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Key points

[1.00]

The main tax legislation consists of two income tax assessment Acts, afringe benefits tax
Act and a goods and servicestax Act.

Tax legidation isinterpreted using the doctrine of precedent, a process not used in
interpretation of financial accounting standards.

There are five key differences between tax concepts and accounting principles.

Tax law exam problems usually involve facts that might attract two alternative
characterisations of areceipt or expense and a good answer will canvass both possibilities.

The main sources of tax law are statutes and case precedents used to interpret the provisions
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in tax law, but taxpayers can rely on Tax Office rulings to avoid penalties when interpreting
the law.

Introduction

[1.10]

Time and again, surveys show many commerce and business students view taxation law as one
of the most difficult subjects they encounter in their studies. This need not be so provided it is
understood that the skills necessary for the successful study of taxation law are fundamentally
different from other commerce subjects. If you understand the differences and learn the essential
techniques of how to study taxation law, you should have no difficulty successfully completing
the subject.

[1.20]

This chapter gives valuable guidance on the skills that you need to devel op to get the most out of
your study of tax law and explains how tax law differs from other commerce subjects. The key
points covered are:

e Theimportance of the doctrine of precedent in interpreting tax law and its absence from the
interpretation of financial accounting standards: see [1.30].

¢ Fivetechnical differences between financial accounting and tax law: see[1.70].

e Detail on how the doctrine of precedent led to different definitions of “income” for financial
accounting and tax law purposes: see [1.160].

e How to usethe principal pieces of tax legisation in Australiaand how the main Acts work
together: see[1.190].

e Theimportance of case law in the interpretation of the legidlation: see [1.270].

How you can most effectively access the hints set out in this chapter to maximise higher grades
in this subject is described at [1.310].

Understanding tax law and the doctrine of precedent
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[1.30]

Interpretation of the financia reporting standards is based on accounting principles. Thewordsin
the standards are interpreted with a single aim: to ensure amounts are recognised on a prudent
and conservative basis that reflects actual increases or decreases in afirm's economic position.

The process of interpreting words in the tax legidation is fundamentally different from the
principle-based interpretation of financial reporting standards. Terms in tax legidation are
interpreted not by reference to any commercial or economic principles, but instead on the basis
of a system of legal analysis known as the “doctrine of precedent”. The doctrine of precedent is
the foundation of the common law legal system used in English-speaking countries.

The doctrine of precedent requires judges (and, as a result, tax officials) to interpret words in
laws in a manner that is consistent with the interpretation of those words in earlier judgments. If
the facts of a later case are the same as those in a previously decided case, a similar result should
follow in the later case. If the factsin the later case are dlightly different from the earlier case, the
precedent may be distinguished and another result might follow.

[1.40]

The first step in solving a tax law problem is to find the relevant rules in the tax legislation.
Rarely, however, will only one rule be relevant. More likely, two or more provisions might
potentially apply to the transaction described in the problem, with the borderline between
competing rules unclear.

To determine on which side of the borderline a given transaction will fall, the tax accountant
must proceed to the second step in solving atax law problem, which is to interpret the words in
the different rules. This, as mentioned at [1.30], is completed by looking at the judicial
precedentsin earlier tax cases.

The process is perhaps best explained with an illustration.

Example 1.1: Using precedents

A tax accountant is asked to advise a client who makes pottery whether there is any tax liability
when she gives a piece of pottery to afriend.

First, the accountant will turn to the tax legidlation to find the relevant tax rules. They are very
clear. If the client's activities amount to a business, the item of pottery is trading stock and a tax
liability is triggered when a taxpayer disposes of trading stock outside the ordinary course of
business. If the client's activities are merely a hobby, the pottery is a personal asset, not trading
stock, and there is no tax liability when apersona asset is given away.

The law is obvious — there is one legal consequence if the client's activities amount to a hobby
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and another if they amount to a business. The tax legidation is silent, however, as to when
activities cross the threshold from being a hobby to becoming a business. To answer the crucia
guestion as to whether the client's activities constitute a hobby or business, the accountant will
look outside the legidlation to the precedents of previoudy decided court cases and try to find a
case that closely resembles the client's situation. The outcomes in those precedents will provide a
good indication as to whether the client's activities will amount to carrying on a business as a
matter of tax law.

