

The contingency for the third category has not yet been satisfied, so it
will not be an obligation Henry owes in the current year.

Renewal or extension of a liability
8.29  Whenalidbility isrenewed or extended, the renewal or extenson is

treated as a continuation of the origina liability rather than as a separate liability.
[Subsection 7-22(5)]

Who has a liability?

8.30  Thechangeinthetax vaue of aliability affects the taxable income of
the taxpayer who has the lighility [section 5-55, steps 5 and 6 of the method
statement]. The working draft sets out 3 tablesidentifying who has different
kinds of ligbility. They are divided into generd rules and specid rules [sections 7-
23, 7-24 and 7-25].

General rules

8.31  Anettity hasalidbility if they owe a present legd or equitable
obligation [section 7-23, item 1 of the table]. Subject to the special rules, no one
has any other liahility [section 7-23, item 2 of the table].

What isalegal or equitable obligation?

8.32  Inbroad terms, lega or equitable obligations are obligations that can
be enforced by a Court. ‘Enforced’ does not mean that a remedy of specific
performance must be available. An entity till has an obligation where damages
Isthe only remedy for breach of the obligation (mogt persona obligations will fit
into this category).

What is a present obligation?

8.33  Theobligation must be apresent one. It will not be enough thet it will
arisein the future, ataxpayer can only count it at the end of ayear if it exists
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then. Therefore, afuture obligation is not a liability anyone has for tax purposes,
no matter how certain it isto arise®

8.34  Of course, you can have an obligation now to provide economic
benefits later — such an obligation would be a present obligation even though the
benefits do not have to be provided until alater year.

8.35 Itisimportant to understand the distinction between an obligation now
to do something in the future and an obligation that you do not have yet but will
have in the future. That distinction is how the working draft reproduces the
effect of the current law’s ‘incurred’ test for deductibility.

Example 8.4 What isa present obligation?

Ethel’s Café buys bread and milk on terms that require payment within
30 days of them being supplied. At the end of year 1, it has aliability to
pay for the last 30 days bread and milk because it owes a present
obligation to pay for the bread and milk it has received. Ethel’s would
get a‘deduction’ in year 1, even though the money will not be paid until
year 2.

The obligation to pay for year 2's undelivered bread and milk is a future
obligation, not a present one (because it has not yet received that bread
and milk), even though it will certainly become a present obligation in
the future if the business continues. Therefore, that future obligation is
not aliability Ethel’s hasin year 1.

8.36  Thisissueis often relevant to contingent obligetions. Congder, for
example, issuing an option. Thet typicaly separatesinto 2 lighilities; the
contingent obligation and the generd obligation to meet the contingent obligation
when the contingency is met. The contingent obligation is not a present
obligation until the contingency is met. The generd obligation is a present
obligation as soon as the option agreement is entered into.

Example 8.5 Option agreement

Famous author, Simon South, grants lan Haines Publications Ltd an
option over his next best seller, aracy spy thriller. On one view of the
law, an option is an offer to sdl the rights a a given price, coupled with
acontract that the offer will not be withdrawn.® Alternatively it could
be viewed as a conditiona contract to sell the rights, which becomes
binding only when Haines takes up the option.®

On either view, South has one liability at the time he entered into the
option contract. That obligation could be appropriately described as a

65
66

FCT v James Flood Pty Ltd (1953) 88 CLR 492 at pp. 506-8; Nilsen Development Laboratories
Pty Ltd v FCT (1981) 144 CLR 616 at pp. 623-4; Coles Myer Finance Ltd v FCT (1993) 176 CLR
640 at pp. 660-663.

See Goldsbrough Mort & Co Ltd v Quinn (1910) 10 CLR 674 per Isaacs Jat 691 and 696.

See Goldsbrough Mort per Griffith CJat 678.
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present obligation to keep open his offer to sall the rights. He gets
another liability when (and if) Haines accepts the offer. That second
liability is contingent until acceptance and therefore, not a present
obligation before that time.

Provisions

8.37  Theworking draft preserves the taxation law’ s gpproach to provisons
for future outlays rather than adopting the accounting approach.

8.38  Theaccounting gpproach recognises aliability when it ismore likely
than not to reflect afuture outlay.®” By contrast, the taxation approach has
traditionally been jurisprudential rather than commercid.®® That is, it sppliesa
legd analysis of the legidation rather than adopting the accounting approach.
Thisis not to say that there has been no cross-over between the 2 gpproaches.
Indeed, the courts' interpretation of taxation legidation has been heavily
influenced by accounting approaches.®

8.39  Thejurigorudentid analysis asks whether thereisapresent liability to
make a future outgoing rather than to whether the future outgoing is likely.

8.40  Ingenerd, amere probability that a particular amount is owed would
not be sufficient to condtitute a present liability to pay that amount. However,
there is some case law in the insurance area to the effect that an actuaria
cdculation of the amount of the liability can be sufficient even though it is not
mathematically certain.”

841 Inthat, and other, areas the working draft preserves the outcomes
under the existing law because it uses the same * present liability’ conoept™ that
the courts have gpplied to explain the current law.

8.42  Theaccounting provisons that will be recognised as liabilities under
the working draft will remain the same as those thet are ‘incurred’” under the
current law.

67
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See the Statement of Accounting Concepts on the Definition and Recognition of the Elements
of Financial Statements (SAC 4) at paras. 65-67.

See, for example, FCT v James Flood Pty Ltd (1953) 88 CLR 492 at p. 506.

See a convenient summary of this relationship in the judgment of Hill Jin FCT v Citibank 93
ATC 4691 at pp. 4698-4700.

See, for example, RACV Insurance Pty Ltd v FCT 74 ATC 4169; Commercial Union Assurance
Coof Australia Ltd v FCT 77 ATC 4186. Also see the decision of the Privy Council in
Commissioner of Inland Revenue v Mitsubishi Motors New Zealand Ltd 95 ATC 4711 in
relation to warranties.

See 7-23, item 1 of the table.
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Example 8.6 Provison for leave

Coga Intones Ltd makes provision in its accounts for the future annual
and long service leave of its employees. It wonders whether those
provisions are liabilities recognised for taxation purposes.”

The provisions can clearly be described as obligations to provide future
economic benefits (viz. the wages of its employees while on leave), so
would be liabilities under the working draft. However, Cogal does not
have those liabilities yet because they are not present obligations. They
are not present obligations because the employees' right to leave
payments, although certain to arise in the future, will not actualy arise
until they take the leave, or leave Cogal’s employ.

An dternative argument might be that Cogal’ s lighility isto provide its
employees with leave (annually and for long service). However, this
does not amount to aliability. Cogal has aright to the services of its
employees for certain periods circumscribed by statute, award and
contract. It has no right to their services outside those periods (including
while the employee is on leave).”® The mere absence of aright is not an
obligation. Evenif it could be so described, Coga again would not have
aliability until the leave was taken.

Example 8.7 Provision for unreported insurance claims

In accordance with normal insurance industry practice, Kwikpay
Insurance provided $1.5m in its accounts for claims arising during the
year that had not been reported by year’s end. Thiswas its statistical
estimate of the amount that would be paid in relation to those claims.
Kwikpay wonders whether the $1.5m is aliability it has at the end of
the year.™

Kwikpay can have obligations to provide future economic benefits (viz.
the compensation due under the insurance contract) even though it is
not yet aware of them. The case law seems clear that they can be
present obligations even before they are reported. Therefore, Kwikpay
can ‘have’ liabilitiesin relation to events that have not yet been
reported. Their tax value will be the amount that Kwikpay will pay
(assuming that they will be paid within 12 months of the insured event
happening). Since that amount can’t yet be known with certainty, a
reasonable estimate based on dtatistical data will be acceptable.
Therefore, Kwikpay has a $1.5m liability at the end of the year.

The special rules

843  Thereare some specid rules about who has aliahility that override the
generd rules. [Subsection 7-24(1)]

Note: These are the facts in Nilsen Development Laboratories Pty Ltd v FCT (1981) 144 CLR
616.

Of course, the employer might have aright to decide when the employee can take their leave.
Note: These are the factsin RACV Insurance Pty Ltd v FCT 74 ATC 4169.
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Share capital

8.44 A company hasaliability for the amount of its paid up share capitd.”
[Subsection 7-24(1), item 1 of the table]

Partnership liabilities

8.45  The partnership hasthe ligbilities that are partnership lidbilities. None
of the partners has those liahilities [subsection 7-24(1), item 3 of the table].

8.46  Thisisparticularly important for red partnerships (as opposed to
relationships that are deemed to be partnerships for tax purposes) because
entities are severdly ligble for the partnership acts of their partners (i.e. each
partner isfully liable themsalves for each partnership act). Without this specia
rule, each partner would therefore bring the same ligbility to account. Under the
specid rule, only the partnership itsdlf does so. The effect of that on the
partnership’s net income flows through to each partner in proportion to their
interest in the partnership.

8.47  When this specid rule says that the partnership, and not the partners,
has the liability, the partners do not have that ligbility for any purposes of the
Act. [Subsection 7-24(2)]

Dealing with inconsistent liabilities

8.48  One conseguence of having specid rules making someone the holder
of an assat even though not its legd owner, isthat there will be a number of
actud rights and obligations that are inconsstent with the fiction created by the

specid rule.

8.49  Thefina specid rule dedls with those incongstent obligations. No one
has aligbility to provide the economic benefits embodied in any asset that,
because of the equivaent specia rules for assets, no one holds [subsection
7-25(1), item 4 of the table].

Example 8.8 Excludinginconsistent ‘real world’ liabilities

Clare leases aluxury car from the Adequate Finance Corporation. The
asset special rulestell usthat Clare holds the car and Adequate Finance
does not. In the real world, Adequate has an obligation to make the car
available to Clare in accordance with the terms of the lease. That
obligation matches areal world asset of Clare’' sthat item 11 of the table
in subsection 6-21(1) saysis held by no one for tax purposes.

Therefore, for tax purposes, no one has that rea world obligation either.

75 Thistreatment of paid up share capital will be considered further when other entity tax issues

are considered.
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Other special rules

8.50  Therewill inevitably be some other rules about who has aligbility thet
are more gppropriately located in another place because they relate to the other
provisonsthere. All of those caseswill be listed in atable. The only example
the working draft identifies so far is the rule in subsection 7-22(3) about who
owes a contingent obligation. [Section 7-25]

What is the tax value of a liability?

851  Theworking draft contains specid rules for vauing liabilities. Those
vaues are cdled tax values [Subdivision 7-C]. Initidly, it may seem Strange to
think of aliability as having a‘value because our netural assumption is that
ligbilities have a cost to us rather than avaue. Because of that ideg, it isvery
important to understand that the *tax vaue of something is smply the dollar
figure & which the tax system recognises it. Thereis no necessary rdationship
between athing’s red world value and itstax vaue. This point stretches far
enough for usto be adle to say that something like aliability can have atax
vaue, even though we are inclined to think of it as being of no vdueto usat dl.

8.52  Inbroad terms only, the tax value of aliability shadows the tax vaue
of the corresponding asset held by the entity to whom the liability is owed
[section 7-75].

No negative tax values

8.53  Thetax vadue of aliability can never belessthan nil. If aprovison
would otherwise reduce it to less than nil, it isingtead reduced to nil [subsection
7-75(2)]. Thiswill be particularly rdevant to depreciating and financid liabilities.

Effects of particular tax values
854  Thetax vaueof aliability isworked out on one of 5 generd bases.
proceeds of assumption (the ligbility equivdent of cost);
face value (see paragraph 8.68);
market value
estimated vaue or
nil.
Proceeds of assumption
8.55 If aliadility' stax value is st at its proceeds of assumption, gains or

losses on the ligbility will only be indluded in net income when the lidbility is
discharged or extinguished. Any change in the ligbility’s market vauein the
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interimwill not be recognised for tax purposes. There is more detail about the
proceeds of assumption in Chapter 9.

Market value

856  Taxpayerscan chooseto set the tax vaue of someligbilitiesto ther
market value. Usng that method, gains and losses from market fluctuations
between the start and end of the year would be brought to account on an
annua basis. Paragraph 8.73 explains what the market vaue of aliability is.

8.57  However, tha method will not apply automaticaly to any liahility. It
will only apply when ataxpayer chooses to gpply it to the liability and only for
some specified liabilities whose market vaue is readily ascertainable (e.g. some
financid ligbilities).

Estimated value

8.58  Under this gpproach, the expected gain or losson aliability’svadueis
spread over time. This gpproach is gppropriate if the amount and timing of the
gainsor losses are relatively certain or can be reliably estimated.

Example 8.9 Tax value of depreciating liabilities

Terrific Promotions Pty Ltd wins the contract to handle the publicity for
the Convent family reunion and is paid $20,000 in advance for the 12
months work that is expected to be involved. That 12 months falls 40%
into income year 1 and 60% into year 2.

Terrific has aliability to provide the services evenly over 12 months. At
the end of year 1, the ligbility will have declined by 40%, so would have
atax value down to $12,000 at the end of that year. Its net income for
that year would be affected like this:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

[20,000— 0] + [0— 0] — [12,000— 0] = 8,000

So, $8,000 of the receipt would be taxed in year 1. The remaining part
would be assessed in year 2 through a decline in the tax value of the
remaning ligbility to nil:

[0—0] +[0—0] — [0—12,000] = 12,000

The receipt is effectively taxed over the period that the services are
provided through use of a depreciating liability.
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The particular tax valuerules
Opening tax value

8.59  Aswith assats thetax vaue of aliadility a the gart of ayear isthe
sametax vaueit had at the end of the previous year [subsection 5-70(2)]. Thisis
discussed in more detail in Chapter 6.

Nil tax values

8.60  For palicy or practicd reasons, a smdl number of liabilities will be
given atax vaue of nil [subsection 7-75(1), item 1 of the table]. They are called
listed zero tax value liabilities. Giving aligbility atax vdue of nil means that
it effectively will not be recognised in the net income calculation even if the
taxpayer owes the obligation. The deductive effect of aliability will therefore be
deferred until the ligbility is satisfied (e.g. by paying money or providing goods).
Typicdly aliability isonly given a zero tax vdue where there is a matching or
corresponding asset that is aso given a zero tax vaue.

8.61  Theworking draft makes 2 lidhilities listed zero tax vaue liabilities:
routine lighilities, and
ligbilities of companiesto pay dividends.

[Subsection 7-75(3)]

8.62  Youcanonly have aroutine liability if you aso have aroutine asset
(and vice versd). Thisissue was discussed earlier a the same time as routine
assets (see paragraph 7.133 and following).

8.63  Zero-vduing liabilities of companiesto pay dividends to their members
or beneficiaries preserves the trestment under the current law.

Depreciating liabilities

8.64  Depreciaing lidbilities are the liability equivaent of depreciating assets.
In broad terms, they are ligbilities whose tax value will decline over time. There
are 2 main types.

aliability that lagts for a particular time and will declinein tax velue
evenly over that time; and

aliability to do, or to provide, acertain number of things that will
decline as those things are done or provided.

8.65  Theworking draft refersto the declining tax value of such aligbility
being worked out under Division 40 [subsection 7-75(1), item 2 of the table]. These
rules are contained in the working draft and will be discussed in Chapter 17.
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Financial liabilities

8.66  Thetax vduesof financid lidbilities exactly mirrors the treetment of
financia assats. The samerange of vauesis available and in the same
circumstances.

8.67  Afinancial liabilityisaliability to pay money. It isdso aliahility to
provide afinancid assat (eg. aliability to provide abill of exchange).
[Subsection 7-75(4)]

8.68  Somefinancid ligbilities will be obligations to pay money within 12
months of their creation. We can think of those ligbilities as short term debts.
They will have atax vaue equa to the amount that’s owed if the obligation isto
pay an amount for receiving a non-cash benefit that was not afinancial asset
[subsection 7-75(1), item 5 of the table]. Liabilities to pay within 12 months for
providing financia assats will not be digible for thistax vaue and will have to
apply the norma TOFA rules. Thisis acompliance saving measure, designed to
avoid gpplying the full TOFA rulesto Smple credit cases.

Example 8.10 Tax value of short term debts

Smith delivers an asset to Jones on terms that require payment in 6
months' time. The asset is worth $95 but, because payment is deferred,
Jones undertakes to pay $100. Jones' income year ends 2 months after
delivery, and the asset is consumed in Jones' s business by that time.

The difference between the $100 that will be paid for the asset and its
$95 market value reflects the time value of money. Because the
obligation isto pay within 12 months, the tax value of the ligbility smply
eguals the amount of money owed.

Therefore, Jones' net income for the income year would be reduced by
$100 because that is the increase in the tax value of her liahilities (there
is no corresponding increase in the tax value of her assets because she
does not hold the asset at the end of the income year).

This outcome is equivaent to what occurs under the current law if the
$100 is a revenue outgoing to which Jones is definitively committed or
completely subjected.

