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Introduction  

Dividend stripping and dividend washing arrangements have been on the Australian Taxation Office’s 
(ATO) radar in recent years. This includes the release of TA 2015/1 and TD 2014/10, and more 
recently the offer of an “amnesty” to SMSF trustees allegedly involved in dividend stripping 
arrangements relating to investments in private companies.  
 
This paper will examine: 

 The ATO’s attack on dividend stripping arrangements under the “general” Part IVA rules as 
well as under ss 177E, 177EA, 207-145 and the non-arm’s length income rules; and 

 The ATO’s investigation into dividend washing arrangements, including the recent AAT 
decision in The Trustees of the WT & A Norman Superannuation Fund v FTC. 

 
In this paper references to legislation are to provisions contained in the Income Tax Assessment Act 
1936 (ITAA 36), the Income Tax Assessment Act 1997 (ITAA 97), the Taxation Administration Act 1953 
(TAA), the Superannuation Industry (Supervision) Act 1993 (SIS Act) and the Superannuation Industry 
(Supervision) Regulations 1994 (SIS Regs) unless otherwise noted. All section references are 
references to sections of the ITAA 36 unless indicated otherwise. 
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SMSFs and dividend stripping  

The ATO has made a number of announcements in recent years in relation to the transfer of shares 
from a private company to a self managed superannuation fund (SMSF) and the subsequent payment 
of franked dividends to the SMSF. The announcements include: 

 Taxpayer Alert TA 2015/1; 

 Letters sent to SMSF trustees in November 2015 offering an amnesty for SMSFs in situations 
similar to those outlined in TA 2015/1; and 

 The recent public offer by the ATO for SMSF trustees to address dividend stripping 
arrangements.1  

 
In summary, the ATO has raised the potential to attack such arrangements with the following provisions 
in the tax acts: 

 The anti-avoidance provisions of Part IVA, including: 

o “general Part IVA” contained in sections 177A to 177D; 

o Dividend stripping arrangements under section 177E; 

o Imputation benefit arrangements under section 177EA; 

 Dividend stripping arrangements under section 295-550 ITAA 97; 

 The non-arm’s length income rules under section 295-550(2) ITAA 97; and 

 Whether the dividends qualify for an exempt current pension deduction under section 295-
385(1) ITAA 97. 

Structure of this paper 

The provisions outlined above are complicated. We have therefore designed this paper by examining 
those provisions with the assistance of a case study.  

Background facts for the case study 

The facts of this case study are as follows: 

 John and Mary are the only members of the JM Super Fund (JM SMSF); 

 John and Mary owned all of the shares in Property Co Pty Ltd (the Company); 

 The Company owns a property in Victoria (Property) worth $1.5 million that satisfies the 
definition of business real property;2 

 John and Mary have a discretionary trust (Trust) that operates a business (Business); 

                                                      

1 See - https://www.ato.gov.au/Super/Self-managed-super-funds/In-detail/News/Offer-to-SMSF-trustees-to-address-dividend-

stripping-arrangements/  
2 Section 66 of the SIS Act 

https://www.ato.gov.au/Super/Self-managed-super-funds/In-detail/News/Offer-to-SMSF-trustees-to-address-dividend-stripping-arrangements/
https://www.ato.gov.au/Super/Self-managed-super-funds/In-detail/News/Offer-to-SMSF-trustees-to-address-dividend-stripping-arrangements/
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 The Property is leased from the Company to the Trust in the Business; 

 In addition to the Property, the Company has a small amount of cash, retained earnings and 
franking credits (worth about $200K); 

 The Company satisfies the requirements of reg 13.22C of the SIS Regs; 

 The shares in the Company (Shares) were contributed by John and Mary to the JM SMSF as 
non-concessional contributions; 

 The contribution of the Shares did not breach section 66(1) of the SIS Act as the exception in 
section 66(2A)(b) of the SIS Act applied (ie the Company satisfied the requirements of reg 
13.22C); 

 In the year the Shares were contributed to the JM SMSF, John and Mary were nearing 
retirement and sought advice from their financial planner and accountant; 

 John and Mary were advised that moving the Property into the JM SMSF was recommended. 
They were advised that they had a number of options to effect that, including: 

o John and Mary transfer the Shares to the JM SMSF – under this option they could 
access the small business tax concessions and no duty would be triggered; 

o Transfer of the Property in payment of a dividend to John and Mary and then for John 
and Mary to contribute the Property to the JM SMSF – this option was not preferred as 
such a transaction would have triggered the imposition of Victorian duty and the 
Company was unlikely to have sufficient franking credits to fully frank the dividend; 

o Transfer of the Property to John and Mary upon the liquidation of the Company and 
then for John and Mary to contribute the Property to JM SMSF – this option was not 
preferred on the basis that the transfer of the Property as a dividend would have been 
treated as an assessable dividend to John and Mary, again Victorian duty would have 
been payable on the transfer and the Company was unlikely to have sufficient franking 
credits to fully frank the dividend;  

o Sell the Property to John and Mary and then for John and Mary to contribute the 
Property to the JM SMSF – this option was not preferred as such a transaction would 
have triggered the imposition of Victorian duty and John and Mary did not have 
sufficient cash to acquire the Property;  

o Sell the Property from the Company to JM SMSF – this option was considered not to 
be a viable option as it would not have satisfied the objective of John and Mary to 
increase their benefits in JM SMSF by increasing the capital of the JM SMSF. A sale 
to JM SMSF would not have achieved this and JM SMSF did not have sufficient cash 
to acquire the Property.  

 A factor that favoured the first option of contributing the Shares to JM SMSF was that such a 
transfer was a specifically permitted transaction under the superannuation laws as: 

o Although a member is generally prevented from transferring assets to a superannuation 
fund under section 66(1) of the SIS Act there is an exception to that prohibition under 
section 66(2A)(iv) of the SIS Act for shares in a company which satisfies the 
requirements of regulation 13.22C of the SIS Regs and does not breach regulation 
13.22D of the SIS Regs. As the Company met these requirements, the Shares could 
be transferred from John and Mary to JM SMSF; 

o Although the trustee of a superannuation fund is generally prohibited from investing 
more than 5% of its assets in a related party (such as the Company) under Part 8 of 
the SIS Act (ie the in-house asset rules), there is an exception for a company which 
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satisfies the requirements of regulation 13.22C of the SIS Regs and does not breach 
regulation 13.22D of the SIS Regs. As the Company met these requirements, JM 
SMSF could acquire the Shares without breaching the in-house asset rules.  

