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1. INTRODUCTION 

1.1 On 8 October 2014, the Commissioner released his guidelines Assessing the risk: allocation of 
profits within professional firms (Guidelines).  

1.2 The Guidelines provided for three safe harbours. If a taxpayer satisfied any one of those three 
safe harbours, the Commissioner indicated that no compliance action would be taken.  

1.3 The Guidelines were withdrawn on 14 December 2017 with no replacement guidelines released 
as at early June 2019. 

1.4 This raises questions about how the distribution of a professional practice’s income to non-
practitioners should be treated, and the continued relevance of the Guidelines in assessing Part 
IVA risk.  

2. REASONS FOR WITHDRAWAL 

2.1 The ATO conducted a review of the Guidelines in 2017.  

2.2 The Commissioner is of the view that: 

• the Guidelines were being misinterpreted and applied to arrangements outside of the 
scope of the Guidelines; and 

• a number of arrangements have exhibited high risk factors that were not specifically 
addressed in the Guidelines.  

2.3 The ATO has expressed concerns about the following arrangements:  

• Lack of any meaningful commercial purpose regarding arrangements including, but not 
limited to;   

o disposal of an equity interest through multiple assignments; 

o the creation of new discretionary entitlements such as Dividend Access Shares; 
and 

o utilising amortisation leading to differences between tax and accounting income. 

• Disregard for CGT consequences and inappropriate use of CGT concessions. 

• Assignments where profit sharing is not directly proportionate to the equity interest held. 

• The creation of artificial debt deductions. 

• Undertaking an assignment to dispose of an equity interest to a self-managed super fund. 

• Assignments where the arrangement is not on all fours with the principles of Everett and 
Galland. 

3. ARE THE GUIDELINES STILL RELEVANT? 

Arrangements entered into prior to 14 December 2017 

3.1 The ATO has expressed that the Guidelines can be relied upon by arrangements entered into 
prior to 14 December 2017 if the arrangement is not applying the Guidelines in an unintended 
way, such as the arrangements outlined at 2.3.  
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Arrangements going forward 

3.2 The ATO intend to issue new guidelines and have engaged in a consultation process since 
early 2018. 

3.3 Our view is that despite the withdrawal of the Guidelines, the Guidelines continue to be relevant.  

3.4 As outlined above, the Commissioner’s reasons for withdrawal of the Guidelines focus on 
taxpayers engaging in mischief and taking advantage of the safe harbours. Absent any mischief 
or application of the Guidelines in an unintended way as outlined at 2.3, the Guidelines should 
be relevant in determining Part IVA audit risk.  

4. PURPOSE OF THE GUIDELINES 

4.1 The Commissioner states: 

These guidelines explain how the Australian Taxation Office (ATO) will assess the risk of Part IVA applying 
to the allocation of profits from a professional firm carried on through a partnership, trust or company, 
where the income of the firm is not personal services income. 

4.2 At the outset, it is important to note that the Guidelines are about audit risk assessment, not the 
correct application of the general anti-avoidance provisions in Part IVA.  

4.3 There is no doubt that the Guidelines are intended to encourage, influence or cajole 
practitioners in professional practice into the safe harbours to avoid the prospect of a protracted 
and expensive Part IVA audit.  

4.4 As accountants and lawyers are considered by the Commissioner to be ‘influencers’ of the 
public’s attitude towards tax, we can expect early and aggressive compliance activity for those 
firms outside the safe harbour.  

5. SCOPE OF THE SAFE HARBOURS 

Who do the Guidelines apply to? 

5.1 The Commissioner states: 

These guidelines explain how the ATO will assess tax compliance risks associated with the allocation of 
profits from the business structure of a professional firm carried on through a partnership, trust or 
company. 

More specifically, these guidelines apply if: 

• an individual professional practitioner (IPP) provides professional services to clients of the firm, or 
is actively involved in the management of the firm and, in either case, the IPP and/or associated 
entities have a legal or beneficial interest in the firm  

• the firm operates by way of a legally effective partnership, trust or company, and 

• the income of the firm is not personal services income. 

5.2 There is a threshold issue, which is that the Guidelines only apply to practice income being 
generated by a business structure. The Guidelines are not intended to extend to personal 
services income. However, there will presumably be circumstances where the Commissioner 
argues that professional income is personal services income in the first instance, but in case 
that is not accepted, a determination is made under Part IVA.  

5.3 The Guidelines also only apply to arrangements within professional firms. The Commissioner 
includes the accounting, architectural, engineering, financial services, legal and medical 
professions in this category, but leaves the door open to extend to other professions.  
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What is the ATO’s angle? 