8.69 Thesame‘facevdue tax vauewill goply to dl financid ligbilities once
they are due and payable [subsection 7-75(1), item 4 of thetable]. If an amount is
not paid when it becomes due and payable, it islikely that interest will accrue
on the debt. The liability to pay thet interest will typicaly be part of the financid
ligbility that is due and payable, 0 itstax vaue a any particular time will include
the amount of interest that is then due and payable.

8.70  All other financid liahilities, except those for which amarket value
election is made (see paragraph 8.71), will have atax value worked out under
the TOFA rules [subsection 7-75(1), item 8 of the table]. The working draft refers
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to the tax vaue of these assats being explained in Divison 45. That iswhere the
TOFA rules are intended to be located. In very broad terms, they aim to bring
to account some gains and losses on an accruals basis.

8.71  Somefinancid liabilities will be abdle to have atax vaue equd to their
market value [subsection 7-75(1), item 3 of thetable]. Thistax vaue will be
avalablefor these lidbilities at the election of the taxpayer.

8.72  Ingenerd, the types of ligbilitiesthat can have atax vaue equd to
their market value will be those whose market vaue is readily ascertainable
(e.g. alidbility to repay, a agiven point, agiven amount borrowed at a given
interest rate).

8.73  Thereisarguably no market for lidailities, so describing thelr tax vaue
as equd to their market vaue is perhaps a misdescription. What this meansin
the case of liabilities isthe market vaue of the asset that someone se has
because the liability is owed to them [Dictionary items, paragraph (a) of the
definition of ‘market value’].76

Paid up share capital

8.74  Theamount of acompany’s pad up share capitd will be aliability to
the company [subsection 7-75(1), item 6 of the table]. That will match the amount
the company receives by way of subscription for shares and any other amounts
included in the share capitd. Consequently, a company’ s net income would
never increase just because it receives money subscribing for shares.”

8.75  Assharecapitd isreturned to shareholders, the amount of paid up
share capitd liability would reduce to match the amount returned. Again, that
would mean that returns of share capital would not decrease the company’s net
income.

Other liabilities

8.76  Any other liability has atax vaue equd to the proceeds of assuming it.
[Subsection 7-75(1), item 9 of the table]

Example 8.11 When tax value equals proceeds of assuming liability

Black Stump City Council pays Classic Worm Farms Pty Ltd $200,000
to provide half atonne of worms for a new waste disposal trial.
Classic’s obligation to supply the wormsis aliability it owesto the
Council. Therefore, until the ligbility is met, it has atax vaue equd to
the proceeds Classic got for assuming it; viz. $200,000.

An alternative would be to make their market value equal the amount you would have to pay
someone else to assume the liability.
We will consider whether this mechanism is the best way to achieve thisresult.
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Chapter 9
Cost and proceeds

Outline of Chapter
9.1 This Chapter explains what these things are:
- the cost of an asst;
- the proceeds of realising an ass<t;
- the proceeds of assuming alidhility; and
- the cost of extinguishing aligbility

9.2 The cost of an asset and the proceeds of assuming aliability are used
in most cases to work out the initid tax values of assets and liahilities. The other
2 concepts are relevant to some taxable income adjustments.”

9.3 The rules for working these things out are contained in Division 7A of
the working draft.

Context of Reform

9.4 Working out the initid tax vaues of assets and liabilitiesis essentid to
caculating an entity’ s taxable income or tax loss. This is because the taxable
income or tax loss of an entity depends upon their net income, and the
caculation of net income uses aformulathat takesinto account the tax vaue of
their assets and liabilities (see Chapter 6).

9.5 In addition, where again or loss made upon disposa of an asset or
extinguishment of aliability is subject to a taxable income adjusment it is
necessary to measure the flows of economic benefits which arise at that time.

9.6 The cost and proceeds rules form one of the building blocks which
make up the ‘core vauation regime’ used by the Tax Vaue Method. The other
essential components of this regime are the non-cash transaction rules, which
are explained in Chapter 11, and the rules deding with splitting, merging and
transformation of assets and liabilities.”® We can describe these rules as a core

Asexplained at paragraphs 9.62 and 9.87.
Division 7B of the working draft.
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Receipts and

Assets and

va uation regime because the tax value of most assets starts at their cos, and
the tax value of mogt ligbilities starts at their proceeds of assumption.

9.7 The following diagram summarises where the cost and proceeds rules
fit in within the tax system (in terms of the system map presented in Chapter 4):

Diagram 9.1 The corevaluation regime

Receipts
v/ and payments

N "\ (actual and
deemed)

Start holding | Stop holding

Non-cash
transaction and
split/merge rules

Proceeds of

Transactions Cost realisation
Assets
Liabilities \  proceeds of Cost of
assumption |extinguishmen,
A
Taxable income
adjustment
3 |
Hold rules | | Tax Value Hold rules
(start) (initial) (cease)

9.8 Asthe diagram shows, the core vauation regimeis driven by actua
and deemed recelpts and payments arising under transactions (see the top of
the diagram). If areceipt or payment is part of the cost of an asset or proceeds
of assuming aliability, it isarecept or payment matched by an asset or liability,
and o, in itsAf, has no effect on net income. However, if areceipt or payment
isunmatched, it has an immediate impact on the net income of the entity.

Summary of working draft

9.9 Costs become relevant for assets when they begin to be held, and for
ligbilitieswhen they cease to be owed. Conversaly, proceeds are relevant for
assets when they cease to be held, but for liabilities when they begin to be
owed.

9.10  Oneof the most important features of the costs and proceeds regime
issymmetry. This can be seen in the way that:
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the rules about assats mirror the rules about liahilities, and

the rules about starting to *hold’ or ‘have’ mirror the rules about
ceasing to ‘hold’ or "have'.

9.11  Therdationships established by the cost and proceeds rules are
illugrated in the following diagram:

Diagram 9.2 A quartet of symmetrical concepts

Startto | Cease to
have | have

Cost of

Proceeds of

Liabilities/ @ssumption | extinguishment ) japjjities
Assets Cost Proceeds of Assets
realisation

Start to Cease to
hold hold

9.12  This'mirroring effect isnot merdy alegiddive device itisa
reflection of the two-sded nature of commercid dedings. Thisiswhy:

most assets are acquired by an entity as the result of a
corresponding disposal by another entity. In addition, the amount a
purchaser pays for an asset is both the cost of acquidtion to the
purchaser and the proceeds of disposa to the vendor; and

every right an entity holds typicaly corresponds to aliability of
another entity. The amount a creditor advances to a debtor is both
acod of acquisition of afinancid asset for the creditor and the
proceeds of assuming aliability to the debtor. Furthermore, the
amount a debtor paysto discharge aliability is both a cost of
extinguishment of aliability for the debtor and a proceeds of
redlisation of an asst for the creditor.

9.13  Theworking draft uses these observations about the nature of
economic dedings to build initid tax vaues for assets and lidhilities.
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Receipts and payments

9.14  Cogts and proceeds are determined by reference to actual and
deemed receipts and payments. Actua receipts and payments are any redl
flows of money. Deemed recel pts and payments arise when an entity entersinto
anon-cash transaction (these include credit transactions) or thereisa slit,
merger or trandformation of an assat or liability. Although redisation events do
not always involve actud flows of money, the non-cash transaction rules deem
receipts and payments to arise where a non-cash transaction occurs.

9.15 Thesered and notiond cash flows establish costs and proceedsin the
following way:

the cost of an asset isthe amounts paid in order to hold it, and
bring it to its present condition and location;

the proceeds of realising an asset are the amounts received
because an asset ceasesto be held;

the proceeds of assuming aliability are the amounts received
because the liability was assumed or augmented;

the cost of extinguishing aligbility isthe amounts paid in order to
cease owing the liability.

9.16  Thecost and proceeds rules cannot be fully understood without
gppreciating the effect of the non-cash transaction rules. These rules, which are
an essentid input into the Tax Vaue Method' s core vauation regime, are
explained in Chapter 11. The rulesfor splitting, merging and transforming assets
and ligbilities may aso be rdevant.

Comparison of key features of working draft and current law

9.17  Theworking draft is designed to provide a coherent, certain and
robust system for enabling the assats and liabilities of an entity to be recognised
for tax purposes. It does this by defining concepts consstently and on the basis
of their economic substance (in the sense discussed at paragraphs 9.10 to
9.13). In doing 0, the law dso explicitly recognises the economic relationships
between assets and liabilities and between acquisitions and disposals of those

things

9.18  Thekey design features of the working draft as compared to the
current law, in so far asthey relate to costs and proceeds, are outlined in this
table.
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Table 9.1 Comparison of key features of working draft and current law

Working draft

Current Law

The economic correspondence between
assetsand liabilitiesis explicitly
recognised.

Thereisno necessary correspondence
between the concept of an asset and that
of aliability (e.g. an entity may be entitled
to deduct an amount for aliability
‘incurred’, even though the tax system
does not recognise the entity to whom the
liability is owed as having an asset).

The cost of an asset is defined on an
economic basis, and that definition is used
consistently throughout the law.

The cost of an asset is not consistently
defined. For example, the CGT provisions
use ‘cost base’ or ‘reduced cost base’,
whilst the trading stock provisions use
‘cost’. These termsinclude different
elements.

The proceeds of realising an asset are
defined on an economic basis, and that
definition is used consistently throughout
the law.

The proceeds of realising an asset are not
consistently defined. For example, the
CGT provisions use ‘ capital proceeds’,
whilst the capital allowances provisions
use ‘termination value' . These amounts
are not always the same.

The proceeds of assuming, and the cost of
extinguishing, aliability are defined on an
economic basis, and that definition isused

Liabilities are often not explicitly
recognised, but are treated as atype of
loss or outgoing.

consistently throughout the law.

Detailed explanation of working draft

9.19  Theintention of the core rules for cogt, proceeds of redisation,
proceeds of assumption, and cost of extinguishment isto provide a principled
vauation regime to support the cashflow, assets and liabilities framework upon
which the Tax Vaue Method is built.

9.20 It should be noted that this regime does not provide dl tax values. For
example, an assat may have an initid tax vaue other than itscost (e.g. if itisa
‘listed zero tax value asset’ — see subsection 6-40(3)). But for most assets and
ligbilities that are held, these rules will supply the principles for arriving at initid
tax values.

Cost of an asset

9.21 A crucid component of the net income cdculaion in section 5-55isa
comparison of the tax value of assets held at the beginning and end of ayear of
income. Accordingly, when an entity beginsto hold an as, it is necessary to
assgn aninitid tax vaueto it. Thisvaueis generdly ameasure of the economic
benefits provided by the entity to acquire the asset, and in most cases, will be
the asset’ s cost.
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Cost and tax value

9.22 Itisimportant to distinguish between the cost of an asset and its tax
vaue. Thetax vaue of an asset isworked out under Subdivison 6-C. It may
be st a its cost for thetimeit ishdd; for example, land maintains atax vaue
equal to cost. On the other hand, an asset’ s tax vaue may begin at cost but
vary over time; a depreciating asset is the most common example.

General cost rule

9.23  Thegenerd definition of ‘cost’ adopts the unified concept of cost
proposed in Recommendation 4.18 of ATSR

9.24  Thecost of an asst issmply the totd amounts an entity has paidin
order to hold an asset, and in order to bring the asset to its present condition
and location from time to time. [Section 7A-20]

Example9.1 Cost of manufacture

Philip manufactures cigarettes. This involves paying amounts for
materias, wages of employees, sick pay, holiday pay, payroll tax,
electricity, quality control processes, waste disposal, insect control,
spare machine parts, and tools.

Philip has paid or is deemed to have paid these amounts in order to have
the cigarettes. In doing so, Philip is either adding amounts to the cost of
his raw materias, or is merging together those raw materias into new
assets.

Although he does not make an individua payment for each cigarette, it
is possible to relate the total payments to each cigarette he has upon
completion of the manufacturing process. This would probably be done
by dividing the total amount of payments by the number of cigarettes
produced.

9.25  Becausethe cost of an asset can change, it is aways defined by
reference to the time at which it needs to be measured (referred to asthe test
time). Where measurement occurs a the time that an entity begins to hold the
asset, the asset’s cost is equdl to itsfirst element a that time [paragraph 7A-
20(1)(a)]. Where measurement occurs later, the cost isthe sum of the first
element, and the second element. The second eement comprises dl of the
amounts paid in order to bring the asset to its current condition and location
[paragraph 7A-20(1)(b)].

Example 9.2 Second element of cost

Telemachus adds a new tray and canopy to improve his ute. The
materials and labour that go into the addition contribute to the ute's
present condition. The payments he makes for those the materials and
labour are included in the ute’s cost.
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9.26 If theentity has held the asset more than once (e.g. because it has
been sold and later repurchased), the relevant time of measurement is when the
taxpayer most recently began to hold it.

9.27 A payment is not included within the second eement of cost merely
because it relates to an asset that the entity holds. In every case, it is necessary
to consider whether the payment is made in order to bring the asset to its
present condition and location.

Example 9.3 Amounts paid to dispose of an asset

Demodocus operates a farming business. He owns a harvester, which
he plans to sell. He spends a total of $1,000 in order to advertise for a
buyer in a number of newspapers. None of these amountsis paid in
order to affect the present condition and location of the harvester; each
is unmatched and therefore ‘ deductible’ in the year of payment.

What amounts paid are part of bringing an asset to its present location?

9.28  Amounts paid to bring an asset to atrangitory location rather than to
the location at which, or from which, it will mostly be used would not be
counted in the second element of its cost. So, for example, the cost of
transporting a semi-trailer from the dedler to the taxpayer’ s premises would be
counted in its cogt, but the costs of moving it around in the course of its
transport activities would not form part of its cod. If the taxpayer’s premises
change, the cost of moving it to the new premises would be counted in its cost.

I nteraction with non-cash transaction and splitting and merging rules

9.29  Thefirgt and second eements of cost comprise amounts the entity
‘pad'. It isimportant to note, however, that the concept of ‘paid’ includes
both:

actud (including congtructive) payments, as contemplated in
Divison 5; and

deemed payments arising under a non-cash transaction because of
the operation of Divison 8, and those arising under Divison 7B
from the splitting, merging or transformation of assets and liabilities.

9.30  Therulesfor non-cash transactions are explained in Chapter 11.
Because of the system of deemed payments and receipts established by the
non-cash transaction regime, thereisno need to ligt al of the ways in which the
provison of economic benefits can form the cost of an asset. Every transaction
can be reduced to an actual or deemed payment (or series of these) for the
purposes of the cost and proceeds rules.

9.31 Toilludrate
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if an entity pays an amount for an asst, the asset’s cost isthe
amount of money paid,

if an entity provides a non-cash benefit (including services) in return
for the asst, it will be deemed to have paid an amount for the
asset under the non-cash transaction rules,

if an entity assumes aliability or provides afinancia asst in order
to hold the asset, a payment is deemed to arise since the liability or
financid assat is anon-cash benefit given to the entity to whom the
lidbility is owed.

Example 9.4 Interaction between cost and non-cash transaction rules

Odysseus buys a GPS unit with a market value of $5,000 from Athene,
but instead of paying cash, he gives Athene a computer system. Even
though Odysseus does not actually pay cash for the GPS, he is deemed
to have paid $5,000 for it under the non-cash transaction rules. His cost
for the GPS is therefore $5,000.

Nexus between payment and asset

9.32  Inherent in the requirement that payments be made ‘in order to’ hold
or bring an asset to a particular condition or location is a nexus between each
payment and a particular asset or assets. The question of whether a particular
payment relates to an asset is a question of fact and can only be worked out on
a case-by-case basis.

9.33  Inparticular, it will beimportant to consgder the purpose for which the
payment is made. In generd terms, there is a distinction to be made between
payments which directly relate to the holding of the asset by the entity, and
those which are merdly designed to put the entity into a position to hold that
asxt in the future.

934  Expensesreating to securing a contract raise these issues. Thistable
lists some examples of this other expenditure, which could be described as
expenses of securing a contract.

Table 9.2 Expenses of securing contractsthat are not part of cost

Types of contracts Expenses commonly incurred
Contract for purchase of Feesfor legal advice on the contract;
equipment —e.g. acontract for | expensesincurred in choosing type/brand of
purchase of atruck for usein equipment to purchase.
business.
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Types of contracts Expenses commonly incurred
Contract for short-term work — | Contractor — expenses incurred prior to
e.g. engagement of contractor or | engagement to ‘size up the job'.
temporary staff.

Temps — expenses incurred in attending
interview.

Employer — advertising costs.

Contract for construction of Fees for legal advice on the contract; costs
factory of feasibility studies; expenses of meeting
with prospective builders.

Contract for supply of materials | Costsincurred in testing prospective

needed to run business — e.g. products; costs of checking out potential

supply of paper for a printing suppliers; feesfor lega advice.

business.

Contract for supply of Feesfor legal advice on the contract;

intellectual property —e.g. fora | expensesincurred conducting market

licence to use aformulato research.

produce soft drink.

