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2. CONTEXT

We chart out below John Taylor’s interest in tax history research and the importance of
such an approach to properly understanding the meaning of tax law. This is followed by
an outline of the interaction between gift deductibility and the CGT regime and its
treatment by the Commission, along with a sketch of the role of integrity measures,
including in relation to the imputation system.

2.1 Tax history research and John Taylor

Christopher John Taylor was an accomplished tax scholar, despite his early request of
his superior, when starting at University of New South Wales, that he not be required to
teach the subject. He acknowledged later that by ignoring this request his head of
department had done him a wonderful favour.

In his long and illustrious career, John was always prepared to engage in detailed
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Treaties Australia has with the United Kingdom, the United States of America and
Canada.

It was not only individual treaties that intrigued John but, of course, themes could be
identified and thus learnings derived from the mass of the literature John had read.!

Sometimes the words of the historical figures involved were quoted to give extra life
and allure to John’s topic. Take for example titles such as:

““I Suppose | Must Have More Discussion on This Dreary Subject”: The
Negotiation and Drafting of the UK—-Australia Double Taxation Treaty of
1946’;*2 and

““Send a Strong Man to England — Capacity to Put Up a Fight More Important
Than Intimate Knowledge of Income Tax Acts and Practice”: Australia and the
Development of the Dominion Income Tax Relief System of 1920’13

Such titles would have been a delight to John’s wry sense of humour and a drawcard for
his readers and conference audiences.

The result of John’s work was a rounded, human, appreciation of the relevant tax law
and the explanation for its form — in a manner that the written word of the law cannot
yield. Thus, John became the expert on such things, and he was generous in sharing his
knowledge of the subject matter but also of the techniques he had learned.

It therefore seems highly appropriate to approach the topic of this article from an
historical perspective as we do here and John, as a capital gains tax and business entities
expert' as well as a tax historian, would have approved of the idea of a review of the
history of the tax treatment of appreciated property in Australia and of refundable
franking credits.

2.2 Deductible gift recipient system and capital gains tax

The current tax-deductible gift system provides incentives for both individuals and
corporations to make donations and receive a tax deduction in return. For individuals
who derive taxable income and who give more than AUD 2 to a charity or other entity
that has deductible gift recipient (DGR) status, the individual can claim a 100 per cent
tax deduction. The Commission found that a tax deduction is likely to provide an
‘effective mechanism for encouraging donations of money and does not need to
substantively change’.’® Despite the obvious benefit provided by the deductible gift
system, the Commission was of the view that further reform was warranted to the DGR
framework. This was especially the case with the entities that are designated as DGRs.

Sustainable?’ (2010) 34(1) Melbourne University Law Review 268 (‘Twilight of the Neanderthals’); C John
Taylor, ‘“The Negotiation and Drafting of the UK-Australia Double Taxation Treaty of 1946” [2009] (2)
British Tax Review 201; C John Taylor and Andrew MC Smith, ‘Trans-Tasman Taxation of Companies
and Their Shareholders 1945-2005 (Conference Paper, 4™ International Accounting History Conference,
Braga, Portugal, 8-9 September 2005); Taylor, ‘Archival Research’, above n 9.

1 Taylor, ‘Some Distinctive Features’, above n 10; Taylor, ‘“Twilight of the Neanderthals’, above n 10.

12 Taylor, ““I Suppose | Must Have More Discussion on This Dreary Subject”’, above n 10.

13 Taylor, ““Send a Strong Man to England”’, above n 10.

14 CJ Taylor, Capital Gains Tax: Business Assets and Entities (Law Book Company, 1994).

15 Productivity Commission, Future Foundations for Giving: Draft Report (November 2023), 11 (‘Draft
Report’). See also Productivity Commission, ‘Final Report’, above n 2, 6.
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The Commission was of the view that the definition and access status of entities and
charities that have been designated as DGRs has been ‘poorly designed’ and become
‘overly complex’ with ‘little or no coherent policy rationale’.®

The Commission also engaged in preliminary econometric modelling to identify any
changes in behaviour by individual taxpayers in response to tax incentives. The
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the Explanatory Memorandum and the Second Reading Speech to the Bill for this Act
do not explain why this exemption was included, or why no exemption was included
for gifts to charities.