 Another key factor that favoured the option of contributing the Shares to JM SMSF was that the 
contributions could be effected without triggering Victorian duty; 

 Consequently, after consideration of the above options, it was determined that the simplest, 
most effective and commercially efficient method to transfer the economic ownership of the 
Property to JM SMSF was to transfer the Shares from John and Mary to JM SMSF; 

 A valuation of the Shares was obtained from an independent valuer at $1.5 million. This 
valuation was used to determine the value of the contribution of the Shares and as a result the 
each of John and Mary contributed $750K worth of Shares to the JM SMSF (collectively referred 
to as the Share Transfers); 

 At the time of the Share Transfers:  

o John and Mary were aged 57 and 65 respectively; 

o Mary’s benefits in JM SMSF were in a “pension account” and were used to pay a 
pension. John’s benefits were in an accumulation account. JM SMSF was therefore 
partially in “pension phase” at that time. A pension was subsequently paid to John and 
the JM SMSF went fully into “pension phase.”  

 After the Share Transfers franked dividends were paid to the JM SMSF over a number of years.  

General Anti Avoidance Provisions (Part IVA)  

Legislative introduction and the Commissioner’s approach 

Under Part IVA, where a taxpayer obtains a tax benefit under a scheme and the taxpayer or another 
person entered into or carried out the scheme for the dominant purpose of enabling the taxpayer to 
obtain the tax benefit, the Commissioner may disregard the scheme and reconstruct the scheme and 
tax the taxpayer on the reconstructed basis3 (Part IVA). 

Part IVA has primacy over all other provisions.4  Part IVA is a provision of last resort and specific anti-
avoidance provisions are applied in priority.5  

Part IVA comprises a number of independent but related anti avoidance provisions. There is the 
“original” more general Part IVA anti avoidance rule contained in sections 177A to 177D. There are also 
a number of more specific Part IVA anti avoidance rules. The more specific Part IVA anti avoidance 
rules that will be considered in this paper are contained in sections 177E (dividend stripping 
arrangements) and section 177EA (imputation schemes).  

References below to Part IVA will be to the general anti avoidance rules contained in sections 177A to 
177D, while the more specific anti avoidance rules will be referred to as section 177E and section 177EA 
respectively. 

                                                      

3 Part IVA ITAA 36. 
4 Section 177B ITAA 36. 
5 PSLA 2005/24 at [50]. 
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Scheme 

In order for Part IVA to apply, there must an identified scheme within the definition of section 177A(1), 
being: 

(a) any agreement, arrangement, understanding, promise or undertaking, whether express 
of implied and whether or not enforceable, or intended to be enforceable, by legal 
proceedings; and 

 
(b) any scheme, plan, proposal, action, course of action or conduct 

 

In applying Part IVA, the entire scheme and not merely part of a scheme must be considered.  However, 
the Commissioner can rely upon multiple alternate schemes or a part of a wider scheme which is a 
scheme in itself.6  The scheme must be a set of circumstances capable of standing on their own without 
being robbed of all practical meaning.7  The context of the wider transaction may be considered to 
explain the scheme identified by the Commissioner.8   

An error in identifying a step in the scheme is not sufficient to invalidate the application of Part IVA, 
unless the error relates to the connection of the scheme to the tax benefit or identification of the wrong 
taxpayer receiving the benefit.9 

Therefore, it must be determined when the relevant scheme begins and ends when considering the 
arrangement as a whole. 

Tax benefit 

 
Part IVA also requires that there is a tax benefit that is derived by the taxpayer under the scheme. 

Subsection 177CB(1) sets out the bases for identifying whether any of the following (tax effects) would 
have occurred, or might reasonably be expected to have occurred, if a scheme had not been entered 
into or carried out: 

(a)       an amount being included in the assessable income of the taxpayer;  

(b)   the whole or a part of a deduction not being allowable to the taxpayer;  

(c)   the whole or a part of a capital loss not being incurred by the taxpayer;  

(d)   the whole or a part of a foreign income tax offset not being allowable to the taxpayer;  

(da)  the whole or a part of an exploration credit not being issued to the taxpayer;  

(e)   the taxpayer being liable to pay withholding tax on an amount. 

A tax benefit arising from ensuring a taxpayer qualifies for the making of an allowable agreement, 
choice, declaration, election or selection expressly provided by the tax acts will not be a tax scheme.10   

                                                      

6  Peabody (1994) 28 ATR 344 at 351 to 352 (HC). 
7 FCT v Peabody (1994) 28 ATR 344 at 345 [20] (HC). 
8 Consolidated Press Holdings Ltd (2001) 47 ATR 229 at [71] (HC). 
9 Peabody (1994) 28 ATR 344 at 351 (HC). 
10 Section 177C(2) ITAA 36. 
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The identification of a tax benefit necessarily, for Part IVA purposes, requires consideration of an 
“alternative postulate”11, also referred to as the counterfactual. 

Amendments made to Part IVA by the Tax Laws Amendment (Countering Tax Avoidance and 
Multinational Profit Shifting) Bill 2013 applies to schemes entered into or carried out on or after the date 
of the release of the exposure draft legislation being 16 November 2012. One of the results of these 
amendments is the introduction of Section 177CB and the clarification of the tests in determining 
alternative postulates.   

Alternative postulate/counterfactual 

In determining whether a taxpayer has obtained a tax benefit, the Commissioner compares the actual 
tax payable under the scheme entered into or carried out with the tax notionally payable on the 
reconstructed scheme that might reasonably be expected to have been entered into or carried out (the 
counterfactual); the difference being the tax benefit the existence of which is a condition precedent to 
the operation of Part IVA.12   

Where a scheme achieves a commercial objective (ignoring the tax benefit) the counterfactual is 
determined on the basis that the commercial objective would still have been pursued but in a different 
manner rather than not pursued at all.13  

The Commissioner’s counterfactual must be more probable than not to be reasonable. 14   The 
counterfactual of a newly established scheme may be an alternate arrangement that was available to 
achieve the same result.15  In determining the counterfactual it is instructive to consider the following:16 

 the most straightforward and usual way of achieving the commercial and practical 
outcome of the scheme (disregarding the tax benefit); 

 commercial norms, for example, standard industry behaviour; 

 social norms, for example, family obligations; 

 behaviour of relevant parties before/after the scheme compared with the period of 
operation of the scheme; and 

 the actual cash flow. 

The explanatory memorandum to the Tax Laws Amendment (Countering Tax Avoidance and 
Multinational Profit Shifting) Bill 2013 (EM) discusses that a comparison between the scheme and an 
alternative postulate serves the Part IVA inquiry in two ways: 

first, comparisons between the tax consequences of the scheme and the tax consequences of 
alternative postulates provide a basis for identifying (and quantifying) any tax advantages (of the 
relevant kind) that may have been obtained from the scheme; and 

second, a consideration of alternative postulates may, in the course of considering the paragraph 
177D(b) matters, assist in reaching a conclusion about the purposes of the participants in the 
scheme (Gummow and Hayne JJ in Hart (2004) 206 ALR 207 at [66] to [68]):  a consideration of 
whether there were other ways that the participants in the scheme could have achieved their 
non-tax purposes facilitates a weighing of those purposes against any tax purposes that can be 
identified. 

