legal news for account

Hall&Wilcox
Lawyers

Phone +61 3 9603 3555

INSIDE

VV V. VV VV VV VV VV VY

Fax +61 3 9670 9632

One test fits all for small businesses
New arrangements for forestry and non-forestry MIS

Changes to income streams
Benefitting employers

ap

Email information@hallandwilcox.com.au

In Specie Contributions to Superannuation: Don’t let GST trip you up!
Two bites at the cherry: Commissioner extends amnesty

Family Trusts: avoiding defects such as early vesting
McNally v Commissioner of Taxation: The Commissioner gets WIPped!

Commissioner backed a winner with share sale back rights
Updating your superannuation deed and estate plans

TOFA Take 2: Why SME accountants need to know about it
Government introduces Death Duties: You can be dead unlucky!

Maximising contributions: the ‘bring forward’ provisions
Whatever happened to ETP’s?

A cool $4.9M: small business CGT concessions and superannuation

In Specie Contributions to Superannuation:
Don’t let GST trip you up!

Garry Sebo, Partner and Rachel Bates, Lawyer

In our December issue of Legal News for
Accountants, we discussed the Victorian
stamp duty exemption available for an

in specie contribution of business real
property to a self-managed superannuation
fund (“SMSF”). Many clients are utilising
this stamp duty exemption when making
undeducted in specie contributions to
superannuation to take advantage of the
$1 million transitional rule before 30 June
2007.

Many people are looking to make an in
specie contribution of property that is
currently held in a family trust. However,
property held in a family trust will need

to be distributed to the individual before

it can be contributed to their SMSF. It
cannot go directly from the trust to the
SMSF without incurring stamp duty (in
any event, such a contribution would be a

taxable contribution). In Victoria, provided
specific requirements are met, a stamp
duty exemption will be available for the in
specie distribution to the individuals and the
subsequent contribution to the SMSF.

The potential GST implications of such
distributions and contributions should be
given careful consideration. There is no
point saving a significant amount of stamp
duty if you will be paying a more significant
amount of GST.

Goods and Services Tax
— Taxable Supply?

The Commissioner of Taxation takes

the view that an in specie distribution of
property from a trust that is registered for
GST to a beneficiary for no consideration
can be a taxable supply: for example, see
GSTA TPP 049, ATO ID 2001/504, and ATO

ID 2001/505. In the Commissioner’s view,
the required elements of a taxable supply
(section 9-5 of the A New Tax System
(Goods and Services Tax) Act 1999 (“the
GST Act”)) are satisfied. The elements are:

e the supplier is registered or required to
be registered for GST - If the trust is not
registered or required to be registered for
GST, the distribution is clearly not subject
to GST;

e the supply is connected with Australia
— This is obviously satisfied because the
distribution is Australian real property;

= the supply is for consideration
— Although an in specie distribution
from a discretionary trust is not for
consideration, it can still be a taxable
supply if Division 72 of the GST Act
(outlined later in this article) applies.
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Importantly, where a fixed trust or unit
trust makes an in specie distribution

to redeem a unit holder’s/beneficiary’s
interest or units, the redemption of the
interest or units will be consideration for
the distribution; and

» the supply is made in the course or
furtherance of an enterprise that the
supplier (that is, the trust) carries on
— As discussed later, the Commissioner
glosses over this element.

The distribution will not be a taxable supply
to the extent that it is GST-free (such

as farm land where the requirements of
subdivision 38-0 of the GST Act are met)
or input taxed. Residential premises (the
supply of which is generally input taxed)

do not ordinarily qualify as business real
property, so can rarely be the subject of an
in specie contribution to a SMSF. However,
where an entity carries on a business of
leasing a number of residential properties,
the properties may qualify as business real
property.

Going concern?

Although the property will be used in a
business, the distribution cannot qualify

as part of a GST-free supply of a going
concern because consideration, which is an
essential requirement for a GST-free supply
of a going concern, is not being provided.

Associates provisions

The beneficiaries of a trust are associates
of the trust. Accordingly, the Commissioner
suggests that the in specie distribution will
be a taxable supply if the beneficiary is not
registered or required to be registered for
GST, or acquires the property for private
purposes or to use in making input taxed
supplies.

