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Financial supplies after 20 years

Amrit Maclntyre

Abstract

This article will review the workings of GST in Australia in relation to financial supplies over the past 20 years, focusing in
particular on the issues that have arisen before the courts. In this context the article first considers the workings of the rules
denying input credits to makers of financial supplies, where it is noted that the legislative provisions have been interpreted
expansively so as to determine creditability based on direct or indirect attribution to taxable or input taxed supplies. The article
then considers the rules for apportioning inputs between creditable and non-creditable purposes and notes a debate as to the
extent to which particular expenses need to be directly related to taxable or input taxed activities in order to be included in a
general apportionment formula. The article also considers the proper approach to how supplies should be characterised for GST
purposes and the extent to which this relies on a view that the GST is 0a practical business taxd. The article concludes with
observations on some of the challenges posed by technological change, and in particular advances in artificial intelligence, to
the workings of GST in the financial sector and the current understanding of the concepts in the definition of financial supplies.

Key words: Goods and services tax, financial supply, input taxed supply, attribution to taxable supply, apportionment of input
tax; interpretation of GST law, technological change, artificial intelligence
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1. INTRODUCTION
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inputs used for supplies that are taxable, with the consequence that no deductions are
allowed for inputs relating to other supplies, such as financial supplies.

The Australian system takes the opposite approach where denial of input tax credits is
mandated for acquisitions that relate to input taxed supplies with the result that
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However, this broad principle has some qualifications, notably that in the case of VAT
exemptions, a strict interpretation is favoured as regards identifying the services that
may be exempt.’

The trend of the Australian cases, by contrast, places greater emphasis on the legal effect
of the statute and the transactions it taxes. While the overriding principle remains that
0the Court will prefer an interpretation of a statute which would give effect to the
legislative purpose, as opposed to one that would not6,*® the courts in characterising a
transaction for GST purposes appear to be more persuaded by legal form and effect of
a transaction rather than the 6substanced of the transaction.®

During the preceding 20 or so years, it is striking to note that the number of cases that
have been decided in connection with financial supplies has been relatively low in
number, with perhaps half a dozen or so cases of importance having been decided. This
may in part be a result of the detailed drafting of the rules set out in both the GST Act
and in the accompanying GST Regulations. In addition, a number of detailed public
rulings address many of the main issues, making the Australian GST system what is
arguably one of the best explained in the world.?° It is however not surprising that some
of the cases that have been decided have arisen out of some of the unique features of the
Australian system described above, such as the pathway for claiming input tax credits
(discussed further in section 3 below) and the consequences for apportionment of
acquisitions between different categories of supplies (section 4). The case law also
considers the proper approach to construction of the legislation and transactions it taxes,
with important consequences for GST (section 5).

3. CLAIMING INPUT TAX CREDITS

The reach of the provisions of the GST Act allowing for the claiming of input tax credits
fell for consideration by the courts at an early stage, differing as they did from the more
usual scheme for value added taxation. That is, under the usual model such as that in
the European Union, the rules required relevant connections to be found between
taxable supplies and acquisitions to allow creditability. Under the Australian system,
the requisite relationship between input taxed supplies and acquisitions resulted in a
denial of input tax credits.

The particular question was, therefore, what relationship was required between inputs
and input taxed supplies to produce a denial of input tax credits. That is, when did an
dacquisitioneé [relate]€& to making supplies that would be input taxedd under section

of the Contract And ‘Economic Reality’ (10 April 2016; updated 17 January 2019),
https://www.gov.uk/hmrc-internal-manuals/vat-supply-and-consideration/vatsc11124.

17 Case C-76/99, Commission v France, ECLI:EU:C:2001:12 (11 January 2001).

18 HP Mercantile Pty Limited v Commissioner of Taxation [2005] FCAFC 126; CIC Insurance Limited v
Bankstown Football Club Limited (1997) 187 CLR 384.

19 Commissioner of Taxation v Gloxinia Investments (Trustee) [2010] FCAFC 46; 75 ATR 806; Australian
Style Investments Pty Ltd as Trustee for the Australian Style Investments Unit Trust and Commissioner of
Taxation [2013] AATA 847; 94 ATR 984.

20 See Australian Taxation Office, 6Goods and Services Tax: GST Treatment of Financial Supplies and
Related Supplies and Acquisitionst, Goods and Services Tax Ruling GSTR 2002/2; 6Goods and Services
Tax: Determining the Extent of Creditable Purpose for Claiming Input Tax Credits and for Making
Adjustments for Changes in Extent of Creditable Purposed, GSTR 2006/4; ¢6Goods and Services Tax:
Reduced Credit Acquisitionsd, GSTR 2004/1.
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11-15 of the GST Act??! The use of the subjunctive dwould bed, referring as it does to
conditions under which hypothetical input taxed supplies would be made, leaves open
questions as to what those hypotheticals were. In particular, did they refer to the time
when the actual input taxed supplies were required to be made? Or going further, were
actual supplies that were input taxed (occurring at whatever time) required to be
identified for creditability to be denied?

These questions fell for determination in HP Mercantile.?? The taxpayer in question
operated a debt collection business, acquiring certain debts for future collection,
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should conversely allow creditability.*® Undoubtedly, the preferred method of
attribution will allow for a more accurate way of attribution. However, the structure of
section 11 (and in particular the absence of a requirement to specifically attribute
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input taxedd. Rather than undertake this analysis individually for each of the
acquisitions in question, the respondents used the formula based on revenue
figures as a proxy for the relationship between their acquisitions (in the
aggregate) and the making of particular supplies.

