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Short Abstract

There have been mixed messages from successive Australian Federal Governments concerning the use of trusts, especially discretionary trusts.  In that some government agencies have supported the use of trusts as a business operating structure
, but then parts of the Tax Office have wanted to see the end of them.
  An element of the Tax Office’s concern is the ability of discretionary trusts to allow for the flow through of tax-preferred amounts to beneficiaries without adverse tax consequences. This means that beneficiaries of a discretionary trust will not be subject to tax on receipt of these tax-preferred amounts.  Generally this is in contrast to the position for shareholders of companies, and beneficiaries with fixed interests in trusts.  This disparity in taxation treatment between these entity types has been something that the Tax Office and Treasury have grappled with.

This paper will consider what the Government’s announced justifications for its proposed entity taxation system were, especially the profits first rule, which sought to address distributions of tax-preferred amounts.  Submissions in response to the proposed entity taxation system will be analysed to determine whether there was any consistency between the Government’s announced justifications and the actual exposure draft bill it released. 

Additionally, the future of this taxation area will be considered in light of the recent recommendations by the Board of Taxation.
  In that, will entity taxation rise again like a phoenix under the guise of simplicity, clarity and fairness, leaving the Government with cindered pretense, or will the Government learn from its experience?  

Abbreviations of terms

Assessment acts:  ITAA36 and ITAA97
Board:  Board of Taxation

CGT:  Capital gains tax

Commissioner:  Commissioner of Taxation

Government:  Australian Federal Government

GST:  Goods and services tax

HWI:   High wealth individual

HWIT:  High Wealth Individual Taskforce conducted by the Tax Office.

ITAA36:  Income Tax Assessment Act 1936 (Cth).

ITAA97:  Income Tax Assessment Act 1997 (Cth).

Pre-CGT asset:  a CGT asset acquired prior to 20 September 1985.

Tax Office:  Australian Taxation Office.

Glossary of terms

AVAILABLE PROFITS:  Pursuant to entity taxation was calculated just before a distribution was made by a non-fixed trust.  It was calculated by deducting from the net market value of the assets held by the non-fixed trust the accounting provisions, contributed capital and prior taxed amounts.
  A distribution taken to be from ‘available profits’ would be assessable for the receiving beneficiary.

CONTRIBUTED CAPITAL:  Pursuant to entity taxation the concept of contributed capital was espoused to be comparable to the share capital of a company.
  It was essentially the contributions made to a non-fixed trust to create or to increase the value of membership interest in the trust, including amounts settled.

CORPUS:  Referring to capital amounts, either in the form of property or cash, held by the trust.

CORPUS BENEFICIARY:  A beneficiary included in the defined class of potential beneficiaries in the trust instrument that is entitled to distributions of corpus from the trust.

DEFAULT BENEFICIARY:  (or taker-in-default) Refers to a beneficiary whose entitlement to income or corpus arises should the trustee decides not to, or fails to, exercise its discretion in favour of the discretionary beneficiaries.

DISCRETIONARY BENEFICIARY:  (or object) Refers to a member of the class of beneficiaries of the trust instrument who is an object of a discretionary power of appointment vested in the trustee.  

DISCRETIONARY TRUST:  The allocation or division of the beneficial interest in the trust property and income is left to the discretion of the trustee.  The trustee has the power to decide how to apportion both the income and capital of the trust amongst the beneficiaries from a defined class in the trust instrument.  There is no guarantee that a particular beneficiary will get anything. 

ENTITY TAXATION:  Refers to the Government’s proposed reform system it released on 11 October 2000
, contained in the exposure draft bill
 and the accompanying explanatory memorandum.
  The proposed system only applied to one type of entity, non-fixed trusts.

EXPOSURE DRAFT BILL:  Refers to Exposure Draft New Business Tax System (Entity Taxation) Bill 2000 (Cth) released by the Government on 11 October 2000.

FIXED TRUSTS:  Pursuant to section 272-65 of Schedule 2F of ITAA36 it is defined as a trust where persons have fixed entitlements to all of the income and capital of the trust. 

INCOME BENEFICIARY:  A beneficiary from the defined class of potential beneficiaries in the trust instrument that can be distributed income of the trust.

MEMBER:  Pursuant to the entity taxation this was defined for a non-fixed as:

(a) A discretionary object of the trust,

(b) A beneficiary of the trust,

(c) The holder of a right to participate in the management or control of the trust (other than as a trustee),

(d) A holder of a right under a loan to a non-fixed trust that gives rise to a contribution of capital to the non-fixed trust.

NET MARKET VALUE:  Pursuant to entity taxation this was defined as the difference between the market value of the non-fixed trust’s assets and the amount of the trust’s liabilities at a point in time.

NON-ASSESSABLE AMOUNT:  Refer to definition of ‘tax -preferred amount’.

NON-FIXED TRUSTS:  Pursuant to section 272-70 of Schedule 2F of ITAA36 it is any trust that is not a fixed trust.  For the purposes of this paper, a discretionary trust as contemplated would be regarded as a non-fixed trust.

OBJECT:  Refer to the definition of a discretionary beneficiary.

PROFITS FIRST RULE:  Pursuant to entity taxation, this rule essentially stated that distributions from a non-fixed trust would be regarded as from profits if there were available profits in the trust just prior to the distribution.  A distribution taken to be from profits would be assessable income for the receiving beneficiary.
  

PROPOSED ENTITY REGIME:  Refer to the definition of entity taxation.

SLICE RULE:  Pursuant to entity taxation, this was the second broad exception to the profits first rule.  It arose when there was a distribution to a taxpayer as part of a process that results directly in either a fixed membership interest ceasing to exist, or proportional rights attaching to a fixed membership interest being reduced.  Additionally, the slice rule could apply to a distribution to a taxpayer with a non-fixed trust membership interest if the distribution was made as part of a process for the interest ceasing to exist because of the termination of the trust.
  In the circumstances that the slice rule operated, the member’s share of contributed capital needed to be calculated.
  If the member’s share of contributed capital was equal or greater than the distribution, then the distribution was regarded as being entirely from contributed capital.  If the member’s share in contributed capital were less than the distribution, then the deference would be treated as from taxed or untaxed profits.
  

SUB-ACCOUNT:  Pursuant to entity taxation a sub-account was required to be calculated for contributed capital if a non-fixed trust had more than one class of membership interest.

TAKER-IN-DEFAULT:  Refer to the definition of default beneficiary.

TAX-PREFERRED AMOUNT (or non-assessable amount):
 Describes an amount that is not included in the trust estate’s calculation of net income pursuant to section 95 ITAA36.  These tax-preferred amounts may arise because of:

· Asset revaluations;

· Capital gains concessions (such as the CGT asset being acquired prior to 20 September 1985);

· Division 43 capital works;

· Accelerated depreciation for plant and equipment purchased prior to 21 September 1999;

· Small business 15 year exemption amount;

· Small business further 50 per cent reduction amount;

· Deprecation concessions for small businesses electing to be part of the simplified tax system;

· Environmental expenditure deductions;

· Water care deductions;

· Amounts sheltered because of carried forward losses;

· Amounts sheltered because of indexation of CGT assets’ cost bases;
and

· Capital gains discount amounts.

UB STATEMENT:  Under the Closely Held Trust provisions
, when a closely held trust distributes to another trust, the initial trust has to ascertain and disclose in a statement, what is the identity of the ultimate beneficiary that will receive the distribution.  This statement also required the disclosure of distributions of tax-preferred amounts.

UNIFIED ENTITY TAXATION SYSTEM:  This refers to the unified entity taxation system as recommended in July 1999 by the Ralph Committee
, in its paper A Tax System Redesigned. This unified system would have governed fixed trusts, non-fixed trusts, life insurers, co-operatives, companies and limited partnerships.
  

Entity taxation: Will the phoenix rise again under the guise of simplicity, clarity and fairness?

Background to the proposals

In 1998 when the Government announced its proposal for a new tax system in its white paper, ‘Not a New Tax, A New Tax System’
, it perceived there were a lot of inadequacies in the tax system.  The emphasis the Government put on selling its reforms, can be seen in the title to its paper, which tried to reassure Australians of the Government’s overall aims.

One of the proposals contained in the white paper was for the introduction of a new consistent entity regime for the taxing of income and distributions, known as entity taxation.
  The justifications put forward by the Government for this recommendation was to provide simplicity, clarity and fairness, while also addressing techniques highlighted by HWIT (emphasis added).
  

This paper will examine what the concerns were that led to the Government’s proposals, and what these proposals entailed.  The paper will then critique the Government’s initial justifications for its proposals by analysing the submissions lodged in response to its exposure draft bill.  The paper will then consider what the possible future direction of these reform measures could be in consideration of the Government’s recent experience.

The popularity of trusts

Discretionary trusts
 have been increasingly adopted in Australia as an alternative business structure
, with 39 per cent of trusts in the property industry, 29 per cent in finance, insurance, real estate and business service industry, and 6 per cent in the retail trade and primary production industry, respectively.
  

Prior to the Government’s announcement of possible reforms in August 1998 there had been a 28 per cent increase in the number of trust taxpayers over a five-year period.
  In the same period there was a 20 per cent increase in company taxpayers, and partnerships decreased by nearly 5.5 per cent.

Additionally, of the trusts registered as taxpayers, 72 per cent identified themselves as discretionary trusts.

Though since the Government’s initial reform announcements in August 1998, there has been a sharp decrease in the number of new trust taxpayers being registered, with only a 0.5 per cent increase in 1998/99
, and actually a 0.01 per cent decrease in 1999/2000
.  Company taxpayers grew by 2.2 per cent in 1998/99
, and then decreased by 3 per cent in the 1999/2000 year.
  Partnerships decreased by 4 per cent in 1998/99
, and then decreased by a further 2 per cent in 1999/2000.

The Government appears to be encouraging this move away from trusts, as it has recently introduced a number of CGT rollover relief provisions for trusts to convert to a corporate structure.
  Though such rollover relief does not have general application for discretionary trusts.  The CGT implications, as well as stamp duty, on the conversion of a discretionary trust to another entity form has been raised repeatedly as inhibitive costs.

The popularity of discretionary trusts can be traced to a number of factors, including that the cost of establishing a trust structure is less than a company, and that they can be an effective means of protecting business assets, while ensuring that the assets can be retained within a family group.
  Though in contrast to these commercial and family considerations, many have regarded trusts, especially discretionary trusts, suspiciously.  This is because discretionary trusts are considered to be vehicles for facilitating large-scale tax minimisation.
  This concern, in part, can be traced to the fact that little is known about the precise use of trusts, as there are no general disclosure laws applying to them.
  

Tax minimisation can occur as effective control can remain with the person that transferred the income and assets to a discretionary trust, while that person still enjoys the tax benefits of splitting income with beneficiaries who are family members.
 

