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Status of the working draft

1 This explanatory materid that is accompanying the draft Tax Vaue
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 materid 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 ements 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.

7. Comments on this draft explanatory materid and the draft legidation
arewelcome. Comments in writing should be addressed to:




The core components of the Tax Value Method

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 webste.







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 edrthe income tax
law. In pa‘ucular it |safraﬂeNork for expressng in Ieglslatlon how to

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 like this:

Tax value ITAA 1997
method core rules

=X =

Details  \

14 The Tax Vaue Method core rulesweodld consst modtly of:
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rules to work out income tax lighility;

rules to work out taxable income;

rulesto work out net income;

rules to work out the taxable income adjustment; and

core concepts to support the caculation of net income, such as
ast and liability definitions, heldigtogether with rules for holding
assets and lighilities, basic tax vaue+dles, uniform cost and
proceeds+ules, litting and merging of assets and liabilities+ules,
and non-cash transaction+ules.

15 Detailed rules that form the vast bulk of the income tax law would 4ill
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 differ

from-whats-eurrenthy-there.be different to current rules. For example, it is
anticipated that their quantity would be significantly reduced because:

the Tax Vaue Method core rules would deget directly thejob
thatto the result that some existing detailed rules are needed to
de;get to; and

the number of disparate rules that currently exist would be reduced
by standardising the treatment of assets and liabilities under the Tax
Vaue Method.

Taxableincome under the Tax Value Method

1.6 ‘Taxableincomée' is the amount thaton which income tax is levied-en.
The concept dready exists under the ITAA 1997 but it would be worked out in
anew way under the Tax Vaue Method. Instead of being:

assessabl e ineame—income — deductions

likeas it isinthe ITAA 1997, taxable income under the Tax Vaue Method
would be:

net income + taxable income adjusment — unused tax losses

1.8——The ‘taxable income adjustment’ is amechanism to vary outcomes,
mainly for policy reasons. It is discussed further below.
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1.8 The ‘unused tax loses' is the same as the deduction that is aready
avallable under the ITAA 1997 for prior year revenue losses.

19 The red work of the Tax Vaue Method, theugh;however, isdonein
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

paragraphs 1.15 and following).

(‘Tax value isavaue assgned to assats and lidhilities, as discussed in ‘

The Tax Value Method would apply to all taxpayers

1.10  Giventhat the Tax Vaue Method would modify theincometax law at
its most fundamentd leve, it is clearly gpplicable to dlireeme taxpayers,
induding individuds and Simplified Fax-System{STS)STS taxpayers.
Nevertheessjitistikdy-that-mes individua and STS taxpayers would ret-even
neticethatlikely experience little practica impact if their income waswere being
caculated 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 badis of accounting. Smilarly, the STS would
continue to operate in amanner consstent with the way it is intended to work
within the current law.

How the Tax Value Method recognises gains and losses

111  SeytheThe Tax Vdue Method is asysem in which ataxpayers
lisbHityte-taxincome tax payable is determined by reference to theira taxpayer’s
cash flows and assets and ligbilities, subject toexcluding-private-or-domestic
transaetions-and-ether modifications made for policy reasons. The structure of
the Tax Vaue Method applies to dl 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 ataxpayer’ s openingeash and closing |
cash (i.e. the change in their cash assets).

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

1.13 Under the Tax Vaue Method, many receipts and payments do not
create immediate conseguences for taxable income because they giveriseto
offsatting changes in the tax vaue of assets and liabilities. These are cdlled
‘matched’receipts and payments. Examples include receipt of money from
drawing down a business loan and the payment for a business asset.

Unmatched receipts and payments

113 Under the TaxVaue Methodl.14 Alternatively, receipts and
by tei = a\V4a'a a lncomeaedl ala ha

Fhese are cdled ‘unmatched’ receipts and payments. Examplesinclude receipt
of money for services performed by abusness and payment of sdariesto staff.
Unmatched receipts and payments, unlike matched ones, normally create
immediate consequences for taxable Suehincome. Unmatched recelpts increase
taxable income while suehunmatched payments reduce taxable income.

Tax values of assets and liabilities

1.15  Theother component of the Tax Vaue Method isthatrecognises a
taxpayer’s assets and liabilities, other than private assets and ligbilities-are
recognised. It doesthis by assgning them atax vaue.

1.16  Insome cases, the tax 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 asst or liability. Thisdlows any taxing points relating to the

| assets and liabilities to be recognised 2

117  Insofar asassatsare concerned, thiswill dmost dwaysresultina
loss being recognised (a‘ deduction’ in current language). An exampleisa

| dedinein tax value of adepreciating asset over its effective life (eg. abusness
truck). Only in the case of alimited range of financid assets will an unmatched
increase in tax value occur.®

‘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)
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How common easessituations are treated under the Tax
Value Method

118  Hdtisnot necessarily gpparent, 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 tewith the proposed Tax Vaue Method law in
producing tax outcomes, and illustrates the earlier discussion at paragraphs

1.11 to 1.17. How taxpayers prepare their tax returns in practice is-expected-to

follew-the same-pattern-asnew-{mere-on-thatneed not change (thisis further
discussed at paragraphs 1.37 to 1.41).

