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Attachment G1

Tax-Effective Investment Scheme: Product Ruling PR1999/79; HIV Medications Joint Venture

The Arrangement

Overview

Under the arrangement a minimum of 500 investors were to subscribe $12,500 per interest to a partnership registered and operated as a Managed Investment Scheme under Corporations Law.  The monies raised would fund the production of patented medicines in Europe and the marketing of the product in Brazil.  The partnership/joint venture was to obtain and retain the licence to distribute the drugs produced.  

Although the applicant sought deductibility of losses against 'other income' the ATO ruled that losses had to be quarantined and were only able to be claimed against income from the arrangement.  This was due to the fact the income derived by investors was foreign sourced.  

STEP 1
The investor becomes a member of a Joint Venture to market and distribute a drug in Brazil.  The investor pays the Custodian initial fees of $12,500 for each interest held in the Joint Venture. 

STEP 2
An investor, through the Custodian, enters into a Management Agreement with the Responsible Entity.  On achieving minimum subscription (500 interests) the Custodian releases $12,000 per interest to the Responsible Entity and $500 per interest (the Technology Licence Fee) to a company registered in Hong Kong.  The Hong Kong company is the holder of the International Patent for the drug the Joint Venture will market and distribute.  

STEP 3
The Responsible Entity enters into a Responsibility Agreement with the Manager of the Joint Venture to perform all the day to day responsibilities under the Management Agreement.  The Responsible Entity will release the $12,000 per interest to the Manager to complete its tasks under the Responsibility Agreement.

STEP 4
The Manager is to pay the Responsible Entity a once only establishment fee of $100,000 and an annual fee, from the gross income of the Project, of $120,000 per annum indexed annually with CPI.

STEP 5
The Manager arranges for the manufacture of the drug in Europe and for the marketing, distribution and sale of the drug in Brazil.  The Custodian, Responsible Entity and Hong Kong company enter into a Technology Licence Agreement to allow the investors the rights for the manufacturing, distribution and sales of the drug in Brazil.

STEP 6
Proceeds from sales are placed in the Joint Venture bank account held with the Custodian.  Net proceeds are distributed to investors.
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What the Applicant sought

The Applicant requested us to Rule that:

1. An investor in the Joint Venture will be considered to be in partnership, within the definition of partnership in section 995-1 of the ITAA 1997;

2. An investor will be entitled to claim their share of the Joint Venture loss for the first year under section 8-1 of the ITAA 1997;

3. That an investor who borrows to invest in the Joint Venture will be entitled to a tax deduction for interest on the borrowings under section 8-1 of the ITAA 1997; 

4. Beyond the fees paid for the first year each investor as a member of the Joint Venture will be able to return his or her share of the net income or loss; and

5. That Part IVA did not operate to cancel any tax benefits received

What we Ruled

1. Investors in the Joint Venture will, for taxation purposes, be considered to be partners in a partnership; 

2. Income derived by investors will be assessable income under section 6-5 of the ITAA 1997.  The income will be derived from sources in Brazil.

3. The expenses investors incur in relation to the Joint Venture will be foreign income deductions which can only be deducted against assessable foreign income of the same class as the deductions.

4. The fees paid by investors will not be deductible in the year they are incurred.

5. Part IVA did not apply to cancel any of the tax benefits received.

Why we Ruled that way

Existence of a business: Although in a relatively new undertaking the forecasts as to the activity itself were at acceptable industry levels for like activities.  As well other indicators of a business were present: there was repetition and regularity; the activity was carried on in a business like manner; and the activity was carried on in  a similar way to other comparable businesses.

The nature of each investor's interest:  Each investor became a partner in the Joint Venture.  The Joint Venture through the Manager of the Project had a licence to manufacture and purchase the product and to establish markets in Brazil to sell the product.  The investors had a continuing interest in the Joint Venture and hence a divisible share of the total market based on their share of the partnership assets.  Although the day to day activities were carried out by another investors had specific rights and eventual control.

Part IVA: There did not exist any transactions such as 'Round Robins' or 'Non recourse loans'.  Investors could either fund the investment themselves or borrow from an unassociated lending institution.  No entity related or entity involved in the Project was involved in the provision of financing.  No transactions were so contrived or governed to obtain a tax benefit that the commercial nature of the transaction was overshadowed.  Accordingly Part IVA had no application.

Prepared:  4 October 2000





















































