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PART A 
 

Question 1 
 
Part 1 
 
In respect of the gain on the shares Rex will be subject to either CGT or ordinary income tax 
depending on his circumstances. If this is his only share dealing and he has clearly held for mor 
than 12 months, it is likely that he will be subject to CGT. That means that he will include in his 
assessable income for the year ending 30 June 2020 the capital gain of $100,000 less the 50% 
discount available to Australian resident individuals. Thus, $50,000 will be included in his 
assessable income and taxed at his marginal rate. Looking at the capital gain in isolation, 
$30,000 will be taxed at 37% and $20,000 at 45% being the applicable marginal tax rates. 
 
If the gain was ordinary income because it was regular or part of a business or a business-like 
activity (see cases such as Ferguson v FCT (1979) 9 ATR 873 and Myer Emporium Ltd (1987) 
18 ATR 693), the gain would be taxed in full giving rise to tax of $30,000 x 37% plus $70,000 x 
45%. 
 
Obviously the latter gives rise to significantly more tax so the strategy is to secure CGT 
treatment. 
 
The two dividends being fully franked would giving rise to additional assessable income of 
$20,000 (ie 2 x $10,000) on which the gross tax payable would be $9,000 (ie 4,500 x 2). 
However, an imputation credit of $6,000 (ie $3,000 x 2) would apply. Accordingly, Rex would 
need to pay an additional $3,000 (ie $1,500 x 2) in respect of the dividend. 
 
Part 2 
 
In respect of the gain if Rex were a resident of Hong Kong and derived a capital gain on the 
share sale no Australian tax would be payable as the shares are not Taxable Australian Real 
Property (TARP) unless the assets of the company in question were mainly real property 
situated in Australia. That is most unlikely. If it were the case CGT would be payable in Australia. 
 
If the gain was ordinary income the question would be whether the gain had a source in 
Australia. Much will depend on the facts in that case. If the share registry was outside Australia 
and the transaction occurred as a result of directions provided outside Australia, it is unlikely 
the source would be here. In that case no tax would be payable in Australia. If it was sourced 
here the entire gain would be assessable as income in Australia. 
 
If as a non-resident, Rex receives fully franked dividends from an Australian public company, 
no further tax is payable in Australia as the 30% company tax is considered to be the full tax 
payable (s128D ITAA 1936. 
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Question 2 
 
Medicos Are Us Pty Ltd (MAS) must consider whether the payment is on income or capital 
account – if on income account it is fully deductible in the current year; if on capital account it 
is not immediately deductible. In that later case, the payments would most likely end up forming 
part of the cost base for CGT purposes of the company’s assets in the form of the acquired 
medical practices. 
 
The payments are likely to be treated as being on revenue account, as the payments are: 
 

• Recurring; 
 

• Paid to multiple medical practitioners; 
 

• Covering a relatively short period of time, namely 5 years; 
 

• Relating to the operation of a business or business-like operation in the form of 
purchasing their clients (i.e. the medical practitioners) services for recurring lump sum 
payments; and 

 
• Made in order to obtain the benefit of having as many doctors as possible working in the 

medical centres with a view to maximising profits; 
 
There are a number of cases that highlight the distinction between payments on income and 
on capital account including Sun Newspapers but of most recent relevance is the decision of 
the Federal Court (currently on appeal to the full Federal Court) in Healius v FCT (2019) FCA 
2011. In that case on similar facts to those at hand the court concluded that for the reasons 
mentioned above the amounts in question were fully deductible on an immediate basis. 
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PART B 
 

Question 3 
 

A discretionary trust like the Swimstar Trust provides great flexibility in distributions. How the 
distributions can and should be made depends on the nature of the income of $200,000 earned 
by the Swimstar Trust. 
 
Essentially, three types of income need to be distinguished: 
 

• Capital gains; 
 

• Franked dividends; and 
 

• Other income. 
 