Simple revenue expense

119 Firg, let'slook at the smple case of arevenue expense. It can
sometimes be difficult under the current law to work out which expenses are
revenue expenses (and, therefore, deductible) and which are capital expenses
(and usudly not deductible). But there are some expenses that are clearly
revenue, so thefirst 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 - tax value
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
oneyear for something to be donein alater year. l-n-ene&nse—th—sean—be—seeq

B Ay eAssuming that a
revenue expense steysrema ns arevenue expense even if prepaid—TFhat-being
sotheit is prepaid, the current law would dlow an immediate deduction.
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121

However, that result is not sustainable from a taxation policy

perspective because divorcing the timing of deductions from the timethe
benefits of the expenditure are consumed may lead to afocus on taxation,
rather than commercid, advantages. To address that concern, the current law
contains anumber of specia rules® to defer the deduction until the intended
benefit is obtained. Those rules gpply except in some limited circumstances.

Example 1.2

1.22

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 d) defer the
deduction until the year(s) that the cleaning is done.

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

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
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 equal 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—0Q] =-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’.

Theresult isthat the current law’ s specid prepayment rules are not

needed to get the desiredsame policy outcome under the Tax Vaue Method.

1.23

However, under the Tax Vaue Method a specid rule is needed to get

to the result achieved underby the current law’ s limited exceptions to the

prepayrentsrulesprepayment rules (e.g. for people who dect into the STS).
That specid ruleisto give a zero tax vaue to the right to future benefits for

taxpayersin those limited circumstances. Effectively, itthis puts them on a cash

receipts bass—Tha-wil-basis.

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

10
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1.24  Itisdsoworthlooking at the position from the viewpoaint of the
taxpayer who receives a payment for providing future benefits.

Example 1.3

beeauseef—the decrsron in Arthur Murray (NS/\/) Pty Ltd v
FGT-SFCT® 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 all before that time.

The Tax Vdue 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 result-underthe Fax-\alue-Method-would
leek-likethisnet 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—-0Q] =

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 ligbility declines as the services are provided. A
declinein the tax value of aliability produces a taxable gain_under the
Tax Value Method.

Credit transactions

1.25 Now let’slook at cases where current benefits are paid for, not with
cash, but with apromise to pay later. Thisisacredit transaction. It deesr-tdoes
not much matter here whether there is a direct promiseto pay, or an indirect
promise viaacredit card.

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

5
(1065} 114CLR 314
8 (1965) 114 CLR 314

11
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How would the Tax Vaue Method work in these cases? Again, it gets

to the same result because, even though there isat-anyisno increase in
payments, thereis an increase in liabilities.

Example 1.4

Capital gains

1.28

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 yearisthisincome year is.

Closing Opening Closing Opening
Receipts- Payments | + |[taxvalue - taxvalue | - tax value - tax value
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 liability
part. In the next income year, when you make the payment, there would
be no tax effect, just astheretsa~t under the presentcurrent law:

[0—500] + [0—0] —[0—500] = O

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

A dam sometimes made about the Tax Vaue Method is that it will

tax unredised gains. Indeed, if the ‘value part of the net income formula meant
‘market value' 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 lies aworld of difference.

1.29

In most cases, the tax value of an assat will beits cost. That will

achieve the same outcomes as the current law. For ingtance, if you make a
capital gain or loss under the current law, you only make it (usudly) when you
dispose of the CGT asst.

Example 1.5

Let’s say that you buy ablock 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, typicdly, sdling the land.

The Tax Vaue Method would treat the land as an asset with a tax
value equal to its cogt, $100,000. And it would stay at that tax vaue until
you stopped holding the land because-r-almest-al-ecases; the tax value

12



What isthe Tax Value Method?

of CGT assets istheir-eost"-Sa.under the Tax Vaue 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 dlows a
‘deduction’ for all payments but brings any matching asset to account,
thus producing a neutral effect. This, in effect, gives the correct
treatment 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 no 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 value is accounted for.

Now see what happens when the land is sold in the tenth year?®
[250,000-0Q] + [0—100,000] —[0—0] = 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, anumber of specid rulesare
needed to achieve particular policy objectives. The twe2 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

capitd losses should be quarantined to prevent them offsetting non-
cgpitd gains.
131  Likemost palicy variations, those objectives would be achieved

threughunder the Tax Vaue Method by taxable income adjustments. So, in the
example above, if the taxpayer was digible for the 50% CGT discount on the

taxable income:
8 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.
Assume the sale proceeds go into cash on hand and are not used to buy a new asset.

13
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ast, there would be a downwards adjustment to taxable income of $75,000
to ensure that only haf the gain was taxed.

Depreciation

1.32  Although most assets will maintain atax vaue equd to their cog,
some types of asset dewill have variable tax values. Depreciating assets are a
goedkey 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. FheApplying 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

[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 vaue 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
smply as the difference between what is received for the disposal and

10

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

14
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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 this™

[12,500 — 0] + [0—12,000] — [0—0] =500

The $500 gain—comes-asgain 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 hardhy-reedste-be
explainedreguires relatively little explanation, because the current law already
uses aversion-ef-the Fax-Vaue-Methodsmilar rules (see paragraphs 2.24 to
2.26). It produces a net amount for trading stock that is either added to
assessable income or is a deduction. Nething-muehLittle will change ferin the
treatment of trading stock under the Tax Vaue Method.

