Attachment C

1
2

OVERVIEW OF TAXATION RULING TR 2000/8

(INVESTMENT SCHEMES)

Application

On 14 June 2000, the ATO issued a public tax ruling that focuses on the deductibility of expenditure in relation to investment schemes.  Taxation Ruling TR 2000/8 was previously released as Draft TR 97/D17 and retains the factual setting of an afforestation scheme investment used in the draft.

The views expressed in TR 2000/8  are relevant to issues found in investment schemes which commonly involve:

· highly managed activities;

· consequent, minimal personal involvement of the investor;

· up-front tax deductions reducing, often significantly, the amount of tax payable on income from other activities; and

· little or no income being derived in the year in which the up-front deductions are claimed.

These schemes include a wide range of primary production schemes such as afforestation, agricultural, horticultural, tea tree oil, viticulture and livestock schemes as well as film and franchise schemes.  The wide relevance of TR 2000/8 to investment schemes derives from the views expressed on the income tax consequences that flow from the way in which entry into some schemes is financed.

TR 2000/8 states that the application of a specific tax law to an investor will always depend on the facts of the case.

Carrying on a business

Under subsection 8-1 of the 1997 Act, a loss or outgoing is deductible to the extent that it is incurred in gaining or producing assessable income or is necessarily incurred in carrying on a business for that purpose.  Also, a loss or outgoing will not be deductible to the extent that it is of a capital nature.

Based on TR 2000/8, the ATO is more likely to treat an investor as carrying on a business where, for example:

· The investor has an identifiable interest in specific growing trees and the right to harvest and sell the timber from those trees.  Otherwise the ATO may view the investment as being in someone else’s business and therefore on capital account.  But the ATO accepts the practice of the manager harvesting the investor’s produce and aggregating it with other investors’ produce for the purposes of sale.  This point is also relevant to other tax effective investments. 


· The activities of the investor have a significant commercial purpose in view of matters such as their nature, size, scale, repetition and regularity and the manner in which those activities are conducted.  This factor looks at the manner in which the investor carries on the activity; specifically, whether the investor has a profit making purpose, the activity is carried on in a systematic, business-like manner, and on a consistent and repetitive basis.

TR 2000/8 lists the following factors that would detract from a finding that an investor is carrying on a business:

· The investor’s return is guaranteed.


· There are mechanisms to reduce the risks of participating in the scheme, eg ongoing maintenance costs are being met by the manager.


· The method of sale of the produce ignores the investor’s interest in that produce.


· The use of non or limited recourse financing and the existence of non commercial rates, fees or charges.  Under a non-recourse arrangement, the promoter lends the investor a significant proportion of the 'cost' of the investment.  However, the effective liability to repay the loan is limited to the investor’s interest in the investment (which may be of limited value).  Nevertheless, the investor still claims a tax deduction for the cost of participating in the investment which may significantly exceed the investor’s own cash outlay.


· The promoters undertake to reverse transactions if tax deductions are disallowed.

TR 2000/8 also states that investors are typically not carrying on a business at the time of initial investment.  This is because investors have only completed application forms and funds contributed are still held on trust pending achievement of minimum subscription.  As such, the outgoing will not be necessarily incurred in carrying on a business.

However, the ATO’s view is that such initial funds may be deductible on the basis that costs are incurred for the purpose of gaining or producing assessable income even though the business has not commenced at the time the outgoing is incurred.  The ATO therefore considers that lease and management fees incurred by investors have the requisite purpose of deriving assessable income where the investor will be carrying on a business as a result of participating in the investment.  This is also discussed and confirmed in  cases such as FC of T v Emmakel Pty Ltd 90 ATC 4319, (1990) 21 ATR 346; FC of T v Lau 84 ATC 4929, (1984) 16 ATR 55;  Brand’s case and the High Court decision of Steele v DC of T 99 ATC 4242, (1999) 41 ATR 139.  Each of these decisions considered that the critical factor in determining deductibility is that the activity is undertaken with the expectation of deriving assessable income.  This applies even though none may ultimately be produced (certainty of success is not required).