Dealing with these in reverse order, ordinary income can be distributed to any family member 
and this should be done in writing by formal declaration before 30 June 2020. If the amount is 
not actually paid to the designated beneficiary before 30 June 2021, the amount will be an 
unpaid present entitlement which can lead to further disadvantageous consequences. In 
practice, this only becomes a problem for corporate beneficiaries of which there appears to be 
none here. Each beneficiary then includes the income in his or her tax return for the year to 30 
June 2020 as it is income of that year being income to which they are presently entitled as at 
midnight on 30 June 2020. 
 
As Peter Daniel and Felicity are all aged over 18 and earn no income of their own, each could 
be distributed $18,200 on which no tax will be paid that being the tax free threshold in Australia 
for residents. Depending on the numbers, each could be distributed an additional $18,800 and 
pay tax of 19% on that amount being $3,572. If the trustees then chose to pay any extra other 
income to these three individuals, the marginal tax rate on any such additional income would 
be 32.5%. 
 
In this way the top marginal rate of 45% is avoided. 
 
If there are franked dividends in the income, these can be selectively paid to whichever 
beneficiary can best utilise the franking credit but the franking credit must follow the dividend. 
It cannot be separated from and dealt with independently of the underlying dividend: see 
Thomas v FCT 2018. Further, this can only be done if the trust deed makes provision for such 
a selective payment and the trustees expressly in writing declare the franked dividend is to be 
distributed to the designated beneficiary. 
 
Depending on the size of the dividend it is probably best to distribute the dividend to a 
beneficiary with little or no other income as they can then secure a refund of the excess 
imputation credit. 
 
If there is a capital gain in the trust income, again it can be distributed to any beneficiary in the 
group that the trustees choose provided there is express provision in the trust to allow for this 
and the trustees make their intention to do so clear through an express written declaration.  
 
In choosing the beneficiary to whom to allocate the capital gain, the trustees should be mindful 
of the personal circumstances of each beneficiary such that if any one has a capital loss, the 
capital should perhaps be allocated to that beneficiary who can then offset the capital gain 
against their own capital loss. The distribution retains its character as it passes through the 
trust. 
 
As can be seen personal circumstances of each beneficiary are important to understand as it 
effects who the trustees can distribute to minimise the tax impact. 
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Question 4 
 

As Sandra and Graham have identified they have a number of choices including a partnership, 
a company or a trust. Under the trust option, there are really at least 2 options – a discretionary 
trust or a unit trust. 
 
A partnership is easy and relatively inexpensive to create and operate. A partnership can be 
verbal but it is always preferable if it is done by way of a written partnership agreement which 
sets out all the relevant terms and conditions especially in the event of disagreement between 
the partners and termination of the partnership. The partnership itself pays no income tax 
though it must lodge an information tax return. All the income of the partnership belongs to each 
partner in proportion to their partnership interests. Any losses earned by the partnership are 
also available to each partner as per their individual partnership interest. 
 
By contrast a company, a company is usually more complicated to set up and run and a little 
more expensive in most cases. The company is taxed as a separate entity -  the standard rate 
is 30% but it can be as low as 25% depending on the size of the company and the nature of its 
income (i.e. passive or active). Losses are retained within the company and cannot be released 
to the shareholders. Losses can be carried to future years for offset against future income 
earned by the company subject only to a continuity of ownership or business test being 
satisfied. 
 
A discretionary trust requires a formal trust deed to be prepared and someone needs to be 
appointed to act as a trustee. The preferable course is to have a corporate trustee who would 
be controlled by Sandra and Graham. Establishing a trust in this way is more complicated and 
usually a little more expensive to establish and run. The beneficiaries of the trust would be 
Sandra Graham and their relatives defined to include children and grandchildren. Losses are 
also retained within the trust and cannot be released to the beneficiaries. Utilising losses in a 
trust has many complex rules which need careful analysis. 
 