1.34  However, one areathat does require a specia rule under the current
law is where you pay for stock that is neither sold nor *on hand' at the end of
the year. Without that specid 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 the-stock-turrs-tp*you get the stock.™

135 TheTax Vaue Method deesa-t-need-that-specia-rule to-get-the
atendedresyit-achieves the same result without the need for a specid rule.

Example 1.7

Suppose you pay $1,000 in an income year for trading stock that is
delivered in the next year. ¥euApplying 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 actually get the stock, the right vanishes but
is replaced by the actual stock at the same $1,000 tax value.

136  Aswith the present trading stock regime, the tax vaue of trading
sock isvariable. At the taxpayer’ s choice, the closing tax value of each item of

n Again, assume the sale proceeds go into cash on hand and are not used to buy a new asset.
g -

— See subsection70-15(3)-of the I TAA 1997,
B See subsection 70-15(3) of the ITAA 1997.

15
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stock on hand at the end of ayear can be set at cost, replacement price or
market sdlling value™

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

1.37  Theincometax system isdesigned to provide aresult: taxable income.
The Tax Vdue Method is a sehemeframework in the law for explaining that
result.

1.38  Asaschemeframework, the Tax Vaue Method explains taxable
income, but it does not prescribe the practical way in which taxpayers compute
taxable income. Therefore, thereis adigtinction 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 &hemefraﬂework of the current law is assessable
yers-de-netdeductions.
However, a busness taxpayer might work out thelr taxable income iathat-way-

Hnsteadthey-startby darting with their accounting profit and receneile
itrecondiling to taxable income.

140  Withthisinmind, it isanticipated thet the Tax Vdue Method will not
be accompanied by increasesin the cost of working out taxable income. Such
costs 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 caculations should be Recessary;hecessary, and the same sort
of results sheuld-be-obtained-however,obtained. However, those results would
be explaned usmg dlfferent conceptud bundl ng bl ocks with some consequent

141  Thispropostion needsto be tested further as the Tax Vaue Method
is developed.

14

15

This assumes a continuation of the current trading stock valuation methods. ATSR
recommended different valuation methods (see recommendation 4.17).
This isdiscussed in the paper ‘ Preparing income tax returns under the TVM' available on the

Board of Taxation’swebsite [www.taxboard.gov.au].

16



Chapter 2

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

Outline of Chapter

2.1 This ehapterChapter 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 mode 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 model by-referencetousng the same
ideas found in trust lawideas that distinguished between income (which

belonged to the life tenant) and capital (which belonged to the remainderman) 8

focused on aneed for alink between Ioss&send apurpoxe of gaining ‘income,
leaving many taxpayers without appropriate tax relief for legitimate busness

expenditure—Thists-becadse expenditure.

16

There is some debate about whether or not the interpretation of ‘income’ for tax purposes

directly evolved from trust |aw (see Prebble, Professor J, “Income Taxation: a Structure Built on
Sand”, Parsons Lecture, 14 June 2001, pages 3 to 6). While this point is of historical interest, it
does not alter the fact that the ideas used in the 2 areas of |aw are conceptually the same.

17
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2.7 The American courts, irby way of contrast, recognised early on that a
broader notion of gain should be recognised and not just gains that conformed
to the trustlawnarrower ‘income’ form.™

The reaction to early problems

2.8 FhisThe emphasis on form over substance led to a-seemingly
endlessan ongoing series of changesto the law al moving towards ensuring thet
what was taxed was gains, not just “trust-taw-Heome-the narrower legdl
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 sde of
property acqw ired for aproﬁt-makl ng sale or madefrom aproﬁt-makl ng

4:922—pa¢ag¥aph—26(a;-ef—the-llAA—LQS6)-scherne 18 But before tax reformin
1985, these changes were generaly made within the “trust-taw

Hacomenarrower ‘income’ paradigm.

2.10  Theadditierintroduction of the capita gainsregimein 1985 cemented
anew paradigm that gains, not just ‘income’, should be taxed. Even then,
however, there was till adistinction based on the form of a gain because
capitd gains were discounted for generd inflation whilewe-sti-taxed nomind
‘income gains were dill taxed.

211 But thiswasntthe changes weren't dl one-sided. The Parliament has
been very busy adding rulesto alow deductions that couldn’t be claimed under
the pure generd deduction rules that went-with-the-trust-law-Hicome:
mede-required alink to the production of ‘income’.

212  Thedeaest exampla of these ha,tebeel:were the capltal dlowance
regl mes that, at- v ;

antaeema%erf—them}before the mtroductlon of the new camtd dlovvances
regime in Division 40 of the ITAA 1997, approached 40 different regimes.

2.13  The Courtstoo have recognised the deficiencies of the “trust-taw
ineemetnarrower ‘income modd. In Whitford’ s Beach Pty Ltd v FCT* and
cases like it, the Courts decided that again on digposa of an asset could in

17

18

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

19

the ITAA 1936.
82 ATC 4,031
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some cases be income, even without specia 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.

