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Property Sales This section examines the CGT treatment of various types of property sales. Whether you’re a homeowner or an investor, there’s something in here for everybody.



‘til Death Do Us Part It’s an almost inevitable fact that, at some point in our lives, we will inherit assets and cash from our loved ones when they die. In this section we examine the CGT treatment of three of the most common types of inherited assets – cash, real property, and shares.



Tips and Traps This section provides readers with a range of CGT tips and traps to watch out for. Gift and loan back arrangements, superannuation contributions, and main residence nominations are just some of the ways to reduce your CGT liability.



Accessing the Small Business CGT Concessions
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The Small Business CGT Concessions are a great way for business owners to reduce the capital gains tax payable on the sale of their business or individual business assets, or when assets are transferred in the event of a restructure. Last income year alone, hundreds of millions of dollars of concessions were claimed. This section takes a close look at the concessions, with a particular focus on the qualification criteria.



PROPERTY SALES With property ownership in Australia at very high levels relative to the rest of the world, this section looks at the CGT implications of some common types of property sales, including subdividing and selling off land attached to your main residence, one-off developments, and also the sale of residential rental properties.



Subdividing Your Main Residence The following scenario is quite common:



EXAMPLE 1 Ji m pu rch a s e d hou s e a nd la nd p ost CGT (a f t e r 19 September 1985). The dwelling is his principal place of residence for CGT purposes. Jim now wishes to subdivide the block into two parts, with the house on the front block (in which he will continue to live) and vacant land on the back block which he intends to sell in its present condition. Typically, when “Mum and Dad” subdivide the backyard and sell the vacant block, it will be assessed on the capital account. However, where they have developed the land (especially where they have erected buildings) it may be assessed on the revenue account to be assessed as ordinary income (see next Section).



TAX SAVERS



Assuming it’s assessed on the capital account, the fi rst point to note is that the subdivision and the creation of a new block of separate vacant land does not itself have any CGT implications. In the event that the vacant block is sold, the main residence exemption from CGT will not be available. Section 118-165 of the Income Tax Act provides that the sale of adjacent land separately from a dwelling will not be eligible for the main residence exemption. Therefore, the sale may be subject to CGT. Although the main residence exemption is not available, Jim can apply the CGT discount as the land has been owned for 12 months or more. The 12 months is measured from when the original purchase was made, not from when the subdivision was undertaken. In calculating the capital gain or loss, Jim is required to apportion the original cost base of the land to the part of the land that is sold. This will generally be done on an area basis but also taking into account any inherent advantages one lot may have over the other. For example, Jim’s vacant lot at the back may have magnificent beachside views not available to the front block. Therefore a higher proportion of the original cost base of the land would be attributed to the back block. You must then add to the cost base a reasonable proportion of incidental costs of acquiring the land (such as stamp duty, agent’s fees etc.).



One-Off Developments Many property sales fall neatly into either the capital account (e.g. the sale of the backyard of your main residence in its present undeveloped state) or the revenue account (e.g. a property developer makes a sale of new house and land). However, a number of sales fall somewhere in between, such as where an owner of a vacant lot undertakes some degree of development of the land and then sells it off, or a farmer sells off a portion of their land. From a CGT standpoint, the question of whether a sale falls on the revenue account or on the other hand the capital account is important for the following reasons: • Revenue – any sale proceeds are not eligible for the 50% CGT discount or the CGT small business concessions, while any losses can be used to offset other income such as salary and wages and also offset any current year capital gains. • Capital – any gains may be eligible for the 50% CGT discount and the small business concessions, while any losses can be used to offset current or prior year capital gains but cannot offset other income such as salary and wages or business income. The following factors may indicate that the sale is beyond a mere realisation of an asset, and therefore is assessable on the revenue account. No single factor is decisive: • There is a change of purpose for which the land is held • Additional land is acquired to be added to the original parcel of land • The parcel of land is brought to account as a business asset • There is a coherent plan for the subdivision / sale • Borrowed funds financed the subdivision / development • Interest on any money borrowed is claimed as a tax deduction



Australian Taxation Reporter • special edition • There is a level of development on the land that goes beyond that necessary to secure Council approval for the subdivision or sale • Buildings have been erected on the land that is to be sold off.



EXAMPLE 2 Following on from EXAMPLE 1, assume instead that Jim receives advice from the local real estate agent that the property market is booming and that local land is in hot demand. However, in order to be sold, any vacant blocks must first meet Council regulations which require the provision of water to the blocks. To comply with these requirements, Jim arranges for water, as well as storm water drainage and telephone services to the blocks. He also engages a builder to erect a ‘granny-flat’ on the unused block, as well as fencing. He finances this construction with a loan from the bank. Now looking to sell, Jim wonders whether the sale will be assessed on the revenue or capital account. ANSWER The sale is likely to be assessed on the revenue account as ordinary income for the following reasons: • There is a change in purpose for which the land is held. Since receiving advice on the local property market from his real estate agent, Jim no longer holds the vacant land just as part of his main residence. He now holds it for a profit making purpose • Borrowed funds financed the construction of the ‘grannyflat’ and the fencing • By providing for storm water drainage and telephone services, Jim has gone beyond the requirements necessary to receive Council approval for the sale of the block • Jim has engaged a third party builder, and • Buildings have been erected on the land, namely a ‘granny-flat’. Consequently, any sale proceeds (not just the capital gain) will be assessable to Jim as ordinary income. Therefore, Jim will not be permitted to use reduce his tax liability on the sale by utilising the 50% CGT discount. We can see from this example, that even ‘Mum and Dad’ homeowners engaging in one-off transactions can have sales assessed on the revenue account, despite having no history of property development and despite not being in business.