To the extent that the client's situation is similar to the situations of taxpayers described in the
precedents, the same characterisation is likely to apply to the client's activities. To the extent that
the client's situation differs from the situations of taxpayers described in the precedents, a
different characterisation may apply. The tax accountant must decide whether the precedents will
apply to the client and yield the same characterisation of the client's activities or whether the
facts in the precedents are sufficiently different for them to be distinguished with a different
characterisation applying to the client.

[1.50]

An important difference between tax law advice and accounting advice is the relative level of
certainty. The accountant providing accounting advice can state with confidence that an outcome
does or does not conform to accounting standards. In fact, on audit an accountant must be
completely certain before signing off on the audit.

In contrast, the accountant dispensing tax law advice may only state a probability, based on the
accountant's interpretation of the precedents and indications in public rulings issued by the
Australian Taxation Office (ATO) of how the Commissioner of Taxation (Commissioner)
interprets those precedents (the roles of the ATO and Commissioner are explained at [1.280]).
This advice will be expressed as a view of how the law is likely to apply to the client, but will
caution that, as with any advice on legislation, another interpretation is always possible.

The fact that there are two aternative arguments does not mean that there is no “answer” to atax
guestion. When the facts of a particular case are considered in light of the precedents, a probable
answer will emerge and, while there is no guarantee that a court will not prefer the alternative
argument, advice should set out the likely outcome with a summary of the alternative answer that
could prevail if the expected outcome does not occur.

[1.60]

Example 1.1 illustrates two aspects of tax law that commerce students sometimes find troubling.
Thefirst islearning how to use the doctrine of precedent — relying on decisions in previous cases
to advise on how the law will apply to a new set of facts. The second is coming to grips with the
inherent uncertainty of any advice based on precedents.

By definition, there is always a correct answer to an accounting problem. Accounting students
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are trained to discover the answer by way of coherent facts and unambiguous rules. But in tax
law, students can only offer opinions of how precedents are likely to apply. To provide an
opinion that first explains one possible outcome and then canvasses other possible competing
views or interpretations of precedent is contrary to everything that an accounting student has
previously been taught. No wonder then that commerce students find tax law difficult until they
master the new skills required to succeed in the subject.

Technical differences between tax law and accounting

[1.70]

The commerce subject that at first glance seems most similar to taxation law is financial
accounting. Both accounting and tax law scrutinise receipts and expenditures and measure net
gains over an annual accounting period. However, these apparent similarities mask five key
differences between the two subjects:

¢ Not all receipts are recognised for tax purposes: see[1.80].

e Accounting principles recognise al outgoings but may record an offsetting asset if an
expenditure gives rise to an ongoing benefit or property. Income tax law distinguishes
between capital and revenue expenses and recognises expenditures depending on their
classification: see [1.110].

e Income tax law excludes some income and expenses for policy reasons. see [1.120].

¢ Income tax law ignores some transactions on the basis of anti-avoidance provisions: see
[1.130].

e Timing rules differ in income tax law and accounting principles: see [1.140].

Not all receipts are recognised for tax purposes
[1.80]

To begin with, accounting rules and tax law take substantially different approaches to
recognising receipts.

The object of accounting isto measure net gains or losses over a period and to measure net assets
and liabilities at the end of the period. To do this accurately, accounting must recognise all
receipts, whatever their character. When preparing a set of accounts, an accountant starts with
gross income, meaning all amounts received by a business; profits from business activities,
returns on investments, an unexpected windfall and even a gift will be included in the income
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account. If a receipt is genuinely unexpected or unusual, the accountant will note that it is an
unanticipated or one-off receipt so readers of the accounts are alerted to the fact that the receipt
should not be regarded as typical and likely to be repeated each year. But the receipt itself will be
fully recognised for accounting purposes to the same extent as repeated receipts such as ordinary
and regularly received business income.

[1.90]

In contrast, some receipts are not recognised at all for tax law purposes while others are
recognised but partially excluded from tax accounts. Many one-off or unusua receipts in
particular are excluded or only partially recognised for tax purposes.

Receipts that are recognised for tax purposes are known as “assessable income’. Early
Commonwealth income tax Acts defined assessable income using language almost identical to
that used in financial accounting. Indeed, the early income tax laws looked very similar on paper
to accounting principles. However, drawing on concepts from other areas of the law, courts
concluded that gross income for tax purposes comprised only a subset of gross accounting
income. See [1.160] for more detail on how the courts devel oped this narrow concept of income,
now known as “ordinary income’. As aresult of the restricted judicia interpretation of “income”
for tax purposes, when income tax was first imposed in Australia, only a slice of accounting
gross income was transferred to the income side of atax return: see [1.150]-{1.170].