Where are we now?

214 S0, wehavebeen-changig-odrthe income tax law everhas been
frequently amended since 1915 because it didn’t recognise what the Parliament

theughthad come to think it should be recognising. #is-enly-theThe dramétic
acceleration of that processin the last 20 years or so that has made the trend
redlly obvious.

2.15  Theresult of those changes though isthat edrAudrdia’s ‘income’ tax
isnot redly atax on what lawyers would have cdled ‘income’ in 1915. FrdhysIn
truth, it is now more atax on an economic concept of income.

216  TheRaph Committee's proposalsin ATSR for a congstent trestment
of assets and liabilities would, if adopted, move usthe tax law even further away
from the trusttawnarrower income tax base (whether implemented within the
current structure or a Tax Vaue Method structure). The TOFA proposdls, for
instance, would bring to account gains and losses on some financid assets on an
accruas basis.

217  What became clear to the Raph Committee was that the exiging
description of the tax base was-Rew-eutdated:had become outdated.”

218  FheyThe Committee determined to come up with anew description.
However, they-didrtit did not propose to change what was taxed (except by
specific recommendation), only to redescribe what-wastaxedit in smpler, more
coherent, terms.*

219  That redescription is caled the‘ Tax Vaue Method'.

How is the Tax Value Method similar to the currentincome
tax system?

220  Thegenerd income and deduction provisons® are afundamental
aspect of the current business income tax system. However,an equaly
fundamental, and more pervasve, feature-of-the-current-businessHicome tax
sysemisare the multitude of provisonsthat operate by seeking to classfy
transactions, assets or ligbilities and give them a cost or amount so that, on
certain later events, tax consequences can arise.

2 ATSR, page 156.
2 See more on this at paragraphs 2.33 t02.39.2.37.
2 Divisions 6 and 8 of the ITAA 1997.
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221  Anexample of theseisthe trading stock provisons. They specify what
istrading stock, give that trading stock a value and specify when it wasfirgt
held (on hand) and when it ceases to be held (no longer on hand). Thisis
further discussed at paragraph 2.24 and following.

2.22  Equdly, the depreciation provisons specify what is plart-and
articles plant and articles and whether they are used in the required
circumstances. Those plant or articles can then be written off, and for that
purpose they are given acost by the depreciation provisons?
Smilaly,Section-25-25-of the H-AA-1997|aw Specifies certain outgoings as
borrowing expenses, sets an amount for those borrowing expenses and then
alows the amortisation of that amount by reference to the efluxion-ef
tirre,passage of time.**

2.23  Each of these provisons (or its forbear) was feundpresent inthe
ITAA 1936 when it was origindly enacted. Each of them performsthe same
basic function,_namely:

H-establishesesablishing the existence of a particular asset, such as
trading stock, or of aliahility, such as borrowing

EXDERSES:EXPENSES;

H-satssetting avaue for that asset or ligbility (e.g. its cost or
amount), and on occas ons atewsdlowing that vaue to change

(e.g. through the effhuxion-ef-time).passing of time); and

H-specifiesspecifying when the taxpayer commences to hold and
ceases to hold the asst, o that, for example, trading stock is no

longer held whenitisnot ‘on hand'.

2.24 Indeed, it isuseful to refer to Section 70-35 of the ITAA 1997, which
States:

“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:

(@) thevaueof al 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.

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

2 Section 25-25 of the ITAA 1997.
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(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 gpplies the methodology described above, its
operation is no different to the operation specified by the Tax Vaue Method
proposals. In essence, it is atax value method provision.”

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 apply 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 efluxionpassage of time. The debt forgiveness provisons
apply to liabilities owed by taxpayers, specify avaue for these liabilitiesand
specify-tax eonsequences-H-cireumstancesand, where the liability is reduced,
Specify the tax consequences.

228  TheTax Vdue Method isggphedprinciples are dso relevant to
more fundamental areas found origindly inthe ITAA 1936. In Whitford's
Beach Pty Ltd v FCT?, the Full High Court effectively stated that wherewhen |
an asset was ventured into a profit making undertaking or scheme, it received at
that time atax vaue equd to its then market vaue. The assessable gain arising
was the difference between this tax value and the amount received by the
taxpayer on disposa of the asset. ’

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

» To demonstrate this conclusion refer to ATSR, page 159.

% 82 ATC 4,031
& 74 ATC 4,1609.
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2.30  Of course, the deseription-above-of-each-exampletsexamples above
are not presented in the language in which they were decided, but it iseeslly
demonstrated that the concepts expressed were merely the application of atax
vaue method.

231  Inmany eiredrmstaneesHareas of the current law,the Fax\aude
MethedHs the basis of assessing income and alowing deductions isidenticd
with thet of the Tax Vaue Method. Under the accruas method, incomeis
assessed when it is derived. In essence, this means that where a taxpayer holds
areceivable a year end (that was not held at the beginning of the year), the
vaue of that receivable should be included in the taxpayer’ s assessable income.
Under the genera deduction provision, ataxpayer is allowed a deduction for a
loss or outgoing incurred, even if not yet paid. Restated, where aliability exists
a year end, the amount of the liahility, its tax vaue, should be an dlowable
deduction in the calculation of the taxpayer’ s assessable income.