                                                      

11 PS LA 2005/24 at [69] 
12 Peabody (1993) 25 ATR 32 at 40 (FFC). 
13 PSLA 2005/24 at [75] and [76]. 
14 Peabody (1994) 28 ATR 344 at 353 (HC). 
15 Spotless Services Ltd (1996) 34 ATR 183 at 193 to 194 (HC). 
16 PSLA 2005/24 at [74]. 
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An alternative postulate could be that in achieving the commercial objective that the scheme (that 
resulted in the tax benefit) did not happen or it could be that the scheme did not happen but that 
something else did happen.   

 
Section 177CB confirms that the two limbs of section 177C(1) represent alternative bases upon which 
the existence of a tax benefit can be demonstrated: 

 

 The first limb (under subsection 177CB(2)), called the “annihilation approach” 
determines whether a tax benefit has arisen, by assuming or deleting the scheme 
altogether. That is, it is treated as if the scheme was never put in place. This approach 
would be used where the tax benefit is a deduction. For example, ignoring the scheme 
that created the deduction and therefore leaving the taxpayer with a higher tax liability; 

 The second limb (under subsection 177CB(3)), referred to as the “reconstruction 
approach”, is used where it is not enough to simply 'annihilate' the scheme.  Rather, it 
is necessary to determine a reasonable alternative to the scheme that could have taken 
place instead of the scheme. Under this limb, the following limitations exist: 

o regard must be had to the substance of the scheme; and any result or 
consequence for the taxpayer that is or would be achieved by the scheme 
(other than a result arising under the income tax laws); 

o the income tax outcomes of the alternate postulate must be disregarded 
(therefore state and foreign taxes can still be taken into consideration under 
this approach). 

While a consideration of what the taxpayer did in the commercial circumstances that existed is viewed 
as shedding light on what the taxpayer would have done in the absence of the scheme17, the matters 
that can be taken into account in the inquiry are unlimited and can include evidence from the taxpayer 
as to what it would have done in the absence of the scheme (provided foundation facts are given to 
support what would otherwise be a bald speculative statement)18. 

Dominant purpose 

Part IVA does not inquire into the subjective motives of taxpayers and it does not therefore strike at 
every arrangement that is entered into with an eye to tax minimisation. This has been established by 
decisions of the High Court of Australia.  Their Honours Gleeson CJ and McHugh J said in 
Commissioner of Taxation v Hart19 at [15]: 

… the fact that a particular  commercial transaction is chosen from a number of possible alternative 
courses of action because of tax benefits associated with its adoption does not of itself mean that 
there must be an affirmative answer to the question posed by s 177D.  Taxation is part of the cost 
of doing business, and business transactions are normally influenced by cost considerations.  
Furthermore, even if a particular form of transaction carried a tax benefit, it does not follow that 
obtaining the tax benefit is the dominant purpose of the taxpayer in entering into the transaction.  A 
taxpayer wishing to obtain the right to occupy premises for the purpose of carrying on a business 
enterprise might decide to lease real estate rather than to buy it.  Depending upon a variety of 
circumstances, the potential deductibility of the rent may be an important factor in the decision.  
Yet, if there were nothing more to it than that, it would ordinarily be impossible to conclude, having 
regard to the factors listed in s 177D, that the dominant purpose of the lessee in leasing the land 
was to obtain a tax benefit.  The dominant purpose would be to gain the right to occupy the 
premises, not to obtain a tax deduction for the rent, even if the availability of the tax deduction 
meant that leasing the premises was more cost-effective than buying them. 

                                                      

17 See Tax Laws Amendment (Countering Tax Avoidance and Multinational Profit Shifting) Bill 2013 at 1.49;  Commissioner of 
Taxation v Ashwick (Qld) No 127 Pty Ltd [2011] FCAFC 49 at [153] 
18 See Tax Laws Amendment (Countering Tax Avoidance and Multinational Profit Shifting) Bill 2013 at 1.49; McCutcheon v 
Federal Commissioner of Taxation [2008] FCA 318 (2008) 168 FCR 149 at [37], cited with approval in Axa Asia [2010] FCAFC 
134 at [140] 
19 (2004) 206 ALR 207 
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The ATO must determine whether the scheme was entered into for the dominant purpose of the 
taxpayer obtaining the tax benefit objectively using exclusively all20 of the following eight criteria:21 

(i) the manner in which the scheme was entered into or carried out; 
(ii) the form and substance of the scheme; 
(iii) the time at which the scheme was entered into and the length of the period during which 

the scheme was carried out; 
(iv) the result in relation to the operation of this Act that, but for this Part, would be achieved 

by the scheme; 
(v) any change in the financial position of the relevant taxpayer that has resulted, will result, 

or may reasonably be expected to result, from the scheme; 
(vi) any change in the financial position of any person who has, or has had, any connection 

(whether of a business, family or other nature) with the relevant taxpayer, being a change 
that has resulted, will result or may reasonably be expected to result, from the scheme; 

(vii) any other consequence for the relevant taxpayer, or for any person referred to in 
subparagraph (vi), of the scheme having been entered into or carried out; and 

(viii) the nature of any connection (whether of a business, family or other nature) between the 
relevant taxpayer and any person referred to in subparagraph (vi). 

 

The state of the law and the objective purpose is to be determined at the time the scheme is entered 
into.22  The eight criteria are to be balanced each against the other23 and a global assessment of 
objective purpose is permissible.24   

The subjective purpose of a taxpayer or of other persons will not constitute admissible evidence of 
purpose but may be relevant to some of the eight criteria.25  The taxpayer will fail to discharge the onus 
of proof if the taxpayer fails to establish objective facts under the various categories of section 
177D(2).26 

The objective purpose and actions of persons that did not participate in the scheme (such as tax 
advisers)27 or promoters can be considered or attributed to the persons that participated in the scheme.  

Surrounding or concurrent commercial purposes of the scheme do not prevent Part IVA from applying 
if the dominant (the most influential, prevailing or ruling) purpose is of enabling a tax benefit to be 
obtained by the taxpayer.28  However, a dominant commercial purpose may prevent Part IVA from 
applying.  