This is because subdivision 72-A of the
GST Act provides that a supply to an
associate for no consideration is a taxable
supply if it would be taxable if consideration
was provided and the associate would not
be entitled to a full input tax credit for their
acquisition because:

= the associate is not registered or required
to be registered for GST; or

» the associate acquires the thing supplied
otherwise than solely for a creditable
purpose.

Is there an enterprise?

The final element required for the
distribution to be a taxable supply is that
the distribution must be made in the
course or furtherance of an enterprise
that the trust carries on. GSTA TPP 049
makes no mention of this element and the
interpretative decisions on this topic state
in the “facts” that the distribution is made
in the course or the furtherance of the
enterprise. There is certainly an argument
that this is not so, particularly where the
trust is not terminating its enterprise.

As provided by the legislation and
discussion in the Commissioner’s ruling on
the meaning of “enterprise” (MT 2006/1),
the trustee of a trust is only entitled to be
registered for GST if it is carrying on an
enterprise. It follows that it is possible

to have a trust that is not carrying on an
enterprise. A trust that simply holds and
distributes trust property and income to
meet the needs of its beneficiaries and
does nothing more would not satisfy the
“carrying on an enterprise” requirement
necessary to register for GST. Accordingly,
distributions of trust property and income
should not be supplies made “in the course
or furtherance” of the trust’s enterprise
merely because the trust also happens to
be carrying on an enterprise.

By contrast, under subsection 9-20(1)(da)
of the GST Act, an activity or series of
activities done “by a trustee of a complying
superannuation fund” do constitute an
enterprise (see also subsection 9-20(1)(d)).
If all activities done by a trustee of a trust
were meant to constitute an enterprise, the
above provision could simply be extended
to include all trustees.

It is apparent that either the legislation
should be clarified if all activities of all
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trustees of all trusts are meant to be
enterprise activities, or the Commissioner
should amend his view or provide further
reasoning as to how and why an in specie
distribution is in the course or furtherance of
the trust’s enterprise.

Although there may be some scope to
challenge the Commissioner’s view, getting
a favourable outcome is likely to take more
time than you have available.

GST - Simple solution to
ensure there is no taxable
supply

If the distribution from the trust is to
beneficiaries who are registered for GST
and those beneficiaries use the property

in carrying on their enterprise (other than
for the purpose of making input taxed
supplies), Division 72 of the GST Act will
not apply. Consequently, the in specie
distribution will not be a taxable supply
(this is confirmed in ATO ID 2001/503).
However, the beneficiaries must be carrying
on an enterprise and must actually use

the property in carrying on that enterprise.
The beneficiaries will be carrying on an
enterprise if they lease the property to
tenants. The beneficiaries will need to remit
the GST collected in the rent and return the
rental income. The beneficiaries should be
registered for GST prior to the acquisition of
the property.

If the property is distributed to two or
more beneficiaries, those beneficiaries
should register for GST as a partnership
as they will be carrying on a leasing
enterprise in partnership. Similarly, if the
trust jointly holds a commercial rental
property with another owner (Company A),
a beneficiary who receives a distribution
of the trust’s half of the property will then
be in partnership with the Company A. If
the trust and Company A are registered for
GST as a partnership, the beneficiary and
Company A will need to register for GST
as a partnership in respect of their leasing
enterprise prior to the distribution of the
property from the trust to the beneficiary,
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otherwise the distribution will trigger a GST
liability.

If the individuals subsequently decide to
contribute the property to their SMSF, the
GST implications should be considered
again. Accepting for the moment the
Commissioner’s assumption that an in
specie contribution would be “in the
course or furtherance” of the enterprise
carried on by the member (see ATO ID
2005/70, for example), the in specie
contribution will generally not be a taxable
supply if the SMSF is registered (or
required to be registered) for GST because
Division 72 will not apply. However, if the
acquisition of the property by the SMSF
relates to making supplies that would be
input taxed or the SMSF is not registered
or required to be registered, this issue
should be contemplated more carefully as
Division 72 may still apply. Once again,
the particular requirements become more
complex where the property is jointly
owned. If the incorrect entity is registered
for GST, your clients may be required to
pay 1/11th of the value of property to the
Tax Office.