2.32 Asthis discussion demondrates, the Fax-alue-Method-sprinciples of
the Tax Vaue Method are one of the foundations of the current income tax

system and hashave an extengve and leng-standingthe Fax-\alue-Method-long-

ganding application within that systlem. Moreover, {or-its-eguivaent)i-isthese
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 alow deductions for the obligations to pay amounts, it requires processes
based upon thosein the Tax Vaue Method.

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

2.33  Asagenerd datement, the Tax Vadue Method isn't intended to
change tax outcomes, ether the amount that is taxed or the time a which it is
taxed.

2.34  Inevitably though, there will be some differences.

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

-arangements®

2.36 Also, inherent in the Tax Vadue Method is a more cons stent treatment
of assets and liahilities. This consigtent treetment will do these things:

28

Section 9 of ATSR.
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Sandardisation. 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 (e.g.
consigtent timing of recognition regardless of asset type). The
comprehendve recognition of liabilities under the Tax Vaue
Method will dso sandardise the timing of recognition of gains and
losses for the provision of services and the disposal of assets.

Complete description of the income tax base. One-conseguence
of-having-aA completely described tax base, rather than a
patehweorknumber of separate regimes trying to cover the same
ground, isthat-there wit-be-no-gaps{eg-will prevent gaps. For
example, under the Tax Vdue Method expenditure black holes will
al-befilled;be avoided so that tax relief for dl non-private
expenses will be given a sometime). Smilarly, overlaps inthe

present-patchwork-ef-regimeshbetween regimes that are present in
the current law should not arise. To the extent that the present-taw

doesnt-dedl-adeguately-withcurrent |aw does not address those

overlaps, current cases of double taxing (or double deductions) will
disappear under the Tax Vaue Method.

theeq&l-ng—eelcemlalt will be necessay, in due course, to |dent|fy and obtan

an esimate of the revenue impact of these changes. Thiswill enable thair impact
to be fully consdered in developing the legdation, by the Tax Board and,
ultimately, by the Governmernt.
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Chapter 3
Why change to the Tax Value Method?

Outline of Chapter

31 This Chapter explains whet it is hepedintended will be achieved by
changing the Structure of Audtrdid sincome tax law to the Tax Vaue Method.

Preliminary

3.2 This discussionChapter sets out a series of criteriaagaingt which the
Tax Vaue Method could be assessed asiit is developed. Many of the
satements made are assertions. An am 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 shedlddoes not add to the costs |
of compliance.

34 Hisheped-that-aAn intended subsdiary benefit of producing a
sounder structure to the law willwould bete-provide a platform from which
other deficienciesin theincome tax law eancould 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 ishepedthought thiswill Smplify thelaw 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.

25



Tax Value Method (working draft ApritJune 2001)

3.6 Thisamissa 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 ligbility regimes (each with therits own set of rules).

3.7 This diagram illudtrates this difference between the current law and the
Tax Vadue Method in so far as H-treststhey 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 Hsargued-that-adeptingAdopting the Tax Vaue Method should in
itsdf be enough to streamline and smplify the law. That is, sreamlining and

samplification should not depend on removing provisons. An am of the Tax
Vaue Method isto help users of the law make more sense of what is aready
there.

Reducing the volume of law

3.9 Another am of the Tax Vaue Method, in tandem with the busiess

tax-reform-pelicy-resommendations;Ral ph Commiittee policy recommendations
iNn ATSR, isto reduce the volume of the current law by didtilling the hidden

commonadlity across regimes and eeveting it to the high level core rules. Fhese
\ f howoitis anticiba iswill-be-achieved: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 redised capitad gains with
other forms of economic income. This should alow for areduction
in the number of provisons required to tax capitd gains. The main
capitd gains provisons required witlwould be those to maintain
concessiond treatment (e.g. for discounted capita gains) and
quarantine capital losses.
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The Tax Vdue Method should alow the removd of al therulesin
the proposed SimphifiedFax-Sysemforsmal-busnessSTS that |
ded with ensuring that dl income and deductions are counted (but
only once) when ataxpayer 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 is on
revenue or capital account. Al-efthatThe need to consider that pre-existing
case law should disappear-under-the Fax-\aue-Methed, reducing the materia
users need to condder to gpply the law.

Durability

What does ‘durable’ mean?

3.11  Something isdurdbleif it is able to endure long into the future while
remaining efficient and effective. On this bads, durability has atermperal-aswell
as quditative as well asatempora aspect; for athing to be durable, longevity is
not enough, it must aso be hard wearing.

Has the current law been durable?

3.12 It can be argued 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 sysems: ordinary income and
genera deductions, and many assat and liability regimes. Theinevitable result is
contradiction and duplication.* Operating 2 different systemsis inefficient, the
cogt being atax system without a discernible principle. This makes it hard for
the courts, administrators and taxpayers (and their advisers) to get to the
purpose of the law in a particular Situation.