In the Commissioner’s view, the following features of a transaction alone or in combination may infer a 
dominant purpose of enabling a taxpayer to obtain a tax benefit:29 

 the arrangement (or any part of the arrangement) is out of step with ordinary family 
dealings or the sort of arrangements ordinarily used to achieve the relevant commercial 
objective; 

 the arrangement seems more complex than is necessary to achieve the relevant family 
or commercial objective, or includes a step or a series of steps that appear to serve no 
real purpose other than to gain a tax advantage, for example: 

 transactions which interpose an entity to access a tax benefit; 
 intra-group or related party dealings that merely produce a tax result; 
 arrangements involving a circularity of funds or no real money; 
 the tax result of the arrangement appears at odds with its commercial or economic result, 

for example: 

                                                      

20 Eastern Nitrogen Ltd v FCT (2001) 46 ATR 474 at 477 (FFC). 
21 Section 177D(2) ITAA 36. 
22 Consolidated Press Holdings Ltd (2001) 47 ATR 229 at [71] (HC). 
23 Consolidated Press Holdings Ltd (2001) 47 ATR 229 at [94] (HC). 
24 CPH Property Pty Ltd (2001) 42 ATR 575 at 601 (FFC). 
25 Zoffanies (2003) 54 ATR 280 at [53] to [54]. 
26 Eastern Nitrogen Ltd (2000) 46 ATR 474 at 490 (FFC). 
27 Consolidated Press Holdings Ltd (2001) 47 ATR 229 at [95] (HC). 
28 Spotless Services Ltd (1996) 34 ATR 183 at 188 (HC). 
29 PSLA 2005/24 at [113]. 
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 a tax loss is claimed for what was a profitable commercial venture or transaction; 
 the arrangement results in little or no risk in circumstances where significant risks would 

normally be expected, for example: 
 use of non-recourse or limited recourse loans which limit the parties' risk or actual 

detriment in relation to debts/investments; 
 arrangements where the taxpayer's risk is significantly limited because of the existence, 

for example, of a 'put' option; 
 the parties to the arrangement are operating on non-commercial terms or in a non-arm's 

length manner, for example: 
 financial arrangements made on unusual terms, such as interest rates above or below 

market rates, insufficient security, or deferment of repayment of the loan until the end of 
a lengthy repayment period; 

 transactions which do not occur at market rates/value; 
 there is a gap between the substance of what is being achieved under the arrangement 

(or any part of it) and the legal form it takes, for example: 
 arrangements where a series of transactions taken together produce no economic gain 

or loss, such as where the whole scheme is self-cancelling. 

Purpose to be considered before tax benefit 

Further to the amendments to Part IVA discussed above, another significant amendment under the Tax 
Laws Amendment (Countering Tax Avoidance and Multinational Profit Shifting) Bill 2013 relates to the 
application of the Part IVA “test”; where the manner in which the test is applied is effectively “switched.” 
That is, the first test to consider is whether the scheme was entered into for the dominant purpose of 
obtaining a tax benefit. If the answer to that question is yes, the second test is to consider whether there 
has been a tax benefit under the scheme.  

The EM discusses the context of the newly introduced provisions in relation to the application of Part 
IVA from a policy perspective and discusses as follows: 

1.58 … The objects of Part IVA are more likely to be served if the analysis starts with the 
section 177D inquiry about whether a person participated in a scheme for the sole or 
dominant purpose of enabling the taxpayer to obtain a tax benefit.  This inquiry has two 
components, in that the relevant purpose must be about a tax benefit, but it is nonetheless 
a single inquiry. 

1.59 The inquiry looks at how the scheme was implemented, what it achieved as a matter of 
substance or reality (that is, its end effect) and the nature of any connection between the 
taxpayer and other parties.  A consideration of alternative possibilities should form part of 
that inquiry.  Gummow and Hayne JJ indicated in Hart (2004) 206 ALR 207 [at 66] that 
subsection 177C(1) and paragraph 177D(b) must be read together. 

Section 177E (dividend stripping) 

Section 177E is a specific provision within Part IVA that operates to apply to schemes that have the 
effect of dividend stripping. Therefore, in order to fall within this section, the scheme must be one that 
is part of a dividend stripping operation. 

There are a number of important differences between the tests under the general Part IVA provisions 
and under section 177E. These include: 

 section 177E only applies to dividend stripping schemes; 

 there is no sole or dominant purpose required (that is, if a dividend stripping 
arrangement exists then the tax benefit from that scheme will automatically be 
caught by section 177E); 

 the section does not expressly require the consideration of a counterfactual; 
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 the dividend stripping scheme must result in property being disposed of which, in 
the Commissioner’s view, represent profits of a company where that property could 
have otherwise have been paid out as a dividend. 

The key consideration in relation to whether section 177E will apply or not is whether a dividend stripping 
scheme exists. Dividend stripping is not defined in the tax acts.  

The High Court in FC of T v Consolidated Press Holdings (No 1)30 (CPH Case) identified the following 
six factors common to operations of dividend stripping31: 

 a target company with substantial undistributed profits creating a potential tax 
liability, either for the company or its shareholders;  

 the sale or allotment of shares in the target company to another party;  

 the payment of a dividend to the purchaser or allottee of the shares out of the target 
company's profits;  

 the purchaser or allottee escaping Australian income tax on the dividend so 
declared;  

 the vendor shareholders receiving a capital sum for the shares in an amount the 
same as or very close to the dividends paid to the purchasers (there being no CGT 
at the relevant times); and  

 the scheme being carefully planned, with all the parties acting in concert, for the 
predominant if not the sole purpose of the vendor shareholders, in particular, 
avoiding tax on a distribution of dividends by the target company. 

It is noted that while section 177E does not expressly require a condition for its application that the 
parties have a sole or dominant purpose of achieving a tax benefit, the Courts have found that in order 
for there to a dividend stripping scheme the scheme must have the predominant if not sole purpose of 
avoiding tax.  

A key difference with the purpose test under section 177E and the general Part IVA provisions is that 
the latter compels an examination of the eight factors section 177D(2) while the former does not. That 
said, many of the factors would ordinarily be examined in an examination of purpose under section 
177E. 

Further, in considering the potential application of the dividend stripping provisions, in Taxation 
Determination TD 2014/1 the Commissioner considers that it is necessary to determine if there is an 
objective purpose of tax avoidance in respect of the scheme. In determining objective purpose, the 
Commissioner considers that a simple assertion that another non-tax purpose exists will not of itself 
conclusively determine the issue 32 . This in turn, in the Commissioner’s view, requires that a 
counterfactual must be considered under which a dividend would be paid to a vendor before the 
disposal of the property. For example, the Commissioner states in TD 2014/1: 

7. In this context it is also necessary to consider whether the alleged non-tax purpose could have 
been achieved in a simpler and/or more commercially usual manner. For example if it is alleged that 
the arrangement was entered into for 'asset protection' purposes it will be necessary to consider why 

                                                      

30 (1999) 91 FCR 524; 99 ATC 4945; 42 ATR 575 
31 The High Court in this case approved the Full Federal Court's adoption of Gibbs J's list, in Federal Commissioner of Taxation 

v Patcorp Investments (1976) 140 CLR 247; 76 ATC 4225; (1976) 6 ATR 420 of the 'common characteristics' of earlier dividend 

stripping cases. Those characteristics were subsequently adopted in Lawrence v. Commissioner of Taxation [2009] FCAFC 29; 

(2009) 175 FCR 277; (2009) 2009 ATC 20-096; (2009) 75 ATR 306. 
32 TD2014/1 at [6] 
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that purpose could not have been achieved by simply declaring and paying a dividend on the ordinary 
shares held by the original shareholder(s). 