Contract for consultancy Consultant — cost of attending interviews

services — e.g. auniversity and preparing applications.

academic pe"form' g Employer — advertising expenses.

consultancy servicesfor a

company.

Contract for provision of Advertising agency - costs of obtaining

advertising. market information; cost of preparing
presentation of proposed advertisng
campaigns and materials for tenders.
Client —feesfor lega advice on the
contract; costs of meeting with prospective
advertising agencies, expensesin
determining the need for advertising.

Contract for a bank loan Borrower —fees for legal advice on the

contract; accountant’ s fees (e.g. charges
for producing documents detailing the
business' s financial position).

Bank — advertising expenses; salary of
loans staff.

9.35  Thecurrent law would normally treat these expenses as revenue (and
therefore deductible), although they would in some circumstances be treated as
capital .2 These expenses would not be part of the cost of the asset
subsequently acquired because they are not expenditure made in order to come
to hold it (i.e. they are not sufficiently proximate to acquiring the asset). Instead,
they are merdly expenses of putting a taxpayer in a podtion to acquire the asset.

8 See for instance Case J7, (1958) 9 TBRD.
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9.36  For example, a present, such expenses are not included in the cost of
depreciable plant. The cost of depreciable plant is determined as its purchase
price or congtruction cost plus customs duty, ddlivery cogts, in-trangt insurance
and ingtdlation costs. Expenses incurred to enter into the contract to purchase
the asset are not included.® In cases where the expenditure is not made to hold
the asst, but is nonetheless of a capitd nature, the current law may giveriseto
a‘'black hole', because the entity’ s expenditure will not be reflected in acost or
adeduction.

9.37  Under the Tax Vaue Method, these costs of securing a contract
would aso not bein the cost of the asset acquired under the contract. They
would, therefore, be immediately deductible.®? In some cases this would result
in amore generous outcome than the current law, and is therefore an issue that
would, with al smilar issues, require further Government consideration.

9.38  Whereit is necessary to dlocate a particular payment to multiple
assets, or assets and other things, the gpportionment rules determine the cost of
each asset (see further, paragraphs 9.96 to 9.102).

No adjustmentsto cost to reproduce the current CGT *cost base’

9.39  Theworking draft does not seek to preserve the disparities between
the current *cost base’ or ‘reduced cost base’ concept in the CGT provisions
and the economic cost of an asset. This approach is congstent with
recommendation 4.18 of ATSR

Economic benefits no longer reflected

9.40  Under the current law, the cost base of a CGT asset does not include
expenditure incurred to increase an asset’ s vaue unless that expenditure is
reflected in the Sate or nature of the asset at the time a CGT event happensto
the assat. In this respect, the working draft changes the cost rules gpplying to
CGT assets because, providing a payment is reflected in the condition or
location of the asset when it is made, it does not matter if the state or nature of
the asset subsequently changes. This gpproach is appropriate as part of giving
tax relief for busness expenditure in amore congstent way (including removing
black holes created by the current CGT rule).

81
82

Taxation Ruling I'T 2197.

Note, however, that expenditure on afeasibility study, and some other expenditure, associated
with a project may form part of a‘project pool’. A project pool istreated asif it werea
depreciating asset with the expenditure therefore being written-off over time (see
recommendation 8.9 of ATSR and Subdivision 40-1 of the ITAA 1997). The project pool rules
will beincluded in the rules dealing with depreciating assets and liabilities. Also, some
expenditure would be subject to a 5-year write-off in accordance with the policy reflected in
section 40-880 of the ITAA 1997.
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Professional advice by non-recognised adviser

941  Theincdentad cogs currently included in the cost base of a CGT asset
exclude remuneration for professond advice by an entity thatisnot a
recognised tax adviser. In this respect aso, the working draft changes the cost
rules goplying to CGT assats, as expenditure of this nature will beincluded in
the cost of an asset. This provides consistent treatment and removes black
holes.

Expensesincurred to dispose of an asset

942  Cogsincurred which relateto a CGT event are included in the second
element of cost base under the current law: paragraph 110-25(3)(b) and
section 110-35 of the ITAA 1997. The working draft does not explicitly
include these amountsin the cost of an asset. Payments made to prepare an
asset for digposd are included in the second element of cost if they leadto a
change in the condition or location of the asset. Otherwise, they are unmatched
and o will be immediatdy written-off in the year of payment. Thisissue was
discussed further at paragraph 9.27.

Payments that are private or domestic in nature which are directly
attributable to land

943  Subsection (2) in the generd cost rule (section 7A-20) reflects
subsection 6-110(4) in the Ralph draft and recommendation 4.13(d)(i) in
ATSR Thisis done because the gain on the land will be taxed, so tax relief
should be given for expenses directly attributable to the land.

944  The second dement of the cost of land specificaly includes expenses
directly attributable to the land (e.g. payments of rates, land tax, and interest on
money borrowed to pay for the land), but only to the extent that these
payments are private or domestic in nature [subsection 7A-20(2)]. Thisrule
ensures that these payments, which would otherwise be disregarded because of
their private nature, will reduce a taxable gain made when the land is redised. It
does that by making them part of the cost of the land, so that they will be taken
into account in working out net income.

What is not part of cost

945  Inanentirdy non-private Stuation, an asset’s cost will never include:
interest on money borrowed; or
amounts paid to maintain, repair or insure the asset; or

rates or land tax.

[Subsection 7A-25(1)]
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946  Thisrule ensuresthat those expenses reduce an entity’ s net income
immediately (unless prepaid) rather than only doing so when the asset is
reglised.

9.47  Theligt will be expanded to include other expenses that the current
law dlows an immediate deduction for even though the generd rules would
treat the expenses as part of the cost of an asset. Thiswill be done asthe
working draft is further refined.

Private payments

948  However, the rulein subsection 7A-25(1) does not apply to payments
discussed at paragraphs 9.43 and 9.44 that are private or domestic in nature. In
the case of land, the second eement of the land' s cost includes each amount
paid that relates to the land and is of a private or domestic nature. Section
7A-25 does not prevent these amounts from being added to the cost of the
land. This ensures tax reief is given for this expenditure. [Subsection 7A-25(2)]

Special cost rules

949  Thereare anumber of exceptionsto the generd codt rule. The 5 items
listed here are examples, other exceptions may be added later aswork on the
Tax Vdue Method progresses.

Sarting to hold an asset you had a right to get

9.50  When an entity which has aright to an asset actually getsthe asset,
their right to the asset is extinguished and replaced by the asset it had the right
to get. If theright to get the asset isitsdlf a separate s, the first dement the
new asset’s cost isthe tax vaue of that right. On the other hand, if theright is
merely part of abroader asst (like aright to get a number of things), the new
asset’s cogt is the amount by which the broader asset’ s tax value falls as aresult
of ceasing to have theright. (The broader asset’stax vaueislikely to fal under
these circumstances, because of the operation of the splitting or depreciating
asset rules.) [Section 7A-30, item 1 of the table]

951  Theeffect of thisitemisto ‘roll over’ thetax vaue of the right into the
cost of the new asset. Thisis necessary in order to ensure that entities that
contract to acquire assets are not taxed on any increase (or able to claim tax
relief for any decrease) in the new asset’s market vaue between the date of
contract and settlement.

Devolution under a deceased estate

952  When alegd persond representative begins to hold an asset because
it devolves to them under a deceased estate, the first dement of the asset’s cost

in the hands of the representative is the asset’ s tax vaue at the time of desath.
[Section 7A-30, item 2 of thetabl €]

126



Cost and proceeds

9.53  Thistreatment also represents a ‘roll over’ of the cost of the asset. It
replicates the cost base modifications which apply to CGT assets acquired after
19 September 1985, and to depreciating assets, that devolve to alega
personal representative under a deceased edtate.

9.54  However, it represents a departure from the current treatment of
trading stock, which treats the lega persona representative as having bought
the devolved stock for its market vaue.

Live stock

955  Conggently with the current law, live stock that an entity acquires by
way of natural increase can be valued at a cost prescribed by regulation. Where
the entity eectsto use the regulations, the cost specified in the regulations will

apply to the exclusion of cost under the generd rules. [Section 7A-30, item 3 of the
table]

956  Otherwise, the genera cost ruleis used to work out the cost of the
live stock.

Minister’s declaration — airports

9.57  TheAirports (Transitional) Act 1996 empowers the Minister for
Finance to determine the cost of plant in specified circumstances. Essentidly,
thisiswherethe plant is

attached to land formerly held by an entity, but subsequently vested
in the Crown and subleased through an interposed company to the
entity; or

transferred from the Commonweslth or the Federa Airports
Corporation to a company because of an airport lease.

9.58 Where the Minister makes a determination asto cog, this

determination gpplies to the excluson of the cost under the generd rules.
[Section 7A-30, item 4 of the table]

Partner’s asset becomes partnership asset

9.59  Where one or more partnersin a partnership hold an asset which
subsequently becomes a partnership asset, the first element of cost of the asset
in the partnership’s handsis the asset’ s market va ue when the partnership
sartsto hold it [section 7A-30, item 5 of the table]. This reflects the current
treatment for capital alowances under Divison 40 of the ITAA 1997.

9.60  Whether aparticular asset is a partnership asset is determined in
accordance with partnership law. Thisis a question of fact and can only be
determined from the terms of the partnership agreement and/or inferences
drawn from the conduct of the partners towards the assets.
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Proceeds of realising an asset

9.61 Insomecasssit is necessary to make ataxable income adjustment to
the gain or loss upon disposa of aparticular asset. To do this, it is necessary to
assign avaue to the economic benefits that an entity recelves upon, and by
reason of, ceasing to hold the asset. Thisis the role of the * proceeds of
redisation’ concept.

9.62  The proceeds of redisng an asset do not need to be separately
caculated in most cases. Frequently, redisation proceeds will smply be added
to the net income formula without any reference to a particular asset. Separate
cdculaion isonly necessary where aprofit or loss realised upon disposa of the
asst is subject to ataxable income adjustment (such as the adjustment for
discounted capita gains and private or domestic use). For example, any gain or
loss made upon the sale of adepreciating asset must be adjusted to take into
account private or domestic use while the asset was held. To makethis
adjustment, you need to know the proceeds of realisng the asset.

General proceeds of realisation rule

9.63  Theproceeds of realising an asset are smply the total of the
amounts an entity receives because they stop holding it [section 7A-55]. It does
not matter whether the amounts are received before, or a the time when,
holding ceases.

9.64 Itisimportant to note that the concept of ‘receive’ includes both:

actua (and congtructive) recalpts, as contemplated in Division 5;
and

deemed receipts arisng under a non-cash transaction because of
the operation of Divison 8, and those arising under Divison 7B
from the splitting, merging or transformation of assets and liabilities.

9.65  Therulesfor non-cash transactions are explained in Chapter 11.
Because of the system of deemed receipts and payments established by the
non-cash transaction regime, thereisno need to lis dl of the waysin which the
receipt of economic benefits can form the proceeds of redisation of an asset.
For the purposes of the cost and proceeds rules, every transaction can be
reduced to an actua or deemed receipt (or series of these) at the time of the
regisation.

Example 9.5 Interaction between proceeds of realisation and non- cash
transaction rules

Poseidon gives Calypso a car. In return Calypso performs professional
services for him, with a market value of $5,000. Even though Poseidon
is actually receiving services, he is deemed, under the non-cash
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transaction rules, to have received $5,000. $5,000 is the proceeds of
realising the car.

Nexus between receipt and cessation of holding

9.66  Inherent in the requirement that an entity receive amounts ‘ because
they stop holding an asset is a nexus between each receipt and the cessation of
holding. The question of whether a particular receipt relates to the entity ceasing
to hold a particular asset is a question of fact and can only be worked out on a
case-by-case basis.

9.67  Whereitisnecessary to dlocate a particular receipt to multiple assets,
or assets and other things, the gpportionment rules determine the proceeds of
realising each asset (see further, paragraphs 9.96 to 9.102).

Special proceeds of realisation rules

9.68  There are exceptions to the genera proceeds of redisation rule. The 2
items listed here are examples; other exceptions may be added later as work on
the Tax Value Method progresses.

Devolution under a deceased estate

9.69  When aperson ceasesto hold an asset because of death, and it
devolves to that person’s lega persond representative, the proceeds of
redlisation for the asset are equd to the asset’ s tax value immediately prior to
death. [Section 7A-60, item 1 of thetable]

9.70  Thistreatment servesto defer the recognition of any gain or losson
the assat. The deceased' s net income calculation will not include the tax vaue
of the asst, but the effect of thisis offset by an equal amount representing the
proceeds of redisation.

Partner’s asset becomes partner ship asset

9.71  Thisrule corresponds to the cost rule discussed at paragraphs 9.59
and 9.60. Where one or more partners in a partnership hold an asset which
subsequently becomes a partnership asset, the proceeds of redising the asset

are equd to its market vaue when the partnership beginsto hold it. [Section 7A-
60, item 2 of the table]

Proceeds of assuming a liability

9.72 A crucid component of the net income calculation is a comparison of
the tax vaue of liadhilities owed at the beginning and end of a year of income.
Accordingly, when an entity beginsto owe aliability, it is necessary to assign an
initid tax vaueto it. Thisvaueis generdly ameasure of the economic benefits
received by the entity in return for assuming the liability.
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9.73  The proceeds of assuming aliability mirror the cost of an as, in that
both concepts capture the initid tax value of an dement of the net income
formula. The Tax Vaue Method treets ligbilities like assets, except what holds
true for an asset holdstrue in reverse for aliability. So while the cost of an
asset iswhat you pay to start holding it, the proceeds of assuming aliability are
what you receiveto sart owing it.

9.74  However, proceeds of assuming aliability are dso conceptualy similar
to the proceeds of redlisation of an asset; the assumption of aliability is,
notiondly, the disposition of afinancid asset to the creditor. The key difference
between proceeds of assumption and proceeds of redlisation is that the
proceeds of assumption may vary over time (like the cost of an asset), whereas
proceeds of redisation are measured only at the time when holding ceases.

Proceeds of assumption and tax value

9.75  Itisimportant to distinguish between the proceeds of assuming a
ligbility and its tax value. The tax vaue of aliability isworked out under
Subdivison 7-C. Typicdly, the tax vaue of aliability begins at its proceeds of
assumption, but fals over time asit is discharged or extinguished. But aliability
does not necessarily begin a atax vaue equd to its proceeds of assumption;
for example, aliability to pay an amount within 12 months of the day the liability
begins has an initid tax vaue equd to the amount the entity isliable to pay.

General proceeds of assumption rule

9.76  Theproceeds of assuming aliaility are smply the totd amounts an
entity has received to sart having the ligbility, and from time to time because the
amount of the lidbility increases. [Section 7A-75]

9.77  Becausethe proceeds of assuming aliability can change, they are
aways defined by reference to the time at which they are measured (referred to
as the test time). Where measurement occurs a the time that an entity begins
to have the liahility, the liability’ s proceeds of assumption are equd to itsfirst
element [paragraph 7A-75(a)]. Where measurement occurs later, the proceeds
of assumption are the sum of the first e ement, and the second element. The
second element comprises dl of the amounts the entity receives because the
amount of the lidbility isincreased [paragraph 7A-75(b)].

9.78  Thefirst and second €lements of proceeds of assumption comprise
amounts the entity ‘recelved' . This includes both:

actua (and congtructive) receipts, as contemplated in Divison 5;
and

deemed receipts arising under a non-cash transaction because of
the operation of Divison 8, and those arising under Division 7B
from the splitting, merging or transformation of assets and liabilities.
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9.79  Thefirgt and second dements of proceeds of assuming aliability are
analogous to the cost of an asset.

Example 9.6 Assuming a liability

Odysseus secures an overdraft facility for his business with his bank,
Homer Ltd on 30 June 2005.%% On the same day he overdraws the
account by $1,000. $1,000 is Odysseus' siinitia proceeds of assuming
this liability. On 1 July 2005 Odysseus entersinto a bill facility with
Homer, aso for his business, under which he becomes liable to provide
Homer with $10,000 for payment of the bill upon maturity within 180
days. This $10,000 does not go into the proceeds of assumption for
Odysseus s overdraft; it is clearly a separate liability, because the legal
nature of the obligation, and the terms of repayment are fundamentally
different from those of the overdraft.

Example 9.7 Increasing aliability

Odysseus secures an overdraft facility with his banker, Homer Ltd on
30 June 2005. On the same day he overdraws the account by $1,000.
$1,000 is Odysseus ' initid proceeds of assuming the liability. On 1 July
2005 Odysseus draws a cheque for $500 against the same account.

The $500 goes into Odysseus' proceeds of assuming the liability he
started to owe on 30 June 2005. Thisis because the account isasingle
current account consisting of blended funds or debts; each amount
drawn upon the account from time to time is merely an extension of the
same facility, and is therefore part of the same liability.