Distributions of tax-preferred amounts

Another tax minimisation strategy available to discretionary trusts includes the ability of tax-preferred amounts to flow through to discretionary beneficiaries.
  Tax-preferred amounts describe amounts that are not included in the trust estate’s calculation of net income pursuant to section 95 ITAA36.  These tax-preferred amounts may arise due to a number of reasons, including asset revaluations, capital gains concessions,
 accelerated depreciation for plant and equipment purchased prior to 21 September 1999
, and the small business 15-year exemption amount.
 A detailed list of tax–preferred amounts is contained in Table 1.1 Tax-preferred amounts.  As discussed later, companies and fixed trusts do not enjoy the ability to distribute these amounts without adverse tax consequences to the same extent.

	Table 1.1 Tax-preferred amounts

	Tax-preferred amounts may arise because of:

· Asset revaluations;

· Capital gains concessions (such as the CGT asset being acquired prior to 20 September 1985);

· Division 43 capital works;

· Accelerated depreciation for plant and equipment purchased prior to 21 September 1999;

· Small business 15 year exemption amount;

· Small business further 50 per cent reduction amount;

· Deprecation concessions for small businesses electing to be part of the simplified tax system;

· Environmental expenditure deductions;

· Water care deductions;

· Amounts sheltered because of carried forward losses;

· Amounts sheltered because of indexation of CGT assets’ cost bases;
and

· Capital gains discount amounts.



The reform proposals

A New Tax System
In recognition of perceived inadequacies in the tax system, the Government set out on an ambitious tax reform agenda to revolutionise the Australian taxation system in 1998 with its white paper, ‘Not a New Tax, A New Tax System’.
  Included in the white paper was the proposal to reform the taxation of trusts, to be known as entity taxation.
  Appendix A:  The Time Line of Reforms details the chronology of events that occurred from the Government’s initial announcement of this reform measure to date.

With this proposed system, the Government hoped it would provide simplicity, clarity and fairness, while also addressing techniques highlighted by HWIT (emphasis added).
  The inadequacies the Government observed included that exactly the same investment achieved very different tax treatment depending upon the collective business structure adopted.
  The Government considered that this meant wealthier individuals, having access to legal and accounting advice, could target particular investments and structures.
  By doing these wealthier individuals could take advantage of the differences in tax treatment, and minimise the amount of their tax.
  The Government concluded that this meant that the rest of the community subsidised the wealthier investor.
  If this conclusion is correct, then vertical equity
 is being violated.

The entities to be covered by this proposed single regime were companies, fixed trusts and discretionary trusts.  The Government considered that these entities should be subjected to consistent treatment, as they all offered investors the prospect of limited liability.

The Government expressed that pursuant to the current taxation methodology beneficiaries of discretionary trusts were enjoying the best of both worlds.  This was because the Government considered that these beneficiaries could benefit from limited liability, as well as the flow through of tax-preferred amounts.
  

A similar flow through of tax-preferred amounts could not occur for companies.  This is because such distributions from a company would be in the form of an unfranked dividend
, which the shareholder would be fully assessed on.

Neither could fixed trusts enjoy the flow through of tax-preferred amounts, as fixed beneficiaries would generally be taxed on a delayed basis.
  This is referring to the application of CGT event E4.
  In that, a fixed beneficiary’s cost base would be reduced to the extent of the tax-preferred distribution, resulting in a larger capital gain on the disposal of the fixed interest.
  This statement by the Government fails to acknowledge that there are some exceptions that allow for tax-preferred amounts to actually flow through to fixed beneficiaries.  These exceptions include amounts deducted for capital works
, excluded exempt income
 and the small business 15 year exempt amount.

The Government identified sole traders and partnerships
 as being able to access tax-preferred amounts also.  Though for sole traders and partnerships, the Government considered that this was not adverse, since these entity types directly bore the liability for losses in their businesses.

The central thrust of the Government’s proposed regime was that taxable income derived by the affected entities would be subject to the same tax rate at the entity level.  For a trust it meant that the taxable income of the trust estate would be taxed in the hands of the trustee.  

The Government’s proposal also envisaged that tax-preferred amounts
 would, if distributed, be subject to tax at the entity level.  In that tax-preferred amounts retained by an entity would not be taxed as income, but would if distributed.
  This new tax on distributions of tax-preferred amounts was to be known as deferred company tax.
    While the recipient of such a distribution would be assessable on it, the recipient would have the benefit of imputation credits.

The Government stated that these proposals would, when combined with the refund of excess imputation credits, mean little effective change to the income tax liabilities for most existing beneficiaries of private trusts.
  The reason for this conjecture was based on the fact that income would still be able to be split amongst beneficiaries, and therefore assessed at their individual rates.

It is submitted that this statement is quite misleading, as the proposed measures would involve a fundamental change in the tax liabilities for beneficiaries.  In particular, distributions of tax-preferred amounts under the measures would now be assessable.  This is in stark contrast to their current accepted treatment.  Indeed, under the proposed measures, the Government changed what was meant by assessable income for a beneficiary of a discretionary trust.  This is an illustration of the incongruence between the Government’s statements and the actual operation of its proposed reforms.

Furthermore, given the complexity of the proposals, it is not clear how the goals of simplicity and clarity were going to be achieved.  It may be that the use of the word ‘simple’ in describing any taxation reform measure is an oxymoron.

After announcing its platform of potential reforms in A New Tax System in August 1998, the Government referred them for further consideration to the Review of Business Taxation Committee.
  This committee became known as the Ralph Committee, after its chairman, Mr John T Ralph AO.  The Ralph Committee’s brief was to review the proposals, take public submissions and formulate recommendations for the Government.
  

Ralph Committee’s recommendation

After releasing a number of reports and taking extensive submissions from the public, the Ralph Committee gave the Government its fourth report, A Tax System Redesigned
, in July 1999.  This report contained its recommendations and as well as draft legislation, in respect of reforming the taxation of trusts.  The Ralph Committee concluded that the best way of addressing tax avoidance and promoting fairness was to put in place a consistent and comprehensive approach to business taxation.
  

This comprehensive business taxation system would govern fixed trusts, non-fixed trusts, life insurers, co-operatives, companies and limited partnerships, and would be known as the ‘unified entity taxation system’.
  A system similar to that as originally proposed by the Government.

However, the Ralph Committee did not recommend adopting the deferred company tax, as originally proposed by the Government.
  This was because the Ralph Committee accepted submissions that such a tax would impact adversely on the after tax profits of Australian companies, leading to negative perceptions by investors and consequently affecting the ability of companies to raise capital.
  

The Ralph Committee noted that the diametrically opposed proposition to the unified entity regime, which would allow tax-preferred amounts to flow through companies, was not feasible from a revenue viewpoint.

The Ralph Committee agreed with the Government’s proposed profits first rule
 applying to distributions from entities to members.  This rule effectively meant entities would be treated as distributing all retained profits before distributing contributed capital.  The Ralph Committee envisaged that the advantage of this rule would be that entities could not defer tax on retained profits, or stream contributed capital and profit in accordance with members’ tax profiles.
  An additional benefit of this would be that specific anti-avoidance provisions dealing with dividend streaming
, and capital streaming
 could be repealed, leading to more simplicity (emphasis added).

Government’s response

The incongruence between the Government’s stated policy justifications and its actions can be illustrated by its stated and actual response to the Ralph Committee’s recommendations.

Stated justifications

The Treasurer released to the public the Committee’s fourth report, A Tax System Redesigned, on 21 September 1999, together with a press release indicating, amongst other things, the Government’s acceptance of the proposed unified entity taxation regime.
  Though in recognition of the demand on businesses at the time associated with Year 2000 compliance issues and the introduction of the GST, the commencement date of the proposed regime was to be deferred until 1 July 2001.

The Government stated its justification for supporting the reforms was because the reforms would provide a more consistent taxation treatment of business entities and their members, while being fairer, simpler and having greater integrity (emphasis added).
  

Government’s actions

However over time it appeared that this belief waivered.  This is because over a year later on 11 October 2000 when the Government released its own exposure draft bill for entity taxation, the measures only applied to non-fixed trusts.
  The term ‘unifying’ was a stark omission from the title of the Government’s exposure draft bill.  

Some identified the omission of ‘unified’ in the exposure draft bill’s title as an indication of a departure from the ideals espoused by the Ralph Committee.
  Instead of providing uniform rules for a number of entities, entity taxation appeared to be a specific anti-avoidance legislation addressing concerns about the taxation of non-fixed trusts only.  

The press release accompanying the exposure draft bill noted that the exclusion of companies, fixed trusts, limited partnerships and co-operatives
, meant that there would be no requirement for the introduction of a collective investment vehicle regime.
  What this referred to was the fact that since the excluded entities would continue to be taxed under their current methodology, there would be no requirement for a ‘carve out’ to occur for collective investment vehicles.

Apart from this comment, no other precise explanation was given for the exclusion of these entities from the provisions.  Though the Government did consider that the exposure draft bill would achieve greater consistency in the taxation of entities, while minimising compliance and restructuring costs (emphasis added).
  

This conclusion was doubted by many of the submission received
, since how can consistency between entities be achieved by the introduction of additional legislative requirements for just one entity type?  Some commentators stated that the Treasurer’s claim that the purpose was to create ‘equal treatment’ for all business entities was clearly false, as partnerships and many types of trusts were not touched.
  This lack of consistency between the Government’s stated justification and its actual exposure draft bill meant that the Government could have under-minded its own reform measures.  

The provisions of the Government’s entity taxation will be reviewed generally, in particular whether they would have had addressed distributions of tax-preferred amounts by discretionary trusts.  Then a detailed critique will be done of the exposure draft bill, in particular the profits first rule, as to whether there was any consistency between the Government’s stated justifications and the envisaged operation of the exposure draft bill.  The submissions received by the Government in response to the release of its exposure draft bill will be used as the basis of this critique.

Entity taxation: An overview

Apart from the entities to which it applied to, the Government’s exposure draft bill drew heavily on the Ralph Committee’s own draft legislation
 that accompanied its report A New Tax System Redesigned.  The Government’s exposure draft bill also included the notions of a profits first rule
, a slice rule
, non-commercial loans
, contributed capital
, and a wide definition of distributions.
  Below is a brief summary of how the proposed entity taxation system as detailed in the Government’s exposure draft bill was to operate, and whether it would have taxed distributions of tax-preferred amounts by discretionary trusts.  A more comprehensive overview of the profits first rule is contained in Appendix B:  The Profits First Rule.
Non-fixed trusts
The pivotal concept in the exposure draft bill was the meaning of non-fixed trusts, as the legislation only applied to non-fixed trusts.  To this end the exposure draft bill adopted the non-fixed trust and fixed trust definition from the trust loss measures in Schedule 2F of ITAA36.
  

The precise scope of this definition is yet to be subject to judicial review, and some commentators state that trusts which are traditionally considered to be fixed trusts would in fact be regarded as non-fixed trusts according to this strict definition.
  

For the purposes of this paper discretionary trusts as defined would clearly fall within the definition of a non-fixed trust, and therefore would have been subject to the proposed regime.