[1.100]

Soon after income tax was first adopted by the Commonwealth Government in 1915, the
legislature began to broaden the tax base beyond “ordinary income’. Over the years, many
sections were added to the income tax Acts to bring into assessable income various types of
receipts which had been excluded from the judicial concept of “ordinary income”. Since 1997,
the receipts that have been brought into assessable income by specific inclusion provisions have
been known as “ statutory income”.

As aresult of these developments, the accountant's gross income for accounting purposes must
be categorised into three boxes for tax purposes: ordinary income, statutory income (now
included in assessable income, but often subject to concessional treatment or partial exclusion)
and other receipts. The third category of receipts — amounts that are neither ordinary income nor
statutory income — still fall completely outside the scope of income tax law, though of course
they are recognised for financial accounting purposes.

Case study 1.1: Gifts

In FCT v Sater Holdings Ltd (1984) 156 CLR 447, the father of shareholders in a company
gifted money to the company. As gifts are not characterised as ordinary income under the
judicia concept of income and there is no statutory income measure that includes gifts, the
amounts had not been included in the assessable income of the company. However, the Full High




Sources of taxation law

Court agreed that the payments were nevertheless “profits’ of the company within the
accounting sense of that word.

Income tax law distinguishes between capital and
revenue expenses

[1.110]

A second significant difference between financial accounting and tax law is the treatment of
expenses in the two systems. Accounting principles recognise outgoings as expenses in the profit
and loss statement unless the expenditure yields an asset. It that case it appears on the balance
sheet as an asset (with a corresponding debit to cash if internal funds are used or an increase to
debt if borrowed funds are used to purchase the asset). The cost of the asset is then recognised as
deductions on the profit and loss statement as it is used or depreciates in value. In contrast, tax
law distinguishes between two broad categories of expenditures. “revenue’ expenses and
“capital” expenses. Revenue expenses are deducted when they are incurred. Capital expenses are
deducted over a period under a “capital alowance’ or a*“capital works” system. The distinction
between capita and revenue expenses is based on judicia doctrines derived from case law.
Whether an asset is acquired with the expenditure is not one of the factors considered directly in
the judicial doctrines that distinguish between revenue and capital expenses, although how long a
benefit acquired as the result of an expense will last is one factor used in the judicial doctrines.
Others such as the frequency of similar expenses and the relationship between the expense and a
business' income earning “process’ and income earning “structure” are more important factorsin
the judicial tests. As a result, income tax law permits immediate deductions for some expenses
that would be depreciated over a period of years for accounting purposes while it requires
deductions over many years for some expenses that would be expensed immediately on a profit
and loss statement in accounting practice.

Case study 1.2: Expenses to protect position

In Broken Hill Theatres Pty Ltd v FCT (1952) 85 CLR 423 the taxpayer incurred legal expenses
opposing a licence application by a potential competitor. Licence applications were heard
annually and, as a result of the expenditure, the taxpayer was protected from competition for at
least 12 months. The taxpayer argued the expense should be deductible as a revenue expense as
it did not ater or add to any asset of the taxpayer. However, the Full High Court viewed the
expense as one related to the structure of the taxpayer's business, namely its ability to continue to
operate without a competitor. Therefore, athough the expense would be immediately deductible
for accounting purposes, the court characterised the outgoing as a capital expense for tax
purposes and denied the taxpayer an immediate deduction. The expense would now fall into one
of the statutory provisions that allow taxpayers to deduct capital expenses over a period. Under
s40-880 of the Income Tax Assessment Act 1997, a taxpayer would be able to deduct a capital
expense of thistypein equal instalments over five years.

Income tax law excludes some income and expenses
for policy reasons
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[1.120]

A third major difference between financial accounting and tax law emanates from the inclusion
of many “policy” provisions in the income tax laws. In terms of the profit and loss account,
accountants pursue a single objective of measuring net gains in the accounting period. The tax
law, in contrast, is used by politicians to achieve a wide variety of social and economic
objectives. Thus, for example, while an accountant will record all income and receipts for
financia accounting purposes, the tax law explicitly exempts some types of otherwise assessable
receipts for policy reasons. On the expenditure side, the financial accountant does not distinguish
between different types of expenses for policy reasons: if an expense was incurred in a business,
it isrecognised for accounting purposes.