Rentals A significant number of Australians own a residential investment property. Even where you own a number of properties and rent them out on an ongoing basis, sales of this style of property will generally be assessed on the capital account – meaning that you may claim the 50% discount if you owned the property for 12 months or more, while any losses can be used to offset current or prior year capital gains but cannot offset other income such as salary and wages or business income. The capital gain or loss will be worked out as the difference between the property’s “cost base” and the “capital proceeds” received. Where the later exceeds the former, you will have made a capital gain. Where the former exceeds the later,
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you will have made a capital loss. There are a number of complexities to this calculation which are quite often overlooked. “Capital proceeds” is the amount you received from the sale but excluding the part of the sale proceeds that relates to depreciating assets. In the context of a rental property these may include any free-standing furniture sold with the property, air conditioners, ceiling and exhaust fans, clocks, carpets, hot water systems etc. By subtracting these items out of the capital proceeds you receive, this will reduce your capital gain. By overlooking this, your capital gain will be calculated incorrectly and be larger than it should be.



COMPLEX CALCULATION Note that most contracts do not allocate the sale price between non-depreciating assets (such as the building and land) and depreciating assets. Where this is the case, you and your advisors will need to reasonably determine the amount to be allocated to depreciating assets. This cannot be based on the written down (adjusted value) at the time of sale, but rather must be worked out as the market value of the assets at the time of sale. An independent valuation is recommended, such as by a quantity surveyor. On the other hand, where the contract does allocate a price for the depreciating assets, this will generally be accepted by the Tax Office where the buyer and seller are dealing with each other at arm’s length. The other element of the CGT calculation, the “cost base”, also needs to be adjusted at the point of sale. When sold, the cost base of rental properties acquired after 7:30pm on 13 May 1997 must be reduced by any capital works deductions claim that has been made or which could have been made. Capital works deductions are otherwise known as building depreciation, whereby you claim depreciation on the construction costs of the building. You do need to be the original owner of the building to claim capital works deductions. For properties where construction commenced after 15 September 1987, the capital works claim will be spread over 40 years at the rate of 2.5% of the construction costs each year. It logically follows from the earlier discussion that you also need to subtract from the property’s cost base the market value of the depreciating assets at the time of purchase.



EXAMPLE 3 Thomas is a school teacher who purchased a rental property in January 2012 for $400 000 (including acquisition costs such as stamp duty and agent fees). Thomas was advised by the vendor in writing that the original construction costs of the dwelling were $230 000. The contract did not allocate the purchase price between the depreciating assets and the land and building, however Thomas engaged a quantity surveyor who assessed the market value of the depreciating assets at $27 000. Thomas sold the dwelling in Januar y 2015 for $510 000, and incurred $28 000 in other fees such as agent’s commission etc. Again, the sale contract did not allocate the selling price between the depreciating assets and the land and building, however Thomas again engaged a quantity surveyor who assessed the market value of the depreciating
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Capital Gains assets at $19 000. During his period ownership Thomas claimed $17 250 of capital works deductions ($230 000 x 2.5% over 3 years). Thomas wonders how to calculate his capital gain. ANSWER Thomas has made a net capital gain of $105 250 calculated as follows: Capital Proceeds of $489 000 ($510 000 - $21 000 for depreciating assets) Minus Cost Base of $383 750 ($400 000 + $28 000 of incidental costs of sale – $17 250 of capital works deductions – $27 000 for depreciating assets). Because the property has been held for more than 12 months, Thomas can claim a 50% discount, reducing his capital gain to $52 625 ($105 250 x 50%). This will be added the Thomas’s other income (such as salary and wages) to be taxed at his individual marginal tax rate.



‘TIL DEATH DO US PART It’s an almost inevitable fact that, at some point in our lives, we will inherit assets and cash from our loved ones when they die. In this section we examine the CGT treatment of three of the most common types of inherited assets – cash, real property, and shares.



Background When a person dies the assets that constitute their estate can either pass directly to beneficiaries, or pass directly to their Legal Personal Representative (LPR) (e.g. trustee of their deceased estate). In administering or winding up a deceased estate, the trustee may need to dispose of CGT assets, for example to pay the deceased’s outstanding debts. Assets disposed of in this way are subject to the normal CGT rules, with any capital gain or loss to be included in the tax return of the deceased estate. Assets that are not sold off in this way are subject to special treatment. As a general rule, CGT applies to any change of ownership of a CGT asset, unless the asset was acquired before 20 September 1985 (pre-CGT). However, a special rule allows any capital gain or loss on a post-CGT asset to be disregarded when an asset of the deceased passes either: • To their legal personal representative or to a beneficiary, or • From their legal personal representative to a beneficiary. (Note that this CGT exemption does not apply if the CGT asset passes from the deceased to a foreign resident or to a tax-advantaged entity such as a charity).



AFFECTS MOST TAXPAYERS AT SOME POINT However, as we will now explore, depending on the type of asset, CGT may apply when the beneficiary subsequently sells or otherwise disposes of the inherited asset.



TAX SAVERS



Real Property (Dwellings) CGT may apply when you dispose of a dwelling that you inherit. Whether CGT applies to the sale will depend on a number of factors including whether the deceased died before or after 20 September 1985 and whether the deceased acquired the dwelling on or after this date. Deceased Died Before 20 September 1985 If you acquire an asset from a deceased person as their LPR or beneficiary, you are taken to have acquired the asset on the day the person died. If they died before 20 September 1985, any capital gain you make on any subsequent sale is exempt from CGT irrespective of the use to which you put the property (i.e. even if you rented it out, it is still exempt from CGT). However, where you make capital improvements to the property (e.g. an extension) on or after 20 September 1985, the improvement may be subject to CGT on sale where the cost base of the capital improvement is: • More than the improvement threshold for the income year in which the sale occurs, and • More than 5% of the amount of money and property you receive from the sale.