 

Further, in the Commissioner’s view, in determining purposes it is “necessary to consider whether the 
alleged non-tax purpose could have been achieved in a simpler and/or more commercially usual 
manner.”33 

Accordingly, in the view of the Commissioner, for section 177E to have potential application to a scheme 
the scheme must have been carefully planned with all parties acting in concert for the predominant, if 
not sole, purpose of the vendor shareholders, in particular, avoiding tax on a distribution of dividends 
from the company in which the relevant shares had been transferred. 

Section 177EA (franking credit schemes) 

Section 177EA is also a specific provision contained within Part IVA that operates to apply to schemes 
where a taxpayer receives an “imputation benefit.” That is, the benefit of franking credits.  

In order for section 177EA to apply the following is required: 

 there must be a “scheme for a disposition” 34  of “membership interests”, or an 
“interest in membership interests”, in a corporate tax entity (typically the sale or 
transfer of shares); 

 a frankable distribution has been paid, or is payable, or is expected to be payable 
(whether directly or indirectly) to a person35 in respect of the membership interests36; 

 the distribution was, or was expected to be, a franked distribution or a distribution 
franked with an exempting credit; 

 a taxpayer would receive, or could reasonably be expected to receive, imputation 
benefits as a result of the dividend or distribution; and 

 having regard to the relevant circumstances, it would be concluded that a purpose 
of at least one of the participants of the scheme did so for a purpose (whether or not 
the dominant purpose but not including an incidental purpose) of enabling the 
taxpayer to obtain an imputation benefit. 

Subsection 177EA(17) sets out the list of “relevant circumstances” of a scheme to take into 
consideration when determining purpose: 

(a) the extent and duration of the risks of loss, and the opportunities for profit or gain, 
from holding membership interests, or having interests in membership interests, in 
the corporate tax entity that are respectively borne by or accrue to the parties to the 
scheme, and whether there has been any change in those risks and opportunities for 
the relevant taxpayer or any other party to the scheme (for example, a change 
resulting from the making of any contract, the granting of any option or the entering 
into of any arrangement with respect to any membership interests, or interests in 
membership interests, in the corporate tax entity); 

                                                      

33 TD 2014/1 at [7] 
34 Scheme for disposition is widely defined (section 177EA(14). For the purpose of this paper it will include the Share Transfer 

from John and Mary to the JM SMSF. 
35 Subsection 177EA(3)(b)(i) specifies that a frankable distribution must be paid to a “person.” Subsection 207-145(1)(a) refers 

to persons who are qualified to receive franking credits and refers to the definition under former Part IIAA ITAA 36. Former 

subclause 160APHR(1)(g) in Part IIAA ITAA 36 states that the trustee of a complying superannuation fund is a “person” 

qualified to receive a franked distribution 
36 Membership interests is widely defined (section 177EA(13)). For the purpose of this paper it will include the Shares.  
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(b) whether the relevant taxpayer would, in the year of income in which the distribution 
is made, or if the distribution flows indirectly to the relevant taxpayer, in the year in 
which the distribution flows indirectly to the relevant taxpayer, derive a greater 
benefit from franking credits than other entities who hold membership interests, or 

have interests in membership interests, in the corporate tax entity; 
(c) whether, apart from the scheme, the corporate tax entity would have retained the 

franking credits or exempting credits or would have used the franking credits or 
exempting credits to pay a franked distribution to another entity referred to in 
paragraph (b); 

(d) whether, apart from the scheme, a franked distribution would have flowed indirectly 
to another entity referred to in paragraph (b); 

(e) if the scheme involves the issue of a non-share equity interest to which section 215-
10 of the Income Tax Assessment Act 1997 applies—whether the corporate tax 
entity has issued, or is likely to issue, equity interests in the corporate tax entity: 
(i) that are similar, from a commercial point of view, to the non-share equity 

interest; and 
(ii) distributions in respect of which are frankable; 

(f) whether any consideration paid or given by or on behalf of, or received by or on 
behalf of, the relevant taxpayer in connection with the scheme (for example, the 
amount of any interest on a loan) was calculated by reference to the imputation 
benefits to be received by the relevant taxpayer; 

(g) whether a deduction is allowable or a capital loss is incurred in connection with a 
distribution that is made or that flows indirectly under the scheme; 

(ga) whether a distribution that is made or that flows indirectly under the scheme to the 
relevant taxpayer is sourced, directly or indirectly, from unrealised or untaxed profits; 

(h) whether a distribution that is made or that flows indirectly under the scheme to the 
relevant taxpayer is equivalent to the receipt by the relevant taxpayer of interest or of 
an amount in the nature of, or similar to, interest; 

(i) the period for which the relevant taxpayer held membership interests, or had an 
interest in membership interests, in the corporate tax entity; 

(j) any of the matters referred to in subsection 177D(2). 
 

The above list of factors that must be considered, including the eight factors in subsection 177D(2), are 
extensive. In relation to the consideration of the second factor (subsection 177EA(17)(b)), subsection 
177EA(19) sets out the following factors of what constitutes “greater benefit from franking credits” for 
an indirect distribution (although it should be noted the list is not exhaustive): 

A taxpayer to whom a distribution flows indirectly receives a greater benefit from franking credits 
than an entity referred to in paragraph (17)(b) if any of the following circumstances exist in relation 
to that entity in the year of income in which the distribution giving rise to the benefit is made, and not 
in relation to the taxpayer if: 
 
(a) the entity is not an Australian resident; or 
(b) the entity would not be entitled to any tax offset under Division 207 of the Income Tax 

Assessment Act 1997 because of the distribution; or 
(c) the amount of income tax that would be payable by the entity because of the distribution is 

less than the tax offset to which the entity would be entitled; or 
(d) the entity is a corporate tax entity at the time the distribution is made, but no franking credit 

arises for the entity as a result of the distribution; or 
(e) the entity is a corporate tax entity at the time the distribution is made, but cannot use franking 

credits received on the distribution to frank distributions to its own members because: 
(i) it is not a franking entity; or 
(ii) it is unable to make frankable distributions. 

 

The key differences between section 177EA and the general provisions of Part IVA include that section 
177EA: 

 is limited to specific schemes - it only applies where there is a scheme involving a 
disposition of membership interests in a company (eg transfer of shares) and where 
a franked distribution has been made or will be made; 

 is limited only to situations where there are imputation benefits;  
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 does not require sole or dominant purpose – rather it merely requires that one of the 
parties had the purpose (other than an incidental purpose) that the taxpayer receive 
an imputation benefit. 

In essence, the question posed by the test is whether, objectively, it would be concluded that a person 
who entered into or carried out the scheme, did so for the purpose (other than an incidental purpose) 
of obtaining a tax advantage in relation to franking credits.37 

Section 207-145  

The Commissioner may also seek to apply section 207-145 of ITAA 97 to arrangements of this nature. 
Section 207-145 will apply where, amongst other circumstances, a franked distribution has been made 
as part of a dividend stripping scheme. 