The tax law, however, explicitly denies taxpayers deductions for some types of payments. For
example, to discourage taxpayers from engaging in prohibited activity when carrying on a
business, the tax law denies deductions for expenses such as fines, bribes and some expenses
incurred inillegal businesses.

Income tax law ignores some transactions on the basis
of anti-avoidance provisions

[1.130]

A fourth important difference between accounting and tax law derives from the effect of
numerous anti-avoidance provisions in the tax law. Financial accounting measures net profits on
an entity-by-entity basis. If one entity pays an excessive amount to another related entity,
accounting will ignore the relationship between the two entities, and record an expenditure by
the first entity and a receipt by the second. Tax law may ignore the transfer, however, if it falls
afoul of an anti-avoidance rule that seeks to prevent taxpayers shifting profits from one entity
subject to high tax rates to a related entity (a relative or another entity owned by the same
person) subject to low tax rates.

In addition to a large number of specific anti-avoidance provisions in the tax legisation, thereis
a general anti-avoidance rule in the income tax law made up of several sections that operate
together and which are collectively referred to as Part IVA (pronounced “four A”, asthe IV is
the roman numeral for the number four) after the location of the rule in the Income Tax
Assessment Act 1936. Like the specific anti-avoidance measures, the general anti-avoidance
provisions can lead to divergences between financial accounting and tax law. Another general
anti-avoidance rule is included in the goods and services (GST) tax law and a further generd
anti-avoidance ruleisincluded in the fringe benefits tax law.

Timing rules differ in income tax law and accounting
principles

[1.140]




Sources of taxation law

Finally, afifth major difference between accounting and tax law arises as aresult of the different
timing rules for when income receipts and expense payments are recognised. Financial
accounting principles roughly align with a business' economic position. Receipts are recorded on
an accrual basis and offset by provisionsif the receipts relate to future obligations. Outgoings are
similarly recorded on an accrual basis and offset by assets if assets are acquired as aresult of the
expenditures. These receipts and expenditures are not reflected immediately in the profit or loss
accounts; receipts encumbered by future obligations are brought into profit or loss accounts only
as the offsetting obligations are satisfied and expenditures for assets lasting beyond the end of
the year are brought into profit or loss account only as the offsetting assets are consumed.

In contrast, income tax law measures receipts when they are “derived” and evaluates expenses
when they are “incurred”. As a result of judicia interpretation, the terms “derived” and
“incurred” have unique judicial meanings. Only sometimes do the tax rules relating to when
income is derived and when expenses are incurred coincide with accounting principles that
determine when receipts and outgoings enter profit and | oss accounts.

Origins of judicial tax law concepts

[1.150]

We have seen that there are five main areas of difference between accounting and tax law
concepts. see [1.80]-{1.140]. Only two of these differences are the result of specific rulesin the
tax legislation: the adoption of specia rules to achieve policy objectives other than the
measurement of net gains and the adoption of specific anti-avoidance provisions and one general
anti-avoidance rule. The remaining areas of divergence between financial accounts and tax
accounts result from judicial concepts. the judicial distinction between ordinary income and
other receipts, the judicial distinction between revenue expenses and capital expenses, and the
judicial concepts of when amounts are derived and when expenses are incurred. Understanding
the origins of those conceptsis crucial to learning how to study tax law and write tax law exams.

[1.160]

Income tax is imposed on a taxpayer's “taxable income’, which is defined as a person's
assessable income minus deductions. Assessable income was defined in the original income tax
laws as gross income while deductions were allowed for expenses other than capital expenses.

Australian courts were not encountering these terms — “income” and “capital expenses’ — for the
first time when they appeared in the original income tax laws. Both terms had been used much
earlier in trust law. Trust law distinguished between two types of trust beneficiaries: income
beneficiaries and capital beneficiaries. All receipts derived by the trustee had to be classified as
either income gains or capital gains to determine which class of beneficiaries would be entitled
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to the receipts. All expenses incurred by the trustee had to be classified as either revenue
expenses or capital expenses to determine which class of beneficiaries would be charged for the
outgoings.

When income taxation was first adopted in Australia, the courts concluded that the term
“income” was intended to have the same meaning for tax law as it did for trust law. As a result,
only receipts meeting the trust law concept of income were presumed to be income for tax
purposes. Similarly, expenses labelled capital outgoings under trust law doctrines were treated as
capital expenses for tax law purposes. As is pointed out at [5.20], while the original trust law
notions of income may be much narrower than those used in accounting, they are probably
similar to the understanding of income held by an “ordinary” person on the street. It is for this
reason that gains fitting in the original judicial concept of income for tax purposes are usually
labelled “ordinary income”.