Trustee paying income tax

In contrast to Division 6
, under the proposed entity regime a discretionary trust would be liable to pay tax on its taxable income.
  The calculation of taxable income for the trust would be similar to the calculation of net income under section 95.
  Accordingly, such a calculation of taxable income would not itself incorporate any increment in value of an appreciating asset held by a trust recognised by an asset revaluation nor other tax preferred amounts.

Under the proposals, a trust paying tax on its taxable income would generate franking credits.  These credits would be able to be passed on to beneficiaries by the allocation of franking credits to most distributions.
  However, pursuant to the 45-day holding rule, it appeared that franking credits would only be able available to beneficiaries of discretionary trusts that had made a family trust election.
  

Distributions to members

The next determination would be whether there had been in fact a distribution to a member
, of money, property or credits.
  The term distribution extended beyond its normal meaning and included excessive remuneration and eligible termination payments made to beneficiaries.  Also the term encompassed loans to beneficiaries on non-commercial terms
 or a forgiven commercial loan. 

Determining source of distribution: profits first rule

An integral part of the proposed entity taxation regime was the profits first rule.  This rule, amongst other things, sought to make most distributions (including distributions of tax-preferred amounts) by discretionary trusts taxable.  The way the profits first rule achieved this was to provide that any distribution from a discretionary trust would be made from available profits first, rather than capital.
  If there were available profits
, then the distribution would be assessable income for the recipient.
  

Consequently, if a discretionary trust, having available profits at that time, distributed a tax-preferred amount then the beneficiary would indeed be assessed, unless the distribution fell within one of the exceptions.

The exceptions to the profits first rule were if the distribution was of a prior taxed amount
, or in relation to a member’s interest being terminated or reduced (known as the slice rule)
, or from a CGT advantaged asset.
  Such distributions are considered in more detail in Appendix B: The Profits First Rule.  It is unlikely these exceptions would have encompassed distributions of tax-preferred amounts except for CGT advantaged assets.

If a trust did not have available profits at the time of the distribution, then the distribution would be treated as from contributed capital
, up to the balance of the trust’s contributed capital account.  For a beneficiary receiving a distribution from contributed capital, the taxation consequences would be dealt with under the CGT provisions.

The explanatory memorandum accompanying the exposure draft noted that for discretionary beneficiaries a distribution of contributed capital would remain tax-free.
  Although for this to be the case, two new conditions had to be satisfied if the beneficiary’s membership interests had a zero cost base.  It is submitted that this would have been the case for most beneficiaries of discretionary trusts.  This is because discretionary beneficiaries would not generally have paid or given any property for being a discretionary beneficiary.
  Additionally, even if the market value substitution rule applied
, the market value of a discretionary beneficiary’s interest, whether a normal or a default beneficiary, would be nil or minimal.
  

Accordingly, the two additional conditions would have been pertinent to ensure that discretionary beneficiaries were not taxed on distributions of capital.  While not in the exposure draft bill, the explanatory memorandum outlined these two additional conditions as:

(a) that the member receiving the distribution of contributed capital is part of the same family group as the family trust; and

(b) only individuals or members of the family group have contributed capital to the family trust. 

It is unlikely that many discretionary trusts could have satisfied these two additional requirements, thereby negating the Government’s assertion that returns of contributed capital would remain tax-free.  This appears to be another illustration of the incongruence between the Government’s statements and the actual operation of the exposure draft bill.

The precise application of the profits first rule to a discretionary trust revolves around the key components of ‘available profits’
, ‘net market value’
, ‘accounting provisions’
, ‘contributed capital’
 and ‘prior taxed amounts’.
  These components and how they interact is analysed in detail in Appendix B:  The profits first rule.

The solution to tax-preferred distributions?

It is not disputed that the entity tax system would have achieved the Government’s goal of addressing concerns of the Tax Office and Treasury about the use of discretionary trusts to make tax-free distributions of tax-preferred amounts.  This is because if the profits first rule under entity taxation had been introduced, then distributions of tax-preferred amounts by discretionary trusts would have been likely to be assessable for the receiving beneficiary.
  The only apparent exception is the distribution of a CGT advantaged asset provided certain time frames were met.

Why then did the Government back-down from this apparent solution to the distribution of tax-preferred amounts by discretionary trusts?  Particularly if the reforms, as originally postulated in 1998 introducing entity taxation, provided simplicity, clarity and fairness.
  It is submitted that the reason for this back-down was the lack of consistency between the Government’s stated justifications and the actual operation of the draft exposure bill.  The submissions received by the Government will be analysed to ascertain whether this was the case or not.

The submissions: Out to get trusts

“Although the new entity tax regime professes to treat trusts and companies in the same way, the reality is that they share the same tax rate and not much else.  A simplified tax regime may have been John Ralph’s aim, but once it has gone through the political process, the result is that companies and trusts will continue to have rules specific to their structures.”

In the three-week period for submissions
, the Government received written submissions from over forty entities dealing with the non-fixed trust regime and the proposed dividend imputation system.
  The entities that lodged submissions are detailed in Appendix C:  Entity Tax Submissions.  It is submitted that such a three-week period was far too limited considering the complex nature of the proposed reforms.

Statements in the submissions varied from specifying that entity taxation should not be introduced at all
; to ones highlighting that only technical amendments needed to occur.
  

The submissions that contained statements about the profits first rule, referred to a number of things.  In particular, they addressed the key components of the profits first rule, being ‘non-commercial loans from beneficiaries’, the calculation of ‘available profits’, ‘contributed capital’ and ‘prior taxed amounts’.  It is these concerns, as well as others, that will be analysed to evaluate the profits first rule, as to whether it achieved its stated justifications of providing simplicity, clarity and fairness (emphasis added).

Non-commercial loans from beneficiaries

One of the major criticisms about entity taxation was the legislative deeming as contributed capital of non-commercial loans from beneficiaries to non-fixed trusts (loans-in).  The consequence of such a legislative deeming was that the repayment of the loan by the trust would be regarded as a distribution, and therefore subject to the profits first rule.

This legislative deeming, which was a new concept for taxation measures, appeared to be necessitated to maintain the integrity of the profits first rule.  In that, under the entity tax regime, debt financing by a beneficiary would have had better tax outcomes then equity financing.  This is because in the absence of the legislative deeming, if a beneficiary loaned money to a discretionary trust, then the beneficiary would only be assessable on the interest component and not the repayments of principal by the discretionary trust.  Whereas, because of the profits first rule, if a beneficiary contributed equity to a discretionary trust, then the repayment of that equity would be subject to the profits first rule.  This could mean that the entire payment of equity may have been regarded as from profits, and therefore assessable for the beneficiary.  Normally the repayment of equity would not be regarded as ordinary income, though it may have CGT consequences.

However, this legislative deeming appeared to have harsh consequences, especially for small businesses, and was hard to rationalise as necessary to address tax-planning practices of high wealth individuals.  It should be recalled that there was to be a deemed contribution of capital when a member or associate made a non-commercial loan to a non-fixed trust, and the loan was not fully repaid within 12 months of the end of the loan year.
  Depending upon the precise date of the loan made by the beneficiary to the trust, this could have given nearly two years for the repayment of the loan, before being deemed to be contributed capital.

In submissions, statements were made that it was unclear, having regard to the supposed policy intention, why the mere repayment of a loan to a member should be treated as a distribution.
  

Parties also stated in submissions that non-commercial loans from beneficiaries were a vital tool to aid small businesses in continuing operations or just staying a float
, and that they were an extremely common source of working capital funding for businesses.
  It was submitted that in most cases non-commercial loans were a legitimate dealing between family members, provided interest free to the trust to ensure the on-going operation of the business.
  

Indeed these observations are correct prior to the proposed entity taxation regime.  However, if the entity taxation regime were introduced, these loans would have been tainted as possibly trying to avoid the profits first rule.  The reality was that the profits first rule would make debt financing a problem.  Accordingly, the Government’s proposal of entity taxation would have created more uncertainty, and compliance costs.

It was observed that this flexible financing had been carried on by small and medium trusts for years, and it provided a flexible and economical way for these businesses to finance their survival and growth.
  The treatment of these loans as contributed capital contradicted the substance of the transaction and the taxing of the repayment of these loans would have been double taxation. 

It was submitted that double taxation occurred because members would have first paid tax on earnings before lending the funds to the non-fixed trust, and then the second taxation would have occurred on the repayment of these loans.
  It is questionable whether the Government had considered such consequences and whether such a result is justified.  It appears that the profits first rule would have led to more problems, than it proposed to solve.

Another observation made was that for many small farm businesses, the business property is owned by a discretionary trust for asset protection and family succession purposes, while the individual family members in partnership carried on the actual business.  A consequence of such an operating structure was that a bank would generally only lend money to the partnership if the trust guaranteed the loan, as the trust holds the valuable business real property.

If the partnership defaulted under the loan and the bank called on the guarantee, the payment by the trust to the bank would have been treated as an unfranked assessable distribution to the individuals.
  What could be observed in these circumstances is that the reason the partnership defaulted on the loan was because it was unable to afford the repayment of the loan, and now in addition to this the partners will have a significant debt to the tax office on the deemed distribution.
  It is highly questionable whether such a result is fair.

In other submissions it was queried whether the repayment of an affected loan would actually reduce the loan balance of the ‘creditor’ in the balance sheet of the trust.
  This was because if the trustee of the trust understood that it was making a payment of principal reducing the non-commercial loan, to the extent that the trust had available profits the recipient would receive an assessable distribution. In such circumstances, the recipient may not accept that the payment was a reduction of the principal, but rather akin to interest.
  Accordingly, in addition to the added complexity to the taxation laws, entity taxation could have made commercial dealings more perplexing.

Additionally, this treatment of non-commercial loans would immediately distort horizontal equity between companies and non-fixed trusts in relation to member-to-entity loans (emphasis added).
  This inconsistency is diametrically opposed to the original intention of the Government when it initially proposed entity taxation under A New Tax System.
 The Government had envisaged that more consistency would be achieved for the taxation of a number of entities.  These proposals as espoused in the exposure draft bill singled out non-fixed trusts for the implementation of harsh rules.  Harsh rules that appeared to be more aimed at eradicating non-fixed trusts, rather than a more consistent taxation regime.

‘Available Profits’:  Taxes unrealised gains

A number of the entities lodging submissions felt that the calculation of ‘available profits’ was unacceptable, as it would result in the taxing of unrealised gains.
   This concern was based on the fact that in calculating available profits it was not the book value nor the tax value of assets, as was proposed under the tax value method, that was taken into account.  Instead the asset’s market value was utilised.  Such a calculation brought to account any unrealised increases in the value of assets held by the trust.

Additionally, the value of many assets could fluctuate regularly
, resulting in unrealised gains being astronomical.  In such circumstances members receiving repayments of loans or distributions of capital could pay significant tax.
  If the market value then decreased significantly, essentially tax could have been paid on non-existent profits.  Such a result was thought to be inequitable
, especially if there was a subsequent realisation of a loss on the asset (emphasis added).
  This was particularly harsh when one considers that such losses would be trapped at the trust level, and not distributable to beneficiaries.