As discussed above, for a dividend stripping scheme to exist, the taxpayer must have a sole or dominant 
purpose to obtain a tax benefit from entering into such arrangement. 

As a result, if it cannot be established that the arrangement is or is part of a dividend stripping scheme, 
section 207-145 will not apply. However, if a dividend stripping scheme can be established, the effect 
of any franking credit gross-up or applicable tax offset would be cancelled. 

The Application of the General Part IVA to the Case Study Facts 

To apply general Part IVA to the case study facts, the following tests must be applied, in the following 
order: 

 Was the JM SMSF Scheme a scheme to which Part IVA may have application? 

 If yes, was the dominant purpose for entering into the JM SMSF Scheme to obtain 
a tax benefit (by any or all of John, Mary and JM SMSF)? 

 If yes, has a tax benefit been obtained in relation to the JM SMSF Scheme (by any 
or all of John, Mary and JM SMSF)? 

Scheme 

For the purposes of this paper, the JM SMSF Scheme has been taken to include the transfer of the 
Shares to JM SMSF, and any subsequent sale of the Property and/or payment of dividends to JM 
SMSF.  

Dominant purpose  

The test of whether a taxpayer entered into a scheme for the dominant purpose of achieving a tax 
benefit is an objective one. 

Part IVA can only be applied if it is determined that the transaction was entered into for the dominant 
purpose of receiving a tax benefit. Therefore, the Commissioner will look at the entirety of the scheme 
and attempt to gain an understanding of the intention of the taxpayer.  

                                                      

37 Taxation Ruling 2009/3 at [51] 
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In transferring the Shares to JM SMSF John and Mary submit that they increased significantly their 
superannuation retirement benefits. They did so by effecting the transfer of the economic ownership of 
the Property to JM SMSF in a manner permitted by the SIS Act. John and Mary specifically transferred 
the economic ownership of the Property by way of contributions to JM SMSF and as a consequence 
the capital of JM SMSF (and in turn John and Mary’s member benefits and retirement savings) were 
increased. 

Commercial factors put forward by John and Mary for structuring the Share Transfers in the manner 
and at the time they occurred included: 

 At the time of the Share Transfers Mary was aged 65. Mary subsequently retired and, as was 
her intention, has not again been gainfully employed.  Accordingly, in subsequent income years 
and since that time, Mary has not met the “work test” and consequently JM SMSF has not been 
permitted to accept contributions from her.38Therefore, this was the last opportunity for her to 
make contributions to super and to access the “bring forward rule”; 

 The obtaining of any tax benefit was not the dominant purpose of the JM SMSF Scheme. The 
dominant purpose of entering into the JM SMSF Scheme was to increase the capital of JM 
SMSF and, contemporaneously, increase the superannuation benefits available to John and 
Mary for their retirement and to effect this at that time for the reasons outlined above. 

 Although this subjective purpose is informative it is not determinative of the potential application 
of Part IVA given that it is an objective test. That is, it has to be shown that a reasonable person, 
uninterested in the matter, would conclude from the facts that the dominant purpose of the 
scheme was to derive a tax benefit.   

 PS LA 2005/24 sets out common features of transactions to which Part IVA may apply. The 
features set out in the practice statement do not mimic the Share Transfer transactions, 
because: 

o The Share Transfer was the simplest method to transfer the economic ownership of 
the Property to JM SMSF to increase retirement benefits for John and Mary. This can 
be contrasted with a transaction to which Part IVA would apply where the scheme 
entered into is convoluted and more complex than necessary to achieve a particular 
outcome; 

o The transaction occurred at market value and all parties dealt with each other at arm’s 
length and on commercial terms as was required under the SIS Act.39 For example, 
valuations were obtained prior to the transfer of the Shares to JM SMSF; 

o JM SMSF provided valuable consideration for the receipt of the Shares in the form of 
accepting an obligation to provide retirement benefits in the future to John and Mary.40 

It is noted that contributing the economic ownership of the Property into JM SMSF could have been 
achieved by alternative methods (Options).  Some Options were: 

 for the Company to transfer some or all of the Property to John and Mary by one or more of the 
following methods: 

o transfer of the Property in payment of a dividend; 

o transfer of the Property upon the liquidation of the Company;  

                                                      

38 Regulation 7.04 SIS Regs 
39 Section 66(2A) SIS Act 
40 The High Court, in the decision of Cook v Benson [2003] HCA 36; 214 CLR 370 held that the promise by a superannuation 

fund to provide rights and benefits to a contributor upon such persons death or retirement constituted valuable consideration. 
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o sale of the Property to John and Mary; and 

o John and Mary to then contribute part of the Property (up to the contribution cap limits) 
to JM SMSF as members of JM SMSF.  

 A further Option would have been for the Company to pay a cash dividend to John and Mary 
who could in turn have contributed that cash to JM SMSF. JM SMSF could have then purchased 
the Property from the Company. This Option was objectively not feasible as the Company did 
not have sufficient cash to pay the dividends necessary to carry this Option into effect.  

There are a number of reasons why John and Mary submit that the Options other than the Share 
Transfers were commercially less favourable: 

 The transfer of the Property from the Company to John and Mary would result in the imposition 
of duty in contrast to the contribution of the Shares which did not trigger duty;  

 Any CGT relief under the small business tax concessions could be trapped in the Company 
and lost in part or in full when the capital gain was paid out as a dividend; 

 The difficulties associated with transferring the Property and the uncertainty surrounding the 
ability to claim the small business tax concessions (if applicable) – these difficulties did not arise 
in respect of the Share Transfers as any capital gain was triggered at the shareholder level (ie 
for John and Mary); 

 The potential for triggering an unfranked dividend under Division 7A upon the transfer of the 
Property to shareholders because the Company was unlikely to have sufficient franking credits 
to make the dividend “fully franked” as the tax payable on the deemed capital gain would not 
have been paid until a later tax year (and therefore franking credits would have not been 
available at the time of payment of the dividend to John and Mary). This factor contributed to 
the determination that the transfer of part of the economic ownership of the Property effected 
by the transfer of the Shares to JM SMSF was the most commercially efficient and cost effective 
method of achieving John and Mary’s objectives;  

 If John and Mary had acquired the Property (or an interest in it) from the Company, they would 
have then been required to source the funds to acquire the Property from the Company (for 
example – by entering into a borrowing arrangement) and applied these funds to complete the 
acquisition. By effecting the Share Transfers the necessity to borrow funds was avoided; 

 an under market value transfer of the Property from the Company to John and Mary could have 
left the Company insolvent given that it no longer had its main (almost sole) asset and 
potentially had a CGT liability;  

 there is a greater administrative and therefore professional costs burden in preparing and 
lodging documentation to transfer real estate from the Company to John and Mary and then 
from John and Mary to JM SMSF than there is to transfer the Shares from John and Mary to 
the JM SMSF; 

 a transfer of the Property from the Company to JM SMSF could also have left the Company 
with insufficient assets to pay out its retained profits;  

 the potential for the directors of the Company to breach their fiduciary duties by allowing the 
Company to transfer its assets to related parties for under market consideration.41 

                                                      

41 Australasian Annuities Pty Ltd (in liq) v Rowly Super Fund Pty Ltd [2015] VSCA 9; 318 ALR 302; 104 ACSR 312; SIS Act 

reference  
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John and Mary submit that the JM SMSF Scheme as implemented was the least complicated and most 
direct and commercially sensible option available. Further, they submit that it could not be concluded 
objectively that the dominant purpose of the JM SMSF Scheme was to obtain a tax benefit.  