EXAMPLE 4 – CAPITAL IMPROVEMENTS Samantha inherited the family home from her father on 10 July 1984. Her father had raised his family and lived in the home from the time he purchased it in 1960. Upon inheritance, Samantha proceeded to rent out the property until February 2015. To make the property more attractive to potential purchasers, Samantha then erected a ‘granny-flat’ at the back of the property at a cost of $200 000. The construction was completed in May 2015. The entire property was then sold in June 2015 for $1 million. Samantha wonders about the tax treatment of the sale. Family Home and Land Because Samantha inherited the property before 20 September 1985, the sale of the land and the family home will be exempt from CGT despite the fact that Samantha used the property for income producing purposes throughout almost the entire period of her ownership. This point should be noted for those in Samantha’s situation – you can rent out an inherited pre-CGT property for an unlimited time and there will be no CGT consequences upon the eventual sale. This exemption would also apply to Samantha even if her father used the property for income producing purposes during his ownership period. ‘Granny-Flat’ Despite being constructed on pre-CGT land, the ‘granny-flat’ will be subject to CGT because: • Its cost exceeds the 2014/2015 CGT improvement threshold of $140 443, and • It comprises more than 5% of the amount of money and property that Samantha received for the sale. This quantum of the CGT improvement threshold should be noted by those like Samantha who have inherited pre CGT property. It permits you to make substantial CGT exempt improvements to property e.g. car-ports, extensions etc. provided those improvements are under the quite sizable threshold of $140 443 (2014/2015).



Australian Taxation Reporter • special edition Deceased Died on or After 20 September 1985 but Acquired the Dwelling Before This Date In this situation, regardless of whether the dwelling was the main residence of the deceased, you can disregard a capital gain or capital loss when you dispose of a dwelling you have inherited if either of the following conditions applies: • Condition 1 – You sell the dwelling within two years of the deceased’s death, or • Condition 2 – From the deceased’s death until you sell the dwelling, it was not used to produce income and was the main residence of one or more of the following: A person who was the spouse of the deceased immediately before the deceased’s death (but not a spouse who was permanently separated from the deceased) An individual who had a right to occupy the home under the deceased’s Will, or You as a beneficiary, if you disposed of the dwelling as a beneficiary.



STRATEGY These two conditions provide beneficiaries with ample flexibility depending on how you wish to use the inherited property. The CGT exemption under Condition 1 applies irrespective of how you use the property during your two-year ownership period. That is, you are free use the property as an income stream by renting it out and yet there will be no CGT consequences provided you meet the two-year sale deadline. Note that it’s important to be vigilant regarding this two-year deadline. Where you exceed the two-year period by even just one day, the CGT exemption will be lost for the entire period post-death. On the other hand, under Condition 2, if you or an abovementioned person wish to use the property as your main residence, then you can do so indefi nitely and then enjoy a total CGT exemption upon the eventual sale – no matter how far into the future this may be. Deceased Acquired the Dwelling on or After 20 September 1985 In this situation, if the dwelling passed to you on or before 20 August 1996, you disregard any capital gain or loss upon disposal if: • Condition 2 (above) is met, and • The deceased used the dwelling as their main residence from the date they acquired it until death, and did not use it to produce income. On the other hand, if the dwelling passed to you after 20 August 1996, you disregard any capital gain or loss upon disposal if: • Either Condition 1 or Condition 2 (above) is met, and • Just before the deceased died, it was their main residence and was not being used to produce income.



EXAMPLE 5 Bob died in May 2013, leaving his house to his daughter Beatrice. During his 10 years of ownership, Bob rented out the property to tenants before he became ill at the start of 2013 at which point he moved into the property; occupying it
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as his main residence. Upon inheriting the property, Beatrice rented it out to tenants until she sold it in April 2015. She now wonders about her CGT liability. ANSWER Despite the property having been rented out for almost the entire period of both Bob’s and Beatrice’s ownership, no CGT is payable upon Beatrice selling the property for the following reasons: • Bob originally acquired the property on or after 20 September 1985 • Although renting out the property for most of his ownership period, the property was his main residence just before he died • By selling the property within two years of inheritance, Beatrice meets Condition 1 (above). This example again illustrates the generosity of the CGT inheritance rules. Despite the inherited property only being used as a main residence for a few months out of 12 years, it is entirely exempt from CGT. If you inherit a property, be mindful of these rules, particularly your ability to use the property as an income stream for up to two years and yet, like Beatrice, pay no CGT upon sale. Joint Ownership As is quite common, if you have acquired a property together with another party (e.g. spouse or other relative) it can be either as tenants in common or as joint tenants. In the case of tenants in common, if one party dies, their interest in the asset becomes part of their deceased estate. It can then only be transferred to a beneficiary or be sold or otherwise dealt with by the trustee of the deceased estate. In the case of joint tenants, in the event of death, the deceased’s interest in the property automatically passes to the surviving joint tenant – it is not an asset of the estate. If the dwelling was the main residence of the deceased, you may be entitled to the main residence exemption in relation to the interest you have acquired from them. Cost Base If you determine that a property you have inherited is not exempt from CCT, when you as a beneficiary subsequently dispose of it, you will need to work out the property’s cost base for the purpose of calculating your CGT liability. A property that was the deceased’s main residence when they died, and was not being used to produce assessable income, is taken to have been acquired by the LPR or beneficiary for its market value when the deceased died. This market value rule does not apply where the main residence was bequeathed before 20 August 1996. In that case, it is taken to have been acquired by the LPR or beneficiary for the deceased’s cost base (which is broadly what they paid for it, plus any associated costs of buying such as agent fees, stamp duty etc.). If the dwelling was not the main residence of the deceased when they died, then the normal rules for working out the cost base of inherited CGT assets will apply (see later).