It was also highlighted that Australia’s taxation system has always been based on the taxation of realised gains, so the introduction of the profits first rule just for non-fixed trusts was seen as inequitable (emphasis added).
  Though this submission is not totally correct in relation to trading stock.  This is because a taxpayer at the end of the income year can elect the value of trading stock to be based on its market selling value.

However, this submission is particularly accurate, when compared to the proposed tax value method, which has now been subsequently abandoned.
  This is because the tax value method based the calculation of taxable income on changes in the tax value of assets, and not their market value.  Pursuant to the proposed tax value method the net income of a taxpayer would have been calculated as:

	
[Receipts – Payments] + [(Closing tax values of assets – Opening tax values of assets)] – [(Closing tax value of liabilities) – (Opening tax value of liabilities)]



It was contended that an entity, which was a going concern, would never have been able to access contributed capital.
  CPA Australia considered this to be enormously harsh and unacceptable, especially when compared to the rules that apply to companies who are able to perform share buy-backs (emphasis added).
  This highlights yet another inconsistency that would have been introduced into the tax system, if the proposed entity taxation system was implemented.

PKF Australia Ltd submitted that for going concerns this would mean that a distribution of corpus of the trust would be treated as a distribution of profits even when there were no realised profits in the trust.  This would be of particular relevance for discretionary trusts that are required to make corpus distributions to beneficiaries under the terms of the trust instrument.
  This statement is valid, and displays how it was difficult to rationalise the Government’s stated intention of entity taxation as being the ‘taxation of distributions on the basis of their economic substance’.

It is submitted that this proposition by the Government is misleading, since the profits first rule regard most distributions, regardless of their substance, to be from profits.  Additionally, the profits first rule had far greater implications than the proposed tax value method
, as the tax value method did not try to tax unrealised gains.  Also the profits first rule would lead to inconsistencies between the treatment of a distribution at trust law compared to taxation law.  For at trust law a distribution may have been from corpus, though under the profits first rule it could be regarded as from profits.

It was also highlighted that any form of distribution out of a pre-CGT asset revaluation must be treated as a taxable distribution, even though a distribution out of the realised pre-CGT reserves would be exempt.
  Such inconsistencies are again hard to comprehend given the Government’s stated objectives.

The calculation of available profits would mean the taxation of income would be accelerated, as the beneficiary would be assessable on an amount that the trust itself would not be taxable on.
  This is referring to the fact that even under the entity taxation regime, the trust in calculating its ‘net income’ would not have included unrealised gains.

Consequently, the inclusion of unrealised gains in available profits ignores the fact that such profits are not available to a non-fixed trust until the asset is actually realised.
  

Another complication highlighted by KPMG was that when the income was unrealised and untaxed in the hands of the non-fixed trust, no imputation credits would be available for a distribution sourced to those profits.
  Accordingly, the receiving member would not have the benefit of imputation credits to decrease their tax payable on receipt of the distribution.

Also, it was submitted that a consequence of the profits first rule could be that it forces the realisation of assets to be able to pay the tax liability.
   This realisation may not be the best economic opportunity (emphasis added).  The National Institute of Accountants submitted that these situations could occur when the trust deed requires the trustee to distribute out of corpus.
  This is highlighting that a corpus beneficiary, under the profits first rule, would be assessed on a corpus distribution, which may be in-specie.  Consequently for the beneficiary to be able to pay the income tax assessed on the distribution, the beneficiary may have to sell the corpus asset it had received.

Additionally, the profits first rule introduced the concept of ‘anticipated profits’ in the circumstances that available profits and contributed capital were exhausted.
  The effect of the concept of ‘anticipated profits’ was that profits that may never materialise would be taxed.
  Again this result is hard to justify when the Government’s stated objective of the profits first rule was to tax distributions on their economic effect, rather than their legal form.

Tax-free into taxable

In addition to this acceleration, potentially tax-free distributions would be turned into taxable distributions
, which was seen as unacceptable.
  The reason why this was unacceptable was due to the inconsistency of treatment (emphasis added).  An exception to the profits first rule was the distribution of certain capital gains if distributed within 12 months.
  However, until these capital gains were actually realised by the trust they would be taken into account to ascertain ‘available profits’.  Consequently, in an unrealised form, these gains increased the possibility that a distribution would be assessable for a receiving beneficiary.

The profits first rule would have achieved this because ‘available profits’ would have included, amongst other things, the market value of assets acquired prior to 20 September 1985.

Pitcher Partners stated in their submission that this result would mean the concessional treatment that was promised to entities in respect of pre-CGT assets might be rendered a nullity by the actual operation of the profits first rule (emphasis added).
  In particular, the available profits for a trust would be overstated in circumstances where the pre-CGT assets constituted a large part of the net market value of assets of the entity.

The Taxation Institute of Australia stated that this result was unfair (emphasis added).  This is because it meant artificial profits, which on realisation would not be assessed, would have been treated as distributed and be assessable before a capital distribution could be made.

Double taxation
Some regarded the profits first rule as a defacto wealth tax
, and highlighted that on the eventual sale of the trust’s assets, that the trust would be liable for tax on the realisation.  This would mean there would be double taxation.
  

The way in which double taxation could occur was illustrated by the following example contained in the National Farmers’ Federation’s submission:  

“When a distribution was made out of actual capital from the trust to a member, it may nevertheless be deemed to come out of unrealised gains and be taxable in the hands of the member.  Upon the actual sale of the asset by the trust, the trust would be taxed on the capital gain even though the unrealised gain had already been taxed in the member’s hands.”

This double taxation would occur because available profits include unrealised gains and then on the actual distribution of proceeds from the realisation of the gain, would be assessable to the beneficiary albeit franked.

The Australian Chamber of Commerce and Industry stated that this double taxation would reduce the incentive to invest (emphasis added).
  Such a submission could be valid, as recently there have been calls to allow for the flow through of tax-preferred amounts for mining companies to encourage investment in the mining sector.
  It is submitted, that the profits first rule’s operation is harsher than the classical system in relation to dividends that existed for companies prior to the introduction of the Australian imputation system in 1987.

Reliance on accounting records
The concession for non-fixed trusts being able to rely on accounting records to ascertain available profits was questionable.  This was because accounting records will almost never disclose any internally generated goodwill, and rarely show the current market value of land, buildings or share portfolios.

It was highlighted that the calculation of ‘available profits’ would be required for every deemed distribution, as well as normal distributions.
  Furthermore, these costly valuations would still be required when a distribution was not entirely out of available profits.

A consequence of this is that a trustee could be required to determine available profits a number of times during a year if multiple distributions were made
, increasing compliance cost, as valuations could be required (emphasis added).

Additionally, concern was expressed about the legislative exception that allowed accounting records to be sufficient evidence for the distribution being regarded as out of available profits.  This exception operated when the accounting records indicated that book profits were greater than the distribution amount.
  The National Institute of Accountants questioned whether this legislative exception would override the trustee’s obligations to members, which could still require valuations to determine the available profits.

In other submissions problems were outlined in ascertaining the market value of assets, especially when the assets had not been realised on the open market (emphasis added).
  Intellectual property assets such as trademarks, patents, copyright and designs were provided as an example.  In an unrealised form the ‘market value’ of such property can span a very large range. Due to this variability of value, Cowell Clark Lawyers expressed concern about the non-fixed trust rules giving rise to a plethora of tax cases based on valuations.

This imprecision about market value is a valid concern, and is especially confounding when the beneficiary’s taxation treatment depends upon it.  The implications for relying on incorrect valuations would lead to beneficiaries either incorrectly including or excluding amounts from their assessable income.  Questions of culpability in such circumstances would be complicated.  Currently, the Tax Office is reviewing valuations relied upon for the utilisation of the margin scheme under the GST legislation.
  The ramifications of any changes of such valuations will be complicated and adverse for the parties involved in the transactions.

Additionally, CPA Australia submitted that it was inequitable that prepayments were to be included in assets and therefore the calculation of ‘available profits’, when they are not legally recoverable debts (emphasis added).
  The reason that a prepaid expense could be included in available profits is that pursuant to accounting standards prepayments are assets, representing a future benefit.
  Their inclusion does appear unnecessarily harsh, since prepayments really only represent book assets, with no particular tangible assets underlying them.

Hard to identify prior taxed amounts

It was emphasised that the proposal to allow an exception from the profits first rule for prior taxed amounts
, assumes that this income can be identified accurately in the accounts of non-fixed trusts.  The Institute of Chartered Accountants in Australia submitted that this was a wild assumption that would rarely be satisfied (emphasis added).

In support of this assertion the following example was provided:  

“A trust that has been in existence for many years may have several elements that have been pooled under the category of “trust corpus” or some similar description in the accounts of the trust. This could be made up of prior taxed income, prior untaxed income, trust settlements, capital gains, and revaluations.  Additionally, there may have been withdrawals from the corpus in any year and it would be impossible to determine whether the distributions were out of prior taxed income, capital gains or settlement sums.”

Accordingly, while parties agreed that the proposal to deduct a prior taxed amount was fair in theory, it would be impossible to implement.  This was due to the lack of appropriate accounting records going back to the commencement of the trust.
  These observations appear to be valid, and have the effect that the concession of excluding prior taxed amounts from the profits first rule would have practically little value and relevance.

No contributed capital attributed to membership interests

Organisations highlighted in their submissions that distributions of original settlement sums would always be a taxable distribution.  This was because the beneficiaries of discretionary trusts would not have any contributed capital attributed to their membership interests.
  

It is hard to equate beneficiaries of a discretionary trust to shareholders in a company, to determine the equity invested by a discretionary beneficiary.  It is submitted that it is inequitable for a discretionary trust to have an amount of contributed capital that cannot be allocated amongst sub-accounts for different classes of interests.

Similar rules do not apply to companies or fixed trusts

Pricewaterhousecoopers stated that the fact that the profits first rule would not apply to companies or to fixed trusts, made the stated reason for taxing trusts at odds with the entity tax regime (emphasis added).

Other entities in their submissions highlighted that the treatment of unrealised capital gains would not apply to companies and fixed trusts.
  Nor would the non-commercial loans and guarantees from beneficiaries
 apply to companies and fixed trusts.
 

It was stated in submissions that the entity tax regime would impose special rules on non-fixed trusts, dramatically increasing complexity and creating new distortions to Australia’s taxation system (emphasis added).
  The result of this would be to severely disadvantage many small businesses that use a non-fixed trust entity structure.

The inconsistencies between non-fixed trusts and companies was illustrated by noting that although non-fixed trusts will be taxed at the same rate as companies, the process for calculating the trust’s and member’s tax position, would be quite different from the treatment of companies and their shareholders.  Consequently, the National Institute of Accountants concluded that the original aim of reducing inconsistency and complexity would not be achieved by the proposed measures (emphasis added).