Whilst the treatment outlined above

can provide a “simple solution”, the
transactions must be undertaken and
documented appropriately to prevent
unwanted and unintended costs for your
clients. Make sure you don’t lose sight
of the other potential issues and liabilities
outlined in our previous article.
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Two bites at the cherry:
Extension of family trust and
Interposed entity election amnesty

Michael Parker, Partner and Frank Hinoporos, Lawyer

The Commissioner has announced an
extension to the time for family trust
elections (“FTE”) or interposed entity
elections (“IEE”) to be made for the 2004 or
earlier years of income. The Commissioner
will now allow these elections to be

lodged by 31 May 2007. This is an
extension of the original amnesty afforded
by the Commissioner in PS LA 2004/1.
Practitioners should take advantage of this
opportunity to bring their client’s affairs up
to date, as it is unlikely to be afforded again!

The first bite at the cherry

PS LA 2004/1 was issued on 15 April 2004
giving taxpayers a “one-off” opportunity to
make a FTE or |IEE for the 2003 and earlier
income years with their 2004 tax return.
The precondition to utilising the extension in
PS LA 2004/1 was that the relevant trust or
entity must have acted as if it were a “family
trust”. This means that for the relevant
income year from which the election is
intended to apply until 30 June 2004:

e the trust must have passed the “family
control test”; and

e the trust must have not made any
distributions of income or capital to
persons other that the “test individual”
and his or her “family group”.

Things got messy when, after the release of
PS LA 2004/1, the law was changed such
that a FTE or |IEE for the 2005 income year
onwards could be made at any later time as
long as it was in writing and in the approved
form. This change in the law, together with
PS LA 2004/1, meant that FTE and IEE
relating to:

e income years prior to the 2004 income
year could be lodged at the time the
2004 income tax return was lodged;

e the 2004 income year itself had to be
lodged with the 2004 income tax return;
and

« the 2005 income year and beyond could
be lodged at any time.

The confusion caused by this state of
affairs, particularly in respect of the 2004
income year, has resulted in this further
extension of “amnesty”.

The second bite at the cherry

The Commissioner has extended the time
for a FTE or IEE to be made with effect from
the 2004 or an earlier year of income to 31
May 2007, as long as the preconditions in
PS LA 2004/1 are met.

The Commissioner has set out different
procedures for making a FTE or IEE
depending on whether an entity has or has
not lodged its 2004 income tax return.

The precise requirements are set

out in detail in the Commissioner’s
announcement, which is available on the
ATO web site.

FURTHER ENQUIRIES
Michael Parker +61 3 9603 3540
Partner

michael.parker@hallandwilcox.com.au

Frank Hinoporos +61 3 9603 3571
Lawyer

frank.hinoporos@hallandwilcox.com.au

PRIVACY STATEMENT: Please tell us if you do not wish to receive this publication in the future. You may contact us by calling our Privacy Officer on +613 9603 3555 or emailing information@hallandwilcox.com.au.

IMPORTANT: This is not advice. Readers should not act solely on the basis of the material contained in this newsletter. ltems herein are general comments only and do not constitute or convey advice per se.
Changes in legislation may occur quickly. We recommend that our formal advice be sought before acting in any of the areas covered in this newsletter. © Copyright 2006.



documents - eForms

to complete and send your instructions online, simply click on the
‘eForms’ link on our website homepage

Discretionary trust $440

Unit Trust $550

Unit partnership $2,200 - $3,300

Superannuation fund $495

Pty Limited company $862 (agents fee included)
Public company limited by shares $2,200 (agents fee included)
Public company limited by guarantee $2,200 - $3,300 (agents fee included)
New company constitution $440

Division 7A Loan Agreements $440

Debit/Credit Loan Agreement $660

Deed of Acknowledgment of Debt $150

Tax Sharing Agreement $4,400 single, POA for multiple

All prices are GST inclusive but exclude stamp duty.

recovery services

Hall & Wilcox’s Debt Recovery practice offers you a dedicated team of lawyers who will excel
at the recovery of business debts for you and your clients.

Our legal team will:

= pursue each recovery to its full potential

« provide you with regular, comprehensive reporting

* provide prompt turnaround

* provide value for money

= be your trusted service providers

* give you the ‘peace of mind’ that comes from knowing that an experienced legal team is
acting on your behalf

Our legal team will not:

* charge commissions

« charge loading on service provider fees

« carry out illegal search procedures

We are not a collection agency. We do not do factoring. We do not keep a share of recoveries.
We are lawyers with experience in recovery litigation and enforcement and who understand:

* how to conduct litigation in all jurisdictions

« the applicable laws

- enforcement procedures

For more information, or to discuss your recovery needs, contact:

Matt McDonald, Partner +61 3 9603 3564
matthew.mcdonald@hallandwilcox.com.au

Chris Fenwick, Senior Associate +61 3 9603 3562
chris.fenwick@hallandwilcox.com.au

www.hallandwilcox.com.au
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A cool $4.9M: Small business
CGT concessions and superannuation

Andrew O’Bryan, Partner and Rebecca James, Lawyer

Anyone selling a business subject to the
capital gains tax (CGT) small business
concessions will be able to contribute the
proceeds, or at least some of them to
superannuation as after-tax contributions
from 1 July 2007. The amounts contributed
to superannuation under the CGT small
business concessions, up to a life-time
limit of $1 million (indexed) (CGT cap), will
not count toward the non-concessional
contributions limits (which will be $150,000
per annum at $450,000 averaged over
three years from 1 July 2007, although
there is a transitional limit of $1 million
between 10 May 2006 and 30 June 2007).

The CGT concessions apply to capital gains
from the sale of qualifying small business
assets. To qualify, an individual must have
assets with a net asset value of $5 million
or less in the 2006/ 2007 financial year and
$6 million or less in the 2007/ 2008 financial
year (excluding residential property and
superannuation assets). A small business
asset is an active asset where it:

e is used in a business immediately
prior to the disposal; or

= has been active 12 months prior to
the cessation of the business; and

* has been active for at least half the
ownership period.

Where the asset is owned by a company
or trust, the member claiming the CGT
concession must be a CGT concession
stakeholder in the company or trust. A CGT
concession stakeholder of a company or
trust is (a) a controlling individual of the
company or trust, or (b) a spouse of the

controlling individual where the spouse has
a legal or equitable interest in the shares
of the company or is beneficially entitled

to the income or capital of the trust (and,
where the trust is a discretionary trust,
distributions of the required percentage
were made from the trust in the financial
year).

Contributions that can be applied against
the $1 million CGT cap (and therefore
excluded from the non-concessional
contributions cap) include:

e up to $1 million of capital proceeds
from the disposal of assets that qualify
(or are deemed to qualify) for the small
business 15 year exemption; and

= up to $500,000 of capital gains
disregarded under the small business
retirement exemption.

A contribution may be made by a company
or trust on behalf of a member who is

a CGT concession stakeholder of the
company or trust.

The ability to use both the transitional non-
concessional contributions cap of $1 million
and the CGT cap of $1 million before 1 July
2007 is a major incentive for people thinking
of selling their small business before the
end of the 2006-2007 financial year.

Importantly, the CGT concession applies
even when the sale of the asset does

not result in a taxable gain but there are
capital proceeds. The CGT concession
also applies when a pre CGT asset is sold
where, if it was a post CGT asset, the 15
year relevant exemption would apply.
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A husband and wife who have not made
non-concessional contributions since 9
May 2006 could contribute up to $4 million
into their superannuation fund before 1
July 2007 by selling the business and each
contributing $2 million - $1 million each
under the non-concessional contributions
cap and $1 million each under the CGT
cap. If they have any money left over
(once they pay CGT on the balance of the
proceeds), they can then “bring forward”
three years worth of non-concessional
contributions at the start of the 2007-2008
financial year and each contribute another
$450,000 to the fund.

The $1 million CGT cap will still be available
to small business owners after 30 June
2007, even though the non-concessional
contributions cap will reduce to $150,000
(with the “bring forward” option to make
non-concessional contributions of up to
$450,000 over a three year period).

The same husband and wife, if they are not
ready to sell before 1 July 2007, will still be
able to get up to $1.45 million each into
superannuation after 1 July 2007 by using
both the non-concessional contributions
cap (with three years contributions brought
forward) and the $1 million CGT cap.
Alternatively, the couple could borrow $2
million - $1 million each and contribute it to
superannuation prior to 1 July 2007, where
the couple is able to service the interest
until the sale of the small business. The
borrowing would then be repaid from the
proceeds of the sale and the couple would
have contributed the full $4.9 million.
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The following table sets out how the contribution caps work.