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:*-H-can-be-argued-that-is
therationalethatassets. It is suggested in Chapter 2 that this object explains

30

The diagram at paragraph 3.7 illustrates this.
31
— SeeChapter 2.
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many of the amendments to the law. Even now, that ratieraleobject continues
to account for the businesstax-refermRd ph Committee’ s policy
recommendationsin ATSR

wstem should be durgbleif thefundaﬂentd pollcy used to determl nethe law is
itself reflected in the law’ s structure. HBecause the outcomes that we-arethe law
isto provide for are based on measuring changesin net assts, it can be said
that the law’ s structure should reflect that strueture—H-seemsHrationabasis. It
seams ineffident to make policy decisions using one structure and then
implement them using ancther.

beeause—saeh—eependﬁu@mhere the current IaN recognises bl ac:khole

expenditures, it does so not on the bass of its underlying principles, but by
virtue of specific legidative amendments. Without these, it would not recognise
such expenditures as deductible, because they are not incurred in the course of
ganing assessabl elreorre+-e-it isincome (e g. thev ae often mcurred too SooN
in the commercid process
because-ofprocess). Any amendments to this qenerd dtuation are based ona
policy rationae thatsays decreases in net assets that-resultresulting from non-
private activities should be taken into account. That rationde is+hetyetwould be
reflected in the structure of eur-taw-butwould-bethe law under the Tax Vaue
Method, without need for specific rules.

Transparency

3.19 A trangparent law is one that dlowsits users to see through to the
policy that guidesit. In other words, it provides the context that binds many
legidaiverules.

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

3.21  Itcanbeargued that the Tax Vadue Method uses the same building
blocks as commerce: changesin net assats. Even a government’ s policies
cannot change these basic building blocks.

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

Certainty

3.23  Making the income tax law smpler and more durable and transparent
should make thetawit 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 constant change that we now have.

3.24  Anamof the Tax Vdue Method isto give a sructura solution to

many problems, adding to certainty. An-exampletsthat-the-siructure-ofFor
example, the Tax Vaue Method should make al expenditure ‘deductible’ (at
some time) unless thelaw-previdesspecific provisons provide otherwise (see

paragraph 3.18.)

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

3.25  Lower compliance and adminigtration costs should result from alaw
that is eeder tolearn; understand and gpply. This should impact directly on the
costs of those who use or administer the law. However, one of the main issues
of concern isthe trandtiond cogt of learning and gpplying the law for the first
time.

3.26 A dgnificant issueis, if the Tax Vaue Method can redise the benefits
discussed above, would those benefits outweigh the trangtiond cost of reform.

32

See Chapter 1.
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Chapter 4

The core components of the Tax Value
Method

Outline of Chapter

4.1 This ehapterChapter broadly explains the legidative mechanics of the
Tax Vdue 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 severa of these components.

Aodules:

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

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

4.4 As such, it recognises money flows but it dso recognises the change in
the tax value of net assets, by taking into account assets that ataxpayer holds
and liabilitiesthey 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 asst or have aliability.
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Tax value method —system map
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4.5 Naturahy:As the formula needs to produce a result expressed in
deltars-sa-thedallars dl components efput into the formula must aso be
expressed that way. H-is-evident-then-that\While money flows (receipts and
payments) can be isertedput Sraight into the formulabut-that assets and
liabilities musgt first be ascribed a dollar value — cdled their *tax value . There
are rules that pecify the tax vaue of an asset or ligbility. Those rules specify the
tax value when you start to hold an asset or have aliability (2) and whether

(and to what extent) it changes over time (3). The nature of the tax vduerulesis
such that decreasesin tax value are more likely than increases®

4.6 Typicdly theinitid tax vaue of an asset 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 liabilities can aso affect tax values and so must also be
described in dollar terms (8).

4.9 There are rules that disregard private or domestic dealings (—Q}E
They gpply 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){210). Also, prior year tax losses would continue
to be deductible in the same way asthey are currently-{(31).

Assets and liabilities

411  An‘asst’ isanything that embodies future economic benefits. The
| notion is clearly ef-wide-embbracea wide one and would include, in addition to

| = Paragraphs 4.27 and 4.28 demonstrate this.
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tangible items and legd or equitable rights, mererebulous]ess obvious kinds of |
economic advantage, such asinformation. [Section 6-15]

4.12 A ‘liadility’ isan obligation to provide future economic benefits. While
the notion is symmetrical to ‘asset’ in many respects, it is more limited. Notably
there are many kinds of economic disadvantage that aren't ligbilities—there
must be an actual obligation, even if eventud performance is subject to a
contingency. [Section 7-20]

413  Therewill berulesfor how to identify seme-assets-and-iabitities-and

for-rerging-and-splitting them. * certain assets and liabilities [sections 6-18 and 7-
22], and for merging, splitting and trandforming them [Division 7B].

4.14  ltisonly theassetsor liabilities ‘held’ by ataxpayer that are included
in the tax calculation._[Section 5-55]

Who ‘holds’ an asset?

415  Thereare generd rules and specia rules about who ‘holds' an asset
(D).

416  Thegeneral rules set up this broad approach:

for an asset capable of ownership, the owner (or legd owner if
there is both alegd and an equitable owner) *holds it;

for an acquired commercial secret, the acquirer ‘holds it for so
long asthe information is not generdly available; and

for all other assets, there isno holder. [Section 6-20]

417  Thelattertrestment-meansthat-nebdleusthird point above means that
less obvious advantages, such asgeed market recognition from an advertisng
campaign, are not brought to account in ataxpayer’stax caculation. Asa
result, 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]
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Who ‘has’ a liability?