5.4 In the Guidelines, the Commissioner states:  

In some cases, practice income may be treated as being derived from a business structure, even though 
the source of that income remains, to a significant extent, the provision of professional services by 
one or more individuals. In this context, we are concerned that Part IVA may have application, despite 
the existence of a business structure. In particular, we are concerned that Part IVA may apply to 
schemes which are designed to ensure that the IPP is not directly rewarded for the services they 
provide to the business, or receives a reward which is substantially less than the value of those 
services. Where an IPP attempts to alienate amounts of income flowing from their personal exertion (as 
opposed to income generated by the business structure), the ATO may consider cancelling relevant tax 
benefits under Part IVA. 

(emphasis added) 

5.5 The Commissioner’s concerns are expressed in the Guidelines as being where:  

• the level of income received by the IPP, whether by way of salary, distribution of partnership or trust 
profit, dividend or any combination of them, does not reflect their contribution to the business and is 
not otherwise explicable by the commercial circumstances of the business; 

• tax paid by the IPP and/or associated entities on profits of the practice entity is less than that which 
would have been paid if the amounts were assessed in the hands of the IPP directly;  

• the IPP is, in substance, being remunerated through arrangements with their associates; and 

• the structure does not provide the IPP with advantages, such as limited liability or asset protection. 

5.6 This raises three issues.  

(a) Firstly, there is muddying of how the practice income is characterised. The Commissioner 
accepts it is income derived from the business structure, but also suggests it may be 
sourced from the provision of professional services.  

(b) The second issue is that, assuming income can be both income derived from the 
business structure and income derived from professional services, what is an appropriate 
apportionment? The Guidelines provide the Commissioner’s view.  

(c) Finally, can Part IVA apply where the income from the business structure, derived by the 
related entity, is distributed other than to the principal.   

6. BRIEF HISTORY 

Is the income from the business structure also from the personal exertion of the practitioner? 

6.1 In the Guidelines, the Commissioner states that: 

IPP who provides professional services 

These guidelines cover how we assess tax risks relating to the inclusion of profit or income of the firm in 
the assessable income of the IPP, being a person who provides services to clients of the firm, or to the 
firm itself, in circumstances where the IPP and/or associated entities have a legal or beneficial interest in 
the firm. 

The themes emerging from the case law indicate that the profit or income of a professional firm 
may comprise different components, reflecting a mixture of income from the personal exertion of 
the firm’s IPPs and income generated by the business structure – for example, from the activities of 
employees of the firm. 

(emphasis added) 
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6.2 Immediately following, the Commissioner then says to ‘find out more’:  

See Federal Commissioner of Taxation v Gulland, Watson v Federal Commissioner of Taxation and 
Pincus v Federal Commissioner of Taxation 85 ATC 4765; Henderson v FCT 70 ATC 4016. 

6.3 We will examine those cases in detail below. 

6.4 Firstly, however, it is important to note that the Commissioner’s view in the Guidelines – that 
profit or income of a professional firm may comprise of different components – was not reflected 
in the Commissioner’s earlier public rulings. 

6.5 IT 2639 sets out the Commissioner’s view for whether particular income is derived from 
personal services. The Commissioner identified four considerations: 

(a) the nature of the taxpayer’s activities;  

(b) the extent to which the income depends upon the taxpayer’s own skill and judgement;  

(c) the extent of the income producing assets used to derive the income; and  

(d) the number of employees and others engaged.  

6.6 IT 2639 also established a safe harbour of sorts: if there were just as many non-principal fee 
earners as principal fee earners, the Commissioner would accept then that ‘the income is 
considered to be derived from the business structure’.  

6.7 The Commissioner’s comments in paragraph 8 of IT 2639 indicate that his previous view was 
that there was no ‘mixture of income’ concept. The Commissioner stated: 

Radiologists or pathologists who operate on their own account, however, often employ many technical 
staff and operate an array of technical equipment. Their income is generated from the business structure 
rather than from their rendering of personal services. 

6.8 In the above example, there is no reference to the income of radiologists or pathologists, having 
a ‘mixture of income’ where at least some of it is derived from personal services. There is also 
nothing in IT 2639 to indicate that the radiologists and pathologists should be remunerated from 
their personal exertion.  

The cases to ‘find out more’ about the ‘mixture of income’ concept 

6.9 On a proper inspection, the cases cited by the Commissioner do not support the ‘mixture of 
income’ concept.  

6.10 The first three cases, Federal Commissioner of Taxation v Gulland, Watson v Federal 
Commissioner of Taxation and Pincus v Federal Commissioner of Taxation 85 ATC 4765, were 
heard together by the High Court.  

6.11 The taxpayers were doctors, who initially derived professional income in their own names, but 
then restructured their affairs so that a family trust derived the income from the professional 
services provided by the doctors. The ‘Three Doctors’ case was whether section 260, the 
predecessor of Part IVA, applied to make the transaction void against the Commissioner. 

(a) Gulland’s case was curious because, while Dr Gulland was paid a salary from the unit 
trust, the unit trust made losses in the relevant income years. There was nothing to 
distribute to the family members who were beneficiaries of the trust.  

The Chief Justice criticised its selection as a test case on that basis.  