Date Concessional Non-concessional CGT concession
1 July 2005 - Age based limits Unlimited Up to $1 million
8 May 2006 <35 = $15,260 - lifetime cap
(indexed)
35 -49 = $42,385
>50 = $105,113
9 May 2006 - $1 million
30 June 2007
1 July 2007 - 50k (indexed) or $150k per annum or
30 June 2012 $100k if >50 years $450k over 3 years
(not indexed) (indexed)

For example, John (60 years) sells a
qualifying small business asset in the 2006-
2007 financial year and makes a capital
gain of $1.2 million. John has not made any

non-concessional contributions since 9 May

2006. John has the following options:

e Elect to have $1 million of the capital
gain disregarded for the purposes of the
CGT cap, and contribute that amount
to superannuation. He could then
contribute the balance of the capital
gain ($200,000) to superannuation
before 1 July 2007 using the $1 million
non-concessional cap. In this scenario,
John has used the entire amount of his
$1 million CGT cap, but will have made
no contributions that count towards his
non-concessional cap for the 2007-2008
financial year.

e Make a non-concessional contribution
of $1 million before 1 July 2007, and
then make a further $200,000 non-
concessional contribution in the 2007-
2008 financial year using the “bring
forward” provisions. In this scenario,
John has not used any of his lifetime
CGT cap of $1 million, and can still make
non-concessional contributions of up to

$250,000 in the “bring forward” period
he has triggered from 1 July 2007 to 30
June 2010;

< Elect to contribute $500,000 of the
sale proceeds to his fund using the
small business retirement exemption.
This amount will count towards his $1
million lifetime CGT cap but will not
count towards his non-concessional
contributions cap. He could then
contribute the balance of the capital
gain ($700,000) using the transitional $1
million non-concessional contributions

cap before 1 July 2007. If John disposes

of a qualifying small business asset in
the future, he still has $500,000 of his
CGT cap left to make contributions of
any capital proceeds to superannuation.

John has also made no contributions that

will count towards his non-concessional
contributions cap for the 2007-2008
financial year.

Careful planning has to go into the use of
these caps, because there are traps for the
unsuspecting, such as:

e Personal contributions for which a tax
deduction is not claimed count towards
the non-concessional cap. So for a
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self-employed person who is over 50
years and has contributed $138,484
during the 2006/2007 financial year to
get the maximum deduction for personal
contributions ($105,113), the amount
in excess of the deductible amount
($33,371) will count towards the non-
concessional cap. If that person then
contributed $1 million on 29 June 2007
to take advantage of the transitional
cap between 10 May 2006 and 30
June 2007, they would have excessive
contributions of $33,371 that would be
taxed at the excess non-concessional
contributions tax rate of 46.5%.

e Spouse contributions count towards
the non-concessional cap, so people
that have received contributions from a
spouse during the 2006/2007 financial
year under a contributions splitting
arrangement, will have to count those
contributions towards the transitional limit
of $1 million for the period from 10 May
2006 to 30 June 2007. With RBLs being
abolished from 1 July 2007 and penalty
tax rates on excess non-concessional
contributions, any contributions splitting
arrangements should be reviewed.

* Amounts transferred from a fund’s
reserve account to a member account,
or allocations of investment earnings
to a member’s account beyond what
is “reasonable”, may be treated as
concessional contributions cap in the year
they are paid into the member’s account.
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Maximising contributions:
the ‘bring forward’ provisions

Andrew O’Bryan, Partner and Rebecca James, Lawyer

A key part of the “Simpler Super” reforms

is the limitation that will be placed on non-
concessional (after-tax) contributions that
can be made to a superannuation fund from
1 July 2007. Prior to the “Simpler Super”
reforms, there were no limits on the non-
concessional contributions (or “undeducted
contributions”) that could be made to a
fund. The disincentive to make substantial
after-tax contributions to superannuation
was not in the contribution rules, but in

the benefits rules which taxed amounts in
excess of reasonable benefits limit (RBLs) at
penalty rates.

With RBLs abolished, caps on contributions
have been introduced to prevent members
amassing large amounts of wealth in the
concessionally taxed superannuation
environment. A cap on non-concessional
contributions of $150,000 per annum
(indexed) up to age 65 will apply from 1 July
2007. However, to accommodate people
who come into larger sums of money they
want to contribute to superannuation,

the new contribution rules do provide for
members to “bring forward” three years of
non-concessional contributions.