Other Post CGT Assets Unlike disposals of dwellings, there is no two-year CGT
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Capital Gains



TAX SAVERS



exemption disposal rule that applies in relation to other CGT assets such as shares and vacant land. Where you inherit other post CGT assets (i.e. those acquired by the deceased on or after 20 September 1985) such as shares and vacant land, you are taken to have acquired those assets for the cost base or reduced cost base of the deceased at their date of death. If the asset was originally acquired by the deceased pre-CGT (before 20 September 1985) and you inherited it after this date, you are taken to have inherited it for its market value at the deceased’s date of death. On the other hand, if you inherited the asset before 20 September 1985, it is CGT-free upon disposal.



or other family member) brings with it capital gains tax consequences – broadly speaking, the asset will be taken to be sold at its market value on the date of transfer. In the case of the family home, future CGT exemptions may also be lost. There may also be stamp duty imposed on the transfer. To negate these costs while achieving your asset protection goals, you may wish to consider a gift and loan back arrangement. This involves the owner of an asset gifting their equity in the property to another party such as a family trust or a low risk spouse. The family trust or low risk spouse then lends the equivalent amount of money back to the owner and takes a secured mortgage over the property as illustrated in the following example:



CGT Discount



EXAMPLE 6 – GIFT AND LOAN BACK



The CGT general discount allows you to reduce the CGT payable by 50% on an asset held for 12 months or more (a reduced discount of 33% is available for superannuation funds, while companies are not eligible for any general discount). For the purposes of the 50% discount, where you inherit a post-CGT asset (whether it be a dwelling or any other CGT asset) you will be taken to have acquired it when the deceased acquired it. The ability to combine the ownership period of the deceased and yourself may come in handy when a quick sale is desired, such as when you need cash or when the market is at a high point and it’s a good time to sell. In the case of assets acquired by the deceased pre-CGT, the 12-month holding rule is measured from the deceased’s date of death.



Jason is in business as a sole trader. He also holds 100% ownership of an investment property. The market value of the property is $600 000 and there is an existing mortgage held by the bank of $200 000. Worried about the exposure of the property to creditors, Jason creates a trust and gifts his $400 000 equity in the property to that trust. The trust then lends that amount back to Jason and takes security over the property by way of a second mortgage. In the event that Jason’s business gets into trouble or he is sued, the entire net equity in the property is protected by a registered mortgage. The bank still has priority under its first registered mortgage. However the remaining equity in the property is secured by the family trust by way of the second registered mortgage – consequently, any creditors of Jason’s business effectively have no claim over the property. Under the arrangement, the underlying ownership of the property still rests with Jason. Therefore, his asset protection goal has been achieved without incurring CGT or stamp duty. If Jason had instead transferred the title of the property to the trust or to his spouse, he would have been taken to have sold it for $600 000 and CGT and stamp duty would be payable. Note that where the value of the property increases or the debt owing on the property decreases, the loan arrangement between the family trust and Jason should be ‘topped up’ so as to ensure the entire equity in the property is protected. This can be achieved by Jason gifting further amounts to the trust equal to the increased equity in the property.



Cash? The other commonly bequeathed asset is cash. Where cash is bequeathed to you, there are no tax consequences. Cash is not a CGT asset and nor will it be assessed to you as income. You do not need to declare it on your tax return. However, any interest you subsequently earn on such amounts will be assessable to you.



TIPS AND TRAPS This section provides readers with a range of CGT tips and traps to watch out for. Whether you are in business or not, there’s something in here for everybody.



Gift and Loan Back Arrangements It is quite common for the equity in a personal asset (such as the family home or an investment property) to be owned by one or more persons in their own names. Where these persons face risks through their day-to-day personal or business dealings (such as being in business), the equity in these assets is exposed.



CUTTING EDGE STRATEGY Unfortunately transferring the title of these assets to other parties who do not face business risks (such as a spouse



On the downside, a gift and loan back arrangement involves the preparation of a range of legal documentation (including the deed of gift, loan agreement and mortgage documents) as well as the cost of setting up the discretionary trust. It should also be noted that such an arrangement cannot be used where bankruptcy is imminent to defeat existing creditors. Bankruptcy laws in Australia provide trustees with the ability in most cases to claw-back transactions for a period of up to five years. If you wish to pursue this strategy, you should first talk to your advisors.



Restructure Relief Thanks to a recent reform announced in the Budget, small businesses will soon be permitted to change their legal structure (e.g. from a sole trader to a trust) without attracting a CGT liability. Currently CGT relief is only available where sole traders, trustees or partners in a partnership



Australian Taxation Reporter • special edition incorporate as a company. This measure will apply for small businesses who change entity type from 2016/2017. This is a welcome reform as small businesses often desire a change of structure (for example, for reasons of simplicity and ease of understanding, a number of small businesses start out as sole traders but, as their business grows, this structure no longer meets their needs). Business owners should periodically review their structure (sole trader, trust, company or partnership) to ensure it continues to serve their needs.



Stretching the Super Caps Because of the generous concessional tax rates that apply, many exiting business owners are keen to invest the capital proceeds from selling their business into superannuation. These concessional tax rates are as follows:



Tax Rate Inside Outside Superannuation Superannuation Investment earnings (such as interest, rent, dividends)



-15% if account is in accumulation mode -0% if account is in pension mode



Capital gains



-15% if account is in accumulation mode (10% if asset is held for more than 12 months) -0% if asset is used to support pension



Marginal tax rate



ENJOY CONCESSIONAL TAX TREATMENT EXAMPLE 7 – CGT LIFETIME CAP Brock is a 57-year old sole trader whose business commenced in 1998. The business has a turnover of just under $2 million, and therefore qualifies as an SBE. In January 2015 he sells his business to Cameron for $1 700 000. The sale qualifies for the 15-Year Exemption and therefore any capital gain is totally exempt from tax. Keen to provide for his impending retirement, Brock wonders how he can contribute the proceeds into the concessionally taxed superannuation environment. ANSWER Through a combination of the standard non-concessional contribution cap and the CGT Lifetime Cap, Brock can immediately contribute the entire proceeds of the business sale into superannuation.