(b) In Watson’s case, the partnership sought to restructure so that: 
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(i) a unit trust was established to acquire all partnership assets; 

(ii) the trustees of the unit trust were the five medical practitioners; 

(iii) the units were held by either the medical practitioners or by family trusts; 

(iv) in their capacity as trustees, the medical practitioners agreed to employ 
themselves in the practice on a salary; and 

(v) the unit trust entered into an agreement with a service company for the supply of 
administration services as well as a superannuation fund for its employees. 

Dr Watson’s income tax return for the relevant year included the salary he received from 
the unit trust, which was much less than he had received prior to the restructure.  

The Commissioner contended that the restructure should be void and Dr Watson’s 
income tax return should be increased to include any superannuation contributions made 
by the unit trust and Dr Watson’s share of partnership profits. 

The High Court upheld the decision of the Full Federal Court that section 260 applied.  

(c) In Federal Commissioner of Taxation v Pincus (1984) 15 ATR 1096:  

(i) Dr Pincus was in a partnership with three other medical practitioners.  

(ii) After a number of years, Dr Pincus became dissatisfied with how the partnership 
was being conducted. As a result, the partnership was dissolved and split into two 
unit trusts. The trustee of one of the unit trusts was one of the original medical 
practitioners. This unit trust employed Dr Pincus and the units were held by Dr 
Pincus’ family trust. 

(iii) The Commissioner contended that the substantial purpose of carrying out the 
arrangement to split the partnership into two unit trusts was to minimise Dr Pincus’ 
taxation through income-splitting.  

(iv) Dr Pincus contended that the purpose was to obtain superannuation benefits from 
being employed.  

(v) The Full Federal Court held that the substantial purpose was to minimise Dr 
Pincus’ taxation.  

(vi) The High Court upheld the Full Federal Court’s decision.  

6.12 The first observation is that the cases were about doctors’ professional practices restructuring. 
On the Commissioner’s own view, the income of the doctors was all personal services income 
and not income from the business structure.  

6.13 The possibility that there is a ‘mixture of income’ – some from personal exertion, and some from 
the business structure – does not arise on the facts of those cases.  

6.14 The cases were considered under section 260 because the personal services income (PSI) 
provisions were not introduced until 2000 as a response to recommendations 7.2 to 7.4 of A 
Tax System Redesigned. This was in response to ‘increasing trends in the alienation of 
personal services income’: see for example the explanatory memorandum to the New Business 
Tax System (Alienation of Personal Services Income) Bill 2000 and an acknowledgement that 
Part IVA was a ‘labour intensive and inefficient use of ATO resources’.  

6.15 The other case to ‘find out more’ about the ‘mixture of income’ concept is Henderson v 
Commissioner of Taxation (1969) 119 CLR 612. Henderson’s case is often cited as an 
authoritative decision on when an accruals accounting method is appropriate.  
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(a) Mr Henderson was a partner in an accounting firm which employed approximately 295 
people.  

(b) Prior to the 1965 income year, the partnership lodged income tax returns on a cash 
receipts basis.  

(c) From the 1965 income year onwards, the partnership sought to lodge income tax returns 
on an earnings basis. Due to the change in accounting methods, there was an amount of 
money that was not included in the 1965 income tax return of the partnership.  

(d) The Commissioner issued assessments effectively reversing the calculation of profits on 
an earnings basis to a cash basis. 

(e) Chief Justice Barwick held that the most appropriate method was in fact the earnings 
basis. He distinguished it from the case of Commissioner of Taxes (S.A.) v Executor 
Trustee and Agency Co. of South Australia Ltd. (1938) 63 CLR 108 where an individual 
was held to have derived the income from his personal exertion and therefore the cash 
basis was most appropriate.  

(f) Barwick CJ stated that: 

6. At relevant times the partnership employed a total of 295 persons of whom about 150 were 
qualified accountants. Fees earned for the year ending 30th June 1965 amounted to $1,181,166 
and in the year ending 30th June 1966 to $1,374,000. Bad debts in the year ending 30th June 1965 
amounted to $98 and in the year ending 30th June 1966 to $641. Its disbursements, excluding 
salaries to partners, for the year ending 30th June 1965 amounted to $1,045,358 and for the year 
ending 30th June 1966 to $1,074,567. The accountancy practice which it conducted in various 
centres was said to be the largest in Western Australia and one of the largest in Australia. (at p646)  

7. It is apparent, in my opinion, that what such a business earns in a year will represent its income 
derived in that year for the purposes of the Act. The circumstances which led the majority of the 
Court to conclude in Carden's Case [1938] HCA 69; (1938) 63 CLR 108 that a cash basis was 
appropriate to determine the income of the professional practice carried on by the taxpayer 
personally are not present in this case. (at p647)  

6.16 Henderson’s case was confined to the appropriate basis of taxation. No question of distributing 
business income to non-principal practitioners arose on the facts  