Note, however, that the tax value of Odysseus' liability at any given
time will probably not be its proceeds of assumption, but rather the
amount Odysseusis liable to pay. Thisis because his account with the
bank is likely to represent a financial liability to pay an amount within 12
months (subsection 7-75(1), item 4 or 5 of the table).

Nexus between receipt and liability

9.80 Inherent in the requirement that the entity started having aliability or
the liability isincreased ‘because’ they receive amounts is a nexus between
each recaipt and a particular liability or ligbilities. The question of whether a
particular receipt relaesto aliability isaquestion of fact and can only be
worked out on a case-by-case basis.

9.81 Whereitisnecessary to dlocate a particular receipt to multiple
ligbilities, or liabilities and other things, the gpportionment rules determine the
proceeds of assuming each liability (see further, paragraphs 9.96 to 9.102).

Assume this facility isnot a‘ money account’ — see section 5-60.
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Special proceeds of assumption rules

9.82  There are exceptions to the generd proceeds of assumption rule
[section 7A-80]. The 2 items listed here are examples; other exceptions may be
added later as work on the Tax Vaue Method progresses.

Devolution under a deceased estate

9.83 Whenalegd persond representative begins to have aliability because
it devolves to them under a deceased estate, the first element of the proceeds of

assuming the liability isequd to the tax vdue of the ligbility at the time of degth.
[Section 7A-80, item 1 of the table]

9.84  Inaccepting the office of persona representative, a person becomes a
trugtee in the sense that he or sheis persondly liable in equity for the

deceased' s debts to the full extent of the assets of the estate that have come
into their hands®*

Partner’s liability becomes partnership liability

9.85  Where one or more partnersin a partnership have aliability which
subsequently becomes a partnership liability, the first eement of the proceeds of
assuming the liability for the partnership is the market vaue of the liability when
the partnership startsto haveit. [section 7A-80, item 2 of the table]

Cost of extinguishing a liability

9.86 Insomecasesit isnecessary to make ataxable income adjustment to
the gain or loss upon extinguishment of aparticular liadility. To do this, itis
necessary to assign a vaue to the economic benefits that an entity gives upon,
and by reason of, ceasing to have the ligbility. Thisistherole of the ‘ cost of
extinguishment’ concept, which isthe ‘flip-sde’ of the proceeds of redisng an
asset.

9.87  Thecost of extinguishing aliability does not need to be separately
caculated in mogt cases. Frequently, extinguishment cogts will smply be
included in the net income formula without any reference to a particular lighility.
Separate calculation is only necessary where a profit or loss redised upon
extinguishment is subject to a taxable income adjusment. For example, any gain
or loss made upon the discharge of aloan must be adjusted to take into

account any private or domestic use of the loaned sum. To make this
adjusment, you need to know the cogt of extinguishing the liability.

8 Halsbury's Laws of Australia[395-4205] at 736,877; Norman v Baldry (1834) 58 ER 726.
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General cost of extinguishing a liability rule

9.88  Thecost of extinguishing aliahility isthe tota of each amount an
entity pays in order to stop having the lidbility. It does not matter whether the

payment is made before or a the time when the ligbility ceases to be had.
[Section 7A-100]

9.89 Itisimportant to note, however, that the concept of ‘paid’ includes
both:

actud (including congtructive) payments, as contemplated in
Divison 5; and

deemed payments arising under a non-cash transaction because of
the operation of Divison 8, and those arising under Divison 7B
from the splitting, merging or transformation of assets and liabilities.

Nexus between payment and liability

9.90  Inherent in the requirement that the entity pay amounts ‘in order to’
cease having aliability is a nexus between each payment and a particular ligbility
or liabilities. The question of whether a particular payment relatesto aligbility is
aquestion of fact and can only be worked out on a case-by-case basis.

991  Whereitisnecessary to alocate a particular payment to multiple
ligbilities, or liabilities and other things, the gpportionment rules determine the
cost of extinguishment for each liability (see further, paragraphs 9.96 to 9.102).

Special cost of extinguishing a liability rules

9.92  Thereare exceptionsto the generd cost of extinguishment rule [section
7A-105]. The 2 items listed here are examples; other exceptions may be added
later as work on the Tax Vaue Method progresses.

Devolution under a deceased estate

9.93  When aperson ceasesto have aliability by reason of death, and that
ligbility devolvesto the deceased’ s legd persona representative, the cost of

extinguishment of the liability isthe liability’ stax vaue just before death. [Section
7A-105, item 1 of the table]

Partner’s liability becomes partnership liability

9.94  When one or more partnersin a partnership have aliability which
subsequently becomes a partnership liability, the cost of extinguishment for the
partner or partners who previoudy had the ligbility is equa to the ligbility’s
market vaue when the partnership beginsto have it. [Section 7A-105, item 2 of the
table]
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Part extinguishments

9.95  Extinguishing pat of aligbility may involve asplitting of the lidhility,
with one of the Split liabilities then being extinguished. So the resdue of the

origind ligbility remainsin exigence if it isnot paid-off in full. Alterndtively, a
depreciating ligbility that is progressively extinguished by performance would
have its tax vaue worked out under the depreciating asset and ligbility rules.

Apportionment rules

9.96 Theactua or deemed receipts and payments that are used to
determine costs and proceeds under these rules may relate to more than one
ast or ligbility, or assats and ligbilities and other things. Thus, gpportionment
rules are necessary for both assets and liabilities.

When an amount relatesto an asset or liability

9.97  Thegenerd gpportionment rule for assats provides that an amount
relates to an asset or liability to the extent that it is reasonably attributable to
that asset or ligbility [subsection 7A-120(1)]. Thisis Smilar to goportionment tests
that apply under the current law (see, for example, sections 112-30 and 116-
40 of the ITAA 1997).

9.98 Implicitin the ‘reasonably atributable requirement isthat there will be
areallocation costs and proceeds for tax purposes where the alocation
determined by the parties is unreasonable.

9.99  Apportionment rules are of particular importance when asingle
amount is.

received or paid for two or more different assets; or

received or paid for one or more assets and one or more things
which aren't assets (e.g. services or aliability); or

received as compensation for the assumption, or paid for the
extinguishment, of two or more liahilities; or

received as compensation for the assumption, or paid for the
extinguishment, of one or more liabilities and one or more things
which aren't liabilities (e.g. services or an as=t).

9.100 In casessuch asthis, the receipt or payment must be gpportioned
between the various items in order to establish the cost or proceeds of each (to
the extent that each can have a cost or have a proceeds). In performing this
gpportionment, regard should be had to the relative market value of the asset or
ligbility at the time of the receipt or payment, compared to the total market
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vaue of everything else to which any of the amount is reasonable attributable.
[Subsection 7A-120(2)]

Apportionment and non-cash benefits

9.101 Asprevioudy mentioned, the non-cash transaction rulesin Divison 8
may deem an entity to have received and paid amountsin a non-cash
transaction. Where this occurs, Divison 7A connects each deemed payment
and receipt with the particular asset or ligbility thet it istaken to be for under
Divigon 8. [Subsections 7A-120(3) and (4)]

Apportionment and splitting, merging and transformation

9.102 Therulesin Divison 7B deding with splitting, merging and
transformation of assets and ligbilities aso may deem an entity to have received
and paid amounts. The ordinary gpportionment rules apply in these cases.

No double-counting

9.103 Thisruleisintended to make it abundantly clear that the cogts and
proceeds of realisng assets, and proceeds of assuming and cost of extinguishing
ligbilities, are not to be counted more than once by attributed to multiple assets
or lighilities. This means they are not counted more than once and also
reinforces that assets can have a cost, and liabilities can have proceeds of
assumption, even though their tax vaue is different from that cost or those
proceeds (e.g. zero) or the asset or ligbility is not held. [Section 7A-130]

Cost of assets

9.104 Thecost of an asset an entity holds does not include an amount to the
extent that the amount isincluded in the cost of another asset an entity holds.
Thisisthe case, even though the tax vaue of one or both of the assets may not
be worked out by reference to cost. [Paragraph 7A-130(a)]

The cost of intellectual property: an example of no double counting

9.105 Anexample of the operation of the rule that there isto be no double
counting of cogts can be found in the treetment of intellectud property.
Information, unless purchased from someone elsg, is not held (c/f section 6-20,
item 3 of the table) [section 6-20, item 4 of the table].

9.106 Theforminwhich informeation is presented can giveriseto a
copyright, which is a separate asset that can be held and have a positive tax
vaue. Information can aso lead to a patent, aregistered design, atrademark, a
circuit layout, etc. These, too, are separate assets that can be held and have
positive tax values.
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9.107 However, thefact that interndly-generated informetion is not held
does not mean that the costs associated with it would instead be imputed to the
tax vaues of the separate intellectua property assets that arise as aresult of that
information.

9.108 It can be obsarved that:

even though the information is not held, it till has a cost and the
things that go into that cost cannot aso be taken into the cost of
any other assets® and

the only kinds of expenditure that are included in the cost of
intelectua property assets are the costs of creating or acquiring
those assets (e.g. regidtration fees, costs of preparing for
registration, lega fees, etc) and not the cogts of cregting the
information they are based on.

9.109 In some cases thiswould result in a more generous outcome than the
current law, and is therefore an issue that would, with al smilar issues, require
further Government congderetion.

Example 9.8 Advertisng

Argus Ltd undertakes market research to determine whether it needsto
advertise to improve the profile of its products. The research suggests
that television advertising should be undertaken.

Argus engages Zeus Pty Ltd, an advertising agency, to prepare a
campaign. Zeus produces the campaign and copyright in it passesto
Argus.

The information acquired as aresult of the research is an asset, but it
was not acquired from another entity; Argus does not therefore hold it.
Thus, the information does not affect Argus net income. Accordingly,
the expenditure on the research isimmediately deductible.®

The expenditure on the advertising campaign (including the copyright in
it) isaso immediately deductible. Argus does not hold the information in
the advertising campaign created by Zeus because Argus engaged Zeus
to generate the information for it (section 6-20, item 4 of the table; c/f:
item 3). Further, the intellectua property (copyright) acquired by Argus

85

86

Of course an asset may be replaced by another asset. For example, if you pay $1,000 for a
machine that will be delivered later, your asset isaright to that future delivery. The cost of the
right isthe $1,000 you paid. When the delivery happens, the right disappears and is replaced
by the machine itself. The cost of that machine isalso $1,000. In this case the cost of one asset
becomes the cost of the second asset that replacesit. However, for the assets discussed here,
the costs of information and any intellectual property assets that might flow from it must
clearly be kept separate because they exist concurrently.

This may be affected by the project pool rules and those dealing with a 5-year statutory write-
off for some expenditure (see footnote 82).
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isa‘listed zero tax value asset’, because its subject matter is
advertising materia: paragraph 6-40(3)(g). This means that neither the
information nor the copyright have any impact upon Argus net income.

Example 9.9 Staff procedures manual

Argus Ltd decides that its staff need more guidance about dealing with
customers, and that a procedures manual is necessary for this purpose.
Argus staff conduct research on appropriate procedures and eventual ly
develop afinal version of amanual, which is placed on Argus’ loca
area network.

Staff costs in researching and devel oping procedures give rise to
information. Argus employees were engaged to generate the
information for it; therefore Argus does not *hold’ the information
(section 6-20, item 4 of the table; c/f item 3). Nonetheless, the
information has a cost equal to the amounts paid to create it.

The copyright in the manual is property that is separate from the
information. The cost of the copyright is nil, because nothing was paid
to obtain it in this case. The production costs associated with
development of the manual were alocated to the information. For the
purposes of alocating cost to each asset, it isirrelevant that the
information is not held.

Thus, neither the information nor the copyright have any effect on
Argus net income; payments made to obtain these things can be
immediately written off.2’

Proceeds of realising assets

9.110 The proceeds of redising an assat does not include an amount to the

extent that it isincluded in the proceeds of redlising another asset. [Paragraph
7A-130(b)]

Proceeds of assuming liabilities

9.111 The proceeds of assuming aliability do not include an amount to the
extent that it isincluded in the proceeds of assuming another liability. Thisisthe
case even though the entity may not have the liability or that the tax value of one
or both of the liabilitiesis not worked out by reference to proceeds of
assumption. [Paragraph 7A-130(c)]

Cost of extinguishing liabilities
9.112 Thecog of extinguishing aliability does not include an amount to the

extent that it isindluded in the entity’ s cost of extinguishing ancther liability.
[Paragraph 7A-130(d)]

8 This may be affected by the project pool rules and those dealing with a 5-year statutory write-

off for some expenditure (see footnote 82).
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Splitting, merging, and transformation of assets and liabilities

9.113 Specid rules address the splitting, merging, and transformation of
assts and ligbilities. These arein Division 7B of the working draft.
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Chapter 11

Non-cash transactions (including credit
transactions)

Outline of Chapter

11.1  ThisChapter explains the rules under which receipts and payments are
taken to have occurred under arrangements involving:

the exchange of non-cash benefits — these are caled ‘* 2-sided non-
cash transactions;

the receipt of a non-cash benefit without consideration being given
in return —these are cdled ‘ one-sded non-cash transactions .

2 important points about the non-cash transaction rules

11.2  Thereare 2 important points which need to be kept in mind in order
to fully understand the scope and significance of the non-cash transaction rules
in thisworking draft.

Integral part of the TVM’s core valuation regime

11.3  Firgly, the non-cash transaction rules can only be fully understood in
the context of the broader scheme of the Tax Vaue Method. They are
essentiadly amechanism to alow taxpayers to work out the cost and proceeds
of assets and ligbilities. This regime operates by:

usng deemed payments (together with actud payments) to
establish the cost of an asset (which in most cases setsitsinitiad tax
vaue) and the cogt of extinguishing aliability (which isrdevant to
some taxable income adjustments); and

usng deemed recel pts (together with actud receipts) to establish
the proceeds of assuming aligbility (which in mogt cases seisits
initid tax vaue) and the proceeds of redisgng an asst (whichis
relevant to some taxable income adjustments).

Not just about barter

11.4  Secondly, therules apply to any transaction other than onein which a
non-cash benefit is exchanged for money only. This meansthat rights to
money are classified as non-cash benefits under these rules.
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11.5  Consequently, the non-cash transaction rules extend beyond barter
arrangements, to include transactions involving purchases and sdes on credit.

Context of Reform

11.6  TheTax Vaue Method explicitly dedswith both Sdes of a
commercid dedling. This approach meansthat it is necessaxry, asis often the
case under the current law, to ascribe dollar amounts to what is given and
recelved in atransaction in order to work out the income tax outcome. As such,
rules relaing to credit transactions and other non-cash transactions (al ‘ non-
cash transactions') are essentid.

Core valuation regime

11.7  Thenon-cash transaction rules are essentia in order to ensure that
entities are gppropriately taxed on their income, and that they are given
gopropriate tax relief for their expenditure, regardiess of form. The receipt of
something of value other than money might need to be recognised as income by
the tax system, just as the receipt of money may be so recognised. The same
applies when something other than money is provided.

11.8  Thenon-cash transaction rules support the Tax Vaue Method' s core
vauation regime for assets and lighilities: the cost and proceeds rulesin Division
7A, explained in Chapter 9.

11.9  Thenon-cash transaction rules interact with the cost and proceeds
rules by generating a series of deemed receipts and payments. This gpproach
dlowsthe tax system to recognise the vaue of a non-cash benefit as forming dl

or part of:
the cost of an assat an entity acquires,
the proceeds of redlisng an asset an entity ceasesto hold;
the proceeds of assuming aliability an entity Sartsto have; or
the cogt of extinguishing aliability an entity ceasesto have.

11.10 Thisrdationship is shown in the fallowing diagram.
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Diagram 11.1 Relationship between non-cash transaction and cost and
proceedsrules

11.11  Asthediagram shows, the non-cash transaction rules generate

‘inputs' into the cost and proceeds rules. This mechanism performs an
important technicad function. It amplifies the drafting of the working draft by
tresting most things that tend to increase net income as recelpts, and most things
that that tend to reduce net income as payments. This makes it easer to assgn
costs and proceeds of redlisation to assets, and proceeds of assumption and
cods of extinguishment to liabilities.

The link between receipts, payments, assets, and liabilities

11.12  The net income formulatakesinto account all receipts and payments,
but has regard to assets and liabilities only at the beginning and end of the tax
year. In theory, money too could have been brought to account merely on a
year-end basi's, as the difference between the year’ s payments and recei pts will
necessarily be equd to the difference between money holdings at the beginning
of the year and money holdings at the end.

11.13 However, the formulainstead dedls with money on a

rece pts/payments basis so as to focus the legidative mechanics on each
transaction occurring during the year. In the case of individuds, thisis necessary
in order to make decisions about private transactions, more generdly it is
necessary in order to match particular payments and receipts with particular
assets and lighilities (i.e. to give them acost or proceeds).

141



Tax Value Method (working draft June 2001)

Summary of working draft

When do the non-cash transaction rules apply?