It was not until 1994 that a CGT exemption was provided for charitable gifts. That
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Effective from 1999, the CGT exemption for Cultural Bequests Program bequests was
extended to cultural gifts under the Cultural Gifts Program, being the new name for the
Taxation Incentives for the Arts scheme.” The Taxation Laws Amendment Act (No 2)
2000 (Cth) added the CGT exemption, at the same time as broadening the CGT
exemption for bequests to all testamentary gifts that would be deductible but for being
testamentary bequests.”> The only rationale provided in the explanatory materials was
that this would ‘encourage greater corporate and personal philanthropy in Australia’.”
A press release by the Prime Minister, Treasurer and Minister for Family and
Community Services indicated that the CGT changes were intended to “boost’ donations
and ‘cut through the red tape that has discouraged many businesses, individuals and
families who want to give more to their communities’.’* At the same time, the deduction
for property was broadened to cover most items of property, though no corresponding
CGT exemption was included and no additional explanation provided in the explanatory
materials as to why a different approach was taken to general property versus cultural

property.

In its report the Productivity Commission draws on Martin’s research and refers to the
lack of a clear policy basis for the development of donation concessions:

Since a tax deduction for donations was introduced in 1915, the scope of
activities eligible for deductible donations has evolved in an ad hoc way. This
means that the DGR system does not have a clear overarching policy rationale
that explains why certain types of charitable activity receive DGR status and
other charitable activities do not. Charities that undertake similar activities
and/or have similar purposes can be treated differently, creating anomalous
outcomes. This can create uncertainty for charities about their eligibility for
DGR status, and complexity in obtaining it ... The system also lacks clarity for
donors (who claim the tax deduction) because of the anomalous treatment of
similar charities.”™

However, the Productivity Commission does not draw further on the history outlined
above, other than an implicit reference to the “cultural significance’ of cultural property
as justifying the current CGT exemption for cultural gifts.”

3.3 What can we learn?
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best, what we can glean is that decisions have been made at various times over the last
40 years to not provide a general CGT exemption in respect of all appreciated property
for which a charitable deduction can be claimed. For instance, there have been
occasions, such as in 2000, when major changes have been made to the breadth of
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4, INTEGRITY MEASURES: DEDUCTIBLE GIFTS AND REFUNDABLE FRANKING CREDITS
41 Overview

The history of deductible gifts also traces into a more modern element of Australian
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franked dividends to a charity. The extent of support afforded by the refundability of
franking credits is substantial, but appears to be in decline, with the latest figures
recording refunds to tax-exempt philanthropic entities of AUD 2,095 million in 2019-
20, AUD 1,040 million in 2020-21 and AUD 900 million in 2021-22.%

The Productivity Commission report does not directly interrogate the role refunds of
franking credits can play with respect to philanthropic giving. Refunds of franking
credits are mentioned as potentially increasing income for ancillary funds and dividend
imputation is mentioned in the context of assessing the cost of giving for an Australian
resident shareholder in an Australian company,®” but otherwise franking credits do not
feature.

In our view, the refundability of franking credits received by charities is a topic that
warrants consideration in an analysis of philanthropic giving. The absence of
consideration by the Productivity Commission may be explained by its characterisation
of tax concessions for charities as a means of indirectly reducing ‘their operating
costs’.%8 In view of the history discussed in section 4.4, that characterisation with respect
to the refundability of franking credits might be qualified in at least two respects. First,
the refundability of franking credits does not reduce a cost that would otherwise be
incurred by a charity; rather, a refund of franking credits is accretive to charities; refunds
reverse the payment of tax on corporate income, such tax being an operating cost of the
underlying taxable entity that has generated franking credits from (presumably) non-
charitable activities. In that sense, the policy of refunding franking credits to charities
constitutes a direct contribution by the Australian government (potentially through the
actions of an intermediary, such as a private trust), because a refund of franking credits
increases a charity’s cash flow; it does not avoid a reduction in cash flow that would
otherwise arise by the imposition of tax.