6.17 In Federal Commissioner of Taxation v Mochkin [2003] FCAFC 15, one of the issues 
considered by the Full Federal Court was whether commission income paid to a company was 
derived personally by Mr Mochkin. The Full Federal Court held that Mr Mochkin did not derive 
the income from his personal exertion. In coming to this decision, the Full Federal Court relied 
on the following findings of fact: 

(a) the company provided a guarantee of the obligations of defaulting clients, a service Mr 
Mochkin refused to provide personally; 

(b) it employed a team of people who provided services to clients and brokers; 

(c) Mr Mochkin was often absent during the period under review; 

(d) the team conducted trades and provided services to clients without the assistance of Mr 
Mochkin; and 

(e) the company maintained an administrative structure, including an extensive array of 
information technology. 

6.18 In Mochkin, the Commissioner argued that the company was a ‘nominal corporate structure’ in 
place of the taxpayer. This was rejected by the Full Federal Court. Sackville J stated: 

As Mr de Wijn said, from a factual point of view, this was not the case to assert that income paid to a 
corporation was in truth wholly due to the personal exertion of an individual. 
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6.19 There do not appear to be any ‘themes from the case law’ – at least from the cases quoted by 
the Commissioner – to support the proposition that the income from a professional practice may 
be split between income from personal services and income from the business structure.  

How are the Guidelines different from TA 2013/3? 

6.20 In TA 2013/3, the Commissioner identifies the issues that will be considered in compliance 
activity where professional practices are restructured.  

6.21 In that regard, TA 2013/3 provides a useful checklist to ensure that the restructure is properly 
effected. The Commissioner will look at whether: 

(a) there are inconsistencies in the documentation that make it unclear whether the individual 
or the trustee is a partner in the firm; 

(b) the individual contracts with clients or other third parties on the basis that the individual is 
a partner; 

(c) the firm or the individual represents to the public that the individual is a partner; 

(d) there is no employment or other contractual relationship between the trustee and the 
individual; 

(e) the documentation purports to provide corporate trustees with entitlements (e.g. leave) 
which can only be enjoyed by a natural person; 

(f) the trustee does not have any employees (whether in its capacity as partner or 
otherwise); 

(g) the trustee does not hold any significant assets (whether in its capacity as partner or 
otherwise); 

(h) the trustee does not contribute any capital to the partnership; and 

(i) the individual purports to make drawings from partnership equity for their personal use. 

6.22 As noted above, the Guidelines apply outside the context of a restructure. The focus of the 
Guidelines is ensuring that the principal is taxed on income generated from his or her personal 
exertion, even if that is also business income of the entity that carries on the business.  

7. EXCLUSIONS  

First exclusion – the structure is not legally effective 

7.1 In the Guidelines, the Commissioner makes it clear that the safe harbours are only available 
where: 

(a) the practice entity is a legally valid and enforceable partnership, trust or company; and  

(b) the partner, trustee or company derives the income or shares in the practice profits.  

7.2 The considerations listed in TA 2013/3 provide guidance on what the Commissioner will check 
in assessing the validity of the practice entity.  

7.3 In TR 94/8, the Commissioner provides an additional set of factors. When deciding whether 
individuals are carrying on business as partners, the Commissioner will look at: 

Intention 
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(a) the mutual assent and intention of the parties; 

Conduct 

(b) joint ownership of business assets; 

(c) registration of business name; 

(d) joint business account and the power to operate it; 

(e) extent to which parties are involved in the conduct of the business; 

(f) extent of capital contributions; 

(g) entitlements to a share of net profits; 

(h) business records; and 

(i) trading in joint names and public recognition of the partnership. 

7.4 In Kelly v Commissioner of Taxation (2013) 213 FCR 460 there were two transactions which 
were the subject of the appeal to the Full Federal Court. The first transaction concerned the 
retirement of Mr McFadzean. The issue was whether a trust acquired an interest in the 
partnership pursuant to a deed titled ‘McFadzean Retirement Deed’ which sought to assign Mr 
MCFadzean’s 20% interest in the partnership to a discretionary trust. The second transaction 
related to whether Mr Kelly acquired 7.857% interest in the partnership which was purportedly 
assigned to him as trustee for his discretionary trust. 

7.5 The Full Federal Court held that the trust did not acquire a 20% interest in the partnership as 
the right to a share in the profits of the partnership ceased when Mr McFadzean retired as a 
partner. In relation to the second transaction, the Full Federal Court held that despite the 
significant number of errors and inconsistencies in the documents, Mr Kelly did effectively 
assign 7.857% of his partnership interest to his discretionary trust for value. 

7.6 Kelly’s case highlights the need for parties to have documents which correctly reflect the parties’ 
intention. 

Second exclusion – the income is personal services income 

7.7 The second exclusion is where the income is personal services income.  

7.8 In those circumstances, the income is taxed in the hands of the individual under the PSI 
provisions and Part IVA has no meaningful operation.  