[1.170]

Later chapters in this book explore in detail the nature of ordinary income and the tests used by
the courts to determine whether a receipt will constitute ordinary income. Aswill be seen, one of
the main features of ordinary income s its identification with a source that generates the income.
If areceipt can be seen to be a product of labour or business activity or the use or exploitation of
property, it will acquire an income character under the judicial tests. Thus, for example, salaries
are considered ordinary income from employment, proceeds from the sale of trading stock are
considered ordinary income from business and royalties or interest payments are considered
ordinary income from property.

The basic tests used by the courts to identify when a receipt might constitute ordinary income
from labour, business or the use of property are bolstered by two supplementary judicial tests.
The first supplementary test treats a receipt as income if it has certain income-like
characteristics, namely that it is periodic in nature, expected by the recipient and applied to the
same uses as other types of income might be applied. The second test treats areceipt asincome if
it is recelved as compensation for lost income or in substitution for what would have been
income receipts.

Sources of tax law

[1.180]

While tax law ultimately derives from the statutes that impose the tax, as we have noted, the
coverage of the inclusion sections, exemption provisions and deduction measures is based on
interpretation of the law based on judicia precedents. Thus, court cases have become a second
source of law in Australia. A third source for tax rules in practice, if not strictly as a matter of

10
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law, are the interpretations issued by the Commissioner in the form of “rulings’. These three
sources are explained at [1.190]-1.300].

Legislation
[1.190]

As taxation law is a creation of statute, its primary source lies in legislation, and the income tax
part of a taxation course is based on the operation of three pieces of legislation: Income Tax
Assessment Act 1936 (Cth) (usualy referred as the ITAA 1936), Income Tax Assessment Act
1997 (Cth) (usualy referred to as the ITAA 1997) and Fringe Benefits Tax Assessment Act 1986
(Cth) (usually referred to asthe FBTAA).

This section of the chapter explains why there are two income tax laws and a separate fringe
benefits tax law.

A fourth piece of legidation, A New Tax System (Goods and Services Tax) Act 1999 (Cth)
(usually referred to as the GST Act) isalso relevant to the study of Australian tax law athough it
does not tax income, but instead is atax on final consumption. The background to the GST Act is
described at [1.250]-1.260] and the operation of the GST system is described in Chapter 25.

Four further laws are relevant: an “income tax act” contains the law which imposes the tax on the
base set out in the two Income Tax Assessment Acts, a “rates’ act sets out the actual rates of
income tax, a “tax administration” act sets out the administrative rules for al tax laws, and an
“international agreements’ act modifies the income tax laws in the case of income derived
overseas or by a hon-resident taxpayer, as explained in [1.245].

Income tax legislation
[1.200]

Parallel Commonwealth and State laws. The first Commonwealth income tax in Australiawas
adopted in 1915. All six States had previously adopted State income taxes and, when the Federal
Government adopted its income tax in 1915, the Commonwealth law operated in parallel to the
State laws. As the States had aready established income tax administrations, it was agreed that
the States would collect the Commonwealth income tax on behalf of the Commonwealth.

The Commonwealth law differed in some respects from the State laws and these, in turn, differed
between each State. As aresult, State income tax administrators had to deal with two sets of laws
and aso had to divide revenues where businesses operated across State borders. An attempt to
better harmonise the laws in the 1920s brought the different laws somewhat closer together for a
brief period and in 1936 the States and Commonwealth agreed on a fully harmonised model that
was enacted in each State and by the Commonwesdlth to replace the differing laws. The
Commonwealth adopted as part of the harmonisation program the Income Tax Assessment Act
1936.

The parallel State and Commonwealth income taxes remained in effect only for a short time. In

11
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1942, in the midst of the WWII, the Commonwealth effectively appropriated the exclusive
power to levy income tax as a “temporary” war-time measure, instituting a system of transfer
payments to the States to replace their lost revenue. The income tax has since remained a
Commonwealth-only tax.