This inconsistency was also observed by KPMG in the Government’s suggestion that the mandatory application of the profits first rule to non-fixed trusts merely replicated the rules applying to corporate entities. KPMG validly submitted that the profits first rule went a lot further than the anti-avoidance provisions in sections 45 to 45C of ITAA36 (emphasis added).

Additionally, companies would still be able to distribute capital to shareholders in circumstances where the distribution is, in effect, not in substitution of a dividend.  Such ability would not apply if the profits first rule applied to companies.
  In comparison non-fixed trusts would have no opportunity to return capital to their members, other than where no profits existed or on the extinguishment of the membership interest.
  It is submitted that may be it was this ‘extinguishment’ of discretionary trusts that was in fact the underlying aim of the entity tax regime, and not the consistent taxation treatment between different entity types.

Tax liabilities

Clayton Utz saw the failure of the net market value of assets to take into account anticipated tax liabilities as a source of concern.
  Anticipated tax liabilities related to what would be the tax payable once the unrealised assets were eventually disposed of by the trust.  If anticipated tax liabilities were taken into account, they would decrease the actual available profits that could be distributed.  The absence of this reduction was harsh, and appeared to inflate the potential for a distribution to be regarded as from profits, and therefore assessable for the receiving beneficiary.

Other liabilities and assets

It was submitted that to avoid the overstatement of available profits, all proper commercial liabilities should be taken into account, with a general anti-avoidance provision being adopted to counter ‘excess provisioning’.
  What this submission was referring to was that it would be more equitable if all proper future liabilities were deducted from the market value of assets.  Future liabilities can be recognised by an entity in the accounts by raising a liability ‘provision’.  

While in principle this does have equitable grounds, it would lead to uncertainty.  This uncertainty would centre on which potential future liabilities should be brought to account, and then the problem of measurement of these liabilities would arise.  Such a quandary can arise in relation to anticipated litigation, as the potential amount, if any, of the liability could vary immensely.  Accordingly, what the ‘available profits’ were could vary immensely.

Under the accounting standards, a provision for must be recognised only when it is probable that a future sacrifice of economic benefits will be required, and that the amount can be measured reliably.
  An event is regarded as probable pursuant to the accounting standards when it is more likely than less likely.
  In that, an event is probable if there is a greater than 50 per cent chance that the event will occur.  

In other submissions it was stated that if the ‘net market value’ is to be a relevant concept, a deduction should be permitted for expected economic outcomes that can be properly brought to account under accounting standards.
  It was highlighted that many common provisions, the absence of which would usually cause financial statements to be qualified when material, could not be deducted.
 Such provisions that were not taken into account included taxation, sick leave, warranty payments, restructuring costs, litigation, restoration, and environmental costs.

Also the requirement to calculate the net available profits to include such assets as assets under finance leases would impose further compliance burdens on non-fixed trusts.
 This was because the recognition of these types of assets is only imposed on those entities that have to comply with accounting standards
, which many non-fixed trusts do not.  

To complicate matters, it was submitted that it was not clear whether the liability under a finance lease would constitute a present legal obligation, thereby decreasing the net market value.  This again would lead to the apparent inflation of the available profits figure, and consequently the increased potential for assessability of distributions.

Adverse consequences for small businesses

Submissions stated that attention appears to have been given to anti-avoidance concerns of the Treasury and the Tax Office, and insufficient attention was given to the impact that the measures could have on businesses and investors, particularly small and medium sized businesses (emphasis added).
  

The potential impact on small and medium sized businesses appears to be a valid comment.  This is because discretionary trusts account for 83 per cent of trading trusts
, and of the 166,000 trading trusts 87 per cent of their businesses operated within the $1 to $1 million business income range.
  Accordingly, the impact of the measures on small businesses should have been given careful consideration.  This is particularly so when the Government appears to support small businesses with the introduction of generous taxation concessions, such as the simplified tax system
, and the small business CGT concessions.

Additionally, it was submitted that the profits first rule and treatment of non-commercial loans, ran counter to the philosophy of encouraging Australian business and innovation 
, an original stated aim of the Ralph Committee in formulating its recommendations (emphasis added).

The National Farmers’ Federation was concerned that family groups which held property in a discretionary trust for inter-generational succession planning purposes would be subject to double taxation.  This was because if the discretionary trust distributed unrealised gains as part of a family settlement, this would be taxed under the proposed regime. 
  This concern would not only affect trusts established in primary production businesses, but any trusts affected by the proposed entity taxation system.

Move away from high-level principles

CPA Australia in its submission felt the exposure draft bill was devoid of the high level principles espoused in the Review of Business Taxation Report.
  It was stated that the high-level attributes of the original unified entity regime had been lost in the process and the exposure draft bill proposed a separate, complex regime for non-fixed trusts (emphasis added).  The exposure draft bill had failed to provide the horizontal equity originally sought (emphasis added).

An important component of creating horizontal equity in the tax system is that the entity structure through which a business is operated, or an investment is made, should not produce different taxation consequences when all other things are equal.  The National Institute of Accountants thought it was clear that the exposure draft bill did not create horizontal equity, and in fact worked against it.
  This is a valid observation, because if the entity tax regime had been introduced, it would have added complexity and a special class of rules just for non-fixed trusts.

Providing simplicity, clarity and fairness?

It is submitted that the submissions received by the Government in response to the exposure draft bill, highlighted on numerous occasions the inconsistencies between the Government’s stated justifications about entity taxation and its actual operation.  Accordingly, there is grave doubt as to the substance behind the Government’s justification of providing simplicity, clarity and fairness.  It may be that this incongruence led to the Government withdrawing entity taxation.

The withdrawal

After considering the submissions, the Government announced on 27 February 2001 that it no longer intended to proceed with entity taxation in its current form.
  Instead the Government referred the issue to the newly created Board of Taxation for further consideration.

Newspapers reported that the Government gave no reason for the change of heart, and that it was believed that entity taxation proved to be too complicated to implement, attracted too much opposition from the investment industry, and made too little difference to revenue.
  

Statements made by the Treasurer on the withdrawal of the exposure draft bill support the comments concerning complications and opposition from the investment industry.
  However, the cost to revenue does not appear to be minimal.  In the Federal budget in May 2001, the Treasury noted that the loss of revenue due to the withdrawal of the proposed entity taxation system was estimated to be $1.1 billion over four years.
  While consistent with this, the Treasurer’s initial estimate in February 2001
 appears to play down the loss of revenue.  This is because it only disclosed the 2002 financial year loss of $110 million alone, with the impact for future financial years not disclosed.  

Indeed the Treasurer’s press release detailed that a great number of the submissions received raised technical problems, particularly in relation to distinguishing the source of different distributions, and valuation and compliance issues, which meant that the draft legislation was not workable.

It is interesting that the Treasurer stated that the exposure draft bill was ‘unworkable’.  This raises concerns about the initial considerations put into its drafting by the legislative division of the Tax Office.  This appears to be an apparent breakdown of adequate consideration for the practical operation of the proposed entity tax system.  This is interesting when it is considered that the responsibility for the design of tax laws and regulations has, with effect from 1 July 2002, been transferred from the Tax Office back to the Treasury.  The reasons stated for this transfer of staff and responsibility was to bring the accountability for tax policies and legislative design more directly under Ministerial control.

It is interesting to contemplate what influence the draft entity tax bill experience had on the Government’s decision.  The decision to transfer staff and responsibility to the Treasury was based on a report by the Board.  The Board’s report to the Government made no direct mention of the entity taxation experience, but it did state:

‘The perception is that the ATO’s dual responsibility for instructing on the drafting of tax legislation and for administrating that legislation results in legislation that is overly biased towards meeting the compliance and administrative objectives of the ATO.  This is seen as producing unnecessary complexity and compliance cost burdens to taxpayers (emphasis added).’

This is not the first time the Tax Office has come under criticism for its drafting, as it was felt that in relation to the trust loss measures the Tax Office had its own agenda and the legislation it drafted did not reflect the Treasurer’s initial announcement of the measures.

The Treasurer’s conclusion that the entity taxation system was unworkable appears to be correct.  This was highlighted by the numerous technical problems outlined in the submissions.  These technical problems included:

(a) how market value was to be determined for assets that had not been previously realised;

(b)  what ‘assets’ were to be included;

(c) how prior taxed amounts could be identified when the trust had existed for numerous years;

(d) how contributed capital could be allocated to sub-accounts for discretionary trusts, and 

(e) why unrealised gains on CGT assets acquired prior to 20 September 1985 should be taken into account in determining ‘available profits’, when if they are realised they could be distributed tax-free to beneficiaries.

This was exasperated when the provisions were not unifying, and were an apparent attack on discretionary trusts.  An attack that appeared to want to eradicate this imbedded structure from the Australian tax environment.

Others expressed there were more political reasons in the Treasurer’s announcement, as stated by Senator Cook:

“…. in order to get him past the election, in order to get him past the vociferous complaints of the coalition partner, the National Party, and obviously in order to get him past the vociferous complaints of the many frontbenchers of the Government who are beneficiaries from family trusts…. There is a conflict within the Government in not honouring its commitment on ANTS.”

The way forward?

Is the comprehensive tax reform of discretionary trusts now defeated, even though it is an issue that has plagued successive Federal Governments?  If comprehensive reforms are not going to be introduced, then can specific reforms to prevent tax-preferred distributions being received tax-free by beneficiaries of discretionary trusts be introduced?

While the comprehensive tax reform of discretionary trusts now appears to be defeated, it may be a phoenix that rises from the ashes in the future, as groups still lobby for fundamental reform.
  

Board of Taxation’s recommendations

The Board in November 2002 provided a report to the Government detailing its recommendations in relation to the taxation of discretionary trusts.
  The Board concluded that there were no compelling arguments to closely align the tax treatment of discretionary trusts and companies.  

Furthermore, the Board recommended that the Government should retain the current flow-through treatment of distributions of non-assessable (tax-preferred) amounts by discretionary trusts.
  This was because the Board considered that any attempt to remove these tax advantages for classes of trusts delineated either by size, type or complexity, carried the risk of being arbitrary and unfair (emphasis added).
  It is not clear from the Board’s report what the arbitrary and unfair risks were.  

In the author’s opinion, a possible (simple) solution is the amendment to CGT event E4
 to ensure that it applies to discretionary trusts, and thereby results in a capital gain for a beneficiary receiving a distribution of a tax-preferred amount.  Furthermore, the Board failed to detail in its report the alternatives that it considered in coming to its conclusion.

Additionally, the Board recommended changes to section 109UB Income Tax Assessment Act 1936
 to improve its effectiveness and remove unfairness, in particular in relation to asset revaluation reserve distributions.

The unfairness referred to is that the deemed loan under section 109UB ITAA36, unlike a real loan made by a private company, cannot be:

(a) repaid by year end; or

(b) be structured within the minimum terms to avoid the application of Division 7A.

Government’s response

The Government on releasing the Board’s report, announced it would legislate to rectify faults in section 109UB
 in Division 7A, as identified by the Board in respect of asset revaluation reserve distributions.  However the Government was silent in respect of the Board’s recommendation to retain flow-through.
  Though, through conversations with the Treasury, it is understood by the author that the Government will follow this recommendation for now.