7.9 In the Guidelines, the Commissioner confirms he will continue to apply his public rulings.  

7.10 In Taxation Ruling IT 2503, the Commissioner outlines his view on instances when professional 
practices, in particular medical practices, incorporate however the income derived is directly or 
predominately attributable to personal services rendered by a professional practitioner.  

(a) As a general rule, the Commissioner considers a practice company in these 
circumstances would have no taxable income and instead it should all be paid as a salary 
to the professional practitioner. In particular, he states at paragraphs 5 - 6: 

5. As already indicated, the incorporation of professional practices is accepted for income tax 
purposes where, inter alia, incorporation does nothing more in relation to income tax than reduce a 
professional's income by the amount of an appropriate superannuation cover. This position was 
confirmed by Dawson J. in F.C. of T. v Gulland 85 ATC 4765 at page 4797:  

Of itself and without more, the establishment and operation of a superannuation fund, 
notwithstanding the opportunity it offers to deduct from assessable income contributions to 
the fund on behalf of an employee, will not attract s.260. 
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6. Generally, this would mean that a practice company should have no taxable income. The total 
income for a year, after expenses, should have been fully paid out to the professional person by 
way of a salary. 

(b) However, the Commissioner does go on to accept that in reality it is not always possible 
to determine a company’s taxable income prior to 30 June and if the practice company 
has made a bona fide attempt to break even, it should distribute any taxable income to 
the professional practitioners by way of a franked dividend in the following year (see 
paragraphs 7 - 12). 

7.11 Taxation Ruling IT 2121 sets out the Commissioner’s views on the use of family trusts and 
companies as a means of splitting income specifically from personal exertion of an individual.  

(a) At paragraph 15, the Commissioner sets out a non-exhaustive list of the most common 
situations in which a taxpayer utilises a family trust or company in order to income split. 
The Commissioner states: 

(a) The taxpayer performs the same tasks as employees might ordinarily perform and generally 
works under the same physical conditions as other employees.  

(b) The taxpayer attends throughout normal business hours the premises of the firm for which 
personal services are rendered through the interposed entity.  

(c) The basis of payment of the income is akin to that normally paid for the personal services.  

(d) In the performance of the duties the taxpayer is subject to a measure of control by the firm for 
which personal services are rendered.  

(e) The firm has the right to dismiss the taxpayer. 

(b) Interestingly, in an echo of the past attitude towards the general anti-avoidance 
provisions, the Commissioner stated: 

18. Taking up a point of contrast, in a true business situation, whether it be that of a sole trader or 
an individual professional practice, there will be many cases where arrangements are made to 
conduct the business or practice for the benefit of family members. The assets of the business, e.g. 
plant and machinery, trading stock, goodwill etc., will be transferred to a family company or trust 
and the business will be carried on thereafter for the benefit of family members. This ruling does 
not extend to this situation because the income splitting does not operate solely in respect 
of income flowing from the taxpayer's personal exertions - it flows at least in part from the 
ownership of the business assets. (See also paragraphs 23 and 24 below.) 

(emphasis added) 

(c) Again, this suggests that the Commissioner did not consider there was a ‘mixture of 
income’ concept that could attract the application of Part IVA. But that was 1984.  

(d) The Commissioner went on to say: 

23. The Tupicoff appeal proceeded on the basis that the taxpayer's activities constituted the 
carrying on of a business. Against this background the question may be asked - what is it that 
distinguishes the situation referred to in paragraphs 18, 19 and 20 from those to which this ruling 
applies? As to that the business structure in the Tupicoff case was the agency appointment. 
Because it was personal to the taxpayer it had no goodwill value as the business of a sole trader or 
individual professional practice might have. The only assets which the taxpayer was able to transfer 
to the trustee company were incidental items of office furniture. They were not income producing 
assets in the sense referred to in the Purcell case. The factual situation in the Tupicoff case was 
that the income of the business was produced solely by the personal efforts of the taxpayer - the 
amounts paid by National Mutual Life Association of Australiasia Ltd to the family trust were paid 
solely in respect of the activities of the taxpayer in selling policies of assurance, etc.  

24. To put it another way, the principles which have been applied in the Federal Court and which 
form the essence of this ruling are applicable where there are no income producing assets or 
goodwill to be transferred to the interposed entity and where the particular income of the 
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interposed entity is derived wholly from the personal efforts of the taxpayer. This situation will 
exist in clearest form where a taxpayer renders personal services in an employee-like way 
(paragraph 14 above) and the income of the interposed entity comes wholly, or almost wholly, 
from work done for the employing firm and the personal exertions which produce that 
income are those of the taxpayer in question.  

(emphasis added) 

(e) The Guidelines establish a benchmark that is far more conservative than that set out in IT 
2121. In most professional firms where income is derived from the business structure, by 
definition, the income does not come ‘wholly, or almost wholly’ from the principal. It 
comes from the business structure.  