Second, one might compare the refundability of franking credits with the income tax
deduction for gifts, the latter of which involves the government ‘effectively subsidising
the gift by a donor’.% A gift deduction incentivises the donor directly.’® By contrast,
the incentive effect of franking credit refundability operates differently. As noted in
section 4.4, the legislative decision to allow a refund of franking credits to charities was
explained as removing a potential ‘tax-driven distortion’ that disincentivised tax-
exempt entities from investing in Australian companies,'® arguably indicating a policy
of encouraging charities to partially self-support their activities through investment.
However, that policy can also be viewed through the lens of philanthropic giving:
allowing a refund of franking credits to charities would, in theory, encourage giving
through intermediary trust estates from which charitable objects may receive franked
distributions because the cash benefit of a franked distribution for a charity is increased
by the government’s “‘co-contribution’, being a refund of tax paid at the company level.
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The Productivity Commission touches on the topic of tax credits in the context of
considering the effectiveness of the personal income tax deduction, finding that:°2

1. “The current design of the personal income tax deduction is likely to be
the most cost-effective way for the Australian Government to encourage
giving’;

2. ‘A flat tax credit would likely incentivise more people to give, but the
total amount given overall would likely fall if people who have a high
income faced a higher price of giving than they currently do’;
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and informal volunteer work and expenses), because the imputation
system already operates through a rigorous legislative regime, including
with respect to credits and debits to a company’s franking account.'%

In sections 4.3 and 4.4, we consider this topic further through a historical lens,
specifically by looking at connections between, first, integrity measures in section 78A
of the ITAA 1936, which were designed to counter “gift schemes’ and, second, similar
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excess imputation credits’,?* but omitted to extend the rules to the tax-exempt
community. Subsequently, on 14 April 2000, then Treasurer Peter Costello announced
that the government had ‘decided that it will legislate to refund excess imputation credits
to registered charitable and gift deductible organisations’, touting the proposal as a
means to ‘provide a significant financial boost (around $50 million annually) to
charities’ who would ‘therefore be in a position to provide more services and assistance
to their beneficiaries’.!?

Following Mr Costello’s announcement, the 1999 Bill was amended while it remained
before the Senate. The Supplementary Explanatory Memorandum explained the
proposed amendments by reference to a potential ‘tax-driven distortion’ under the
existing law, being that investments in companies were unattractive to tax-exempt
entities because franking credits were non-refundable.'?® Alongside the refundable
imputation credits, the Bill introduced ‘anti-avoidance rules’ (despite, perhaps, the
expression ‘integrity rules’ being more apt) tied to the ‘object of the amendments’ of
‘ensur[ing] that ordinary investment income received by an eligible institution is not
subject to underlying taxation simply because it is received through a company as a
franked dividend’.*?

Notably, the new ‘anti-avoidance rules’ bore close resemblance to section 78A(2),
denying the refundability of franking credits where:

"128 results in:

1. a ‘related transaction
(a) the value of the distribution being less than its value at the time it
was paid: section 160ARDAC(2), ITAA 1936;

(b) the tax-exempt entity being liable to make a payment or transfer
property, or incurring some other detriment, disadvantage, liability
or obligation: section 160ARDAC(4), ITAA 1936; or

(c) the distributing entity (or an associate) obtaining some benefit,
advantage, right or privilege: section 160ARDAC(5), ITAA 1936;

2. for a distribution that to any extent takes the form of property other than
money — the terms and conditions on which the dividend is paid are such
that the tax-exempt entity does not receive immediate custody and
control of the property, does not have the unconditional right to retain
custody and control of the property in perpetuity to the exclusion of the
distributing entity (or an associate), or does not obtain an immediate
indefeasible and unencumbered legal and equitable title to the property:
sections 160ARDAC(6) and (9), ITAA 1936;
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section 78A and adopted in Subdivision 207-E must create some risk of circumstances
arising where a tax-exempt entity might be denied a refund of franking credits
notwithstanding an absence of the kind of mischief at which the integrity rules are
directed. To the extent those circumstances arise in practice, consideration of further
carve-outs might be appropriate.

The history discussed above invites a question as to whether the integrity model adopted
in Subdivision 207-E reflects a carefully tailored legislative regime or an expedient
solution designed without consideration of the unique role that franking credit refunds
play as a means of supporting charities. That is not to say that the integrity rules in
Subdivision 207-E lack a ‘coherent policy rationale’ (being the conclusion reached by
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and potential incentives for specific behaviour on the part of charities and
philanthropists.

323