11.14 The non-cash transaction rules gpply to any arrangement under which
at least one entity gives one or more non-cash benefits for something other than
just money. A non-cash benefit is essentially a service or any asset other than

money.

11.15 Thereare 2 basic forms of non-cash transaction; 2-sided non-cash
transactions and one-sded non-cash transactions.

2-sided non-cash transactions

11.16 A 2-sded non-cash transaction involves an exchange of non-cash
benefits between parties. Thisisillugtrated in the following diagram.

Diagram 11.2 A 2-sided non-cash transaction

Non-cash benefit

7N

Party A

Party B

11.17 The 2-sded non-cash transaction rule appliesin these kinds of cases.
In effect, the rule treets the single transaction asif it comprised 2 separate
transactions, each involving the exchange of one of the non-cash benefitsfor a
matching money payment. The effect of the 2-sded non-cash transaction ruleis
St out in the following diagram.

Non-cash benefit

P
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Diagram 11.3 Effect of the 2-sded non-cash transaction rule

Non-cash
benefit

Party A Party B

\no_ne/
m

Party A Party B

Non-cash
benefit

11.18 Theamount of the deemed receipt and payment under a2 sded non-
cash transaction is worked out like this:

Table11.1 Amount of deemed receipts and payments

If you: The amount of the deemed receipt and
payment is.

Assume aliability to pay money | Theamount you have aliability pay if the promiseis
inthefuture (called a‘cashlike | to pay, within 12 months, for a non-cash benefit
benefit’) (other than afinancial asset)

In other cases, the market value of the liability®

Give any other kind of non-cash | The market value of what you get
benefit

11.19 These deemed receipts and payments are taken to arise in addition
to any actud receipts and payments that may flow between the parties.

11.20 Because the deemed receipt and payment are aways equal, they
offset each other exactly; this means that they have no direct effect on the
entity’s net income® Their effect, however, isto set the initid tax values and/or
disposa proceeds of assets and/or lighilities of the entitiesinvolved in the
arrangement.

8 The dictionary items contain adefinition for market value of aliability.

8 Subject to private or domestic rules.
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One-sided non-cash transactions

11.21 A one-sded non-cash transaction involves one party giving anon-
cash benefit without congderation. Thisisilludrated in this diagram.

Diagram 11.4 A one-sided non-cash transaction

Non-cash benefit

Party A Party B

11.22 The one-sded non-cash transaction rule gppliesin these kinds of
cases. The rule treats the passing of the benefit asif there were actudly 2
transactions - the party providing the benefit pays an amount of money to the
other party, and then the other party is taken to have paid the money back in
return for the non-cash benefit. The effect of the one-sided non-cash
transaction rule is st out in this diagram.

Diagram 11.5 Effect of the one-sided non-cash transaction rule

‘///////"FT;;;;;\\\\\\\\\\\

Party A Party B

Non-cash
benefit

Party A Party B
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11.23 Agan, these deemed receipts and payments are taken to arise in
addition to any actua receipts and payments that may flow with the non-cash
benefit.

11.24 Because the deemed receipts and payments are equal, they offset
each other exactly; this means that they have no direct effect on the entity’s net
income.® Their effect, however, isto set the initia tax vaues and/or disposal
proceeds of assats and/or liabilities of the entities involved in the arrangement.

Comparison of key features of working draft and current law

11.25 Thereare 2 important points of comparison between the non-cash
transaction rules and those in the current law.

Common set of principles

11.26  Firdly, the non-cash transaction rules apply a common set of
principles across the entire tax law. In contrast, the non-cash benefit rulesin the
current law contain ‘gaps in some areas, whilst in others involve significant
replication of amilar provisons and concepts.

Overcoming potential double counting

11.27  Secondly, the non-cash transaction rules seek to overcome an
anomaly which could potentidly arise under the various cost rulesin the current
law. Thisdifficulty is discussed below in the examplesin paragraphs 11.80 to
11.90. It does not often surface in practice, because there is atendency to
assume that parties dedling a arm'’ s length will exchange benefits of equa
market value.

11.28 The exchange of one asset for another is viewed as a Smultaneous
acquisition and disposa of assets; however, the purchase of an asset for cashis
viewed only as the acquisition of an assat. When acquiring an asset for cash,
any implicit gain or loss from the transaction is embedded in the asset vdue it is
not realised until the asset is disposed of. In contrast, the exchange of one asset
for another condtitutes both an acquisition and adisposal. A gain or lossisagain
embedded in the vaue of the asset acquired, but no alowance is made for the
fact that the value of this asset was taken into account in caculating the gain or
loss on the assat digposed of. The result isaduplication of taxing points.

11.29 Thistable compares the key features of the new trestment of non-cash
benefits for income tax purposes with the treatment under the current law.

% Subject to private or domestic rules.
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Table11.2 Comparison of key features of working draft and current

law

Working draft

Current Law

Receipt or provision of non-cash benefits
may increase or decrease net income

Receipt or provision of hon-cash benefits
may give rise to assessable income or
allowable deductions

Recognises the value of all non-cash
benefits given and received, including
services, under asingle set of rules

Recogni ses the value of some non-cash
benefits given and received, where they
fall within a particular category of
transaction; e.g. receipt of anon-cash
business benefit, disposal of a CGT asset
for property, disposal of adepreciating
asset for property

All proceeds consisting of non-cash
benefits other than financial assets are
brought to account using asingle
valuation concept (market value)

Inconsistent terminology is used to value
non-cash benefits—‘value’, ‘money
value', ‘arm’slength value' and * market
value'

In establishing the cost of an asset, takes
into account the fact that the asset may
have been acquired in atransaction which
itself triggered ataxing point

Determines the cost of an asset only by
reference to what was paid or the value of
what was given for it, creating the
potential for double taxation or loss
duplication

The first $300 of non-cash benefits
received is exempt from income tax for a
taxpayer carrying on a business

The first $300 of non-cash benefits
received is exempt from income tax for a
taxpayer carrying on a business

11.30

Detailed explanation of working draft

The non-cash transaction rules gpply to arrangements under which

at least one entity provides one or more non-cash benefits for something other

than just money.

What is a non-cash benefit?

11.31 A non-cash benefit isa service or any asset other than money [section
8-27]. Therefore, dl financid assets are non-cash benefits. This means that the
non-cash transaction rules have far-reaching implications in the tax system; they
will apply whenever atransaction involves a purchase or sde on credit terms.

11.32 Therulesin subsections 8-27(1) to (4) are dl directed towards the
same principle; giving an assat to another entity represents the giving of a non-
cash benefit. Each case is dedlt with separately in order to make it clear that,
under the non-cash transaction rules, an entity need not hold an asset in order
to give one. For example, assuming aliability condtitutes giving afinancid asset
to the creditor, even though the debtor did not first hold the right to payment as

an asset.
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11.33 Thefadllowing table summarises the things which are specified to be
non-cash benefits under these rules.

Table 11.3 Thingsthat are non-cash benefits

Non-cash benefit Comments

An asset (but not money) Theterm ‘asset’ isdefined in section 6-15 of
the working draft [subsection 8-27(1)]

A service Thiswould include the use of facilitiesand
other kinds of accommodation [subsection
8-27(1)]

Assuming aliability, or increasing an | Inthis casethe party that owestheliability is
existing liability giving anon-cash benefit to the party to whom
itisowed. [subsection 8-27(2)]

Thetermination of al or part of a This covers the extinguishment, forgiveness,
liability release or waiver of the whole or part of the
liability (but not through mere performance).
The party to whom the liability was owed is
giving a non-cash benefit to the party that

owed it. [subsection 8-27(3)]

11.34 Thedédfinition of non-cash benefit ensures that the giving of apromise
to pay an amount of money is a non-cash benefit. Thus, for example, a 2-sded
non-cash transaction will occur where A gives B goodsin return for B
promising to pay money in the future.

11.35 Thismeansthat any loss or outgoing in atransaction that may be
reflected in an increase in the tax value of liabilities will be treeted asa
‘payment’ under the working draft. Indeed these kinds of arrangements would
be expected to constitute the most common form of 2-sided non-cash
transaction. Likewise, aloss or outgoing in atransaction that may be reflected
in adecrease in the tax vaue of assets will be trested asa‘ payment’. This
treatment of al these losses or outgoings as payments for the purposes of the
working draft Smplifies the drafting of the law sgnificantly.

Constructive receipt of a non-cash benefit

11.36 The non-cash transaction rulesinclude a* congtructive receipt rule
to assigt in determining whether a non-cash benefit has been provided to a
taxpayer. So, in addition to the usual circumstances when ataxpayer would be
taken to get a non-cash benefit, they will aso be taken to get it when it is dedlt
with on their behdf or asthey direct [subsection 8-27(4)]. Thisruleisto the same
effect as the congtructive receipt rule in subsection 4-20(2), which deals with
the calculation of net income.®

91

See Chapter 6.
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2 kinds of non-cash transaction

11.37 There are 2 kinds of transaction covered by these rules:
2-9ded transactions; and
one-sided transactions.

11.38 Importantly, the rules do not gpply to transactions involving the
exchange of anon-cash benefit for money and nothing €l se [section 8-5]. The
ruleswill till gpply, however, if any entity that pays money under the
arrangement also provides one or more non-cash benefits under that
arrangement.

2-sided non-cash transactions

11.39 Therulesfor 2-sded non-cash transactions are contained in
Subdivision 8-A. These rules operate, in effect, by tregting an entity asif it sold
the non-cash benefits it gave, and bought the non-cash benefitsit got, for the
same amount of money. This approach ensures that dl non-cash benefits

received or provided are gppropriately recognised by the income tax system.
[Section 8-10]

11.40 Thediscusson below explains the 2-9ded non-cash transaction rule.
The Appendix to this Chapter sets out a number of examples of how the rule
would gpply by way of further explanation.

When will the 2-sided non-cash transaction rule apply?

11.41  The 2-9ded non-cash transaction rule will gpply when the following 2
conditions exig (thisisillusrated in Diagram 11.2):

under an arrangement, an entity gives one or more non-cash
benefits, and

under the same arrangement, the entity gets one or more non-cash
bendfits.

[Sections 8-1 and 8-25]

11.42  Where both of these requirements are satisfied, the income tax
conseguences of the arrangement are worked out under Division 8, by applying
sections 8-28, 8-29 and subsequent sections. [Subsection 8-25(2)]

11.43 Applying the 2-sded non-cash transaction rule involves 2 steps.
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First step: deemed receipt for the non-cash benefit you gave

11.44 Thefirst step isto work out the amount you are taken to have
received for each non-cash benefit you gave under the arrangement.

Therole of the deemed receipt rule

11.45 The deemed receipt rule establishes a mechanism for assigning
gppropriate vaues to:

the proceeds of redisng assets given in a2-sided non-cash
transaction; and

the first and second ements of the proceeds of assuming ligbilities
in a 2-sded non-cash transaction.

11.46 Thisisdone by deeming amountsto have been received for the non-
cash benefits given by the entity under an arrangement. These deemed receipts
flow into the proceeds rulesin Divison 7A, because:

the proceeds of redisng an asset is defined to be the amount you
receive (including deemed receipts) because you stop holding an
asset (see section 7A-55); and

the first and second eements of the proceeds of assuming aliability
is defined to be the total of each amount you recaive (including
deemed receipts) because you started to have, or increased, a
lighility (see section 7A-75).

Giving single or multiple benefits

11.47  Inworking out this deemed receipt, the arrangement isfird classified
asfdling into one of 2 possible categories.

the single benefit case — where an entity gives one non-cash
benefit, and nothing ese; or

other cases —any other arrangement.
Sngle benefit case

11.48 Inthedngle benefit case, an entity gives one non-cash benefit, and
nothing else. There are 2 possihilities here; the entity either gives.

acash-like benefit; or

any other kind of non-cash benefit.
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11.49 Where the entity gives a cash-like benefit, they are taken to receive,
for that benefit, an amount equa to the market vaue of the benefit they gave
[subsection 8-28(1)]. The reason for this treatment of cash-like benefitsis
discussed at paragraphs 11.80 to 11.82 below.

11.50 A cash-like benefit is anon-cash benefit an entity gives because it
gartsto owe afinancid liability, or because thereis an increase in the financid
ligbility it already owes. [Subsection 8-28(4)]

11.51 Wherethe entity gives any other kind of non-cash benefit, they are
taken to recaive, for that benefit, an amount equa the total market value of the
non-cash benefits recelved under the arrangement. [Subsection 8-28(3)]

Any other arrangement
11.52  Other arangementsinvolve the entity giving:
more than one non-cash benefit; or
one or more non-cash benefits, and an amount of money.

11.53 For each cash-like benefit that the entity gives, they are Smply taken

to recelve an amount equd to the market vaue of the benefit. [Subsection 8-
28(1)]

11.54  For each non-cash benefit that the entity giveswhich is not a cash-
like benefit, the entity is taken to receive an amount worked out on the basis of
aproportion of the market vaue of the non-cash benefits the entity gets under
the arrangement. [Subsection 8-28(4)]

11.55 Thisproportion isworked out by comparing the non-cash benefit
givenwith all of the non-cash benefits given, and any actua payments made,
under the arrangement. [Subsections 8-28(5) and (6)]

11.56  Thisgpportionment is based upon the relative market vaues of the
assets being exchanged. This does not mean that a taxpayer has to work out
the actual market vaues of dl the things given in the transaction. It would be
enough to do the gpportionment having regard to a reasonable assumption of
the relativities of those market values.

11.57  Under gpportionment caculation, the deemed receipt for the non-cash
benefit given could be worked out using the following formula:

Market value of non-cash benefit given

Total market value of

all non-cash benefits X Total market
entity gets value of all non- 4 _Amounts
cash benefits actually paid

given
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Why is apportionment necessary?

11.58 In cases where more than one non-cash benefit is provided under a 2-
sided non-cash transaction, it is necessary to alocate the deemed receipts to
each of the non-cash benefits. Where ligbilities are assumed under the
arrangement, alocation is necessary in order to work out which part of the
deemed receipt forms the proceeds of assuming the ligbility. Allocation might

a so be necessary because, for example, some part of the amounts taken to be
received might need to be characterised as private or domestic in nature.

Example 11.1 Barter transaction

Odysseus sdls his packing machine (market value, $4,000), generator
(market value, $3,000), and trolley (market vaue, $2,000) to Athene.
Instead of paying Odysseus cash, Athene gives him aforklift with a
market value of $9,000.

Using the formula, Odysseus would be deemed to have received the
following amounts of money for each item he gave:

i 24,000 6
Receipt packing macine = 9,000 X gmg =$4,000
! 2
Receipt generator = 9,000 X g%g: $ 3,000
000 g
Receipt trolley = 9,000 X g%g =$2,000
! %]

The ‘proceeds of realisation’ of an asset are the amounts you receive
because of the realisation event, including deemed receipts. So, these
deemed receipts form the proceeds of realisation for each asset
Odysseus disposed of.

Second step: deemed payment for the non-cash benefits you got

11.59 Thefirgt step in working out the tax consequences of a 2-sided non-
cash transaction was explained above at paragraphs 11.44 to 11.58. The
second step is to work out the amount you are taken to have paid for each
non-cash benefit you got under the arrangement.

Role of deemed payment rule

11.60 The deemed payment rule establishes a mechanism for assigning
appropriate valuesto:

the first dement of cost of each asset acquired under the
arrangement;

the second dement of cost for assets dready held; and
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the cogt of extinguishment of any ligbilities thet are extinguished asa
result of the arrangement.

11.61 Thisisdone by deeming payments to have been made for the non-
cash benefits recaived or liahilities extinguished. These deemed payments flow
into the cost rulesin Divison 7A, because:

the first dement of the cost of an asset is defined to be the amount
you paid (including deemed payments) to hold the asset (see

paragraph 7A-20(1)());

the second eement of the cost of an asset is defined to be the
amount you paid (including deemed payments) to bring the asset to
its present condition and location (see paragraph 7A-20(1)(b));
and

the cogt of extinguishing aliability is defined to be the amount you
pay (including deemed payments) in order to sop owing aliability
(see section 7A-100).

Getting single or multiple benefits

11.62 Inworking out this deemed payment, the arrangement can again be
classfied asfdling into one of 2 possble categories:

the single benefit case —where an entity gets one non-cash
benefit, and nothing else; or

other cases - any other arrangement.
Sngle benefit case

11.63 Thesingle benefit case occurs where an entity gets one non-cash
benefit, and nothing ese. In that case, the entity is taken to have paid, for the
benefit, an amount equad to the tota of the amount they were taken to have

received because of section 8-28 (which was worked out in step 1). [Subsection
8-29(1)]

Other cases

11.64 Where the entity receives 2 or more non-cash benefits under the
arrangement, they are taken to pay an amount which equas the totd of dl the
amounts they were taken to receive because of section 8-28 (which, again, was
the amount worked out in step 1). [Subsection 8-29(2)]

11.65 Becausethe entity is getting more than one non-cash bendfit, it is
necessary to dissect the deemed payment and alocate a portion of it to each
benefit, thereby alowing the cost of each benefit to be separately determined.
Thiswill involve alocating the payment to each benefit received on the basis of
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the relative market values of the non-cash benefits and any amounts of money
actualy received. [Subsection 8-29(3)]

11.66  Where the proportion isworked out on the basis of the market values
of the non-cash benefits received under the arrangement, the caculation can be
represented by the following formula:

Total amounts taken Market value of non-cash benefit received
to have been received X
under section 8-28 Total market value of all non-

cash benefits received
Why is apportionment necessary?