7.12 The Commissioner’s approach to dealing with arrangements that have the characteristics and 
hallmarks of income splitting is stated in Taxation Ruling IT 2330.  

(a) The Commissioner states at paragraphs 35 - 37: 

35. In the light of the various decisions there appears to be only one test for determining whether 
arrangements entered into for the splitting of income from personal services attract the operation of 
section 260, i.e. whether the arrangements are explicable by reference to ordinary business 
or family dealing and any avoidance of tax is an inessential or incidental feature of the 
arrangements. The various decisions indicate, however, that it is not possible in the generality of 
arrangements for the pre-tax splitting of income from personal services to discern any significant 
business or commercial purpose for them and that, in fact, the one significant discernible purpose 
for them is the reduction or avoidance of tax which follows from the splitting of the income.  

 36. In this context income derived from the rendering of personal services means what it says, i.e. 
it is income which flows directly or predominantly from skills, services, etc. personally rendered. The 
use of the word "predominantly" is necessary to provide for the situation where the personal 
services involve the use of some equipment, e.g. the drawing board of an architect. The equipment 
involved in these cases is not of the same significance as the income producing assets in the 
Purcell case. Salary and wages is the clearest example of income derived from the rendering of 
personal services. Income derived by a professional person who practises on his or her own 
account without professional assistance is another example.  

 37. Not all income derived by professional people from the conduct of their professions can be said 
to be derived from the rendering of personal services. There are many large professional firms, e.g. 
accountants, engineers, architects, solicitors, etc. whose income is produced by the staff employed 
by them.  

7.13 Taxation Ruling IT 2639 provides the ‘general rule of thumb’ that income will be derived from 
the business structure where there are just as many non-principal fee earners as principal fee 
earners.  

7.14 The Guidelines specifically refer to this ‘general rule of thumb’ as continuing to apply.  

(a) Paragraph 10 states: 

10. For the purpose of determining whether a practice company or trust falls within the scope of IT 
2503 (and only for that purpose), this Office will apply the following guidelines as a general rule of 
thumb:  

a. If the practice company or trust has at least as many non-principal practitioners (see 
paragraph 11) as principal practitioners, then income is considered to be derived from the 
business structure (and therefore does not fall within the scope of IT 2503). 

b. If the practice company or trust has fewer non-principal practitioners than principal 
practitioners, then whether it derives income from personal services will still need to be 
determined by considering the factors contained in paragraph 8 of this Ruling and the 
guidelines in previous Rulings on this issue. If these factors indicate that the practice 
company or trust derives income from personal services, it will fall within the scope of IT 
2503. If they indicate that the practice company or trust derives its income from the business 
structure, it will not fall within the scope of IT 2503. 
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7.15 In larger scale professional practices, it is obviously easier to establish that that there are more 
non-principal practitioners than principal practitioners. Things get complicated in practices, such 
as physiotherapist practices, where there are usually more principal practitioners than non-
principal practitioners. 

8. SAFE HARBOURS 

First safe harbour – assessable income benchmark 

8.1 The first safe harbour is where the principal receives assessable income from the firm in their 
own hands as an ‘appropriate return’ for the services the principal provides to the firm.  

8.2 In determining the ‘appropriate return’, the principal may receive: 

(a) the level of remuneration paid to the highest band of professional employees providing 
equivalent services to the firm; or  

(b) if there are no such employees in the firm, the level of remuneration paid to employees at 
comparable firms or determined by ‘relevant industry benchmarks’.  

8.3 The original Guidelines required consideration of the remuneration paid to the highest band of 
professional employees providing equivalent services.  

8.4 The amendments of 30 June 2015 have introduced a more statistically-laden benchmark. The 
amended Guidelines establish the following safe harbour: 

The IPP receives assessable income from the firm in their own hands as an appropriate return for the 
services they provide to the firm. In determining an appropriate level of income, the taxpayer may use, as 
a minimum, the level of remuneration paid to the upper quartile of the highest band of professional 
employees providing equivalent services to the firm. That is, to satisfy this benchmark the IPP needs 
to receive remuneration that is equivalent to or higher than the lowest paid member of the upper quartile. If 
there are no such employees in the firm, then like employees in comparable firms or relevant industry 
benchmarks – for example, those provided by a recognised professional association, agency or consultant 
in the business of providing such industry benchmarks. 

8.5 ‘Equivalent services’ must be given sufficient scope to operate. For example, a law firm may 
employ ‘special counsel’, who have hourly rates only marginally lower than principals, but who 
have higher billable hour targets. Special counsel may be expected to manage client 
relationships, other employees, budgets etc, but not to the same extent as a principal.  

8.6 For the safe harbour to be meaningful, these differences must be accepted by the 
Commissioner. An overly forensic approach to the respective expectations of senior counsel 
and principals will not be helpful.  

8.7 Similarly, employees providing ‘equivalent services’ may need to be characterised by technical 
specialisation in some firms to avoid the disparity in salaries affecting how the first safe harbour 
applies to principals.  