Example

Kate (59 years old) wants to maximise the
non-concessional contributions she can
make to superannuation before she retires
at age 65. The following table shows two
ways she might do it:

Financial year Option 1 Option 2
2007-2008 $450,000 $150,000
2008-2009 NIL $200,000
2009-2010 NIL $200,000
2010-2011 $450,000 $50,000
2011-2012 NIL $450,000
Total $900,000 | $1,050,000

In Option 1, Kate contributes $450,000

in the 2007/2008 financial year to trigger

a “bring forward” period. As she has
contributed the maximum allowed over the
three year period, she cannot make any
further non-concessional contributions in
the 2008/2009 and 2009/2010 financial
years. In the 2010/2011 financial year, she
could contribute up to $150,000 in respect
of that financial year, or up to $450,000 to
trigger another “bring forward” period. She
decides to contribute $450,000. By the
2011/2012 financial year, Kate has made
$900,000 in non-concessional contributions
by tipping in as much as she could, as soon
as she could.

In Option 2, Kate only contributes $150,000
in the 2007/2008 financial year, which
doesn’t trigger a “bring forward” period.
She then contributes $200,000 in the
2008/2009 financial year to trigger a “bring
forward” period, and contributes $250,000
(the balance of the $450,000 allowed in

the “bring forward” period) over the next
two financial years. In 2011/2012, when
Kate is 64, she is able to contribute another
$450,000. The new contribution rules allow
Kate, in the circumstances set out in Option
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2, to contribute up to $450,000 in the year
before she retires, without being required
to satisfy the work test for the second
and third year of the “bring forward” period
triggered by the $450,000 contribution.

By doing a bit of forward planning, Kate has
been able to contribute an extra $150,000
over 5 years using Option 2.

The example shows how a “bring forward”
period is triggered by contributing in excess
of $150,000. Once the “bring forward”
period is triggered, the full $450,000 does
not need to be contributed in the first

year, but can be spread out over 3 years.
However, it is a case of “use it or lose it” -

a member can not allocate a portion of the
$450,000 non-concessional contribution cap
to previous years in which he or she did not
make non-concessional contributions, or
did not contribute up to the $150,000 limit.
From 1 July 2007, there should never be a
situation where two amounts of $450,000
are contributed in successive years.

It is also important, when planning to
contribute up to $450,000 to trigger a

“bring forward” period, to consider other
contributions that might be made during
those three years that will be counted against
the non-concessional contributions cap.
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Whatever happened to ETPS?

Andrew O’Bryan, Partner and Adrian Verdnik, Senior Associate

The Federal Government announced

in its “Simpler Super” reform package

in May 2006 that reasonable benefits
limits will be abolished from 1 July 2007.
As a consequence, the Government

has reviewed the treatment of “eligible
termination payments” (or “ETPs”), which
were subject to reasonable benefit limits.

The first thing the Government has done - as
always - is change the terminology. From 1
July 2007, superannuation ETPs will be called
“superannuation lump sums” and employer
ETPs will be called “employment termination
payments”. Employment termination
payments will categorised as either:

» “life benefits” (payments to the employee
when he or she is alive); or

» “death benefits” (payments to
dependants of the employee upon the
employee’s death).

As with benefits paid from superannuation
funds, these payments will be split into two
components - tax free and taxable - and the
tax treatment of the taxable component will
depend on the age of the employee (for life
benefits) and whether the payment is made
to a dependant or non-dependant (for death
benefits). Both life benefit and death benefit
employment termination payments will be
subject to a concessional cap of $140,000
(to be indexed), with any amounts in excess
of the concessional cap taxed at the top
marginal rate plus Medicare levy.

From 1 July 2007, the taxation of employment
termination payments will be as follows:

« life benefit employment termination
payments:

- tax free component (invalidity or pre-
July 83 amounts) is tax free;

— taxable component will be taxed at
the rate of either 15% (if the person
is preservation age or over on the
last day of the year of income in

which they receive the payment) up

to the concessional cap or 30% (if

under preservation age) up to the

concessional cap, with any excess

taxed at the top marginal rate plus

Medicare levy.
Any previous life benefit employment
termination payments paid to the employee
during the income year, or from previous
income years but in respect of the same
employment termination, are counted
towards this cap (so the cap can’t be
circumvented by staggering payments over
a number of income years).

= death benefit employment termination

payments:

- tax free component (invalidity or pre-
July 83 amounts) is tax free;

- taxable component will be taxed
at the rate of nil (where paid to a
dependant) or 30% (where paid to a
non dependant) up to the concessional
cap, with any excess taxed at the top
marginal tax rate plus Medicare levy.