CGT Lifetime Cap Because the sale of the business qualifies for the 15-Year Exemption, Brock can utilise the CGT Lifetime Cap. Provided he makes the contribution before 1 July 2015, he can contribute $1.355 million to superannuation and it will not count towards his standard non-concessional cap.



Standard Non-Concessional Cap Marginal tax rate



However, the non-concessional contribution caps restrict the amount that can be contributed to your superannuation fund. If you contribute in excess of the following amounts, excess contribution charges can apply:



Type of Cap



Annual Cap for 2014/2015



Standard NonConcessional Contribution



$180 000



3 Year Bring-Forward Non-Concessional Contributions for Those Aged under 65



www.taxreporter.com.au



$540 000 over three financial years



Even where you elect to use the 3-year bring forward cap, $540 000 can for many business owners fall short of the proceeds they receive for a business sale. To assist in this regard, business owners may wish to consider utilising the Lifetime CGT Cap. This cap allows non-concessional contributions to be made in excess of the above limits. The Lifetime Cap for 2014/2015 is $1.355 million and is indexed each year. The cap is only available for Small Business Entities (SBEs) when the amounts contributed to superannuation are: • Capital proceeds from the sale of an asset that qualifies for the 15-Year Exemption (see Page 12), or • Capital gains from the sale of an asset that qualifies for the $500 000 Retirement Exemption (see Page 11).



As he is under 65 years of age, Brock can utilise the 3-year bring forward non-concessional cap. By doing so he can contribute the remainder of the capital proceeds of $345 000. In doing so, this will prevent him from making any further non-concessional contributions in 2014/2015 and also severely limit his ability to make non-concessional contributions in 2015/2016. The take-home message is that the superannuation caps provide small business owners with extra capacity to make contributions. Assess the nature of your capital gain – where it qualifies for the 15-Year Exemption or the Retirement Exemption, the Lifetime CGT Limit can be utilised. This can allow you to get the proceeds of your sale quicker into the concesssionally taxed superannuation environment than you would otherwise be permitted. In pursuing this strategy be aware that: • If you are between 65-75 years of age, you must satisfy a ‘work test’ in order to contribute to superannuation. If you are 75 or over, you cannot make personal contributions to superannuation. • While contributing to superannuation does have its benefits (see earlier), you will not be able to access these contributions until you meet a condition of release, just like any other superannuation contribution. This generally means reaching 55 and retiring, or turning 65.



Market Valuations Many provisions of the CGT legislation require the ascertainment of ‘market value’ including: • $6 million net asset value test. This is one of the four gateways for access to the lucrative small business CGT concessions (see Page 12). Under this access point, the net market value of your assets at the time of sale must be less than $6 million.
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Capital Gains • Related-party transfers. Where related individuals or businesses transfer CGT assets between each other and the transfer is not at arm’s length, they will be taken to have made a capital gain or loss to be calculated on the market value of the asset at the time it was transferred. • Home first used to produce income for the first time after 20 August 1996. In working out your capital gain, you may be taken to have acquired the dwelling at its market value at the time you first used it to produce income if you meet certain conditions. • Inheriting assets. When you inherit assets you may be required to use as your cost base the market value of the asset at the deceased’s date of death (see earlier). • Working out your reduced CGT discount percentage. If you held a CGT asset before and after 8 May 2012 and have a period of non-residency after this date, and you wish to use the Market Value Approach to ascertain your reduced CGT discount, a market valuation will be required as at 8 May 2012. For CGT purposes, it is not necessary that the valuation be conducted by an expert. The Tax Office themselves state that the valuation can be undertaken by any of a registered valuer, a member of a professional valuation body, a director for balance sheet purposes, or even a person without any formal valuation qualifications whose assessment is based on reasonably objective and supportable data (for example, contacting a real estate agency and using the sale price of other similar properties in your area as the basis for the market value of your property). Despite this, we strongly recommend engaging a qualified valuer, especially where: • Retrospective valuations are required (such as where you are selling an inherited asset, or where you failed to obtain a valuation at the time you acquired a CGT asset from a related party at less than market value and are selling that asset some years later). • The amounts involved are large. If the valuation on a highvalue asset is not accepted by the Tax Office and a large discrepency is found, significant shortfall penalties could be imposed. Although professional valuations (which will be accompanied with valuation reports) can be expensive to obtain, they are much less likely to be challenged by the Tax Office and even less likely to be overturned than those conducted by unqualified parties. This largely insulates you from the possibility of having your return amended (along with the imposition of penalties), giving you certainty and peace of mind moving forward.



Proving the Main Residence Exemption Unlike many other countries, in Australia the proceeds from the sale of the family home are generally tax-free (irrespective of the quantum of the sale price) where the dwelling is not used for income producing purposes. This is otherwise referred to as the main residence exemption from CCT. You may be called upon by the Tax Office to prove that a dwelling is your main residence in any number of circumstances such as: • Evidencing that you have met the conditions for the six-
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year absence period under the Six-Year Rule (see Page 10) in Section 118-145 of the Income Tax Act. One such condition is that you have established the residence as your main residence. • Evidencing that you have met the conditions for the FourYear Construction Rule in Section 118-150 for the purposes of claiming the main residence exemption during the period where you are building. Among these conditions are that the dwelling becomes your main residence as soon as practicable after it is completed and that it remains your main residence for at least three months. • Evidencing that you have met the conditions required to treat the dwelling as your main residence from the time you acquired it (as set out in Section 118-135). In order to access the exemption under this Section, the dwelling must become your main residence by the time it was ‘first practicable for the taxpayer to move into it’. The following provides a list of indicators that may evidence that your dwelling is your main residence. No single factor is conclusive and the weight each factor is given will vary depending on the circumstances. • The length of time you have lived at the dwelling. The longer you have actually occupied the dwelling, the more likely it is to be considered your main residence. Contrary to widespread belief however, there is no minimum time period for a dwelling to be considered your main residence for income tax purposes - it can be as short as a few weeks. • The location of your family. If your family resides elsewhere this may indicate that the dwelling is not your main residence even though you may occupy the dwelling. • The location of your personal belongings. If your belongings such as furniture etc. are elsewhere this may indicate that the dwelling is not your main residence. • The address to which your mail is delivered. If your mail is delivered to your address, this may indicate that the dwelling is your main residence. • Your address on the Electoral roll. • The connection of utilities (e.g. electricity, gas etc.). Where these are connected in your name, this may indicate that the dwelling is your main residence. • Your intention in occupying the dwelling. If you only intend to stay there on a short-term basis, for example, this may indicate that the dwelling is not your main residence.



