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Attachment G2

Tax-Effective Investment Scheme: Product Ruling PR1999/32; Paulownia Forestry Project No 2 

The Arrangement: Overview

This was an arrangement to develop and harvest an area of up to 135 hectares of Paulownia trees.  Proceeds of the arrangement were to come from the sale of logs and timber from the trees.  The total area was divided into ½ hectare lots.  Marketing of the scheme was for a minimum of a single Lot per applicant (grower).  Each Lot was to contain a guaranteed minimum of 205 trees.  All sale proceeds were aggregated and all activities managed by an independent 3rd party.

The Arrangement

STEP 1
On acceptance of their application monies a grower enters into a power of attorney with the Custodian.  The Custodian is a public listed company in the business of rural consultancy, trustee and manager of rural investment activities.  Application monies were made up of a Licence fee and Management fee.  Under the Licence agreement growers agreed to pay a Licence fee of $429 for years 1 to 3 and thereafter 7.5% of the net proceeds of the sale of allotment produce.  In addition to the payment of Management fees the grower had to pay 7.5% of the net proceeds of the sale of allotment produce. 

STEP 2
The Custodian, on behalf of the Investor/grower, entered into a Management Agreement for a period of 17 years with Paulownia Management Pty Ltd (the manager).  The Management Agreement is for the preparation, maintenance, harvesting and sale of Allotment produce. 

STEP 3
Paulownia Management Pty Ltd sub-contracts its management activities to a Forestry Manager. 

STEP 4
Paulownia Management Pty Ltd leases the land that is to be used under the Project. 

STEP 5
The Custodian contracts (on behalf of the growers) with Paulownia Management Pty Ltd for a Licence for each grower to secure a right for that grower to carry on a business of growing and harvesting trees on a specific allotment of land.

STEP 6
The Manager, at its discretion and in the best interests to the growers, shall negotiate sale of aggregated produce and enter into agreements with purchasers.  The net proceeds of the produce less amounts payable to the Manager are paid to the Custodian for distribution to growers.  
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What the Applicant sought

The Applicant requested us to Rule that:

1. A grower who invests in a single lot is carrying on a primary production business;

2. That a grower is entitled, under section 8-1 of the ITAA 1997, to a tax deduction for Management and Licence fees incurred in each year;

3. That a grower who borrows to invest in the Project will be entitled, under section 8-1 of the ITAA 1997, to a tax deduction for interest on the borrowings; and

4. That Part IVA does not operate to cancel any tax benefits received.

What we Ruled

1. That a grower who invested in a single lot was carrying on a business of primary production;

2. That a grower was entitled to a tax deduction for Management and Licence fees incurred in each year.  In respect of some Management fees, amounts paid were, however, to be apportioned under 82KZM (as the expenses were for the doing of a thing that was not to be completed within 13 months);

3. That a grower who borrows to invest in the Project was entitled to a deduction for interest on those borrowings; and

4. That Part IVA did not apply to any of the transactions making up the arrangements.

Why we Ruled that way
Existence of a business: The Project was arranged as a commercial enterprise with a view to making a profit. The forecasts as to the activity itself, the income and expenses, 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 growers interest: Each grower had an interest in that activity such that they carried on a business, albeit on a small scale.  The taxpayer had an identifiable interest in specific growing trees under the Licence agreement. The growers under the Management Agreement had the right to terminate the manager for breach of contract.  This right was exercisable by a vote to do so by at least 65% of Lot holders. Although the day to day activities were carried out by another, under the Management Agreement, growers had specific rights and eventual control.

Amounts paid related to ongoing costs and not to any enduring benefit.  Thus the costs were not of a capital nature and had to be considered deductible.  Furthermore it was not possible to identify any other 'non deductible' purposes to payments.

Part IVA: There did not exist any transactions such as 'Round Robins' or 'Non recourse loans'. Growers could either fund the investment themselves or borrow from an unassociated lending institution.  No related entity 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





















