Sufficient nexus

TR 2000/8 also emphasises the need for a sufficient nexus between the payment of the lease and management fees and the derivation of assessable income, in order for those fees to be deductible.  The ruling indicates that the following factors may indicate a sufficient nexus:

· The investor is contractually committed to carrying on a business by executing the lease and management agreements.  The agreements must give the investor an adequate proprietary interest in the property used in the investment and adequate control over the management of the investment.  The ATO considers that the investor has retained some control if a right is retained to direct the manager, receive regular progress reports, and terminate the management contract in certain circumstances, such as neglect or default.


· The investor has enforceable rights and obligations under the various agreements.


· The rights and services are to be provided as part of an ongoing business to be carried out by the investor.


· The management fees relate to activities which are an inherent part of the operations by which income is expected to be gained or produced.


· The lease and management fees have a commercial objective representing a business transaction underpinned by genuine commercial considerations.  (Excessive lease and management fees may point to a purpose other than the production of income.)

Revenue or capital

Broadly, in determining whether an outgoing is capital in nature, one has to consider the purpose of the payment from a practical point of view and the character of the advantage sought.  Amounts are therefore more likely to be on revenue account where the outgoing is repetitive and results in no enduring benefit to the investor.

In the case of a lease payment, for example, where an investor only secures the use of the land for the period of the payment, it will typically be on revenue account.  However, to the extent that a lease payment is disproportionate to the obtaining of the right to exclusive possession of equivalent vacant land, it may be on capital account (eg a premium).  TR 2000/8 also states that if a lease fee is paid partly in respect of a period during which capital works are carried out, then that portion of the lease fee will be treated as capital and not deductible.

Management fees are primarily related to planting, maintenance and on-going working expenses of the project undertaken on behalf of investors.  As such, the payments are typically on revenue account and should be deductible.  However, where management fees contain a number of components, an apportionment of the fee between the revenue and capital components may be necessary.

TR 2000/8 also states that if an investor incurs expenditure on initial management fees but, at the time the investor enters into the lease and management agreement, the relevant work has already been completed, then the fee is properly characterised as capital expenditure.

Prepaid expenses (updated to incorporate recent amendments)

Until recently, the lease and management agreements involved in afforestation and other schemes have usually been for a period of up to 13 months to ensure immediate deductibility.  This was probably done with section 82KZM of the 1936 Act in mind.

Where the payments related to the provision of services that were to be provided over a period of 13 months or more, section 82KZM spread the expenditure over the period to which the services related rather than being deductible wholly when incurred.  However, TR 2000/8 suggests that initial management and lease fees will also be spread over the relevant period under section 82KZM, if they have been inflated and later year fees are consequently reduced.

New measures in the New Business Tax System (Integrity Measures) Act 2000 will mean that revenue prepayments incurred after 1pm on 11 November 1999 relating to participation in certain (‘tax shelter’) arrangements will be deducted over the period to which they relate.

The new measures apply where:

· the taxpayer’s allowable deductions under an agreement for the income year in which the expenditure is incurred exceed the assessable income attributable to the agreement for that year;

· the taxpayer does not have effective day to day control over the operation of the agreement; and

· either

· more than one taxpayer participates as an investor in the agreement; or

· the manager, arranger or promoter of the agreement, or an associate, carries out similar activities for other taxpayers.

This effectively means that revenue prepayments made in relation to investment schemes to which this ruling applies will now be spread over the period to which they relate.

Anti-avoidance

Early termination

If an investor has the ability to exit an investment scheme early, after up-front deductions have been claimed but before any income is derived, the ATO may argue that the investor entered into the scheme, at least in part, with a purpose other than the derivation of assessable income.  If so, deductions may be denied.  Support for this position is found in the High Court decision in Fletcher v FC of T 91 ATC 4950, (1991) 22 ATR 613.

Non-recourse debt

Section 82 KL of the 1936 Act covers, inter alia, certain tax effective investments funded through non-recourse debt.  Where section 82KL applies, the deduction otherwise available is disallowed.

TR 2000/8 makes it clear that where it is reasonable to expect that an investor will not have to repay a loan, and the sum of that ‘additional benefit’ along with the ‘expected tax saving’ from the investment exceeds the investor’s tax deductions incurred under a tax avoidance agreement, those deductions will be disallowed under section 82KL.

Where, subsequent to an assessment being made, steps are taken to collapse a loan in a way that results in ‘additional benefits’, or there is a reasonable expectation that the investor will be released from repaying a loan, that assessment can be amended at any time to give effect to section 82KL.

