Attachment F7


SECTION 51(1) OVERSEAS MADE FILM SCHEMES

There is no specific provision in the Income Tax Assessment Act 1936 or 1997 allowing a deduction for investments in overseas-produced films.  Accordingly, overseas-produced film schemes target the general deduction provisions of the Act.  A range of schemes within this category have certain common features which are illustrated by the following scheme.  Similar schemes are promoted for investments in books, videos and live theatre.

The Scheme  

A typical section 51(1) film scheme involves the following steps:

STEP 1
Australian investors (Production Contractors) contribute Production Contribution Monies to a Manager to be used to procure the overseas production of a film and its delivery to the Owner (an Australian subsidiary of the foreign owner of the right to make the film).  The rights to the film have been transferred from the original foreign owner to the Australian subsidiary under an Offshore Production Services Agreement and then to the Australian Production Contractor under an Onshore Production Services Agreement.

STEP 2
The manager appointed by the production contractors to carry out all their obligations under the contracts pays an amount to the foreign Owner to meet the actual production costs of the film.  The amount paid is a small proportion of the Production Contribution Monies contributed.

STEP 3
After deducting its fees the Manager pays the balance to the Australian subsidiary of the foreign Owner.

STEP 4
Australian subsidiary uses the balance of the funds to acquire letters of credit or other security guarantees.

STEP 5
On maturity the security guarantees will be sufficient to pay a guaranteed return to investors (generally between 101% and 106% although in one case the return was 122.5%) and to repay loans to investors.  

· An example of a guaranteed return is a return of 4% in year 5, 5% in year 6 and 92% in year 7.

· Production Contractors are also entitled to participate in profits to be generated by the distribution and exhibition of the films in due course but to date we have not encountered any cases where taxpayers have received distributions other than the guaranteed return.
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The Tax Mischief

1. Only a fraction of the amount claimed as a deduction is actually spent on the production of the film.  In some schemes, the investor does not incur the expense for income producing purposes or in carrying on a business.

2. The ATO view is therefore that the amount is not deductible under subsection 51(1) of the Income Tax Assessment Act 1936 or section 8-1 of the Income Tax Assessment Act 1997.  The ATO is also of the view that any interest paid by investors on loans to finance contributions is not deductible.

3. Depending on individual circumstances, Part IVA may apply to deny the deduction.  

Similar techniques

· Guaranteed return of investor’s original investment financed from the original investment.  (See also Division 10B and 10BA film schemes.)

· Non-recourse loans to investors. (See also Division 10B and 10BA film schemes.)

· Doubtful whether any part of the investment has actually been spent in making or marketing the film.  The moneys have been invested so as to fully reimburse investors at the required time. (See also Division 10BA film schemes.)

