Section 109UB ITAA36

In relation to section 109UB the Board noted how the use of asset revaluations by a trust could be utilised to circumvent the operation of the Division 7A.

Division 7A was introduced
 to address the practice by private companies of effectively distributing profits to shareholders via non-assessable payments, loans or forgiven debts.  When Division 7A applies to a payment, loan or forgiven debt, an amount is deemed to be a dividend paid by the private company to a shareholder, and thereby assessable for the shareholder.
  

Section 109UB is an interposed entity provision, ensuring that Division 7A can still operate when an entity is interposed between the private company and the shareholder.  This section applies when a private company is presently entitled to an amount of net income of a trust estate, with this amount being unpaid to the company, and then subsequently the trustee making a loan to the shareholder
 of the company.  When the section applies, the private company is deemed to have made a loan to the shareholder, thereby allowing Division 7A to apply to deem the loan as a dividend from the company.

The Board observed that a trustee performing an asset revaluation could circumvent this provision when a discretionary trust had an unpaid distribution to a private company.  Once an asset revaluation was preformed, the trustee could then make a tax-free distribution of corpus to a beneficiary, with the beneficiary then lending the corpus distribution back to the trust. These steps achieved in the setting up of a loan account, reflecting the trustee’s indebtness to the beneficiary. The subsequent act of the trustee repaying the loan would not currently come within the ambit of section 109UB
, nor be assessable to the beneficiary.

The Board recommended two possible alternatives to address this practice.  These alternatives being either, the deeming of section 109UB to apply in the circumstance of a corpus distribution, or that an additional top-up tax was to be paid by a corporate beneficiary when the present entitlement is not paid within a reasonable time.

When the Federal Treasurer on 12 December 2002 announced that the Government would legislate to introduce new provisions in place of section 109UB ITAA36 as recommended by the Board,
 he did not indicate which of the remedial steps it would in fact take.  

To address practioners’ concerns about uncertainty
, the Treasurer then released further details about the proposed amendments to section 109UB on 25 June 2003.
  Interestingly, while the Treasurer claimed that the further details of the proposed amendments would provide certainty, the press release notes that the final details will be subject to further consultation (emphasis added).
  It is curious how the Treasurer can claim certainty, when taxpayers appear to be faced with the prospect of shifting sands.  This could be an exemplification of inconsistencies between the Government’s statements and the reality facing taxpayers.

Additionally to confound the ‘certainty’ touted in the June press release, the announced details are at best vague.  In that, the announced ‘details’ are that the amendments to section 109UB will mean that a loan, payment or forgiven debt will be subject to the deemed dividend rules of Division 7A ITAA36 when:

(a) a private company is presently entitled to trust income of a trust estate but that income has not been paid to the company; and

(b) the trustee distributes the underlying cash to a shareholder (or their associate) of the company in the form of a loan, payment or forgiven debt.

Such an amendment appears to totally disregard the two alternatives proposed by the Board; also it seems to require the identification of the ‘underlying cash’ of the unpaid present entitlement to the distribution paid to the shareholder.  A similar identification requirement was seen as a major fault in Division 7A’s predecessor, section 108 ITAA36, when the loan to the shareholder would be deemed to be a dividend when in the Commissioner’s opinion, the loan represented a distribution of profits.

In addition to some transitional rules
, the press release notes that there will be some exclusion from the operation of the new section 109UB.  These exclusions include:

(a) payments that are otherwise assessable;

(b) settled amounts
; and

(c) distributions attributed to certain tax preferences (such as the 50% CGT concession and the disposal of pre CGT assets).

These exclusions are very similar to those distributions that were excluded from the operation of the profits first rule under entity taxation.  It is not clear whether the third exception would include other tax-preferred amounts, or if it is limited to the two listed.

The similarities of the proposed amendments to section 109UB to the profits first rule do not just end there.  Commentators have stated that there potentially will be a restoration of the profits first rule (emphasis added).
  This is because the press release appears to indicate that the amended section 109UB could apply to loans-in by beneficiaries.
  This concern is based on the press release’s use of the word ‘payment’.  This is because the proposed amended section 109UB could apply to when a shareholder/beneficiary loans money to a trust, and then the trustee repays this loan at a time when there is an unpaid distribution to a private company.  Such a consequence appears to be unduly harsh.

This operation is similar to entity taxation’s profits first rule’s calculation of contributed capital.  Under this rule non-commercial loans from beneficiaries could be deemed to be contributed capital.
  Once deemed contributed capital, any repayment would be subject to the profits first rule, and thereby increasing the likelihood of assessment for the beneficiary.

In the author’s opinion the proposed amendments to section 109UB would not usually apply to loans-in by beneficiaries.  This is because the general exclusion in Division 7A should operate.  In that, Division 7A does not apply to when a private company (here a trust) discharges an obligation to pay money to an entity in circumstances where the amount is not more than what would have been required if the entities had been dealing with each other at arm’s length.
  Of course to relieve concerns, it should be clearly specified by the amending legislation that this exclusion would operate as detailed above.

It is submitted that by legislating via press releases, especially with substantial time delays in bringing the actual legislation before parliament, the Government is continually creating uncertainty, and adding to the tax system’s complexity, which is unfair.

Furthermore, it is submitted that the proposed amendments to section109UB could have far reaching implications for distributions of tax-preferred amounts by discretionary trusts.  The reason for this is that in the modern usage of trusts it is common for there to be a corporate beneficiary.  Depending upon the precise form the amended section109UB takes, all that could be required is for a corporate beneficiary to have an unpaid distribution from a discretionary trust. If the amendments to section 109UB took this form, then a tax-preferred distribution amount to a shareholder (or associate) when there is a presently entitled but unpaid corporate beneficiary, could have adverse tax consequences.

The Government currently estimates that the amendments to section 109UB will raise additional revenue of $1 million each year for the next four years.
  However, it is submitted, the potential additional revenue could be much more depending upon the amendments precise form.

Where there is smoke

The Government found that the profits first rule under entity taxation quite unacceptable to a persuasive part of its consistency.
  In fact, complexities with the profits first rule would have made compliance with the rule extremely difficult.  Such complexities need to be acknowledged, as when tax laws are complex and taxpayers cannot understand them, let alone their professional advisors, then taxpayers are unaware of their obligations.  This can mean taxpayers inadvertently do not comply with the tax laws.
  A position that is not in the best interests of the tax system.

Additionally, to provide political acceptability it is essential for the Government to provide a clear indication and direction as to what the design principles underlying the taxation of trusts are to be.  To this end, further research is required detailing precisely what the modern day usages of trusts are.  This needs to reflect upon precisely what the normal business and family usage of trusts are today, and not what they were a century ago.

Senator Murray pointed out that under neither Labor nor the Coalition governments has there been a proper analysis of trusts. 
  It is submitted that the Board’s report does not provide enough analysis to fulfil this void.  As the reality is that, yes some trusts are bad, but some others are not.

The validity of information is essential to ensure that decisions made about reforms and their content are correct.  Indeed the content of briefings provided by the Tax Office to the Government concerning the trust loss measurers were criticised as being wrong.
  There was a perception that the Tax Office was trying to reassure senators to get the trust loss legislation passed.
  Reforms need to be based on facts, not misleading or wrong information.

It is with analysis that the best reforms can be proposed.  Without this further research, it is problematic whether the social advantages of discretionary trusts outweigh their inequities.

The Government should seriously consider the form that the amendments to section 109UB take, because it appears to be the smoke indicating a fire for the rising of the phoenix that is entity taxation (though on a much smaller scale).  If entity taxation, in particular, the profits first rules, is to fly again, then the Government must acknowledge and take into account the lessons it learnt the first time around.  These lessons include, but are not limited to, that the Government should not introduce draft reforms that are ‘unworkable’, which have ‘technical problems’ and are ‘complex’.

These lessons point to the realisation that there must be substance behind the rhetoric of simplicity, clarity and fairness.  Without this substance, any rising of the phoenix that is entity taxation will invariably be a short flight of fancy before it bursts into flames, leaving behind cindered pretense. 
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Appendix B:  Profits first rule

The Profits First Rule

Integral to the operation of the entity taxation system was the profits first rule.  This rule essentially stated that distributions from non-fixed trusts would be regarded as from profits if there were available profits in the trust just prior to the distribution.  A distribution taken to be from profits would be assessable income for the receiving member.
  

Available profits

If a distribution from a non-fixed trust occurred, such as a asset revaluation reserve distribution, then such a distribution regardless of source
 would be taken to be from profits, if there were ‘available profits’ in the trust just prior to the distribution occurring.
  A distribution taken to be from profits would be assessable for the receiving beneficiary.

To determine whether a non-fixed trust had ‘available profits’
 just prior to a distribution the accounting provisions, contributed capital and prior taxed amounts had to be deducted from the net market value of assets held by the non-fixed trust.

Net market value of assets

An element in the determination as to whether a trust had available profits was the calculation of the net market value of assets.  This calculation potentially required the trust to undertake market valuations of all the assets held.  This requirement is in contrast to the traditional historical cost method generally adopted for accounts.  By requiring market value, this calculation would encapsulate the unrealised gains and losses in assets held.

‘Net market value of assets’ was defined as the difference between the market value of the non-fixed trust’s assets and the amount of the trust’s liabilities at that time.

By adopting this approach, unrealised gains were bought into account for tax purposes in determining available profits.  This is because the available profits of the trust would be inflated if the trustee held appreciating assets.  Such inflation would increase the likelihood of a distribution being from profits, and thereby being assessable for the beneficiary.

What can be observed about available profits was that all assets, including both tangible and intangible, had to be taken into account.  The implication of this would be that assets, such as internally generated goodwill, would have to be valued.  This inclusion was regardless of whether the trust had ever recognised the asset in its accounts.  The problem of entities measuring internally goodwill reliably is acknowledged in accounting standards
, which means there are both conceptual and valuation problems represented by this inclusion.  Also it meant the calculation of ‘available profits’ included gains that might not be taxable at the trust level.
  For example the value of CGT assets acquired prior to 20 September 1985, which on realisation would be a capital gain that could be disregarded
, would have to be included in the calculation.

The Government considered that these net gains should all be taken into account to determine whether the remaining value of the trust is enough to match the contributed capital of the trust.

This requirement for market value applied regardlessly, even though a trust may not previously had adopted a practice of revaluing assets to market value.  Nor was revaluing to market limited to just a particular class of assets.  Furthermore, in theory, the valuations had to be performed prior to every distribution and not, say every three years, as outlined in the accounting standards.

Reliance on accounting records
Under entity taxation when the accounting records indicated that book profits were greater than the distribution amount, then the accounts would be sufficient evidence for the distribution being regarded as out of available profits.
  In that, even before looking at the market value of assets held by the trust, if the accounting records, which are probably done on an historical cost basis, indicated that the trust did have available profits, then no market valuation was required.