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

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

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

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

Tax value rules

4.22  Thetax vauerules ascribe dollar valuesto assets and lidbilities 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  Theeae4 man typesof asset and ligbility that are given an initid tax

vaue (2) of zero, as set out in thistable. [Item 1 of the table in subsection 6-40(1);
subsection 6-40(2);6-40(3); item 1 of the table insection7-75; subsection
Z-75(2)17-75(1); subsection 7-75(3)]

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

Type of asset Explanation Examples

liobilities I E'I"“'g those Ell *AGS azal_s tax ;III|_Is|e|s|u|a|eI|sls_anEi
tParagraphs so-becomes effectively
5-40(2(b) to4g)] ‘ e A
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Type of asset Explanation Examples
Assets and Giving those things a zero tax Office supplies and
lidbilitiesignored | value means that expenditure on unbillable work in
for policy reasons | them is not matched by an asset, progress
[Paragraphs 30 it becomes effectively
6-40(3)(b) to (d)] ‘deductible at thetimeit is made
lialit I y I ividend
pertaining-to-the Lo

i 4
FelHoRsHIp .
IQEE"I veeR-an el Aty
[Paragraphs
paragraph
452
Some assets and Giving these assets and liabilitiesa | A shareholder’ s right
ligbilities zero tax value reflects the current | to adividend
pertainingtothe | law
relaionship
between an entity
and its members
[Paragraphs
6-40(3)(h) and (i);
paragraph
7-75(3)(b)]
X . I I hict

‘I’IEEE.I"','g (_en "’I'E’EEEEE“.IQE?’ & |-IES.|89E,|IEHIg|IE londlopel i tled
' QHH.' e ). H ghts b ah atching-obliget ke d
SReHisbihiies Ovet E”'.'e SRy-& RGeS+ thevalue | astrearm-of-rentdl
[5 ISEEQEE ;'; o H.'e |||gllt Elumelle_etelehn I : |eeg|nent§ IGIHEIII'E.SEL.

ghene_tzeuel tes,; ”EI'IHE ”"SI .

reatax-values- weuld-be-they

j ¢l
worl EIII _Ise equeli o 'IEI op |ee|s te
i M ' .
EIEE “ga). SS-het |I||ee|||e| Fher ellele
realtax-values
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Type of asset Explanation Examples
Matching (or Where ataxpayer has both aright | A lease under which
‘routin€’) rights and a matching obligation, and alandlord is entitled to
and liabilities over time any changesin the value | a stream of rental
[Paragraph of theright arereflected in payments but has a
6-40(3)(a): equivalent changesin the value of | symmetrica obligation
paragraph the liability, the asset and the to provide the
7-75(3)(a); section | |iahility are called ‘routing_and premises to the tenant
6-45 given a zero tax vaue. This

recognises that, whatever their

red tax values would be, they

would be equa and opposite,

cancelling each other in the

taxpayer’s net income. Therefore,

there is no need to work out the

rea tax values

I . 5 ot
. SHviRg-those tHiRgs 280 tax
|_|s|t G ed-anel ek be “'EE"E -that-there4s-10 the-asset o d _
hict i . T EGI'IE?'GGIIEIIIIIQ|IEi8I|I[§F
. the SoR '." Igl o GH;IQEII |g||s I e i I
SOPRPERSS t'e,“ s law k .
Aot eeell ved o .'HI the-matier-istuhy
i cted .“H getecandl .

: . juegerent detivered
bercits.
uncertain®
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 isuncertain. | exis, but the extent of
compensation is This reflects the current law ben€fits is 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) takesassociated with the supply of non-cash benefits (other than a

financid asset) has atax vaue (2) equd to its face vaue and, as such, istrested

in much the same way as money. [Items5 and 6 of the table in subsection 6-40(1);
items 4 and 5 of thetable in subsection 7-75(1)]

36

These rules are not vet in the working draft.
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The core components of the Tax Value Method ‘

Changes in tax value over time

4.27

Asagenerd propostion (though not an expression of the most

common Stuation), assets and liabilities der-tdo not change their tax vaue over |
time (3). That conformsto agenerd principle of the current income tax

system—only realised gains are recognised. Land and shares provide classc
examples of that general proposition in action.®

4.28
table

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

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

Type of Explanation Examples
asset
Depr EE'EET g | Fhisisavery sg "“E.E" ¢ eet'egeny . Fhe HH IE.|I:IE|,ES thiRgs “’I €
liablitiec?® e veliies of these tlung_s "."'”.Elee““e % | Proftsap en_eh €
! Cy-aret ISEE.I up-(or-satishied +h the case EI. Ie-corFeSpor g
Shhaihities I.I e preses -eapial . Hebilies Hghisto
alleuen ICESTEGHRELS l%.'t & Suibeet (.E“g.e't USe .EBSEES oFget
SPHPPOFLaRL ORe)-OF-this-appK G‘EEI s SEAHEES; the .
&-con |pl,ete ceparitie trom 4 e o “IEig'“H% to-provide
ARG ey CRUEVErSIS eeqeltal_)_ .
qu|e|| GEEII' thatist e-gene 3 |ee| Sition S neeslq 2 EII e
Depreciating | Thisisavery significant category. The Profits & prendre
assets and tax values of these things will declineas | and the
lighilities they are used up (or satisfied in the case | corresponding
[Division 40] | of liahilities). The present capital lighilities, rights to
alowances regime is but a subset (abeit | use assets or get
an important one) of this approach. This | services, the
is a complete departure from the ‘all o | liabilities to provide
nothing’ (revenue versus capital) those assets or
approach that is the genera 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 isamicro
version of the Tax Vaue Method
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This refers 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 S0 there isno effect on taxable income.