TOTAL EXEMPTION FROM CGT In view of the above factors, if at some future point you need to prove that a dwelling is your main residence (under any of the earlier-stated provisions of the Income Tax Act) you may wish to take some proactive steps such as: 4 Moving your personal belongings such as furniture into your dwelling 4 Having your family relocate into your dwelling if practicable 4 Having your mail directed to your dwelling where you live 4 Change your address on the Electoral roll 4 Get utilities connected, and connected in your name.



Australian Taxation Reporter • special edition Six-Year Rule Normally if you have rented out your property, when it comes time to sell you will be required to pay CGT for the period you rented it out. However, the Six-Year Rule allows you to rent out your property for a maximum period of six-years and then pay no CGT when the property is later sold. To qualify for this exemption, the following conditions must be met: • The dwelling must first be occupied as your main residence, and • During the period of absence, you must not treat any other dwelling as your main residence. This rule is ideal for taxpayers who wish to generate rental income while they are temporarily absent from home such as where you are travelling overseas (e.g. extended holiday), staying with a sick relative, or are temporarily relocated by your employer. While away, you can earn rental income and yet still retain your CGT main residence exemption for sixyears. Where you move back into the dwelling and again treat it as your main residence, you can then move out again and reset the six-year ‘clock’. Note that to utilise the Six-Year Rule there is no requirement to move back into the dwelling before selling.



FANTASTIC EXEMPTION WHEN AWAY FROM HOME EXAMPLE 8 George is a highly qualified financial planner who is employed in New South Wales. In 2008, his employer opens up a new office in Queensland and relocates George to operate the new office for an indefinite period. Anticipating he will be absent for an extended period, George moves out of his New South Wales home which he owns and has treated as his main residence, and proceeds to rent it out to tenants. George rents a house in Queensland. George’s absence is much longer than expected, and it’s not until 2013 that he moves back to New South Wales and back into his main residence. George wonders about the CGT implications should he now sell the property. ANSWER The house will be totally exempt from CGT upon sale because: • It was first George’s main residence before he moved out (you cannot use the Six-Year Rule where you construct/ purchase a house and immediately rent it out before living in it yourself) • He was absent for less than six years • He did not treat any other house as his main residence during his absence (he could not do so in any case to the house in Queensland as he was merely renting). What if George Was Away For Seven Years? In this case, if he rented his house out for the entire seven year period, then the exemption would not apply for the 7th year. George would be liable for CGT for this one year period. Thus, the six-year exemption would not be entirely lost. For the purpose of calculating his capital gain in this situation, George would be taken to have acquired the dwelling at its market value at the time he fi rst used it to produce income.
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What if George Owned the House in Queensland? In this case, to claim the six-year exemption for the NSW house, he would not be able to treat the Queensland house as his main residence and thus would pay CGT on it at the time of sale. If you find yourself in George’s situation and own two properties, in choosing which house to nominate as your main residence and therefore exempt from CGT, you should choose the house that is likely to generate the biggest capital gain when sold. This will involve some degree of speculation (unless you are selling both houses simultaneously), and therefore you should speak with your advisor before making the choice. The choice will not need to be made until it comes time to sell one of the properties. The way in which you complete your return will be evidence of the choice. Note that if one of the houses (for example, George’s house in Queensland) was acquired pre 20 September 1985, then he should nominate the New South Wales house for the six-year exemption as the Queensland house would be exempt in any case as it pre-CGT. What If George Gets Transferred Again? In this case (or if George was absent again for some other reason such as an extended overseas holiday) because George has established the New South Wales dwelling as his main residence again by moving back in, he could again rent this house out for a fresh, restarted six-year period and there would again be no CGT implications provided the conditions set out earlier are met.



In-Specie Contributions In simple terms making an in-specie contribution to superannuation involves transferring business real property (e.g. business premises) or shares that you own into your superannuation fund. There are several advantages of doing so including: • Earnings on these assets such as rent and dividends are taxed at concessional rates when inside superannuation (see Page 7) • Capital gains made when the assets are eventually sold by your superannuation fund are taxed at concessional rates (see Page 7) • The assets are protected in the event that you fall into bankruptcy (subject to the claw-back provisions which provide bankruptcy trustees with the ability in most cases to claw back transactions for a period of up to five years) • You may be able to build up your retirement savings faster than by just making cash contributions to superannuation. While concessional CGT treatment may apply when your fund later sells the asset, no such concessions apply when you transfer the asset into your fund initially. That is, CGT will payable when you contribute the asset in-specie. You will be taken to have disposed of the asset at its market value at the time of transfer. Stamp duty may also apply. Note however that while a capital gain is made, some taxpayers may be able to claim an offsetting tax deduction for the entire amount of the contribution. You can do so if less than 10% of your assessable income, your reportable fringe benefits and your reportable employer contributions for the year is from being an employee (the 10% rule). While this means most employees will be ineligible to claim a deduction for their
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personal contributions (including in-specie contributions), taxpayers who are: • Business owners (who are not employees of the business e.g. sole traders) • Contractors who receive little or no superannuation support • Investors who are not employees • Retirees etc… … may all be eligible to claim a deduction. This deduction can significantly reduce any capital gain payable on the transfer of the shares or business real property into superannuation (or reduce any gain made where you sell the capital asset and then contribute the proceeds of the sale to superannuation).