Again, any amount which the recipient

has previously received as a death benefit
employment termination payment in the
current financial year or previous financial
years in respect of the same termination will
count towards this cap.

Transitional arrangements

There will be transitional arrangements in
place until 30 June 2012 for employees
entitled to payment of employment
termination payments as at 9 May 2006
under a written contract, workplace
agreement or by operation of law (the
transitional arrangements do not apply

to death benefits). Those payments can
be rolled into superannuation or used to
purchase an annuity (called a “directed
termination payment”). The taxable
component of these payments will be taxed
at 15% when rolled into the fund, with the
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pre-July 1983 and invalidity components
forming part of the tax free component
of the benefit, and the post-June 1983
forming part of the taxable component.

Transitional employment termination
payments that are not rolled over but
taken as cash are again split into tax free
(invalidity or pre-July 83 amounts) and
taxable components, and the taxable
component taxed as follows:

< where the person is preservation age or
over on the last day of the year of income
in which the payment is made, the
taxable component will be tax-free (up
to the concessional cap), and taxed at
30% for amounts over the concessional
cap but under $1 million, with any excess
taxed at the top marginal tax rate plus
Medicare levy;

« where the person is under preservation
age on the last day of the year of income
in which the payment is made, the taxable
component will taxed at 30% up to $1
million, with any excess taxed at the top
marginal tax rate plus Medicare levy.

People close to retirement that did not
have clauses in their contracts at 9 May
2006 that entitled them to employer ETPs
may consider fast tracking their decision
to retire before 1 July 2007 so they can roll
their employer ETP into superannuation,
particularly if they are 60 years or over as
they will be able to pull it straight out of
superannuation, tax free, when the new
benefits rules take effect on 1 July 2007.
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TOFA Take 2: Why SME accountants
need to know about it

Keith James, Partner and Jerome Tse, Senior Associate

After what could only be called a terrible
false start in December 2005, the
Government released its second attempt
at taxing certain financial arrangements in
December 2006.

The draft, commonly known as TOFA stages
3 and 4, is a significant improvement to the
initial exposure draft and addresses many

of the industry's concerns from December
2005. The proposed rules are expected to
start from 1 July 2008.

Why SME taxpayers are
affected

Like tax consolidation, there is a perception
that SME accountants won’t need to worry
about TOFA. There is no disputing that
95% of an SME accountant’s client base
will not need to worry about TOFA. This

is because TOFA 3 and 4 won’t apply to
businesses with a turnover of less than
$20 million and to individuals. However,
the proviso to this small business/individual
exception is that the arrangement must
either end within 12 months or not be a
qualifying security.

TOFA 3 and 4 may therefore apply to the
remaining 5% or so of an SME accountant’s
clients that have turnovers of more than
$20 million or don’t otherwise satisfy the
small business exclusion. Typically, they
are the cornerstone clients that make up
the majority of a practice’s fee base. If a
SME accountant can’t service that client,
chances are that the client will walk.

The $20 million threshold has been
heavily criticised by industry groups as
an arbitrary figure that has been set too
low, especially for taxpayers in specific
industries. For example, car dealerships

that traditionally have high turnovers, but
low margins, will nearly always exceed the
$20 million turnover threshold. Further,
large consolidated private groups need to
consider the group’s turnover and not each
entity’s turnover. Clearly, if the $20 million
threshold stays, some SME taxpayers will
be hit by TOFA.

What is TOFA 3 and 4?

The exposure draft proposes to tax
“financial arrangements” on revenue
account generally. It then proposes that
one of up to five methods be used in
working out when gains and losses on
financial arrangements are taxed.

“Financial arrangements” are broadly
defined to be a right to receive or obligation
to provide a financial benefit of a monetary
nature. There are a number of exclusions
to the definition and definitely more than in
the December 2005 draft.

One important exclusion deals with the
situation where taxpayers purchase goods
for money and consideration is paid within
12 months. Without this exclusion, even an
accounting practice buying stationery from
Officeworks on account would constitute

a financial arrangement! But many issues
remain. For example, should long term
construction contracts be caught? How
should they be taxed?

Another important exclusion involves
earn-outs involving the sale of businesses.
They are specifically excluded from being

a “financial arrangement” — but does that
include the sale of shares or units where the
business is held by the company or trust?
Again, we have to wait for further guidance.

There are a myriad of other exclusions in
the exposure draft and as with all things
tax, the devil is in the detail.