These ruIeSW|II be contal ned in D|V|S|on 38, WhICh is not yet mcl uded intheworking draft
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Financial
assets and

These will have atax value designed to

Bonds and deferred

implement the recommendation on the

interest securities

ligbilities
[Division 45]

taxation of financial arrangements.*?
When the return on such assets and
liahilities is certain, they will have arisng
or faling tax value, computed on the
basis of interna rates of return, because
of ther rdativdy 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

Cost and proceeds

4.29  Thenotion 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 that circle illustrates how those 4 notions interrelate to
comprise asuite of symmetrica concepts.

4.30 Thecost of an asset (4) and the proceeds of assuming aliability (5)
are key concepts for the Tax Vaue Method because they typicaly st theinitia
tax vaues of assets and ligbilities. This gpproach is provided for within the tax

vauerules.

of those recommendations:
42 See Section 9 of ATSR. The Tax Vaue Method could, of course, be implemented independently

of those recommendations.
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The core components of the Tax Value Method ‘

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 yeurthe proceeds of your assuming that liability. |

431  Theproceeds of realisng an assat (6) and the cost of extinguishing a
lighility (7) are dso key concepts for the Tax Vaue Method. They dlow the
profits and losses that are often subject to taxable income adjustments (such as
the adjusments for discounted capital gains and part private use) to be worked ‘
out. This approach is provided for within the provisions dedling with the taxable
income adjustment.

Example 4.3

Suppose you have atruck with atax value of $30,000 that you use 50%
of the time 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 haveneed to work the loss out so that you can add back the
50% private portion. To work out that agjustment] oss, you need to
know what the proceeds of realisation were.

4.32  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
cdedlations-Doingthatconcepts at (4) to (7). This does nat, of itsef, have
taxatien consequences. They are merely inputs into the rules about cost and
proceeds of assumption and redisation. Those rules then determine which
transactions have taxation effects®

433  Genedly spesking, those rules are as follows {but-there-are(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;duty and regidtration fees-and-ss-en. ‘

any amounts paid to bring the asset to its present condition and
location. This would include, for example, the cost of improving the
asset, but not the cost of repairs or maintenance, which are |
expenses to presarve its existing condition rather than to bring the
asset to a new condition. [Subdivision 7A-B]

= Therules on private or domestic transactions may also be relevant in determining tax effects. |
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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 ligbility.
[Subdivision 7A-D]

Proceeds of realisation

4.36  The proceeds of redisgng 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 dedling. Typicaly the present system

doesnt-does not.

Example44

4.39 In the Arthur Murray case,** a dancing school was paid in

advance for some dancing lessons. The question was whether the

school’ s recei pt was income (according to ordinary concepts) before
the lessons were given. It was held that the receipts were income only
as the lessons were given. To decide whether there was income or not,
it was implicitly necessary to weigh up the natures and values of both

the receipt and the obligations comprising the transaction-

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 aliability.

4.394.40 The approach of the Tax Vaue Method in overtly splitting
transactionsinto ther (typicdly) two congtituent partsimplies that dollar
amounts must be ascribed to both sides.

“ Arthur Murray (NSW) Pty Ltd v FCT (1965) 114 CLR 314.
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The core components of the Tax Value Method ‘

Example 4:54.4 ’
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.

feature of the Tax Vdue Method, just as they are under the current law.

4.404.41 Therefore, non-cash transaction rules (8) are essential-an essential ‘

Deemed receipts and payments

4.414.42 To the extent that you give non-cash benefits (e.g. goods or ‘
services) in anon-cash transaction, you are taken to have receipts and
payments equa to the market value of what you received. [Division §]

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 a non-cash
transaction, you are taken to have recer ptsand payments equd to the vaue of
what you provided.Fhi ,

[Division 8]

Example 4.6

Y ou promise to pay $1m in six months' time for afactory site. #-makes
mueh-more-senseto-set-alhe vaue enof your liability to pay (and enof
the site asset) isdetermined by reference to the liability itself (what you
gave) rather than by reference to amarket valuation of the site (what
you got). et 3

reflects the eseentral nature of the transaction, Whl ch is your purchase
of are-buying-thesitethe site rather than sale of the promise to pay
money.

443  Theserules goply universdly. Every non-cash transaction is notiondly
Fplit into 2 cash transactions. The rules dlow every acquisition of an asst, 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 gpplies to disposa gextinguishments. This
‘converson’ provides an essentia building block for the Tax Vaue Method.

43






45