Further, in determining the dominant purpose of the taxpayers, the Commissioner must consider the 
eight indicia set out in section 177D(2). Consideration of the eight factors involves comparison of the 
scheme with the alternative hypothesis42. The following are John and Mary’s submissions as to the 
application of the eight indicia: 

(i) the manner in which the scheme was entered into or carried out  

 The adoption of one of two or more alternate courses of action should not result in an adverse 
conclusion. 43  Both alternatives are legitimate commercial methods for transferring the 
economic ownership of the Property to JM SMSF. Objectively, the transfer of the Shares was 
commercially a simpler approach to achieve that goal. 

 The transactions implemented to transfer the Shares to JM SMSF did not involve any “artificial 
steps” but rather the transfers were effected in the most commercially efficient way. That is, the 
manner of effecting the transaction was not unusual, convoluted or complicated having regard 
to the scale of the transaction.44 

 The JM SMSF Scheme was formally documented and the transaction occurred on arm’s length, 
commercial terms.  

(ii) the form and substance of the scheme 

 Form and substance must be considered separately and together.45 A discrepancy between 
the business and practical effect of a scheme on the one hand, and its legal form on the other, 
may well indicate the scheme has been implemented in a particular form as the means to obtain 
a tax benefit if the substance of the scheme may be achieved or available by some other more 
straightforward or commercial transaction or dealing46. 

 The form of the JM SMSF Scheme achieved the substance of the transaction being a transfer 
of the economic ownership of the Property to JM SMSF. The method chosen to implement the 
JM SMSF Scheme was the most straightforward and commercially efficient way of it being 
effected. 

(iii) the time at which the scheme was entered into and the length of the period during which 
the scheme was carried out 

 The time at which the arrangement is entered into and the length of the period carried out throw 
light upon the form and substance of the scheme and the manner it was carried out.47 

 The JM SMSF Scheme was entered into as a result of moving the economic ownership of the 
Property to JM SMSF. The Shares in the Company were transferred to JM SMSF in order to 
achieve that objective. The consequential transfer of cash, retained profits and franking credits 
to JM SMSF is/was an incidental outcome of the Share Transfers.  

 The JM SMSF Scheme was not structured around any tax driven dates and was not proximate 
to any commercial occasion48. 

                                                      

42 PS LA 2005/24 at [92]. 
43 Metal Manufacturers Ltd (1999) 43 ATR 375 at 427 (FFC). 
44 Eastern Nitrogen Ltd (2000) 46 ATR 474 at 492 (FFC). 
45 Eastern Nitrogen Ltd (2000) 46 ATR 474 at 492 (FFC) 
46 PS LA 2005/24 at [95] 
47 Spotless Services Ltd (1996) 34 ATR 183 at 192 (HC). 
48 PS LA 2015/4 at [101] 
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(iv) the result in relation to the operation of this Act that, but for this Part, would be achieved 
by the scheme 

 The following tax consequences arise as a result of the JM SMSF Scheme: 

o John and Mary paid CGT on the Share Transfer to JM SMSF;49 

o no duty was payable for the value of the Shares contributed to JM SMSF by John and 
Mary;50 

o dividends could be paid to the shareholders of the Company (being JM SMSF); 

o JM SMSF would not pay tax on its dividends from the Company to the extent the Shares 
support current pension liabilities of JM SMSF and JM SMSF would be entitled to a 
refund of any franking credits attaching to those dividends.  

(v) any change in the financial position of the relevant taxpayer that has resulted, will result, 
or may reasonably be expected to result, from the scheme 

 Generally, the absence of any practical change in the overall financial, legal or economic 
position of a taxpayer and connected parties that are affected by the scheme is likely to add 
weight to the dominance of the tax purpose.51 

 The financial position of John and Mary as a result of entering into the JM SMSF Scheme 
changed through an increase in each of their superannuation member benefit accounts (i.e. an 
increase in their respective retirement benefits).  

 After the Share Transfer John and Mary continued to hold the (indirect) economic benefit of 
those Shares (and indirectly the Property) by way of their interest in the JM SMSF (as opposed 
to holding the Shares personally). That is, their benefits in JM SMSF increased by the value of 
the Shares (indirectly the Property) that they transferred to JM SMSF.  

 The mere fact that taxpayers pay less tax as a result of a transaction does not of itself 
demonstrate that Part IVA applies.52 

(vi)       any change in the financial position of any person who has, or has had, any connection 
(whether of a business, family or other nature) with the relevant taxpayer, being a change 
that has resulted, will result or may reasonably be expected to result, from the scheme 

 This factor is not relevant as the scheme related solely to John and Mary’s interest in the Shares 
(and indirectly the Property). Their economic ownership in the Shares and the Property did not 
ultimately change as a result of the JM SMSF Scheme. 

(vii) any other consequence for the relevant taxpayer, or for any person referred to in 
subparagraph (vi), of the scheme having been entered into or carried out 

 The main consequence involved maximising the retirement benefits available to John and Mary 
for their retirement by ensuring that the economic ownership of the Property was transferred (in 
whole or in part) to JM SMSF in a manner permitted by superannuation legislation 

 The JM SMSF Scheme allowed for the transfer of the economic ownership of Property to JM 
SMSF (which was the overarching object of the taxpayers). The JM SMSF Scheme transactions 

                                                      

49 Jeff and Claire were able to access the “small business tax concessions” which reduced their capital gains tax on the Share 

Transfer to $7,588 each. 
50 As a result of the application of section 41 Duties Act 2000 (Vic) 
51 PS LA 2015/4 at [108]. 
52 PS LA 2005/24 at [109]. 
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were structured and effected by weighing up different Options, and what occurred was the 
transaction that made the most sense commercially and financially.   

(viii) the nature of any connection (whether of a business, family or other nature) between the 
relevant taxpayer and any person referred to in subparagraph (vi) 

 Dealings between the parties were on an arm’s length basis and on commercial terms. An 
independent valuation of the Shares and the Property was undertaken prior to the sale/transfer 
of the Shares to JM SMSF. 

Conclusion as to dominant purpose 

John and Mary submit that taking into consideration the eight indicia listed above, the dominant purpose 
of the JM SMSF Scheme was not to obtain a tax benefit.  