8.8 This issue aside, the first safe harbour is easy to navigate (excuse the pun).  

8.9 In the relevant example in the Guidelines, the Commissioner states: 

A professional firm subject to these guidelines has three equal trustee partners (with representative IPPs) 
and 10 employees. It generates a profit of $1.5 million for the year. The three highest paid professional 
employees of the firm earned between $240,000 and $250,000 during the year. The IPPs at the firm bring 
in new clients, personally endorse the work of the employees, provide supervisory services, and represent 
clients in high-risk and high-value matters. 

Trust Partner 1 distributes the $500,000 as follows: 

$300,000 to IPP 1 
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$200,000 to a company owned and controlled by IPP 1. 

8.10 The distribution to the principal was greater than the amount paid to the highest-paid 
professional employees of the firm.  

8.11 The identification of a remuneration that is the ‘upper quartile’ of the highest band of 
professional employees providing similar services is now not as clear. This was a result of the 
30 June 2015 amendments. The Commissioner gives the following example: 

Example 4 

A law practice is structured as a partnership of seven trustees of discretionary trusts each controlled by an 
IPP. The firm made a profit of $3.5 million for the year and the partners share in the profits of the firm 
equally. The firm has 50 professional staff, 12 of which are at the special counsel level that provides 
relatively commensurate services and functions as the partners of the firm. The remuneration band of 
special counsel employees is from $150,000 to $350,000, the upper quartile average being $330,000. 
Each of the partners returns their income in the following manner: 

The IPP associated with partner 1 returns an amount of $400,000 in their personal return. Partner 1 
distributes the remaining $100,000 to a corporate beneficiary. 

The IPP of partner 2 returns an amount of $330,000 in their personal return. Partner 2 distributes $100,000 
to the IPP’s spouse and $70,000 to a corporate beneficiary. 

The IPP of partner 3 returns an amount of $200,000 in their personal return. Partner 3 distributes the 
remaining $300,000 to a corporate beneficiary. 

The IPP of partner 4 returns an amount of $255,000 in their personal return. Partner 4 distributes $145,000 
to the spouse of the IPP and $50,000 to each of his two adult children. 

The IPP of partner 5 receives no income distribution and the entire $500,000 distribution is paid to the 
IPP’s spouse. 

The IPP of partner 6 receives $100,000 personally, $100,000 to the IPP’s spouse and $300,000 to an 
entity with significant carry-forward losses. 

The IPP of partner 7 receives a distribution of $225,000 personally and makes a $25,000 superannuation 
contribution, The IPP’s spouse also receives $225,000 and makes a $25,000 superannuation contribution 
and the remaining $50,000 is distributed to a corporate beneficiary. 

Applying first benchmark to the example the IPP of partner 1 clearly exceeds the level of remuneration of 
its highest paid professional employees and would be categorised as low risk. Partner 2 receives 
equivalent to the average and will be considered as lower risk. The IPPs of the remaining partners receive 
distributions significantly below the firm’s internal benchmark and will not satisfy this criterion. 

8.12 The upper quartile is a range. In the example above, the Commissioner has used the ‘upper 
quartile average’. It is also difficult to apply when the data set is, for example, three special 
counsels providing equivalent services. In that case, there is no third quartile, and therefore no 
upper quartile. Given the context, I assume the first safe harbour will only be met if the payment 
to the principal is the same as the highest paid special counsel providing equivalent services.  

Second safe harbour – 50% of income derived by principal 

8.13 The second safe harbour applies where 50% or more of the income to which the principal and 
their associated entities are collectively entitled is assessable in the hands of the principal.  

8.14 For example, Teresa has a discretionary trust that is a partner in a partnership that practices as 
an engineering firm. Teresa’s trust receives a partnership distribution of $300,000 for the 2015 
income year.  

8.15 Teresa, as sole director of the trustee company, resolves to distribute:  

(a) $150,000 of the trust’s net income to her; and 
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(b) $150,000 of the trust’s net income to a company controlled by Teresa.  

8.16 Teresa is considered low risk under the second safe harbour.  

8.17 The 50% applies to income from the firm: salary, distribution of partnership or trust profit, 
distributions from associated service entities, dividends from associated entities or any 
combination of these. 

8.18 This means that Teresa’s negatively geared investment property does not need to be 
considered in determining the 50% distribution that Teresa needs to receive personally to be 
considered low risk.  

8.19 Adjustments would need to be made for income derived from a service entity. For example, if 
the firm contracts with a service entity, and the service entity distributes profits of $5,000 to the 
company controlled by Teresa, Teresa will fail the 50% safe harbour test because she will have 
received $150,000 and her company will have received $155,000.  

8.20 The $5,000 distribution from the service entity is taxed at 30%, whereas it would have been 
taxed at 37% in Teresa’s hands.  