[1.210]

Tax law rewrite. The gaps in the Australian income tax laws caused by the somewhat narrow
tax base (constrained by reliance on the judicia concept of ordinary income) provided numerous
opportunities for avoidance. Rather than address the underlying problems that gave rise to
resulting avoidance schemes, the legislature usually responded to costly avoidance arrangements
with narrow and very ad hoc rules, including many piecemeal rules that brought different types
of receipts into assessable income as statutory income.

A deluge of avoidance arrangements in the late 1970s and early 1980s led to an explosion of
complicated tax provisions and by the mid-1980s the income tax law was, in the eyes of many,
extraordinarily complex. Reforms in the mid-1980s led to further income tax complexity and in
the early 1990s the Government announced a project to rewrite the income tax law using
plain-English drafting style. The Government hoped the different drafting style might simplify
the law.

The first parts of the rewritten law were released as the Income Tax Assessment Act 1997. Over
the following three years, many measures were shifted from the 1936 Act to the 1997 Act, but
the plans to move the entire income tax law across stalled by 2000, when a major Business Tax
Review known as the Ralph Review (named after the chairman of the review) proposed a range
of amendments to tax laws. Consequently, attention shifted from completing the shift of rulesto
enacting the business tax changes that eventuated from the Ralph Review. Continual
amendments since then have used much of the available drafting resources and the process of
shifting rules from the ITAA 1936 Act to the 1997 Act has proceeded more slowly than
expected. As aresult, both laws remain in effect.

[1.220]

Concurrent Income Tax Assessment Acts. Accordingly, there are two separate income tax
Acts that tax students must consider when answering income tax law problems: the ITAA 1936
and the ITAA 1997. Students will mostly be concerned with the ITAA 1997 as the key statutory
income measures have been moved from the ITAA 1936 to the ITAA 1997. As agenerd rule, it
is easy to differentiate the provisions of the two principal Acts because each Act adopts a
different numbering system. The sections of the ITAA 1936 are not hyphenated (eg s 24, s51)
while sectionsin the ITAA 1997 are hyphenated (eg s 6-5, s 8-1).

[1.230]

12
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Capital gainstax. Almost as soon as the Commonwealth income tax was enacted and the courts
read the law as applying only to the category of gross income that they labelled “ordinary
income”, the legislature started broadening the tax base. From 1915 until 1985, the broadening of
the tax base was achieved through a continual stream of new inclusion amendments. Almost all
amendments were narrow measures targeted at particular types of receipts or particular schemes
aimed at taking taxpayers out of the tax net. The growth of statutory income sections was
matched on the deduction side by the adoption of many provisions designed to recognise
expenses that the courts had labelled capital expenses and which therefore fell outside the scope
of the general deduction provision.

Despite a growing array of statutory income and capital expense provisions, many gains and
outgoings remained outside the tax system. In 1985 the Government shifted its approach from
the use of piecemeal inclusion and deduction provisions to a more comprehensive solution, with
the adoption of broad-based capital gains measures designed to sweep up most gains and losses
that remained outside the tax base. The provisions, which became known as the “capital gains’
measures, were complex because they used many artificia deeming rules to capture gains that
did not fall in the basic capital gainsrules. The origina capital gains rules were replaced in 1998
by arevised capital gains regime, labelled the “capital gains tax” or “CGT” provisions. A key
feature of the new rules was the replacement of the artificial deeming rules found in the original
provisions with a set of rules that described different CGT “events’, each aimed at a different
type of capital gain to be brought into the income tax.

The new CGT rules were placed in the ITAA 1997. The name of the new rules, the CGT or
capital gains “tax” rules, is the source of some confusion as it suggests capital gains are subject
to a separate tax. Thisis not the case. The CGT rules are discrete in the sense of matching gains
and losses to determine a net capital gain included in assessable income. But despite its
misleading name, the CGT is not a separate tax. It is fine to talk about a gain being subject to the
CGT, but it isimportant to understand that any gain brought into the tax system viathe CGT will
actually be taxed as part of assessable income subject to income tax under the ITAA 1997.

Fringe benefits tax legislation
[1.240]

Thejudicial concept of “ordinary income”’ under the income tax legislation only included cash or
non-cash benefits that could be converted to cash. A receipt that otherwise would be treated as
income from labour, business or property would not be considered ordinary income if it did not
take the form of cash or a benefit that the recipient could turn into cash. The effect of this
restriction on the ordinary income concept was to exclude from the tax base many types of fringe
benefits (non-cash benefits) provided by employers to employees.