11.67  In cases where more than one non-cash benefit isreceived in a 2-
sided non-cash transaction, it is sometimes necessary to allocate the deemed
payment to each of the non-cash benefits recelved. This dlocation will be
necessary, for example, in order to work out what part of a deemed payment
forms the cost particular assets acquired in the transaction. It may aso be
necessary in order to determine the cost of extinguishment of a particular
ligbility resulting from the arrangement.

The matching of deemed receipts and payments

11.68 Itisimportant to note that the non-cash transaction rules match
deemed payments with deemed receipts. The sum of the amounts worked out
under the first step must add up to the total deemed receipt worked out under
the second step.

11.69 Thismeansthat tota deemed recaiptswill aways equd tota deemed
payments (although tota receipts may not equd total payments, because actual
recei pts and payments must be counted).

11.70  Thismatching outcome is avery important feature of the non-cash
transaction rules. The result isto ‘cancel out’ the effect of the deemed cash
flows upon the receipts and payments element of the net income formula, but to
alow these deemed cash flows to impact upon the cost of assets and proceeds
of assuming liabilities. This outcome serves to avoid the * double counting’
problems explained above at paragraphs 11.27 and 11.28. The rationae for
this matching approach is explained further below at paragraphs 11.83 to
11.90.

Example 11.2 Deemed payment in barter transaction

Odysseus sdls his packing machine (market value, $4,000), generator
(market value, $3,000), and trolley (market vaue, $2,000) to Athene.
Instead of paying Odysseus cash, Athene gives him aforklift with a
market value of $9,000. Atheneis taken to have received atotal of
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$9,000 for the forklift under the deemed receipt rule. Using the deemed
payment rule, we' d work out Athene's deemed payments like this:

284,000
Payment packing machine — 9 000 X gm :

= =$4,000
a

3

0
Payment generator — 9,000 X ﬁ:: $3,000
(%]

9,

qmn

,000

Payment ¢q1ey = 9,000 X ? g:$2,000
ﬂ

These amounts add up to $9,000. So, it's clear that deemed payments
match deemed receipts.

Non-cash benefits an entity gives or getsin discharge of aright or
liability

11.71  Animportant exception to the 2-sided non-cash transaction rules
applies where an entity smply gets a non-cash benefit in satisfaction of aright it
had to get it, or Smply gives a non-cash bendfit in discharge of alidbility it had
to giveit.

11.72  If an entity gets a non-cash benefit pursuant to aright it had, and, asa
result, the right decreases or ends, the non-cash transaction rules will not apply
a that time. [Subsection 8-31A(1)]

11.73  Equdly, if an entity gives a non-cash benefit pursuant to aliability it
had, and, as aresult, the liability decreases or ends, the non-cash transaction
ruleswill not apply at that time. [Subsection 8-31A(2)]

Example 11.3 Non-cash benefit in satisfaction of right to get it

Wilbur pays $1 million to Orvillein return for which Orville agrees to
supply an aeroplane in 12 months. Wilbur has an asset consisting of a
right to get the aeroplane. When Wilbur gets the agroplane, his right
disappears. The non-cash transaction rules would not apply at thistime.

Rationale for therule

11.74 Therulein section 8-31A is required to ensure that again or loss
made upon aright to get a non-cash benefit, or aliability to provide anon-cash
benefit is not recognised at the time of performance. Any such gain or lossis
‘rolled-over’ into the non-cash benefit acquired.

Example 11.4 Satisfaction of aright to get an asset which hasincreased
in value

Agamemnon contracts to buy ablock of land from Argus. Under the
contract, the house will be conveyed in 6 months from the date of
contract. At the date of contract, Agamemnon pays $100,000 in cash
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and receives a non-cash benefit, being his right against Argusto get the
house in 6 months. At the time of the contract, the market value of the
house is $100,000. Six months later, the vaue of the house has
increased to $150,000. Agamemnon exchanges his right to the house
(cost, $100,000) for the house (market value, $150,000).

That exchange is disregarded under subsection 8-31A(1) because to
apply the non-cash transaction rules when the right to get the house
was satisfied would otherwise tax an unrealised gain of $50,000.

Provisions to avoid doubt

11.75 Thereare anumber of provisons designed to remove doubt about the
particular form an arrangement must take in order to be affected by the non-
cash transaction rules.

Payment or receipt of money

11.76  The non-cash transaction rules can gpply to transactions involving
actud receipts and payments, it is only where one party to the arrangement
pays only money that the rules have no gpplication. Nothing in the non-cash
transaction rules requires or alows actua receipts and payments to be
disregarded.

11.77 However, to avoid doubt, amounts you are deemed to have received
or paid under Subdivision 8-A are expressed to be ‘in addition to’ any amount
you actually receive or pay under the arrangement. [Subsection 8-32(1)]

Other features

11.78 A 2-sded non-cash transaction is Smply an arrangement under which
the entity gives and gets non-cash benefits; no other specid features are
required.

11.79 Tomake it dbundantly clear, the following arrangements can be non-
cash transactions:
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Table11.4 Arrangementsthat can be non-cash transactionsto avoid

doubt

Arrangement

[llustration

Y ou get/give non-cash benefitsand
receive/pay money under the same
arrangement. [Paragraph 8-32(2)(a)]

Non-cash benefit

Y

Money

A 4

Party A Party B

W

Y ou give non-cash benefitsto:
an entity that is not a party
to the arrangement
[paragraph 8-32(2)(b)]; Or
an entity other than the one
from which you got
benefits [paragraph 8-32(2)(c)]
Y ou get non-cash benefits from:
an entity that is not a party
to the arrangement
[paragraph 8-32(2)(b)]; Or
an entity other than the one
to which you gave benefits
[paragraph 8-32(2)(d)]

Third Party Nbenem

Party A Party B

Non-cash benefit

Y ou give/get 2 or more benefits under
the arrangement to/from different
entities [paragraph 8-32(2)(e)]

Non-cash Party A Non-cash
benefit benefit
Non-cash
benefit
Party B Party C

Why do we treat cash-like benefits that you give in a different way to
other non-cash benefits that you give?

11.80 Thedeemed receipt for each cash-like benefit given isworked out on
adifferent basis to the deemed receipts for other non-cash benefits. However,
this difference is only important where the market value of what an entity gives
is not the same as that of what it gets. Thiswould be arare case, because
parties & arm'’ s length would normally be exchanging things of equa vaue.
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11.81 Thisapproach is necessary because our tax system treats disposals of
money and financid assets (i.e. ‘ cadh-like benefits') differently than disposds of
other things. Disposas of cash and cash-like benefits for non-cash benefits are
viewed as ‘purchases, even though, economicaly, we could seethem as sdes
of cash. In contrast, disposals of non-cash benefits for money are viewed as
‘sdles, even though, economically, we could see them as purchases of money.
Because financid liahilities that you assume (and short-term financid lidbilitiesin
particular) are conceptualy smilar to money, the same reasoning applies.

Example 11.5 How cash-like benefits differ from other non-cash
benefits

If A pays $100 in cash in return for an asset which a court finds has a
market value of $150 he acquires an asset with an embedded gain of
$50. We don't think of A as disposing of cash for a profit of $50; rather,
we could say he is purchasing an asset for a $50 ‘discount’. But if we
had said that the ‘ proceeds of redisation’ for the cash were $150, we
would tax him on a profit of $50. Thisis not appropriate.

Thefact that A may promise to pay $100 in the future, as opposed to
immediately, should not dter the treatment of this kind of transaction. A
would not be regarded as assuming aliability (or *disposing of his
promise to pay money’) at a profit.

11.82 By usng this gpproach, any gain or loss on the giving of acashlike
benefit may be deferred, and embedded in the cost of an asset or proceeds of
assuming aliability. That is, the disposa of a cashlike benefit may be treated as
the acquisition of an asset or liability a a premium or discount, rather than the
disposa of the cashlike benefit at a profit or loss.

Why are the deemed payments always equal to the deemed receipts?

11.83 It would be very easy to arive a arule for non-cash transactionsiif dl
transactions involved an exchange, and the items exchanged had the same
market vaue; but this cannot be guaranteed in every case. Some transactions
are one Sded (eg. adamages liaility arisng). Even those involving exchange
might not necessarily have matching market values. It is conceivable that a
court, gpplying existing case law, may find different market vaues being
exchanged in these cases, even though the parties are dedling at arm’ s length
(see paragraphs 11.115 t0 11.119).

11.84 It would seem, at first blush, that there is an obvious gpproach for
dedling with non-cash transactions — equate the proceeds of a sale with the
market vaue of what you got, and equate the cost of what you got with the
market value of what you gave. Typicdly, thisis the gpproach of the existing
law.
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Example 11.6 Barter transaction

Martin has a truck with awritten-down value of $100,000 and a market
vaue of $100,000, and exchanges it for a bulldozer with a market value
of $120,000. The current law treats him as having bought the bulldozer
for $100,000 and sold the truck for $120,000.

11.85 However this goproach is flawed — it will involve double counting
where, asin the example, the values don’t match.

Example 11.7 Barter transaction

In Example 11.6 above, Martin is taxed on the profit on disposa of the
truck; $20,000 isincluded in his assessable income as a balancing
charge, and he brings to account his new bulldozer at a cost of
$100,000. If he then sold the bulldozer for its market value of $120,000,
hewould again be taxed on the profit on its disposa — that is, $20,000.
Even though it is quite evident that the deal |eft Martin only $20,000
better off, he is taxed on atotal of $40,000.

11.86 Thisapproach treats an entity asif it obtained a profit ondisposa and
adiscount at purchase —thisis how the double counting arises.

11.87 Inorder to avoid thisflaw it is necessary to determine just one figure
which provides both the amount of the proceeds of sale and the cost of what

you got.
11.88 Thereare 2 convenient ways that this could be done:

Approach the transaction asiif the digposal were made at a price
equa to the market value of what the entity gave, and the
proceeds were then used to fund the acquisition:

Example 11.8 Deemed sale of non-cash benefit at its market value

In Example 11.6 above, Martin could be taken to have made no profit
on disposa of the truck but would later be taxed on $20,000 upon the
sale of the bulldozer — he got a‘bargain’ on the bulldozer.

Approach the transaction as if the disposal were made a a price
equa to the market value of what the entity got, and the proceeds
were then used to make the acquisition:

Example 11.9 Deemed sale of non-cash benefit at market value of
consderation received for it

In Example 11.6 above, Martin could be taken to have made a $20,000
taxable profit on the sale of the truck, but no profit would arise later
upon the disposal of the bulldozer — he made a *profit’ on the truck.
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11.89 Both approaches are appropriate, depending upon the nature of what
isgiven in the transaction. So, to the extent that you give a cashlike benefit the
non-cash transaction rules look at the vaue of what you gave. But to the extent
that you gave other kinds of non-cash benefits, the non-cash transaction rules
look at the value of what you got. Paragraphs 11.80 to 11.82 explained why
this was appropriate.

11.90 Inamgority of cases, the non-cash transaction rules will produce the
same outcome as the current law. Thisis because the market vaues of the
things exchanged in an am’ s length transaction will usudly be equal.

2-sided non-cash transactions with cash or cash-like benefits on each
side

11.91 Subdivison 8-B contains specid rules for non-cash transactions
involving exchanges of cash-like assets and cash. These provisons effectively
‘bifurcate€ some non-cash transactions into a non-cash component and a
financia assat/ cash component.

Why the rules are needed

11.92 Theserulesare necessary to give the correct trestment to financial
assets and cash.

11.93 Theserules would be expected to gpply rarely. They will only have an
impact where there is a transaction with cash and/or cash-like benefits on both
Sdes, in addition to other kinds of non-cash benefits. In essence, the addition of
cash and cash-like benefits to a transaction may provide a deferra effect on
gains and lossesin these cases.

Broadly, how do the rules approach these transactions?

11.94 When the money paid isin excess of the market value of the cash-like
benefits and money being received, it isfirgt netted off againgt the money
received, then alocated to the cashlike benefits, with the remainder allocated
to the remaining non-cash benefits.

11.95 Thisapproach hasthe effect of producing an ‘ordering rule’ . Money is
alocated to money and cash-like benefits first; any residue goesto the other
non-cash benefits. If this weren't done, the money could be alocated to the
financia assets and non-cash benefitsin proportion to their market values. This
could mean relatively more cash being alocated to non-cash benefits, and less
to financid assets. In turn, this could mean greater deferra of gain or loss for
the giver of the cadhlike benefit, and a bringing forward of the gain or loss for
the recipient.

159



Tax Value Method (working draft June 2001)

Detailed description of therules

11.96 The Subdividgon dtersthe operation of Divison 8 where both entities
actudly pay and actualy receive money. The Subdivison will be developed
further, however, to address transactions in which:

one entity actudly pays money and the other entity provides a
cash-like benefit; or

where both entities provide cash-like benefits.

11.97 The'netting off’ rule for non-cash transactions gpplies where an entity
actualy pays and actualy receives cash under a non-cash transaction
[subsection 8-34(1)]. It should be recdled at this point that a non-cash transaction
can involve one or more entities paying money, providing they aso provide
something else; see above, paragraph 11.38.

11.98 Recepts and payments that are deemed under Division 8 are not
relevant for determining the gpplication of the rule. However, amutud set-off
will be sufficient to condtitute an actua payment for the purposes of these rules:
Re Harmony and Montague Tin and Copper Mining Company (Spargo’s
Case) (1873) LR 8 Ch App 407.

11.99 Divison 8 effectively recongtructs the arrangement for the purposes of
the non-cash transaction rules. The recongtruction is shown in the following
diagram:

Diagram 11.5 Reconstruction of 2-sided non-cash transaction with cash

on both sides

$x +y (cash)
e

Party A Party B

$x (cash)
\g bifurcation
$x (cash)
$y (cash)
Party A Party B Party A Party B
$x (cash)

Non-cash benefit
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11.100 The diagram shows that a hon-cash transaction which involves both
actud receipt and actua payment of money istreated asif it were split into 2
separate arrangements:

An arrangement under which the non-cash benefits are exchanged,
and only the payer with the larger payment pays an amount, equa
to the excess of their payment over their receipt (the ‘origina
arrangement’).

An arrangement under which the money disregarded in the origina
transaction is exchanged (the * separate arrangement’). Of course,

thisisjust anetting-off of the cash provided by each party and o

can beignored for practical purposes.

[Subsection 8-34(2)]

11.101 Where the amount of the payment equals the receipt, the rules remove
any actud caghflow from the origind arrangement. [Subsection 8-34(3)]

Example 11.10 Cash on both sides of a 2-sided non-cash transaction

Homer issues a debenture to Antinous, and aso pays him $10,000. The
debenture entitles Antinous to $20,000 in 12 months. In return, Antinous
gives Homer $10,000 in cash and promises to pay an additiona $18,000
in 180 days.

Because there is cash on both sides of the transaction, the rule in
section 8-34 applies. Accordingly, this unusual transaction is broken
down into these 2 separate transactions for the purposes of applying the
2-sided non-cash transaction rule:

the exchange of the debenture (market value $20,000) for aright
to receive $18,000 (caled the ‘origina arrangement’ in the working
draft); and

the exchange of $10,000 cash for $10,000 cash (called the
‘separate arrangement’ in the working draft).

So, Homer is deemed to have received $20,000 under subsection
8-28(1) for the financia asset (the debenture) that he gave.

Homer is aso deemed to have paid $20,000, under section 8-29, the
amount he is taken to have received.

So, Homer' s net income formula would look like this at the time of the
transaction:

Closing Opening Closing Opening
Receipts - Payments | + |taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities
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= [30,000 — 30,000] + [20,000 — 0] — [20,000— 0] = $ 0

Note that the actual $10,000 receipt is included in Homer’s net income
caculation, asis his $10,000 payment. They are only ignored for the
purposes of applying the 2-sided non-cash transaction rules.

Assuming that, in the following year, the debenture matures and
Antinous mests his liahility:

NI pomer = [18,000 — 20,000] + [0 — 20,000] — [0 — 20,000] = —$ 2,000.

One-sided non-cash transactions

11.102 Therulesfor one-sded non-cash transactions are contained in
Subdivison 8-C. The one-sded rule dlows an entity to work out the costs and
proceeds of redlisation of its assets, and the proceeds of assumption and cost
of extinguishment of itsliabilitiesin atransaction where only one entity supplies
congderation.

When will the one-sided non-cash transaction rule apply?