8.21 In these circumstances, the Commissioner states in the Guidelines that he will look at the 
effective tax rate to determine the level of risk. In this example, the effective tax rate for all of the 
income derived from the firm is 29.49%. It should be safe to assume that the Commissioner will 
not seek to apply Part IVA for a purported tax benefit of $350. 

Third safe harbour – effective tax rate of 30% 

8.22 The third safe harbour applies were the principal, and their associated entities, have an effective 
tax rate of 30% or higher.  

8.23 Teresa’s practice has a better income year. $600,000 of the partnership’s net income is 
distributed to Teresa’s trust.  

8.24 Teresa resolves to distribute: 

(a) $180,000 of the trust’s net income to her personally (tax of $54,547);  

(b) $180,000 of the trust’s net income to her spouse, who is a stay-at-home father with no 
other income (tax of $54,547); and 

(c) $240,000 of the trust’s net income to a company controlled by Teresa.  

8.25 The effective tax rate of the income distributed to Teresa and her spouse is 30.3%. The 
effective tax rate of the income distributed to the company controlled by Teresa is 30%.  

8.26 Teresa is considered low risk under the third safe harbour.  

9. LEGAL STANDING OF THE SAFE HARBOURS 

9.1 In addition to the Guidelines being withdrawn, it is important to note that the safe harbours 
contained in the Guidelines have no legal standing.  

9.2 The Guidelines set out the Commissioner’s view on how compliance resources will be allocated 
to assess Part IVA risks.  As a result, the Commissioner is not bound by the Taxation 
Administration Act 1953 to apply the Guidelines. 

9.3 However, taxpayers should take some comfort from the safe harbours.  
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(a) Firstly, the Commissioner has not identified any case authority that indicates Part IVA will 
apply where the principal does not receive ‘appropriate return for the services they 
provide to the firm’.  

(b) Therefore, the Commissioner’s position that Part IVA may apply to cancel a tax benefit, 
where the Commissioner considers the principal does not receive an ‘appropriate return’. 
is not free from doubt.  

(c) In this context, while there is nothing legally preventing the Commissioner from seeking to 
apply Part IVA to arrangements in the safe harbour, it is unlikely the Commissioner will 
choose an arrangement in the safe harbour for his first test case. This is a logical 
assumption, but then Gulland’s case was selected as a test case, where the principal 
received a salary and there was no further income of the business structure to distribute.  

10. SAILING OUTSIDE THE SAFE HARBOURS? 

10.1 There are two issues here: 

(a) audit risk; and  

(b) legal risk.  

10.2 With respect to audit risk, the Commissioner states in the Guidelines: 

Where none of the guidelines outlined above can be satisfied, the IPP’s arrangement will be considered 
higher risk. In these cases, the lower the effective tax rate, the higher the ATO will rate the compliance risk 
posed by the arrangements and the greater the likelihood of ATO compliance action being commenced. 
For example, an arrangement with an effective tax rate of 15% will be rated as higher risk than one with an 
effective tax rate of 25%. 

10.3 Using the effective rate to identify audit risk is a relatively straight-forward method for the 
Commissioner to allocate compliance resources – and probably to identify a test case where the 
effective tax rate is very low.  

10.4 The legal risk requires a different type of analysis. Applying the Commissioner’s own views in IT 
2639, consideration would need to be given to: 

(a) the nature of the taxpayer’s activities;  

(b) the extent to which the income depends upon the taxpayer’s own skill and judgement;  

(c) the extent of the income producing assets used to derive the income; and  

(d) the number of employees and others engaged.  

10.5 In cases where the entity carrying on the business employs a substantial number of employees, 
contributes substantial assets or provides guarantees, that entity will derive income from the 
business structure. Applying the Commissioner’s own reasoning, that entity needs, as a bare 
minimum, to receive an ‘appropriate return’ for the assets it has put at the practice’s disposal, 
which may include: 

(a) assets used in carrying on the business; and  

(b) pledging other assets as security for the professional practice’s debts and obligations.   

10.6 It is not difficult to imagine circumstances where the weight of the entity’s risks justifies an 
‘appropriate return’ that exceeds, for example, the second safe harbour of 50% of the practice 
income, but which cannot be properly characterised as a scheme with the sole or dominant 
purpose of obtaining a tax benefit.  
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11. CONCLUSION 

11.1 Despite the withdrawal of the Guidelines, our view is that the Guidelines still remain relevant if 
the arrangements do not fall within the ‘high risk’ arrangements outlined by the Commissioner 
as discussed at 2.3.  

11.2 The Guidelines provide useful safe harbours for professional practices wanting to minimise their 
Part IVA audit risk.   

11.3 However, care must be taken not to elevate the safe harbours to somehow reflecting the correct 
application of the law on when Part IVA might apply.  

This paper is only intended as a general overview of issues relevant to the topic and is not legal 
advice. If there are any matters you would like us to advise you on in relation to this paper, please let 
us know. 
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