The legidature initially responded to the problem by inserting a provision in the income tax law
that included non-cash fringe benefits in assessable income. However, the origina provision was
not well drafted and, to the extent that it could function, it was poorly administered. As a
conseguence, many non-cash benefits continued to escape tax.

Rather than amend the income tax provision to repair its shortcomings, in the mid-1980s the

13



Sources of taxation law

Government decided to copy a New Zeadland precedent and move most employment fringe
benefits into a separate assessment Act, the Fringe Benefits Tax Assessment Act 1986 (Cth)
(FBTAA). Fringe benefits tax (FBT) is collected from employers providing the benefits, rather
than the employees receiving them.

The income tax law explicitly excludes from an employee's income for income tax purposes the
value of any benefits that are fringe benefits as defined by the FBTAA. Since fringe benefits are
explicitly excluded from the income tax, the FBTAA is the starting point for any problem
involving a benefit to an employee other than salary or wages and, if the benefit satisfies the
definition of a fringe benefit under the FBTAA, it is not necessary to consider other tax laws.
The income tax law must be considered only if the problem involves a cash benefit that does not
fall within the broad understanding of salary or wages since salary and wages are not a fringe
benefit according to the FBTAA.

Rates Act, Administration Act and International Agreements Act
[1.245]

Four supplementary laws play important roles in the income tax system. The first of these is the
Income Tax Act 1986 (Cth). It is thought that the Australian Constitution requires two separate
laws to levy an income tax: an assessment Act that measures taxable income that will be subject
to tax; and an imposition Act that then imposes tax on that base. The Income Tax Act 1986
imposes a tax on taxable income at the rate of tax set out in a second supplementary Act, the
Income Tax Rates Act 1986 (Cth).

Thirdly, the Tax Administration Act 1953 (Cth) contains the administration rules for collection of
the tax and various penalties to ensure compliance with the tax laws.

The fourth law is the International Tax Agreements Act 1953 (Cth). When Australian residents
derive income overseas, they will be potentialy subject to two tax systems. Australian residents
are taxed on their worldwide income, including income derived abroad. The country in which the
income was earned may aso levy income tax as the “source” jurisdiction. Similarly,
non-residents who derive income in Australia will be subject to Australian tax on income with a
source in Australia and quite possibly to their own country’s income tax on their worldwide
income. While both countries’ tax systems can solve the problem of double taxation through
their own various credit or exemption rules, the normal practice that has emerged in the
international arena is an agreed division of taxing rights through a bilateral (two country) tax
treaty. Australia has signed more than 40 tax treaties. The taxing rules in these treaties are given
effect by the International Tax Agreements Act 1953, which allows the treaties to override the
normal income tax assessment laws.

GST legislation
[1.250]

To bolster tax revenues during the economic downturn that became the Great Depression, the
Commonwealth Government adopted in 1930 a wholesale sales tax that applied to the sale of
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goods. The tax was problematic in many respects, causing significant economic distortions by
levying different rates on different types of goods and not applying to services at al. Over the
following 70 years there were many calls for its replacement with a broad-based consumption tax
that would apply to final consumption only. This was finally achieved in 1999, with effect from
mid-2000, when the wholesale sales tax was replaced by the goods and services tax (known as
GST).

While the GST is intended to be atax on final consumption only, it islevied at every level of the
supply chain and then reimbursed by way of credits or refunds to registered businesses in the
chain, leaving the full burden to be borne by the final consumer.

[1.260]

The GST system operates independently of income tax and FBT systems. In other words, thereis
little reason to be concerned about GST when thinking of income tax or vice versa. However, for
practical reasons, the two must be viewed in parallel as both GST liability (and entitlement to
credits for GST included in the price of purchases) and certain income tax payments (in
particular an employer's liability for income tax withheld from the wages of employees) are
reported on the same tax interim return known as a Business Activity Statement (BAS). Fringe
benefits tax liability is reported separately.

One point of intersection between the BAS and GST is the treatment of GST payments in the
income tax. In most cases, a business paying GST on its purchases will be entitled to credit for
the tax or a refund. Because the GST paid on acquisitions will be returned to the business, it is
not considered a cost of doing business. Consequently, the income tax contains a provision
denying a deduction for GST that will be credited or refunded back to the taxpayer. In some
situations, a businessis not entitled to credits or refunds of GST on purchases. In those cases, the
tax is deductible as a cost of doing business for income tax purposes.