11.103 There are 2 types of one-sided non-cash transaction. One involves
getting a non-cash benefit for nothing. The other involves assuming or increasing
aligbility for nothing.

Getting a non-cash benefit for nothing

11.104 The one-sded non-cash transaction rule will goply when the following
2 conditions exist (thisisillugtrated in Diagram 11.4, above):

an entity gets one or more non-cash benefits from ancther entity;
and

the firgt entity pays nothing and gives no non-cash benfits.

[Sections 8-1 and 8-55]

11.105 Inthiscase, the entity istaken to receive, from the other entity, an
amount equal to the market value of the benefit, and to have paid the same
amount for the benefit, a the time when it getsit. [Subsection 8-55(1)]

11.106  However, thisrule does not gpply if the entity gets the benefit under
an arrangement, and, under that same arrangement, aso gives one or more
non-cash benefits [subsection 8-55(2)]. Where this occurs, the 2-sided non-cash
transaction rules will gpply.

11.107 Effectively, the rule treets the non-cash transaction as if the provider of
the non-cash benefit had financed the purchase of that benefit by providing the
other party with sufficient money to enable it to effect a purchase a market
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vaue. Theresult isthat the recipient’ s net income increases by the tax vaue the
asset has a the end of the income year. However, there is no effect on taxable
income if it isa service that the recipient gets or an asset that is no longer held at
year-end.”

Assuming or increasing a liability for nothing
11.108 The second one-sided non-cash transaction occurs where an entity:

gives a non-cash benefit to another entity by starting to have a
ligbility or because thereis an increase in aliability the entity
dready has, and

receives no payment, and gets no non-cash benefit, for the non-
cash benefit.

[Subsection 8-57(1)]

11.109 Inthiscase, the entity istaken to pay to the other entity an amount
equa to the market value of the benefit, and to receive the same amount from

the other entity for the benefit, at the time when they give the benefit. [Subsection
8-57(1)]

11.110 Thisputsthe entity in the same position for income tax purposes that
they would have been in, had they given money to the other entity, with the
other entity lending that money back to the first entity.

11.111 Thisrule doesnot apply if the entity gives the non-cash benefit under
an arrangement, and under that same arrangement, they get one or more
non-cash benefits. In this case, the 2-sided non-cash transaction rules apply
instead. [Subsection 8-57(2)]

No effect on net receipts

11.112 It will be seen that the one-sided non-cash transaction rule will have
no effect on the net receipts. This is because the amount taken to be received
by each party will be the same as the amount taken to have been paid.
However, the rule will have an impact for these reasons.

One or more of the receipts or payments might be private or
domedtic in nature. This may mean that arecept isincluded in
working out net income while the payment is not, or vice versa

The deemed receipt and payment will determine, or form part of:

- thecost of assets acquired;

9 Subject to private or domestic rules.
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- the proceeds of redisation of assets digposed of;
- the proceeds of assuming aliability;
- thecost of extinguishing alighility.
What about giving a non-cash benefit and getting nothing in return?

11.113 Under section 8-55, transactions are only one-sided from the
perspective of the recipient of the non-cash benefit. From the donor’s
perspective, the transaction does not even fall into the non-cash transaction
rules.

Example 11.11 Giving and getting something for nothing

In the course of its promotiona activities, Hermes Software Pty Ltd
gave the Sirens Unit Trust one of its software packages (market value,
$1,000) as a free sample. Hermes has given something for nothing;
from its perspective, thisis not a non-cash transaction. Upon giving the
package to Sirens, Hermes ceases to hold it. The package disappears
from Hermes' net income formula, and its net income therefore falls by
the tax value the asset had to it.

Appropriately, Hermes gets the equivalent of a‘deduction’ for the
package, which is a marketing expense.

Use of market value

11.114 For the purposes of Divison 8, the market value of the non-cash
benefit an entity gives or getsits determined e the time the entity gives or gets
it. [Subsection 8-31(1)]

Meaning of market value

11.115 ‘Maket vaue isaterm that is used widdly in the income tax law and
other areas of the law. The non-cash transaction rules use this established
coneept, the principles of which have been considered on numerous occasions
in the case law.
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11.116 Market vaueisworked out on the basis of what awilling but not
anxious provider of the benefit would agree on with awilling but not anxious
acquirer of the benefit as payment for it. Determination of the market vaue of a
non-cash benefit is a question of objective fact. It is necessary to consder a
hypothetical transaction in a notional market place and ask what payment
would be agreed as between willing but not anxious parties for the economic
benefit that is sought to be vaued.

11.117 Thisgenerd ruleis based upon the common law test for market vaue
asdeveloped in Spencer v The Commonwealth (1907) 5 CLR 418. The High
Court provided a summary of thistest in Abrahamsv FC of T (1944) 70 CLR
23 where Williams Jsaid at 29 that market valueis “the price which awilling
but not anxious vendor could reasonably expect to obtain and a hypothetica
willing but not anxious purchaser could reasonably expect to haveto pay ... if
the vendor and purchaser had got together and agreed on a price in friendly
negotiation”.

11.118 ‘Market vaue isworked out without reference to anything that
prevents or redtricts the conversion of the benefit into money. These factors are,

accordingly, disregarded in working out the market vaue of a non-cash benfit.
[Dictionary items, definition of ‘market value']

11.119 Thekinds of things that might prevent or restrict the conversion of the
benefit into money include:

conditions that affect transferability of the benefit to another entity,
for example, whereit isillegd to transfer aright; and

the absence of an actual market for the economic benefit.
Secial rules about market value

11.120 Thereisasggnificant modification to the genera meaning of market
vaue which gpplies for the purposes of Subdivison 8-A.

11.121 The market vaue of afinancid asset or financid ligbility congding of a
right to recelve, or an obligation to pay, an amount:

that is due and payable; or

for anon-cash benefit (other than afinancid assat) if it must be
paid within 12 months after the day the asset comesinto existence;

istrested asif it were the amount the entity has the right to receive. [Subsections
8-31(2) and (3)].

11.122 Theeffect of these provisonsis to remove the need for entitiesto
determine the market vaue of rights and ligbilities which have aterm of 12
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months or less. Instead, such rights and liabilities are deemed to have a market
vaue equd to their nomind or face vaue.

11.123 Thereisadso adefinition of market vaue of aliability in the dictionary
items. Thisis explained in Chapter 8 (see paragraph 8.73).

The first $300 of notional receipts under non-cash transactions are

exempt

11.124 Consgent with the position under the current law, up to $300 of
notiond receipts under non-cash transactions are exempt from income tax. This
will be the case where the non-cash transactions arise in the course of carrying
on abusiness. These are not yet included in the working draft, but will reflect
the operation of subsection 23L(2) of the ITAA 1936.

What is the effect of the 2 and one-sided transaction rules on the income
tax treatment of fringe benefits and entertainment?

11.125 Theincome tax law currently provides specia trestment for non-cash
benefits that are fringe benefits or entertainment. It is not the intention of the
non-cash transaction rules to disturb this treatment. The Tax Vaue Method
legidation will need to ensure that the present treatment of these non-cash
benefitsis preserved.
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Appendix to Chapter 11

Examples of 2-sided non-cash transactions

11.126 This Chapter has so far explained how each deemed receipt and
payment rule works. However, it isimportant to understand how the above
rules interact with each other as dl transactions involve gpplying receipt and
payment rules.

11.127 Thefollowing examplesillustrate how the non-cash transaction rules
for 2-sided non-cash transactions operate.

Example 11.12 Non-cash transaction: no cash or cash-like benefits

Telemachus enters into a scrip-for-scrip transaction with Penelope.
Under the transaction, Telemachus gives Penelope 1,000 sharesin
Odysseus Pty Ltd (cost $7,000 and market value, $10,000),* and

Penel ope gives Telemachus 500 shares in Zeus Pty Ltd (cost, $4,000
and market value, $6,000), and 500 shares in Poseidon Ltd (cost $3,000
and market value, $4,000).

Telemachus

Telemachus is deemed to have received $10,000 for the Odysseus
shares he gave under subsection 8-28(4).

Heis also deemed to have paid atotal of $10,000 for the shares he
received, under subsection 8-29(2), broken down like this under

subsection 8-29(3):
6,000 ¢
=1 X &0 + =
Payment Zeus shares O,m glo, g %,(m
_ 24,000 ¢ -

This means that the total cost of his new sharesis $10,000. So, under
the net income formula, the result for Telemachusis:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - taxvalue
of assets of assets of liabilities of liabilities

= [10,000 — 10,000] + [10,000 — 7,000] — [0 — O] = $3,000

The gain Telemachus made under this transaction is recognised
immediately, unless aroll-over gpplies. This gain will be reduced by the

% Note that where there is no ‘ general market’ (eg: asin the case of asharein aprivate company),

amarket value isto be assumed: Brisbane Water County Council v Commissioner of Stamp
Duties (1979) 1 NSWLR 320 per Waddell J at 324.
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CGT discount (via the taxable income adjustment rules) if the digibility
requirements for it are met.

Penelope

Penelope is deemed to have received $10,000 under subsection 8-28(4)
for the shares that she gave:

i - 26,000 6 _
Recel Pt zeus shares = 10,000 X gl0,000 g $ 6,000
Recei Pt poseidon shares = 10,000 X {384’000 9 = $4000
£10,000 4

This separate apportionment may not be necessary, however. It will
only be required where the tax consequences of ceasing to hold each
parcel of shares are different. For example, if the Zeus shares were
acquired before 20 September 1985, and the Poseidon shares
afterwards, Penelope would need to determine to what extent the
$10,000 receipt represents proceeds of realising the post-CGT shares.

Sheis aso deemed to have paid atotal of $10,000 for the Odysseus
shares, under subsection 8-29(2). This means that the total cost of her
new shares is $10,000.

S0, under the net income formula, the result for Penelopeis:
NI pengiope = [10,000 — 10,000] + [10,000 — 7,000] — [0 — O] = $3,000

The gain Penelope made under this transaction is recognised in the year
the transaction occurs, unless aroll-over applies. This gain will be
reduced by the CGT discount (via the taxable income adjustment rules)
if the digibility requirements for it are met.

Example 11.13 Barter transaction —with cash

Telemachus enters into a scrip-for-scrip transaction with Penelope.
Under the transaction, Telemachus gives Penelope 1,000 sharesin
Odysseus Pty Ltd (cost $7,000 and market vaue, $10,000), and
Penel ope gives Telemachus 500 shares in Zeus Pty Ltd (cost $3,000
and market value, $6,000), and $4,000 in cash.

Telemachus

Telemachus actually received $4,000, and is deemed to have received a
further $6,000 for the Odysseus shares he gave under subsection
8-28(4). Therefore the proceeds of realisation of the Odysseus shares
are $10,000.

Heis also deemed to have paid $6,000 for the shares he received, under
subsection 8-29(2).
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This means that the total cost of his new sharesis $6,000. So, under the
net income formula, the result for Telemachusis.

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - taxvalue
of assets of assets of liabilities of liabilities

= [10,000 - 6,000] + [6,000 — 7,000] — [0 — 0] = $3,000

The gain Telemachus made under this transaction is recognised
immediately, unless aroll-over applies. This gain will be reduced by the
CGT discount (viathe taxable income adjustment rules) if the digibility
requirements for it are met.

Penelope

Penelope is deemed to have received $6,000 under subsections 8-28(4)
for the shares that she gave:

. _ 226,000 ) _
Receipt zeus shares = 10,000 X 310,000,'3 $6,000

This means that Penelope’ s proceeds of realisation for the Zeus shares
is $6,000. (She will only need to work out a proceeds of redisation if a
taxable income adjustment applies).

She is also deemed to have paid of $6,000 for the Odysseus shares,
under subsection 8-29(2), in addition to the $4,000 she actualy paid.
This means that the total cost of her new shares is $10,000. So, under
the net income formula, the result for Penelope is:

NI penetope = [6,000 — 10,000] + [10,000 — 3,000] — [0 — 0] = $3,000.

The gain Penelope made under this transaction is recognised in the year
the transaction occurs, unless aroll-over applies. If the digibility
requirements are met, this gain will be reduced by the CGT discount.

Example 11.14 Barter transaction —with cash and cash-like benefits

Telemachus enters into a scrip-for-scrip transaction with Penelope.
Under the transaction, Telemachus gives Penelope 1,000 sharesin
Odysseus Pty Ltd (cost $7,000 and market value, $10,000) and
Penelope gives Telemachus 250 shares in Zeus Ltd (cost $5,000 and
market value, $3,000), $6,000 in cash, and a promise to pay a further
$1,000 in cash in 8 months.

Telemachus

Telemachus is deemed receive $4,000 for the Odysseus shares under
subsection 8-28(4). Thisisthe total value of non-cash benefits he gets
under the arrangement, comprising the Zeus shares with a market value
of $3,000, and a cash-like benefit vaued at $1,000.
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Telemachus gets more than one non-cash benefit under the
arrangement, so subsection 8-29(2) applies. Under subsection 8-29(3),
Telemachus' total deemed payment of $4,000 is allocated like this:

Payment 7 snaes = $4000 X 209 63000
£4,000 g
Payment promise = $4,000 X gé]- 9= $1,000
£4,000 o

So, under the net income formula, the result for Telemachusis:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

= [10,000 — 4,000] + [4,000 — 7,000] — [0 — 0] = $3,000

Telemachus makes a capital gain of $3,000. Thisis recognised in the
year the transaction occurs, unless aroll-over applies. This gain will be
reduced by the CGT discount (via the taxable income adjustment rules)
if the eigibility requirements for it are met.

Penelope

Penelope gives more than one non-cash benefit. Therefore, subsection
8-28(4) applies. The deemed receipt for the Zeus shares she gave is
worked out, under subsection 8-28(4), like this:

RECEIPt zeus sares = 10,000 X Eo00 0

= = 3,000
él0,000 7]

Penelope is deemed to have received $1,000 for her promise to pay (a
cash-like benefit), under subsection 8-28(1). Thus, her total deemed
receipts are $4,000.

Her deemed payments for the Odysseus shares are also $4,000, under
subsection 8-29(2).

This is combined with her actual payment of $6,000, to give a cost for
the Odysseus shares of $10,000. So, under the net income formula, the
result for Penelopeis:

Closing Opening Closing Opening
Receipts - Payments | + |taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

= [4,000 — 10,000] + [10,000 — 5,000] — [1,000 — 0] = —$2,000.

Thisloss will be quarantined by way of an adjustment, to the extent that
she has no capita gains against which to offset it.
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If Penelope were to dispose of the Odysseus shares and pay-off her
debt in the following year, this would be the result (assuming the market
value of the shares hadn’t changed):

NI penetope = [10,000 — 1,000] + [0 — 10,000] — [0—1,000] = $ 0.

Example 11.15 Credit transaction — purchasing a non-cash benefit with
a cash-like benefit

Calypso purchases an item of plant on credit (market value of $45,000)
from Cyclops. The plant has an tax value to Cyclops of $40,000. Under
the terms of the arrangement, Calypso must pay Cyclops $50,000 within
10 months. This means that Calypso has afinancid liability and Cyclops
has a financia asset.

Calypso

Cdypso, in promising to pay $50,000, is giving Cyclops a cash-like
benefit (paragraph 8-28(2)(a)). Calypso will be deemed to receive
$50,000 (the face value of the promise) for giving this benefit:
subsection 8-28(1). Thisis the market vaue of her promise to pay under
paragraph 8-31(3)(b), and will be her proceeds of assumption. Asthe
promise requires payment within 12 months, the tax value of the liability
will aso be st at its face value, which will be the same amount
(subsection 7-75(1), item 5 of the table).

Caypso is dso deemed to have paid $50,000 under subsection 8-29(1)
for the plant she received. This means that the cost of her new plant is

$50,000.

So, under the net income formula, the result for Caypsois:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - taxvalue
of assets of assets of liabilities of liabilities

=[50,000 — 50,000] + [50,000 — 0] —[50,000 — Q] = $0.
Cyclops

Cyclopsis deemed to have received $50,000 (the face vaue of the
promise) under subsection 8-28(3).This is the market vaue of his right
to receive payment under paragraph 8-31(3)(b), and will be his
proceeds of realisation.

Heis also deemed to have paid $50,000 for the cash-like benefit he got,
under subsection 8-29(1). Theinitia tax value of Cyclops right to
receive an amount that must be paid within 12 months is the amount
that he has the right to receive (subsection 6-40(1), item 6 of the table).
Thiswill aso be $50,000.
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This means that the total cost of his cash-like benefit is $50,000. So,
under the net income formula, the result for Cyclopsis:

Cyclops s therefore assessed on a $10,000, representing the difference
between the plant’s tax value and what he got for selling it. Under the
current law, this gain would be assessed via the ‘ baancing adjustment’
rules, but they are not needed under TVM.