P

e

[TIhe formula assumes that it is fair and reasonable to expect a roughly
proportional relationship between: (a) the amount of revenue [the taxpayer]
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provided was a chose in action which comprised the rights of action arising under the
Deed in respect of each of those promises, including the promise to deliver the
irrevocable proxiesd.®* What was also required was that the dinterestd be din or underd
one of the subject matters of Regulation 40-05.09(3).5 While those subject matters
included the capital of trusts or benefits produced by a trust, the deed did not create
rights 6in or underd the capital of the relevant trusts. The Tribunal rejected an argument
that all that was required to come within the relevant definition of éinterestd was that the
deed drelated in some way to the securities in question.® It accepted the Commissioner's
argument that:

Having regard to the ordinary meaning of the prepositions 6ind and 6under
and upon considering the expression din or underd read in the context of the
provision in which it appears and its wider statutory context, in my view it
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AATA 1870 at [32]). The approach adopted by the Commissioner is therefore
correct.”

While the concept of GST as 0a practical business taxd is now accepted to some extent
as one of the tools for interpretation of the GST legislation,’* the Federal Court in Saga
Holidays Limited v Commissioner of Taxation” indicated that there were limits on how
far a court can go in applying the principle:

The Court has tended to adopt a purposive approach to the interpretation of
the GST Act, rejecting strict grammatical analyses in favour of a consideration
not only of the syntax but also of the policy and the surrounding legislative
contextd of the relevant provision: HP Mercantile Pty Ltd v Commissioner of
Taxation [2005] FCAFC 126; (2005) 143 FCR 553 at [66]. Consideration of
these aspects of the GST Act has lead to the tax being described as 6a practical
business taxd: Sterling Guardian Pty Ltd v Commissioner of Taxation [2005]
FCA 1166; (2005) 220 ALR 550 at [39].

The description is appropriate because it draws attention to two related aspects
of the tax. The fact that liability to pay the tax is imposed at various stages of
the supply chain means that it is a tax on business but, importantly, one that is
designed, where practicable, to quarantine business from the ultimate burden
of the tax. This and other aspects of the tax legitimately form part of the
context in which the language of the Act is interpreted and explains, at least
in part, why the description 0a practical business taxi seems to be appropriate.
This does not mean, however, that there is some special canon of construction
that should be applied when interpreting the GST Act. The purposive approach
to interpretation, of its nature, takes account of the context of the Act and the
phrase, 0a practical business taxd is a reference to that context.”

The concept of GST as 6a practical business taxé may allow for a departure from too
strict an interpretation where the purpose of the particular provisions allows the court to
do so. However, the dominant approach of the Australian courts still remains quite some
distance away from the European approach of looking to the economic substance that
may better achieve the legislative purpose of input taxation.

A final observation on questions of characterisation of transactions relates to the closed
list of éreduced credit acquisitionsd set out in Regulation 70 of the GST Regulations.”’
Much turns on whether something falls within that list or not, in that a reduced credit
acquisition could reduce the input GST cost of the acquisition by up to 75 per cent,
failing which the entire amount of input GST becomes a cost to the business in question.
However, little disputation has arisen in the courts on questions of characterisation of
reduced credit acquisitions. This may in part be due to the detailed drafting in the GST
Regulations as well as the public ruling on the matter’® which, in accordance with the
usual processes of the Australian Taxation Office, was issued after consultation with

73 |bid para 42.

74 Robert Olding, 6AGST is a Practical Business Tax0 T iSpin and Rhetorico or an Inconvenient Truth?0
(2009) 9(1) Australian GST Journal 1, 8-10.

> Saga Holidays Limited v Commissioner of Taxation [2006] FCAFC 191; 64 ATR 602.

76 bid paras 29-30.

7 GST Regulations, reg 70.

8 See Australian Taxation Office, 6Goods and Services Tax: Reduced Credit Acquisitions, GSTR 2004/1.
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up émanagementt. A manager of a company has been described as a éperson who has
the management of the whole affairs the companyd.®® In the context of a business,
émanagementd is generally regarded as involving dsomething in the nature of the
exercise of a discretionary power of control and direction of the businessd,* such
exercise of power presumably requiring a human actor in the traditional sense of what
dmanagemento is.

0Brokeraged (including the work of a stockbroker within the éarrangingd concept in Item
9)% traditionally also involves a human actor. It has been held that to émake a man a
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consequences arise. These are not questions that are merely speculative but are current,
as a result of changes in the way services can now and are being delivered in financial
markets. No clear answers however can safely be proffered on how these changes
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basic assumptions underlying the value added tax model for the taxation of financial
services, namely the problems in finding the évalue addd component.

The change Al is already bringing to bear is real enough even if the full impact of those
changes may not occur overnight. To remember what is known as 6Amara’s lawd in this
regard may not go amiss, namely that 6we tend to overestimate the effect of a technology
in the short run and underestimate the effect in the long rund.’® Although making too
many predictions in a volatile and rapidly evolving area will not be prudent, in the
medium to longer term, the application of Al in relation to taxation of the finance sector
cannot be ignored.

105 See Susan Ratcliffe (ed), Oxford Essential Quotations (Oxford University Press, 4th ed, 2016), 6Roy
Amara 192512007, American futurologisto.
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