Case law

[1.270]

We have seen that the meaning of the words in tax laws derives from judicia precedents or
decisions of courts interpreting the provisions in past cases. How binding the precedents will be
depends on the level of the court. Decisions of the Australian High Court, the final court of
appeal in Australia, are the strongest authority for interpretation of law. Decisions of the Federa
Court or State courts are followed if there is no High Court decision on a point. In each case, the
appeal levels (the “Full Federal Court” in the first case and State “ Supreme Courts’ in the second
case) take precedence over decisions of lower courts. At the bottom of the precedent pole are
decisions of the Administrative Appeals Tribunal or its predecessor in tax cases, the Board of
Review. These are (or were, in the case of the Board) administrative bodies with less authority
than a court.

In the early days of tax jurisprudence in Australia there was significant reliance on precedents of
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United Kingdom courts. It is far less common today to look at United Kingdom decisions to
interpret the provisions of the Australian tax law. However, many earlier UK cases continue to
be influential and you will find a number of instances of reliance on decisions by UK courts in
the chapters which follow.

Rulings
[1.280]

Australia's income tax administration is built upon a somewhat unusual foundation. The tax laws
are administered by a government agency, the Australian Taxation Office (ATO). However, the
tax law does not actually create the agency. Rather, it empowers a statutory officer (a
government official whose appointment is protected by a statute or public law) to administer the
tax laws. That person is known as the Commissioner of Taxation (Commissioner). The ATO is
the agency that carries out the actual administration but in theory it is doing so on behalf of the
Commissioner of Taxation. Asaresult, it is common to refer to actions of the ATO as acts of the
Commissioner and to refer to advice from the ATO as coming from the Commissioner.

Australia's income tax law, fringe benefits tax law and GST law all operate on what is known as
a “self-assessment” system. Under this system, taxpayers are responsible for interpreting the tax
law and applying it to their transactions when they complete a tax return. The laws provide
sometimes severe penalties for incorrect reporting of tax liability as an incentive for taxpayers
(or, inreality, in most cases their professional advisers) to get it right.

Private rulings

[1.290]

Taxpayers who are genuinely unsure how the law will apply to a particular transaction can
protect themselves from the risk of a penalty by asking the Commissioner for a “private ruling”
on how the ATO would apply the law to that transaction. These rulings are “binding” on the
Commissioner, meaning that the Commissioner must honour the ruling and shield a taxpayer
from any penalties if the taxpayer follows the advice in the ruling, even if a court later decides
the ruling was not a correct interpretation of the law. While private rulings are delivered directly
to taxpayers who request them, the ATO often produces a “sanitised” version that describes the
guestion asked and the Commissioner's answer without identifying the taxpayer who originally
posed the question. These published versions of private rulings placed on the website are known
asATO IDs, an acronym for ATO interpretative decisions.

Public rulings
[1.300]

In addition to providing individual taxpayers with private rulings on request, the Commissioner
often issues public rulings which set out more generaly the ATO's views on the way in which a
provision of an Act should be applied to determine the extent of tax liability. A public ruling may
also be used to explain which factors will be taken into account by the Commissioner when
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exercising a discretion provided in the tax law and how those factors will affect the decision the
Commissioner is empowered to make. Like private rulings, public rulings are binding on the
Commissioner, meaning that a taxpayer who relies on the view in a public ruling to complete a
tax return cannot be penalised if that view is later found by a court to be an incorrect
interpretation of the law.

Using this chapter

[1.310]

This chapter outlines some of the key differences between commerce and accounting units and
the tax law subject. Understanding these differences is important to understanding how to study
for atax law exam and how to answer a tax exam question. Chapter 2 provides some details on
how to study taxation law and prepare for exams.

This chapter contains examples of issues that will be covered in more detail in your tax law
course. It only touches upon these issues for the purpose of showing two things: how tax law
contains many borderlines between competing rules and how precedents will be used in an exam
answer to characterise a transaction and explain on which side of the border a particular set of
facts is likely to fall. The other chapters in this book explain in much more detail the tax rules
mentioned in the examples in this chapter and the tests established in case law precedents that are
used to decide which tax rule will apply to atransaction straddling the border between competing
provisions.

Return to this chapter periodically during the course. There is a risk that, as you learn about
sections of the tax legislation and the case law tests used to interpret those sections, you will lose
sight of how this information should be digested and used in an answer to a final exam question.
Regular reviews of this chapter may help remind you of the bigger picture and provide guidance
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