Example 11.16 Transaction involving cash-like benefits on both sides

Homer enters into an agreement to borrow $20,000 from Antinous in 20
days time (but within the same income year). For this, Homer promises
to pay Antinous $22,000 within 12 months.

Homer

Homer is deemed to have received $22,000 under subsection 8-28(1)
for the cash-like benefit that he gave. Thisis the market value of his
promise to pay under paragraph 8-31(3)(b), and will be his proceeds of
assumption. Theinitid tax vaue of this ligbility will aso be $22,000:
subsection 7-75(1), item 5 of the table.

Homer is aso deemed to have paid $22,000 for the cash-like benefit he
got under subsection 8-29(1); this will be the cost of his right. However,
the tax value of aright to receive an amount within 12 monthsis the
amount the entity has the right to receive: subsection 6-40(1), item 6 of
the table. This will be $20,000.

So, Homer’ s net income formula would look like this;

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

= [42,000 — 22,000] + [0 — 0] — [22,000 — 0] = -$2,000

Homer effectively gains a‘deduction’ for an amount which represents
interest on this transaction.

Antinous

Antinous is deemed to have received $20,000 for the cash-like benefit
he gave: subsection 8-28(1). Thisisthe market vaue of his promise to
pay under paragraph 8-31(3)(b), and will be his proceeds of assumption.
The initid tax value of this liability is aso $20,000: subsection 7-75(1),
item 5 of the table.

Antinous is deemed to have paid $20,000, under subsection 8-29(1), for
the financia asset he got. Thiswill be that asset’s cost. However, its
tax value will be the amount he has the right to receive, which is
$22,000: subsection 6-40(1), item 6 of the table.
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So, Antinous  net income formulawould look like this at the time of the
transaction:

NI antinous = [20,000 —40,000] + [22,000 — 0] — [0 — 0] = $2,000

Antinous is assessed on an amount which represents interest on this
transaction.

Example 11.17 Transaction involving cash-like and non-cash-like non-
cash benefits

Homer sdlls a zero-coupon debenture (which cost him $18,000) to
Antinous, which carries aright to $20,000 in 6 months. For this,
Antinous promises to pay Homer $19,000 within 20 days (which falsin
the next income year).

Homer

The debenture Homer sdllsisafinancia asset, but not a cash-like
benefit. This is because the ligbility it representsis the issuer’s and not
Homer’s. Homer is deemed to have recelved $19,000 under subsection
8-28(3) for the debenture. This is because the market value of Homer's
right against Antinous is deemed to be the amount Homer has the right
to receive, under paragraph 8-31(2)(b). The initia tax value of this right
will also be the amount he has the right to receive; i.e. $19,000:
subsection 6-40(1), item 6 of the table.

Homer is aso deemed to have paid $19,000 for Antinous promise,
under section 8-29.This will be the cost of Homer’ s right. The initial tax
vaue of thisright will aso be $19,000.

So, Homer’ s net income formula would look like this at the time of the
transaction:

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
of assets of assets of liabilities of liabilities

=[19,000 — 19,000] + [19,000 — 18,000] — [0 — O] = $1,000

Assuming that, in the following income year, Antinous meets his liability
to Homer:

NI Homer =[19,000-0] +[0—-19,000] —[0—-0] =$0
Antinous

Antinous has given a cash-like benefit, because he is promising to pay
$19,000. Therefore, he is deemed to have received, for the promise he
gave, the market value of that promise: subsection 8-28(1). The market
vaue of Antinous' liability isthe amount he is ligble to pay: paragraph 8-
31(3)(b). The proceeds of assuming this liability will therefore be
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$19,000. The tax value of thisliability will dso be $19,000: subsection 7-
75(1), item 5 of the table.

Antinous is also deemed to have paid $19,000 for the financia asset he
got: subsection 8-29(1). Theinitia tax vaue of this asset, being aright
to money within 12 months, will aso be $19,000.

So, Antinous net income formulawould look like this at the time of the
transaction:

NI antionous = [19,000 — 19,000] + [19,000 — 0] —[19,000-0] =$0

And when he discharges his liability to Homer and the debenture
matures (in the following year of income):

NI Antionous = [20,000 — 19,000] + [0 — 19,000] — [0 — 19,000] = $1,000

The different timing resulting from giving a cash-like benefit is evident.
Antinous does not recognise again at the time of entering the
transaction, as he is regarded as purchasing the debenture at a discount,
rather than selling his promise to pay at a profit.
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Chapter 19
Overview of capital gains treatment

Outline of Chapter

19.1  ThisChapter outlines the current expectations of how the CGT core
ruleswill operate under the Tax Vaue Method. The proposed operation of the
CGT corerulesis compared to the current CGT regime.

19.2  The preparation of the draft legidation deding with capitd gains
trestment has commenced but isincomplete. It is not yet included in the
working draft.

Context of reform

19.3  Under the current law, capital gains do not form part of ordinary
income. Accordingly, the tax law requires specia statutory income rules®, for
assets acquired after 19 September 1985, to include capita gainsin taxable
income and alow capital losses to be offset againgt such capitd gains.

194  TheTax Vdue Method will, however, as amatter of principle and
sructure include such capitd gains and capitd lossesin net income. Thisis
because, under the Tax Vaue Method, the calculation of net income includes
receipts, payments and changes in the tax vaue of assets and liabilities. Of
course, capital gains and capital losses from CGT assets acquired before 20
September 1985 will be excluded from net income. Thiswill be done using the
same kind of mechanism proposed to be used under the Tax Vaue Method to
exclude gains or losses from private assats.

195  Thepurpose of the CGT rules under the Tax Vaue Method is not to
separady indude capitd gainsin net income but rather to maintain:

concessiond treatment for some capital gains (e.g. the 50%
discount for individuas and concessons for smdl business); and

quarantining of capital losses.

94

Parts 3-1to 3-3 of the ITAA 97.
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CGT events

196 A capitd gain (or loss) can only occur under the current law if aCGT
event happens. There are dmost 40 different CGT events.

19.7  Under the Tax Vdue Method CGT rules many of these events can be
dedt with by asingle rule that isolates capitd gains or losses from ceasing to
hold a CGT asset. Thisis because the Tax Vaue Method' s core rules
automatically bring to account gains or losses in net income from ceasing to
hold an asset. Many of the exigting events will not be needed because their only
function is to include amounts in taxable income. Thisjob will be done by the
net income formula under the Tax Vaue Method.

CGT asset

19.8  Thecurrent CGT regime defines CGT assts very broadly, causng
overlgps with other rulesin the law. However, the regime ensures that amounts
are not double taxed by providing that an amount assessed under the CGT
regime cannot include any amount assessable under any other provison of the
Act.

19.9  For example, if ataxpayer’s ordinary income includes a profit from
the sle of a building bought with a profit making intentior™ then the taxpayer’s
capital gain will be reduced by the amount of that ordinary income.

19.10 TheTax Vaue Method s definition of a CGT asset will ensure that
there can be no overlap between provisions. Thisis a change from the current
law. Accordingly, if an asset isa CGT asset under the Tax Vaue Method it will
not be subject to any other regime. For example, an asset will either bea
depreciating asset and taxed as such or aCGT asset and subject to the Tax
Vaue Method CGT rules. It will not be necessary to consider the tax
consequences for an asset under different regimes.

Use of common core rules

19.11  Currently the CGT regime contains arange of provisionsthat ded
with the cost base of assets, digposal proceeds, non-cash transactions and non-
arm’ s length transactions. Thisis necessary because the current tax system
dedls with these issues differently in different Satutory provisons.

19.12 TheTax Vaue Method contains cost and proceeds rules that apply to
al assts, regardless of type. Also, there are non-cash transaction rules that
apply to al non-cash transactions regardless of what type of asset the
transaction gppliesto. Non-arm's length transaction core ruleswill aso be
included under the Tax Vaue Method.*® Again this will mean that separate

95
96

The building is not trading stock.
ATSR recommendation 6.17.

176



Overview of capital gainstreatment

provisons are not needed in the Tax Vadue Method CGT rulesto ded with
such transactions.

Summary of proposed law

19.13 TheTax Vdue Method CGT draft provisonswill retain the current
concessiona trestment of capital gains and the loss quarantining that gppliesto
capital losses.

19.14 TheTax VdueMethod CGT ruleswill caculate the amount of the
capitd gains or capitd losses included in net income (nomind capitd gains or
losses). Thiswill then dlow any CGT concessions and loss quarantining to be
gpplied to these capita gains and |osses as a taxable income adjustment.

19.15 TheTax Vdue Method CGT ruleswill use the existing structure of the
CGT provisons where gppropriate. Thisis because, to the extent that the
exiging provisons ded with concessons and quarantining, they continue to
gpply under the Tax Vadue Method. Using the same structure will adso reduce
the amount of time that practitioners and other users of the law will need to
become familiar with the Tax Vdue Method CGT rules.

When will capital gains treatment apply?

19.16 Ceasing to hold an asset will be the main case in which the amount of
anomind capitd gain or lossisidentified. However, alimited number of CGT
events that gpply to assets in other Situations will be needed under the Tax
Vaue Method to identify the nomina capita gain or loss.

19.17 Current development work indicates that 5 further CGT events will be
needed:*’

H1 (forfeiture of deposit);

G1 (capitd return by company);

K2 (payment by bankrupt);

K4 (asset becomes trading stock); and

K5 (fdl in vaue of collectable).

Working out the taxable income adjustments

19.18 Amountsincluded in the net income formula resulting from capita
gains treetment gpplying under the Tax Vaue Method will be offset by upward

It is possible that a small number of other existing eventswill be required.
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and downward adjustments to produce the correct CGT outcome. Taxable
income adjusments will:

19.19

gpply the discount to discount capital gains, and
quarantine net capital losses.®

In essence, the taxable income adjustments for ceasing to hold an

asset will be worked out in this way:

Sep 1.

Sep 2.

Sep 3.

Sep 4.

The amount of any capitd gain or losswill be worked out by
subtracting the cost of the asset and certain expenses associated with
the asset’ s disposa from the proceeds of redising the asst.

The capita losses for the income year will be subtracted from the
capitd gainsfor the year. If the result is negative it isthe net capital
loss for the year. There will be an upward adjustment equd to the
amount of the loss (to quarantine the |oss).

If the capital gainsfor theincome year exceed the capita losses for
the year, net capital losses of previous years are gpplied againgt the
excess. There will be adownward adjustment equd to the amount
of the prior year losses so gpplied.

If any capitd gains remain, there will be adownward adjustment
equa to the discount percentage multiplied by each capitd gain that
qualifies as a discount capitd gan.

What is a CGT asset?

19.20

A CGT asxt will be defined as an asset whose tax value is worked

out under item 8 or 9 of the table in subsection 6-40(1) of the working draft
(other than purchased informetion that is not generdly avalable). So, it will not
include alisted zero tax value asset, trading stock, a depreciating asset or a

financia asset. Some trangtiona matters will aso need to be dedlt with by the

definition.

Comparison of key features of proposed law and current law

Comparison of core provisions

19.21

The following table sets out how some key concepts apply in the

proposed law compared to the existing CGT provisons.

98

There will also be rulesto deal with small business concessions, roll-over relief and exemptions
for capital gains or losses (such as the main residence exemption).
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Proposed Law Current Law
Capital gains treatment will apply Capital gains tax treatment applies
when a CGT event happens. It is when a CGT event happens. There
expected that a small number of CGT | are 39 CGT events under the
events will continue to apply. The current law.

main case will be when a CGT asset
ceases to be held.

CGT assets are broadly all assets A CGT asst isany kind of

other than depreciating assets, trading | property, or legd or equitable right
stock and financial assets (seeitems | that is not property.

8 and 9 of the table in subsection 6-
40(1) in the working draft).

Nomina capital gainsand losseswill | The CGT provisions calculate the
be automatically included in the net amount of net capital gainsto be

income formula. CGT provisons included in taxable income or the
isolate the amount of the gain or loss | amount of a net capita lossto be
to allow concessional treatment to be | quarantined.

applied and to quarantine losses.

Comparison of Divisions in current law to treatment under the Tax Value
Method

19.22 Thefollowing table comparesthe Divisonsin Part 3-1 of the ITAA
1997 (dedling with capita gains and losses — generd topics) to their proposed
treatment under the Tax Vaue Method. Part 3-3 will be analysed at alater

time.
Proposed law Current Law
Guide
The working draft will have a Divison 100 provides a guide to the
Divison with a guide to the Tax rules on capita gains and losses.
Value Method CGT rules and also
the objects of the provisions.
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Calculating capital gains

The working draft will have a
Division that identifies the amount of
anomina capital gain or capita loss
and applies the CGT discount and
loss quarantining. Downward or
upward taxable income adjustments
will apply. (Seethe discussion in
paragraph 19.19).

Divison 102 sets out how to work out
anet capital gain or loss and the
consequences of gains and losses
arising (e.g. an amount being included
in taxable income or losses being
carried forward).

Non-cash transactions and currency conversion

No Division is required to ded with
thisissue. The Tax Vaue Method
core rules contain non-cash
transaction rules and will contain
currency conversion rules.

Division 103 deals with non-cash
transactions and has rules for
currency conversion.

CGT events

Most of the existing CGT events will
not be required because the Tax
Value Method core rules
automaticaly include amounts in net
income. Ceasing to hold a CGT asset
will be the main taxing point. Current
expectations are that equivalents of
CGT events H1 (forfeiture of
deposit), G1 (capita return by
company), K2 (payment by
bankrupt), K4 (asset becomes trading
stock) and K5 (fall in value of
collectable) may be required.

Divison 104 sets out 39 CGT events
that result in capita gains or losses
being recognised.

Entity making

the gain or loss

Provisions having asimilar effect to
Divison 106 of the current law will
be required.

Division 106 sets out circumstances
when acapital gain or loss is made by
an entity other than the entity to
which the CGT event happens.

CGT

assets

Provisions defining CGT assets and
collectables will be required. Persona
use assets will be covered by the
definition of private asset contained in
the provisions deding with private
and domestic transactions and assets.

Division 108 defines CGT assets,
collectables and personal use asset.

CGT assats will be defined by
reference to the items in the asset tax
value table (subsection 6-40(1)). (See
paragraph 19.20).

Section 108-5 defines a CGT asset as
any kind of property, or alega or
equitable right that is not property.
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Collectables will broadly include
tangible CGT assets, other than land.
Capital losses from collectables will
be quarantined and will only be able
to be offset against gains from
collectables.

Subdivision 108-B quarantines capita
losses of collectables.

Personal use assets will be covered
by the definition of private asset
contained in the provisions dedling
with private and domestic
transactions and assets.

Subdivision 108-C dedls with persona
use assets and disregards capital
losses from personal use assets.

The treatment of improvements to
land will be covered by the Tax
Vaue Method core rules. The
provisions related to pre-CGT assets
will be dedlt with in the rules dedling
with pre-CGT assets.

Subdivison 108-D dedls with
separate CGT assets.

Acquisition of CGT assets

The Tax Vaue Method core rules
dedl with starting and ceasing to hold
an asst (Division 6 of the working
draft).

Division 109 sets out the ways that a
CGT asset can be acquired and the
time of acquidtion.

Cost base and reduced cost base

The Tax Vaue Method core rules
(Division 6 of the working draft) dea
with the tax value of assets.
Provisions to adjust the amount of
quarantined capital losses will be
required to give effect to the existing
reduced cost base rule.

Subdivision 110-A provides the cost
base rules and Subdivision 110-B
provides the reduced cost base rules.

M odification to cost base and reduced cost base rules

The Tax Vaue Method core rules
will deal with changesto tax values.

Subdivision 112-A provides genera
modifications to cost base and
reduced cost base rules.

The Tax Vaue Method core rules
will contain any guide materia that is
necessary.

Subdivision 112-B provides aguide to
locate specia rules modifying the cost
base and reduced cost base.

Consderation will be given to
providing Act-wide roll-over
provisions. If thisis done then the
guide would be contained in the Tax
Vaue Method corerules.

Subdivison 112-C isaguide to
replacement-asset roll-overs.
Subdivision 112-D isaguide to same-
asset roll-overs.

I ndexation of cost base
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Provisons will be required to adjust
for indexation in appropriate
circumstances. These will be
trangtiond provisons.

Divison 114 provides for indexing the
cost base of an asset.
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Discount capital gains

The Tax Vaue Method will contain
broadly smilar provisons to Divison
115 of the current law.

Divison 115 provides for the
application of a discount percentage
to certain net capital gains, including
specia rulesfor trusts.

Capital proceeds

These rules will be broadly dealt with
by the Tax Vaue Method core rules
(see cost and proceeds rulesin
Divison 7A of the working draft).

Divison 116 sets out how to work out
the capital proceeds from a CGT
event.

Exemptions

Similar rules to those in Divison 118
of the current law will be needed.

Divison 118 sets out various
exemptions for capital gains and
| osses,

Record

keeping

Act-wide record keeping rules will be
considered.

Division 121 provides record keeping
provisions for matters affecting
capital gains and losses.
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