A unit trust would normally have fixed entitlements for each beneficiary which make the rules 
less flexible than is the case with a discretionary trust. 
 
Non-tax matters are also relevant including joint and several liability for partners in a partnership 
and asset protection which is usually most effectively achieved through a company. 
 
As a general rule, understanding of trusts is very low and should not be encouraged unless the 
parties are very clear about how they operate. 
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PART C 
 

Question 5 
 

Australia’s Goods and Services Tax came into effect on 1 July 2000 and has been set at a 
standard 10% since its inception. 
 
There are many advantages to the current structure and operation of the GST, most significantly 
the following: 
 

• One flat rate makes its operation simple – in contrast to other countries, e.g. India where 
multiple rates apply to different categories; 

 
• For the vast bulk of the population its operation is simple; 

 
• For business the ability to claim back credits is a valuable source of cash flow and 

operates fairly; and 
 

• It raises a lot of money (somewhere in the region of 20% of Federal revenue) with the 
system operating simply for about 80% of the population. 

  
There are many disadvantages: 
 

• The GST free categories make for many artificial distinctions based around for example 
what is basic food and what is not; 

 
• The input taxed categories and how they work is cumbersome and at times clumsy, e.g. 

financial services; and 
 

• The refund of excess input tax credits is open to abuse and has led to many inappropriate 
refund claims. 

 
There are other options including in particular a single stage retail sales tax which would be 
simpler in design could and should be more comprehensive and raise almost as much if not 
more money. It may however lead to more black economy activity. At best it is a mixed message 
of advantages and disadvantages. 
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Question 6 
 

The arrangement with Louise will give rise to Fringe Benefits Tax which will be paid by the 
employer rather than by Louise. This is an unusual feature of Australia’s FBT which is formally 
levied on and paid directly by the employer. Nonetheless in economic terms the costs are 
usually either fully or partially at least passed on to the employee through adjustments to their 
pay package. 
 
The FBT year runs from 1 April to the following 31 March so the employer must declare on its 
FBT return all benefits provided to employees in respect of their employment. 
 
In this case, Louise is provided with two fringe benefits in the form of the use of a company car 
and a low interest loan both of which are covered specifically by the FBT Act 1986. 
 
The car fringe benefit arises as a car is made available to Louise an employee for her private 
use and the car is owned or leased by the employer. 
 
Private use is defined such that any use that is not exclusively in the course of producing 
assessable income. Home to work travel is usually private. 
 
There are 2 available methods to value a car FB – a statutory formula method or an operating 
costs method. The statutory formula is usually more generous. The employer can choose 
whichever method it wants and can with certain constraints switch methods even mid-year. 
 
The statutory formula is worked out on a per car basis and works by applying 20% to the base 
value of the car. The base value in this case is likely to be the cost price, i.e. $60,000. 
Any contribution made by Louise will reduce the taxable value. 
 
Under the operating costs method the taxable value is determined by working out the total 
operating costs of the car during the year and reducing the total in the proportion of private 
kilometres travelled to total. Again, any contribution Louise makes is taken into account. 
 
To determine operating costs a log book must at the minimum be kept for a continuous period 
of 12 weeks. Details need to be kept as to each trip taken such that a reasonable basis is 
available for determining the level of use and private v business. 
 
The taxable value of a loan fringe benefit is the amount by which the notional interest calculated 
on the loan for the FBT year exceeds the amount of interest that has actually accrued on the 
loan during the year – see s 18 FBT Act. The notional interest is calculated by reference to the 
statutory benchmark interest rate which for the 2019-20 FBT year is 5.37% - Determination TD 
2019/6. 
 
Thus, the taxable value of this fringe benefit would be $26,850 (i.e. $500,000 x 5.37%) per FBT 
year during which the loan is outstanding as per the original interest rate of 0%. 
 