Part IVA

The application of Part IVA of the 1936 Act will be considered and may apply if there are features that suggest a reasonable person could conclude that the sole or dominant purpose of a person, not necessarily the investor, entering into or carrying out the scheme, or a part of the scheme, was to enable the investor to obtain a tax benefit in connection with the scheme.  Some features which will lead to careful consideration of the possible application of Part IVA include:

· Transactions which do not occur at market rates/values.  For example, grossly excessive fees.

· The inflation or artificial creation of deductions. For example, where only a small proportion of the amount of the deduction claimed is actually used on the underlying activity.

· Round robin arrangements.  For example, a bank lends moneys to a promoter’s finance company, which in turn loans the moneys to the investor; the investor uses the loan funds to discharge the lease and management fee liabilities and the lessor and manager place the funds received on deposit with the promoter’s finance company; the finance company then uses the funds to repay the original loan from the bank.  The investor has discharged the lease and management fee liabilities but there are no real cash funds available to the lessor or manager to fund the underlying activity.  There is no change in the overall level of cash.

· Non-recourse or limited recourse loans which limit the investor’s real commercial risk in relation to any debts.  For example, the investor is only liable to repay the loan from and to the extent of any sale proceeds.

· Arrangements where the investor is not subject to significant risks when the tax benefit is taken into account.  For example, the existence of a put option which gives the investor the right to sell the underlying asset back to the promoter for a pre-agreed price.

· Prepayments shortly before the end of the year of income.

· Arrangements representing a roundabout way of conducting an activity.

· Transactions between related or unrelated parties not at arm's length.

· Arrangements where the transactions or series of transactions produce no economic gain or loss.  For example, the whole scheme is self-cancelling.

· Arrangements which lack economic substance and are not rationally related to any useful non-tax purpose.  For example, related party dealings that merely produce a tax result.

No one feature is determinative of whether Part IVA applies. There must be an evaluation of all the factors in paragraph 177D(b) of the 1936 Act to ascertain whether obtaining a tax benefit was the prevailing purpose for carrying out the scheme in a particular way, or whether there were more influential commercial reasons for the way things were done.

The fact that the evidence may support a finding that a business is being carried on by the investor, does not exclude a finding that there is a dominant purpose of obtaining a tax benefit (see FC of T v Spotless Services Ltd & Anor 96 ATC 5201 at 5206; (1996) 34 ATR 183 at 188).  For example, income earning projections may point to a real prospect of making a before tax profit from participating in a scheme, however the non-recourse loans and high cost structures may support a finding that an investor is trading off high costs for large up-front tax deductions consistent with a dominant purpose of obtaining a tax deduction.

Capital gains

TR 2000/8 considers that the investor’s bundle of contractual rights (under lease, management and any other agreement) are to be regarded as a single asset.  When the investment matures, the contractual rights would generally expire.  This is a disposal for CGT purposes that may result in a capital loss to the investor equal to the capital cost the investor incurred to enter the scheme (this may comprise of a unit subscription price or a non deductible element of the initial management fees).

In the case of an assignment of the contractual rights prior to maturity, the CGT implications have to be examined on a case by case basis.  In some cases, an assignment for market value consideration could lead to a capital gain.

Product rulings

TR 2000/8 emphasises that a Product ruling does not protect investors from investment losses, but only represents a statement by the ATO of the tax consequences of participation in the scheme.

TR 2000/8 also emphasises that a material difference between the facts described in the Product Ruling and the facts of the scheme, as actually carried out, is likely to result in the Product Ruling not being binding on the Commissioner in relation to that scheme (see Bellinz Pty Limited & Ors v FC of T 98 ATC 4634; (1998) 39 ATR 198)

Private Rulings

TR 2000/8 sets out the matters that should be addressed in a private ruling application.  In short, the investor has to provide a very significant amount of information relevant to the many features discussed above in considering the application of sections 8-1, 82 KL, and 82 KZM and Part IVA to investment schemes.

A private ruling is legally binding on the Commissioner for the person to whom it applies and in respect of the arrangement described in the notice of private ruling.  However, TR 2000/8 emphasises that if the real facts differ in a material respect from those asserted to or provided in the ruling request, the ruling provided by the Commissioner will be of no effect and cannot be relied upon by the investor (refer to FC of T v McMahon & Anor 97 ATC 4986; (1997) 37 ATR 167).