EXAMPLE Damon is a sole trader who operates his own cleaning business. Having heard about the benefits of superannuation, he decides to transfer a parcel of shares that he owns to superannuation. He purchased the shares back in 2006 for $10 000. At the time of the transfer into superannuation the market value of the shares (as determined by the ASX price) is $30 000. Although upon transfer Damon will be required to pay CGT of $10 000 (($30 000 - $10 000 less 50% discount for having owned the shares for 12 months or more), he will also be entitled to claim a deduction for the entire amount of the $30 000 contribution. This will go a long way towards offsetting the CGT payable on the transfer. In the event that the market value of the asset at the time of transfer was less than the cost base of the asset, you would make a capital loss. This could then be used to reduce or eliminate current or future year capital gains on assets that you own.



ACCESSING THE SMALL BUSINESS CGT CONCESSIONS The Small Business CGT Concessions are a great way for business owners to reduce the capital gains tax payable on the sale of their business or individual business assets, or where assets are transferred in the event of a restructure. Last income year alone, more than hundreds of millions of dollars of concessions were claimed. As the CGT concessions are very lucrative (allowing you to dramatically reduce and in some cases eliminate CGT on the sale of business assets) it’s important to have a working knowledge of the alternative ways that the concessions may be accessed.



Asset Being Disposed Of Before considering the four alternative ways to access the concessions, to be eligible in the first place, you must be disposing of an Active Asset. The asset must have been an active asset for 7 ½ years if owned for 15 years or more or half the period of ownership if owned for less than 15 years.
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An asset will be held to be ‘active’ at a given time where either: • You own the asset and either you use it or hold it ready for use in the course of carrying on a business or it is used or held ready for use in the course of carrying on a business by your affiliate or an entity connected with you, or • The asset is an intangible asset (e.g. goodwill of a business) and it is inherently connected with a business that you (or an affiliate or connected entity) carry on. Where the asset being sold is shares in a company or interests in a trust, they will be deemed to be an active asset where: • The company or trust are residents for tax purposes and • The total of: (a) The market value of the active assets of the company or trust (b) The market value of any financial instruments of the company or trust that are inherently connected with a business that the company or trust carries on and (c) Any cash of the company or trust that is inherently connected with the business… … is 80% or more of the market value of all the assets of the company or trust. Use the following formula for determining whether a share or trust interest is an active asset: Market Value of all the Assets of the Co./Trust Market Value of all the Active Assets of the Co./Trust



EXCLUSION For the purposes of the denominator in the above formula, assets that are used to derive rent (i.e. property subject to a lease) are not active assets.



Four Alternatives Having established that an Active Asset is being sold, there are four alternative gateways you can use to access the concessions. The entity seeking to apply the concessions need only meet one of the following access points: 1.You are a Small Business Entity The entity that is seeking to apply the concessions (e.g. an individual, trust or company) must itself be carrying on a business during the year and have an annual turnover of less than $2 million (including the turnover of any connected and affiliated entities). Since the introduction of the Small Business Entity (SBE) Concessions in 2007, this $2 million turnover threshold has never been adjusted upwards, resulting in a number of businesses now exceeding the threshold. Where your business exceeds this threshold, the Net Asset Value Test should be considered. 2. Net Value of Assets Does Not Exceed $6 Million Just before the CGT event (e.g. sale), the net value of your assets (i.e. the market value, less any liabilities related to the assets) as well as those of any connected or affiliated entities must not exceed $6 million.



Australian Taxation Reporter • special edition 3. Partners in a Partnership A partner in a partnership can access the concessions for CGT assets that are owned by the partner which are used in the partnership business (which must be an SBE) but which are not themselves assets of the partnership. This access point comes in handy in the many instances that partners make available assets they own personally for use in the partnership business. For example you may personally own a building from which your partnership business operates. When it comes time to sell the building, you may access the concessions for this personally owned asset used in the partnership, provided the partnership is an SBE.



SIGNIFICANT INDIVIDUAL TEST IS VITAL 4. Passively Held Assets Even if you are not carrying on a business, it is possible to access the concessions for an asset that you own. A taxpayer who owns a CGT asset but who does not carry on a business may be able to access the CGT concessions provided the following requirements are met: • You own a CGT asset • The asset is used, or held ready to use by an entity affiliated with you or an entity connected with you, in the course of carrying on a business • That connected or affiliated entity is an SBE • You do not carry on a business in the income year (other than as a partner in a partnership) and • The asset is not used in a partnership. For example, you may lease a building that you personally own to your company which carries on a business. On the sale of the building, because the company is connected with you, you may be able to access the CGT concessions provided that your company is an SBE.