The Government touted this as a concession, as it was a reprieve from the  requirement of market valuations for every distribution.  In reality this was a superficial concession, as the Government would be happy for the distribution to be taken to be from profits, since it would led to higher assessable income for the receiving beneficiary.  The Government’s premise appeared to be that all distributions by a discretionary trust were going to be taxed unless it could be demonstrated otherwise.

In relation to this concession, it is questionable whether a trustee would be in breach of his or her trustee duties if he or she failed to perform such a valuation to ascertain the existence of available profits or not.  This is because if the trustee had performed a valuation, and this may have indicated that the trust did not have available profits.  This could be the circumstance when the current market value is less than the cost of the asset reported in the accounting records.

Accordingly, if only the accounting records were relied upon, a beneficiary may have incorrectly paid tax on a distribution. In the circumstances that the trust instrument provides that the trustee has an absolute and uncontrolled discretion, then it has been held that there is no breach of trust if tax liability is not avoided.
 Therefore, the precise terms of the trust instrument would need to be considered to determine the culpability of the trustee

Also, the exposure draft bill made no reference to how these accounting records were to be maintained.  Whereas the Ralph Committee in A Tax System Redesigned, outlined this concession only applied when the entity had maintained its accounts in accordance with generally accepted accounting principles.
  The omission of this additional requirement from the Government’s exposure draft bill could be recognition of the fact that normally there are no mandatory requirements for discretionary trusts to comply with generally accepted accounting principles.

However, if the Commissioner considered that the accounting records significantly undervalued the net market value of trust’s assets, then the Commissioner could substitute an appropriate value.
  

If a taxpayer disagreed with the valuation substituted by the Commissioner, then the taxpayer could appeal to the Administrative Appeals Tribunal.
  In such an appeal the Tribunal is obliged to satisfy itself
 that the decision of the Commissioner was objectively the right one.  In doing this, the Tribunal is not limited to errors of law
, but also facts.  

The Tribunal has wide powers including the variation of the decision, or setting it aside and remitting it back to the Commissioner.
  However, the Tribunal is the final arbiter of questions of facts, and if a taxpayer was dissatisfied with the Tribunal’s decision, the taxpayer could only appeal to the Federal Court on a question of law.
  Accordingly, if the valuation involves no questions of law, then no appeal would lie to the Federal Court.

Liabilities

From the market value of assets held, the liabilities of the trust could be deducted. Though this deduction did not extend to contingent liabilities, or obligations that a trust had to make a distribution, or loans from beneficiaries deemed to be contributed capital.
  The exclusion of contingent liabilities meant that potential further tax on unrealised gains could not be taken into account.

Meaning of terms

An interesting point was that the exposure draft provided no definitions for the terms of ‘assets’ and ‘liabilities’.  Therefore in interpreting these terms their ordinary meaning would be adopted, with accounting principles likely to be referred to.

Pursuant to the accounting standards an ‘asset’ means a future benefit controlled by an entity as a result of past transactions or other past events.
  Whereas a ‘liability’ means a future sacrifice of economic benefits that an entity is presently obliged to make to other entities as a result of past transactions or other events.
  However, the standard specifies that recognition of assets and liabilities should only occur when it is probable that they will eventuate and that their cost can be measured reliably.

The ambiguity of these concepts may have led to potential disputes between the Tax Office and trustees as to whether, and to what extent, assets and liabilities should have been recognised in calculating the ‘net market value’.  Complicating this is the fact that under self-assessment in Australia, this dispute would not be likely to eventuate until an audit by the Tax Office.  Thereby, meaning the lapse of time, increasing the potential for uncertainty, penalties and interest.  This uncertainty is not a feature of good tax system design.

Also the term ‘market value’ was not defined by the exposure draft bill, and the definition provided in ITAA97
 is of little guidance, as it just specifies that such a calculation would be net of any GST input tax credits that the acquiring entity may be entitled to.  Pursuant to case law the ordinary meaning of market value is the price that a willing but not anxious buyer would pay to a willing but not anxious seller for the item.
  

Specific assets not included in this net market value by entity taxation were rights of the non-fixed trust to a contribution of capital, and the right over a loan to a beneficiary previously deemed a distribution.

Accounting provisions

The accounting provisions that were able to be deducted from the net market value of assets were limited to provisions for depreciation, annual leave, long service leave, and the amortisation of intellectual property and trademarks.
  Further accounting provisions could have been provided for under regulations
, allowing some room for expansion of the provisions deducted.

Accordingly, this class of provision failed to account for any provision for income tax on unrealised gains incorporated in the calculation of net market value of assets.

Contributed capital

The next element allowed to be deducted to calculate available profits, was contributed capital.  

The concept of ‘contributed capital’ was espoused to be comparable to the share capital of a company
, with it basically being the contributions made to a non-fixed trust to create or to increase the value of membership interest in the trust, including amounts settled.
  However, when the precise details are analysed a complex labyrinth of provisions emerge, as not only does the contributed capital account have to be calculated, but also its sub-accounts.

Indeed, this complexity is highlighted by the acknowledgement that normally a discretionary beneficiary would not make a contribution to a discretionary trust for being listed as a object that may or may not receive anything.  This situation is in contrast to a fixed trust, where it is likely that a fixed beneficiary would have made a contribution.  For a discretionary trust it is the settlor who contributes the initial amounts to the discretionary trust.  This factor emerges as an inhibitor in the allocation of contributed capital to sub-accounts, which is discussed later.

Opening balance of contributed capital

In determining the opening balance of contributed capital there were two available methods
 outlined in the exposure draft bill.  These were either the valuation method
, or the contributions less capital returns method.
  

Valuation method

The valuation method involved adding together the Australian currency, foreign currency, the value of trading stock
, the cost of other revenue assets
, the undeducted cost of any plant
, and the cost base
 of CGT assets.
  From this addition, deductions had to be made for capital allowances claimed on CGT assets, market value of liabilities of the trustee and any prior taxed amounts
 in existence immediately before 1 July 2001.

If this calculation resulted in a negative balance, then the contributed capital of the trust would be taken to be nil
, otherwise it would be a positive balance.

Contribution less capital returns method

The alternative method in calculating the opening balance of contributed capital involved deducting the amount of contributed capital distributed back to members, and associates, prior to 1 July 2001 from the amount or value of contributed capital made to the non-fixed trust before this date.

Allocation to sub-accounts

Once the main contributed capital account balance was determined, it could be necessary to determine how this was to be allocated to sub-accounts.  Sub-accounts would be required if a non-fixed trust had more than one class of membership interest.  

Class of membership interest

A ‘class’ was defined as membership interests that carry strictly identical rights to distributions by the entity.
  It is submitted that the membership interests of discretionary income beneficiaries would form a class, with default income beneficiaries forming a separate one.
  Separate classes would also exist for discretionary income beneficiaries and default capital beneficiaries.  Additionally each non-commercial loan from a member deemed to be contributed capital, would also form a separate class.

This conclusion appears to be diametrically opposed to statements made in the explanatory memorandum to the exposure draft bill.
  The explanatory memorandum provided that in a simple wholly discretionary trust, the objects of the trust would form a single class.  This was stated to be because each object has the same rights in relation to distributions.  That is, no right beyond the right to have the discretion administered.  

It is not exactly clear what the explanatory memorandum envisaged by a ‘wholly discretionary trust’.  This is because no reference was made to ‘income beneficiaries’, ‘capital beneficiaries’ or ‘default beneficiaries’; terms commonly adopted in discretionary trust instruments.  

A result of the explanatory memorandum’s conclusion in respect of a ‘wholly discretionary trust’, whatever they may be, was that it concluded the sub-account would be the opening balance of the contributed capital account.
  However, the correctness of this conclusion is questionable.

It is submitted, for most discretionary trusts a number of sub-accounts would be required to be calculated for contributed capital.  This is because of the narrow meaning of ‘class’ being membership interests that carry strictly identical rights to distributions of the entity.
(emphasis added)  

Cases have held that a default beneficiary has an interest vested in interest and possession but subject to divestment.
  In contrast, a discretionary beneficiary is only possessed of an equitable chose in action against the trustee and nothing more.
  Additionally, income beneficiaries are only potentially entitled to income distributions, whilst capital beneficiaries are only potentially entitled to corpus distributions.  These different types of beneficiaries do not carry strictly identical rights to distributions, and therefore, it is submitted, constitute different classes of members, requiring sub-accounts to be calculated for each class.

First allocation method

The opening balance of a sub-account was to be worked out in one of two ways.  The first way was determined by the formula of:

‘Opening balance of contributed capital’ multiplied by ‘current balance of capital that has been contributed for the benefit of that class of membership interest’ divided by ‘total current balance of capital that has been contributed for all classes of membership interest.’

For this method to be adopted by a non-fixed trust, it needed sufficient records to work out the balance of capital that had been contributed for the benefit of a particular class of membership interest.

It is submitted that for most discretionary trusts it would be impossible to establish what, if any, contributed capital has been contributed for the benefit of a specific class of membership interest.  In such circumstances, the sub-account’s share of contributed capital under this method would be nothing, since the numerator in the formula is likely to be nil.

Second allocation method

It is submitted the alternative method
 in determining a sub-account’s share of contributed capital also provided no allocation of contributed capital for a discretionary trust.  This is because it allocated contributed capital based on the market value of the membership interest in the class.  Case law has demonstrated that the market value of a discretionary beneficiary’s interest is nil or of minimal value.
  This is based on the reasoning that no one unconnected to the family for whose benefit the trust was established would pay anything for the membership interest.
  A similar reasoning applies to default beneficiaries.  

Inability to allocate

Accordingly, for a discretionary trust there was the potential that, while the trust may have an amount of contributed capital
, it may have been impossible to allocate contributed capital to sub-accounts for different classes of membership interests.

Interestingly the explanatory memorandum provided that when there was a mixture of fixed and discretionary interests, then the market value of a discretionary interest is the difference between the market value of the fixed entitlements and the opening balance of contributed capital.
  However, there is no legislative provision supporting this statement, and instead reliance on the second allocation method must be had.

Such an inability to split contributed capital for a discretionary trust appears not to have been appreciated by the Government.  This is because the explanatory memorandum
 provided that the sub-accounts when added together must equal, and not exceed, the total of the trust’s contributed capital.  Again there is no apparent legislative provision in the exposure draft bill supporting this statement.

When contributed capital cannot be fully allocated over sub-accounts, there was a provision providing for its spreading.  However, in the circumstances envisaged this spreading would not of provided an adequate result either.  This is because it spreads the unallocated contributed capital on a proportional basis of the balance of the sub-accounts over the total balance of the contributed capital.
  Unfortunately if the balance of the sub-account is nil, such a proportional distribution will have no affect.

Consequently, a non-fixed trust could have a contributed capital amount, with no attribution of this amongst the different sub-accounts.  In the utilisation of the slice rule on the termination of a discretionary trust, adverse consequences would result when the sub-account for a membership interest had a nil balance.