SME taxpayers miss out again

If a SME taxpayer can’t get out of TOFA 3 and
4, what can be done to minimise the impact?

The exposure draft lists some
“concessionary” methods of calculating
gains and losses from the financial
arrangement. Sounds good so far! But
Treasury in its wisdom has decided to only
let the big end of town use them by only
allowing taxpayers that are required to be
audited by law to access them. The 5%
of clients that have a turnover of, say, $50
million and are likely to be exempt from
audits under the Corporations Act are left
with the messy accruals and realisation
methods. SME taxpayers can’t even
voluntarily produce audited reports to

gain access to the elections because the
reports are not required by law. In other
words, SME taxpayers cannot use the very
elections that were created to reduce the
compliance impact of TOFA on taxpayers.

Arguably, the taxpayers that need
compliance relief the most aren’t the large
corporates, who have enormous resources
at hand, but the smaller end of town, who
try as they may, won’t be able to use any
of the elections to make life easier for them
and their clients.
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Government introduces death duties:
You can be dead unlucky!

Andrew O’Bryan, Partner and Rebecca James, Lawyer

The Tax Laws Amendment (Simplified
Superannuation) Act 2007 will amend

the taxation of benefits paid from a
superannuation fund from 1 July 2007,
including benefits paid to superannuation
dependants on the death of a member. The
taxation of death benefits will be determined
by the type of benefit received, the identity
and age of the recipient and whether the
fund is a taxed or untaxed fund (i.e. a public
sector superannuation fund). The following
discussion will deal solely with the taxation
of death benefits paid from a taxed fund.

The number of components in a benefit

will be reduced from 8 to 2 - the tax free
component and the taxable component.
The tax free component will generally be
made up of the pre-1 July 1983 component
(crystallised at 1 July 2007), and any
non-concessional (after-tax) contributions
(whether made before or after 1 July 2007).
The rate of tax on the tax free component
of a benefit will always be nil, whether
payable to the member as a member
benefit or to a superannuation dependant
as a death benefit.

The taxable component of a benefit will
generally be made up of concessional
(before-tax) contributions and earnings on
all contributions (both concessional and
non-concessional). The tax treatment of
this taxable component will differ depending
on whether it is paid as a member benefit or
a death benefit.

Member Benefits

The tax paid on the taxable component of
a member benefit will depend on the age

of the member. If the member is 60 years
or older, the tax on the taxable component
of the benefit will be nil. If the member is
between preservation age and 60 years,
the tax on the taxable component will be nil
up to the “low rate cap” of $140,000 (to be
indexed annually), and 15% on the excess
for lump sum payments. Income streams
will be taxed at marginal rates with a 15%
tax offset.

Death Benefits

The tax paid on the taxable component

of lump sum death benefits paid to death
benefit dependants (i.e. tax dependants)
will be nil, and 15% where paid to non-
death benefit dependants (i.e. non-tax
dependants). The tax on the taxable
component of a death benefit paid as an
income stream will be nil where the member
or recipient of the income stream is 60
years or more, or marginal tax rates (less
a 15% offset) where both the member and
recipient are under 60 years.

However, non-dependants cannot receive
a death benefit as an income stream from
1 July 2007, so an income stream paid to
an adult child must be commuted once the
child reaches 25 years, unless the child
suffers from a disability. Children over the
age of 25 receiving an income stream at

1 July 2007 will not have to commute the
income stream, but the income stream
will be taxed at marginal rates, less a 15%
offset.

The issue that stands out is that payments
to non-dependants (i.e. children over age
25) do not receive the same concessional

treatment as payments to dependants, as
the taxable component is subject to 15%
tax. This creates planning issues where it
is likely that members will be leaving their
death benefits to adult children.

Further, after 1 July 2007, members will

not be able to choose which component

- tax free or taxable - they want to have
debited when a benefit is paid, as the

two components must be withdrawn
proportionately. This proportioning rule
(which applies to member benefits and
death benefits) means that members
cannot run down their taxable component
where they are 60 years or more (and
paying no tax on the taxable component) to
leave tax free benefits to their children (fund
earnings will be a taxable component).

An idea is to use binding nominations

to leave death benefits to dependants

in such proportions that the net amount
(less any tax payable) is the same for each
recipient. Otherwise, a member (or their
attorney) might make a tax free “deathbed”
withdrawal of all their benefits from the
superannuation fund, and gift it to their
children.
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