If Louise had herself been entitled to a full deduction for interest paid had she personally 
incurred the expenditure, the taxable value would be reduced to nil. Thus, it depends on the 
purpose of the loan – we can assume it is to assist her in buying a private residence so this so 
called otherwise deductible rule would not apply. 
 
If the otherwise deductible rule did apply, to the extent Louise contributes to the cost of the loan 
the FBT amount would be reduced. 
 
In certain cases the taxable value may need to be grossed-up to reflect an appropriate pre-tax 
value to apply FBT to. 
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Question 7 
 

In Australia residents as a broad rule are taxed on their worldwide income. 
 
If the income has been taxed overseas the income will either be effectively exempt from tax in 
Australia or will be subject to tax but with a credit (in Australia called a Foreign Income Tax 
Offset – FITO) for the foreign tax paid. 
 
An example of an item of exempt income is a non-portfolio dividend paid by a foreign resident 
company to an Australian resident company. 
 
An example of an item of income taxed in Australia but with an accompanying FITO is a royalty 
paid from an overseas country to an Australian resident individual. 
 
An example would be a royalty of $100 paid from a foreign country which imposes royalty 
withholding tax at 20% to an Australian resident individual with a marginal tax rate of 47%. The 
foreign country would be paid $20 out of the $100 with $80 being remitted to the Australian 
individual. The Australian individual would include the $80 receipt in his or her tax return plus a 
gross-up of $20 effectively declaring $100 of assessable income. Tax would then be calculated 
at a 47% rate giving rise to a tax payable of $47 less the FITO of $20. 
 
Quite apart from all that capital gains derived by residents are also taxed on their worldwide 
capital gains irrespective of where those gains arise. Again any tax payable overseas can be 
credited against the CGT payable in Australia. However, as only half the capital gain will be 
included in assessable income as a result of the CGT discount available to resident individuals 
effectively only half the foreign tax paid can be claimed as a FITO. This was the result in the 
recent decision of the Full Federal Court in Burton v FCT (special leave to the High Court has 
been denied). 
 
All of the above may be subject to variation if a Double Tax Agreement as effected by the 
Multilateral Instrument. 
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Question 8 
 

Australia decided in 1987 to go for the clearest and purest system of dealing with possible 
double taxation of corporate profits namely a full imputation system. Under this system, all the 
tax paid at the corporate level is imputed to the shareholders and taxed in the shareholders’ 
hands with a credit or offset for the tax already paid at the corporate level if and when they each 
receive their dividend out of corporate profits. If paid out of untaxed corporate profits for 
whatever reason, tax is simply paid by the shareholder at the shareholder marginal tax rate. By 
providing a refund to shareholders for any excess tax credits tax is only ever paid at the 
shareholders’ marginal rate. 
 
An example could look like this: 
 
1. X, an Australian individual, receives a fully franked dividend from Y Limited of $70 
 
2. He would include in his tax year in the year the dividend is received $70 plus $30 to 

effectively treat him as though he had earned the full $100 pre-company tax of 30%. 
 
3. He is then taxed at his marginal rate, lets assume 47%, giving rise to a gross tax liability 

on the dividend of $47.  
 
4. However $30 has already been paid at the company level so the net additional tax to be 

paid by X is $17. 
 
5. In that way the total tax paid on the $100 pre-company tax income will be $47, $30 paid 

by the company and $17 by X.  
 
6. This is the correct amount as X is subject to a personal tax rate of 47%. 
 
7. If X had been a zero rate taxpayer the full amount of $30 paid at the company level would 

have been refunded to X ensuring no tax is paid on the $100 pre-company tax profit as 
it is received by a zero rate taxpayer. 

 
8. If a classical system with no relief applied tax of $30 would have been paid at the 

company level and X would be liable for a further $32.90 (i.e. $70 x 47). This would leave 
X with $37.10 an effective overall rate of 62.9%. 

 
The example highlights the significant improvement delivered through the imputation system 
effectively eliminating double taxation of corporate profits. 