Extra Conditions If a capital gain is made from a CGT event (usually a sale) from the sale of a share in a company or an interest in a trust, then in addition to the above access points, extra conditions must also be met in order to access the CGT concessions in relation to the capital gain. Namely, just before the CGT event either: • (a) The taxpayer is a CGT concession stakeholder in the company or trust or • (b) The CGT concession stakeholders in the company or trust together have a small business participation percentage (SBPP) in the company or trust of at least 90%. Where the taxpayer seeking to access the concessions is an individual, they will need to meet extra condition (a). Where the taxpayer seeking to access the concessions is a company or trust, it will need to meet extra condition (b). An individual is a CGT concession stakeholder if they are a significant individual or a spouse of a significant individual where the spouse holds an interest of at least one share in the entity. Thus, the existence of a CGT concession stakeholder is reliant on whether there is a significant individual. An entity will satisfy the significant individual test where
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it had at least one significant individual just before the relevant CGT event. Only an individual can be a significant individual. Broadly speaking, the significant individual test requires that an individual has a 20% direct or indirect interest in the company or trust. The requirements of this test were comprehensively covered in the May/June 2011 edition of our bi-monthly Business Solutions publication which is available on our website: www.taxreporter.com.au



TAX TIP When issuing shares in a company or when selling part of your shareholding, or when making distributions from a trust, be conscious of the requirement to have a CGT concession stakeholder just before the CGT event (i.e. sale) – meeting the 20% requirement. In the case of a discretionary trust, this will mean ensuring that the distributions from the most recent income year meet the 20% requirement. In the case of a company, again the 20% requirement in terms of shareholdings will need to be met. If you determine before the sale of shares or trust interests that this requirement will not be met, then you may wish to consider delaying the sale if feasible and until such time that it is met (perhaps in the next income year where you can for example, in the case of a trust, distribute the income so as to ensure a significant individual exists). Indeed, as we shall see later, the significant individual test is also central to the 15-Year Exemption and the Retirement Exemption. Its importance cannot be overstated.



The Concessions Having established access, there are four available concessions: 1. 15 Year Exemption This exemption allows a taxpayer to disregard the entire capital gain from a sale where the asset being sold has been held for 15 years or more, and additional conditions are met. These additional conditions depend upon the type of taxpayer who is selling the asset as follows: Where the taxpayer is an individual, the conditions are: (a) The individual owned the CGT asset for 15-years, ending at the time of sale (b) Where the asset being sold is a share in a company or an interest in a trust, that company or trust had a significant individual for at least 15 years and either: • The individual is 55 years or over at the time of the sale and the sale occurs in connection with their retirement, or • The individual is permanently incapacitated at the time of the sale.



TAX TIP The two time requirements inherent in this exemption (namely the age requirement where the individual is selling shares or interests in a trust, and also the 15-year holding rule) may in some cases give you cause to consider delaying the sale in order to qualify. Where the taxpayer disposing of the asset is a company or trust, the entire gain can be disregarded under the 15-year exemption where:
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• The entity owned the asset for 15-years ending at the time of sale • The entity had a significant individual (see earlier) for at least 15-years during the period of ownership • That significant individual was either: 55 or over at the time of sale and the sale happened in connection with retirement, or Permanently incapacitated at the time of sale.



TAX TIP The requirement to have a significant individual for a 15year period (not merely just before the CGT event) makes it important that owners are conscious of the 20% requirement in relation to share and trust interests each year. Are you business’s shareholdings and trust distributions meeting this requirement for the income year? If not, this may impact your ability to access to the 15-Year Exemption. Generally, the biggest tax savings are realised under the 15-Year Exemption as there is no limit on the amount of the capital gain that can be disregarded, and any capital losses that you have do not first need to be used before applying the exemption. The capital losses can be retained for future use. By contrast, if you do not qualify for the 15-Year Exemption then any capital losses must fi rst be used before you can access any of the other concessions. 2. Active Asset Reduction Where you do not qualify for the 15-Year Exemption, your capital gain can still be reduced by 50% under the Active Asset Reduction should you choose to apply it. As discussed earlier, the Active Asset Test is a precondition to accessing the concessions. The reduction is available to all types of operating structures. Before applying the reduction however, individuals and trusts must first apply the 50% general discount (if they owned the asset for 12 months or more), followed by any capital losses of current or prior income years.



TAX TIP Although in practice most taxpayers will elect to apply the 50% reduction, there is no requirement to do so. If you wish to maximise the amount you contribute to superannuation (under the Retirement Exemption) or the amount with which you can purchase a replacement asset should you for example wish to continue in business (under the Rollover Exemption) then you are free to not apply the 50% Active Asset Reduction. 3. Retirement Exemption Where the 15-Year Exemption does not apply, the remaining capital gain (after you have applied the 50% Active Asset Reduction if you elect to do so, and any capital losses, and the 50% discount) may be eligible for the Retirement Exemption or the Small Business Rollover – you can choose which of these two concessions to apply first, or you can apply a mix of both concessions to the remaining part of the capital gain. The Retirement Exemption allows you as an individual in your own right or as a CGT concession stakeholder of a company or trust, to further reduce your capital gain by up to $500 000. Where the taxpayer disposing of the asset is an individual, the conditions for the Retirement Exemption depend upon
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your age at the time you lodge your tax return in which you apply the exemption. If you are under 55 at that time, the amount of the capital gain must be paid into your complying superannuation fund (a maximum $500 000 lifetime cap applies). On the other hand, if you are at least 55 years of age and retiring, you can simply receive the Retirement Exemption amount tax-free with no further obligations (i.e. there is no requirement to contribute any amount to superannuation). Where the taxpayer disposing of the asset is a company or a trust, the Retirement Exemption may be utilised where: • The entity had at least one significant individual just before the CGT event (see earlier) • The conditions in Section 152-325 of the Income Tax Act are met. Essentially this requires entity to make the payments of the remaining CGT exempt amount to the CGT concession stakeholders in the prescribed manner. 4. Rollover Rollover relief allows a taxpayer to roll over any gain to a replacement asset, provided the replacement asset is acquired within two years of the sale of the original asset. Even where a replacement asset is not acquired within this two-year period, the original capital gain can be deferred for this twoyear period, providing you with cashflow relief. Therefore, conceivably, you can choose the Rollover and defer your capital gain even where you have no intention of acquiring a replacement asset. A taxpayer (i.e. whether the owner is an individual, company or trust) can apply the Small Business Rollover provided the entity has met one of the four access points (see Page 10) and the asset being sold is an Active Asset (see Page 10). P ublished by Australian Taxation Reporter,
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