Further contributions

In addition to the opening balance of contributed capital it was possible for further credits to occur.  These credits could occur when capital was contributed to a trust by an entity
 for the sole purpose of enhancing the value of assets in respect of which a discretion may be exercised in favour of members of the trust.
  

Additionally, there could be credits to contributed capital
 when the trust had a discount capital gain
, an indexed capital gain
, a small business 15 year exemption
, a small business 50 per cent active asset reduction
, and the realisation of an asset acquired prior to 20 September 1985.

Potentially these additional credits could be allocated to sub-accounts
 if it was made in relation to a membership interest in that class.  Some commentators submitted that further sums settled on the trustee for discretionary and default beneficiaries, presented exactly the same problems as those discussed for the opening balance.

Deemed contributions
Other amounts that could be deemed to be contributed capital related to non-commercial loans made by a member to a non-fixed trust.  The Government regarded that such a legislative deeming enhanced the structural integrity of the non-fixed trust regime.  This is similar to the thin capitalisation rules
, in that debt financing by a beneficiary would have better tax outcomes then equity financing under the entity tax regime.  

This is because in the absence of the legislative deeming, if a beneficiary loaned money to a discretionary trust, then the beneficiary would only be assessable on the interest component and not the repayments of principal.  Whereas, because of the profits first rule, if a beneficiary contributed equity to a discretionary trust, then the repayment of that equity would be a distribution subject to the profits first rule.  The consequence of the distribution being subject to the profits first rule was that the entire payment may be regard as from profits, and therefore assessable for the beneficiary.

Accordingly in the absence of this legislative deeming of contributions for loans from beneficiaries, debt financing could have been used as a substitute for equity financing.

A contribution of capital would have been legislatively deemed to occur when a member or associate made a non-commercial loan to a non-fixed trust, and the loan was not fully repaid within 12 months of the end of the loan year.
  Depending upon the precise date of the loan made by the beneficiary to the trust, this could give nearly two years for loan repayment before it was legislatively deemed to be contributed capital.
  Such a timeframe is inconsistent with Division 7A, which looks at unpaid loans at 30 June each year.
  Also commercial loans would have been legislatively deemed to be contributed capital if they were not fully repaid
, or they were forgiven.

If such a loan was legislatively deemed to be contributed capital, then the repayment of the loan by the trust was then treated as a distribution, which is subject to the profits first rule.  Accordingly, the beneficiary could, depending upon the available profits of the trust, have had to include the full repayments (principal and interest) of the loan by the trust in its assessable income.

Prior taxed amounts

The final amount to be deducted to determine available profits was prior taxed amounts.  These are
 amounts that have been taxed under sections 97, 98, 99 and 99A ITAA36, or when ultimate beneficiary tax has been paid.
  

The first type of prior taxed amount and the tax-free recipient
 was specified as being an amount that was assessable income of a beneficiary of a trust under section 97
, and the taxpayer was the beneficiary.  Considering asset revaluation reserve distributions, since the unrealised gain does not fall part of the net income of a trust estate, this provision would not have excluded it from the profits first rule.

The second prior taxed amount was an amount
 that was net income on which a trustee of a trust was liable to pay tax under section 98
, and the taxpayer was the beneficiary.  Similarly, as the unrealised gain represented by an asset revaluation reserve does not fall part of net income of the trust, this exception would not have excluded it from the profits first rule.

The third prior taxed amount was an amount that was net income on which a trustee was liable to pay tax under section 99 or 99A
, and the taxpayer was a member of the trust during the income year for which section 99 or 99A applied.  For similar reasons outlined in the previous paragraph, this exception would not have applied to asset revaluation reserve distributions.

The fourth prior taxed amount was an amount on which a trustee of a closely held trust
 was liable to pay ultimate beneficiary non-disclosure tax (reduced by the amount of tax the trustee was liable to pay) and the taxpayer was a beneficiary.

Insufficient profits

To the extent that a trust did not have available profits, then the distribution was taken to be from contributed capital, up to the balance of the contributed capital account.
  Such a distribution would result in a debit to the contributed capital account.

A distribution of contributed capital would not be ordinary income for the beneficiary
, though the capital gains provisions could have had implications.
  The explanatory memorandum to the exposure draft bill noted that for discretionary beneficiaries that a distribution of contributed capital would remain tax-free
, though two conditions would be introduced to limit this for members' with a zero cost base for their interest.
  

Exhaustion of contributed capital

Once contributed capital was exhausted, then any excess amount of a distribution was to be taken to be from prior taxed amounts if they existed in the trust
, otherwise the distribution would be from anticipated profits.
  A distribution from anticipated profits would be assessable for the beneficiary, without the benefit of any attached franking credits.

Exceptions to profits first rule

Termination/reduction of membership interest – The slice rule

An exception to the profits first rule was a distribution to a taxpayer as part of a process that results directly in either a fixed membership interest ceasing to exist, or proportional rights attaching to a fixed membership interest being reduced.
  This exception to the profits first rule on the termination or reduction of a membership interest was known as the ‘slice rule’.

Clearly this part of the slice rule would not of applied to a discretionary beneficiary, as there exist no fixed membership interest.

However, the slice rule could also applied to a distribution to a taxpayer with a non-fixed trust membership interest, if it was made as part of a process for the interest ceasing to exist because of the termination of the trust.
  Clearly this exception to the profits first rule may have had application to a discretionary trust provided the entire trust was terminating.
 

In the circumstances of the slice rule operating, the member’s interest of contributed capital needed to be calculated.
  If this share of contributed capital was equal or greater than the distribution, then the distribution was regarded as being entirely from contributed capital.  If the beneficiary’s share in contributed capital was less than the distribution, then the deference would be treated as from taxed or untaxed profits.
  Accordingly, to determine the characterisation of the distribution on the termination of a discretionary trust, it was essential to determine a member’s interest in contributed capital.

For a discretionary trust this would be done by calculating the relevant ‘sub-account’s balance of contributed capital for the class’ multiplied by ‘the distribution in relation to membership interest’ divided by ‘distribution in relation to all member’s interest in the class’.

An essential component of this formula is the ‘sub-account’s balance of contributed capital for the class’.  The difficulties in calculating the sub-account’s opening balance for a discretionary trust has been highlighted.  In the circumstances that a sub-account’s balance was nil, then the member’s interest in contributed capital would also be nil.  

Therefore, the distribution on termination of a discretionary trust would be taken to be wholly from either a taxed or untaxed profit, and not from contributed capital.  This could be the circumstance notwithstanding the existence of contributed capital in the trust.  A distribution taken to be from profits would be assessable income for the beneficiary, with the taxed profit component carrying the benefit of franking credits.

This inability for discretionary trusts to fully utilise the slice rule would mean that distributions on termination would be treated as from profits, and therefore fully assessable for the receiving beneficiary.

If an amount of contributed capital can be allocated to the sub-class then, under the slice rule, the contributed capital of the class is shared out amongst beneficiaries proportionally 
, based on their share of the distribution.

Distributions of certain capital gains

Another exception to the profits first rule was in relation to distributions from a CGT advantaged asset, provided the proceeds were distributed within twelve months after the end of the income year in which the gain was made.
  

CGT advantaged assets encompassed realisations of CGT assets acquired prior to 20 September 1985, discount capital gains
, frozen indexation components
, the small business 15-year exemption and the small business 50 per cent active asset reduction.

If these capital gains were not distributed within the twelve-month period, then the amount became a credit to the contributed capital account, but thereafter any distribution of the amount would be subject to the profits first rule.
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	Number
	Name of Submitting entity or group

	1
	AICD

	2
	AMCIL Ltd 

	3
	Argo Investments Limited

	4
	Arthur Andersen

	5
	Arthur Robinson and Hedderwicks

	6
	Australian Chamber of Commerce and Industry

	7
	Australian Employee Ownership Association

	8
	Australian Foundation Investment Company Limited

	9
	Australian Securitisation Forum

	10
	Baldwins

	11
	Clayton Utz

	12
	Cowell Clarke Lawyers

	13
	CPA Australia

	14
	Deloitte Touche Tohmatsu

	15
	Djwrriwarrh Investments Limited

	16
	Grand Hotel

	17
	Greenwood BKT

	18
	Ian Phillips

	19
	The Institute of Chartered Accountants in Australia

	20
	Investment and Financial Services Association (joint submission with Australian Venture Capital association Limited, the Property Council of Australia and Tourism Council of Australia)


	Number
	Name of Submitting entity or group

	21
	John Morgan

	22
	KPMG

	23
	LA Cook

	24
	Mallesons Stephen Jaques

	25
	Masters Builders Australia

	26
	MGI Meyrick Webster

	27
	Mike Stephens and Associates

	28
	Mirrabooka Investments Limited

	29
	National Farmers' Federation

	30
	National Institute of Accountants

	31
	National Tax and Accountants Association

	32
	Pitcher Partners

	33
	PKF Australia Limited

	34
	Pricewaterhousecoopers

	35
	Property Council of Australia, Investment and Financial Services Association, Tourism Council Australia and Australian Venture Capital Association

	36
	Shaddick and Spence

	37
	Stephen Page

	38
	Taxation Institute of Australia

	39
	Telstra

	40
	Templeton Investment Management (Australia) Ltd

	41
	Trustee Corporations Association of Australia

	42
	William Buck (Vic) Pty Ltd
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August 1998


Government releases ANTS package – Ralph Committee established.  ANTS outlined ‘entity taxation’ and contained profits first rule and deferred company tax.





Appendix A:  The Time Line of Reforms





July 1999


Ralph Committee releases final report ‘A new Tax System Redesigned’ – recommending unified entity tax system – taxing companies, limited partnerships and fixed and non-fixed trusts the same.  Contained the profit first rule and no deferred company tax (instead unfranked inter-entity distributions would be taxed)





11 October 2000:  Government releases its exposure draft bill of entity taxation – only applies to non-fixed trusts





Feb 99 Ralph review published a discussion paper entitled ‘Building on a Strong Foundation: A platform for consultation.'





GST commences and original commencement date under ANTS for entity taxation.





10 November 2001 Federal Election





23 December 1999:  Treasurer announces that assets acquired by trusts after 23 December 1999 and disposed of on or after 1 July 2001 will be taxed at the entity rate of gain.





27 Oct 98





27 February 2001:  Government announces withdrawal of entity taxation as currently drafted – referred to Board of Taxation.





21 September 1999: Government accepts recommendation of unified entity taxation though on deferred schedule (The New Business Tax System – Treasurer’s Press Release)





Appendix A:  The Time Line of Reforms (cont)





November 2002: Board of Taxation delivers report on ‘Taxation of Discretionary Trusts’ to the Treasurer and Assistant Treasurer





10 November 2001 Federal Election





12 Dec 2002:  Treasurer’s media release adopting Board’s recommendation of new sec 109UB, and ask the Commissioner to release a ruling on interest deductibility and to retain current flow through treatment of trust





25 June 2003: Treasurer’s press release detailing further information about proposed amendments to section 109UB ITAA36.
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