From the examination of the eight factors John and Mary submit that it cannot be concluded objectively 
that the dominant purpose of the JM SMSF Scheme was other than to transfer the economic ownership 
of the Property to JM SMSF. After taking into account the alternative option available to John and Mary 
to move the economic ownership of the Property to JM SMSF, John and Mary submit that the option 
proceeded with was one that made the most commercial and legal sense and achieved the object 
desired by the taxpayers in the most cost effective manner. 

Tax benefit  

It is difficult for John and Mary to argue there is not a tax benefit.  

Application of section 177E 

As discussed above, section 177E is targeted at schemes that have an effect of dividend stripping. If a 
scheme is not identified as being a scheme that has an effect of dividend stripping, section 177E will 
not apply. 

The CPH Case discussed the factors common to operations of dividend stripping as set out above. In 
consideration of these factors, John and Mary submit that the Scheme is not one of a dividend stripping 
arrangement as a result of the following:  

 The Company did not create any tax liabilities as a result of Share Transfers, rather John and 
Mary (as the shareholders of the Company) were simply dealing with shares in the Company; 

 The Shares were not sold or allotted to JM SMSF, rather they were contributed by John and 
Mary to JM SMSF in a manner expressly permitted by the superannuation legislation;  

 In consideration for the transfer of the Shares to JM SMSF, John and Mary received a “promise” 
from the trustee of JM SMSF to pay them future retirement benefits in accordance with the 
provisions of the trust deed of the JM SMSF. This “promise” is not a capital sum;  

 The transactions were carefully planned by John, Mary and the trustee of JM SMSF, together 
with their advisors to enter into a transaction so the economic ownership of the Property could 
be moved to JM SMSF, and therefore to increase the retirement benefits of John and Mary. 
The option of the Share Transfers to JM SMSF was preferred to other Options after taking into 
account a number of considerations including superannuation legislation, Victorian duty 
legislation and general commerciality.   
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On an objective assessment, the nature of the JM SMSF Scheme must be looked at as a whole. John 
and Mary submit that the dominant purpose of all parties to the JM SMSF Scheme was to transfer the 
economic ownership of the Property to JM SMSF, and consequently increase both John’s and Mary’s 
retirement benefits in accordance with superannuation legislation in a simple and commercially sensible 
manner.  

John and Mary submit that the reason for proceeding with the Share Transfers, as opposed to some of 
the other Options considered, was not solely for the purpose of retirement planning, but rather that the 
JM SMSF Scheme was the simplest and most commercially sensible option available based on the 
factors set out above.53  

Accordingly, John and Mary submit that the JM SMSF Scheme was not a dividend stripping 
arrangement under and within the meaning of section 177E. 

Application of section 177EA 

Section 177EA is targeted at those schemes entered into for the purpose of enabling the taxpayer to 
obtain an “imputation benefit.” 

Based on the factors set out above, those circumstances would apply to the JM SMSF Scheme as 
follows: 

 There was a “scheme for a disposition” of interests in the Company; 

 A frankable distribution has or will be paid in relation to the shares held in the Company other 
than franked distributions in respect of retained profits at time of transfer of Shares, any further 
franked distributions subject to sale of the Property and the price for which Property was sold; 

 The distribution was or is expected to be a franked distribution; 

 JM SMSF would, or could reasonably be expected to receive, an “imputation benefit” as a result 
of the franked distribution– being a refund of franking credits; 

 Having regard to the relevant circumstances, the obtaining of an imputation credit was an 
incidental purpose in relation to the entering of the JM SMSF Scheme.  

A purpose is an incidental purpose if it does no more than follow from some other purpose. A purpose 
can be incidental even when it is central to the design of a scheme if the design is directed to the 
achievement of another purpose.54 

John and Mary submit that JM SMSF receiving, or having received, an imputation benefit was incidental 
to the overall object of the JM SMSF Scheme; that being to transfer the economic ownership of the 
Property to JM SMSF (via the transfer of the Shares). The consequential transfer of retained profits and 
franking credits was incidental to that purpose of the transfer of the Property. 

Therefore, John and Mary submit that section 177EA does not apply to the scheme. 

                                                      

53 Private binding ruling 1012664191755 specifies that it is no answer to an allegation of a dividend stripping that the 

arrangement was undertaken for the purpose of retirement planning. This comment can be distinguished from the current facts 

because, whilst it was the parties’ intention to provide for John and Mary’s retirement, this was not the only factor considered by 

the parties in determining to proceed with the scheme. Duty savings, simplicity, commercial sensibility and potential Division 7A 

issues were all considered. 
54 Mills v Commissioner of Taxation [2012] HCA 51 at [64] and [66]. 
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Application of Section 207-145 ITAA 97 

Section 207-145(1)(d) ITAA 97 also applies to attack arrangements where a franked distribution has 
been made as part of a dividend stripping arrangement. 

As discussed above, the CPH Case discussed six factors which assist in identifying whether a dividend 
stripping arrangement exists.  

From those six factors, the question as to whether a dividend stripping exists, in relation to this matter, 
hinges on the last factor; being whether “the scheme being carefully planned, with all the parties acting 
in concert, for the predominant if not the sole purpose of the vendor shareholders, in particular, avoiding 
tax on a distribution of dividends by the target company.” 

John and Mary maintain that they did not enter into the JM SMSF Scheme for the predominant, or sole, 
purpose of avoiding tax on the distribution of dividends from the Company. Rather, the intention of the 
parties was to increase John’s and Mary’s respective retirement benefits in JM SMSF, particularly in 
light of their impending retirement, Mary’s inability to make contributions in future and an increase in 
their respective costs of living arising from their marriage breakdown. 

John and Mary submit that the dominant purpose not being the avoidance of tax on the distribution of 
profits (dividends) but to transfer the economic ownership of the Property to JM SMSF and as such the 
scheme would not be treated as a dividend stripping arrangement. 

Therefore, John and Mary submit that section 207-145 will not apply to the Scheme. 

Non-arm’s Length Income 

Section 295-550(2) of the ITAA97, as extracted below, sets out that a dividend from a private company 
will be treated as non-arm’s length income (formerly known as special income) if it is not consistent with 
an arm’s length dealing:  

(2) An amount of ordinary income or statutory income is also non-arm’s length income of the entity if 
it is: 

(a) a dividend paid to the entity by a private company; or 

(b) ordinary income or statutory income that is reasonably attributable to such a dividend; 

 unless the amount is consistent with an arm’s length dealing. 

 
In order to determine whether the dividend is consistent with an arm’s length dealing, the following 
factors set out in section 295-550(3) must be considered: 

(3) In deciding whether an amount is consistent with an arm’s length dealing under subsection (2), have 
regard to: 

(a) the value of shares in the company that are assets of the entity; and 

(b) the cost to the entity of the shares on which the dividend was paid; and 

(c) the rate of that dividend; and 

(d) whether the company has paid a dividend on other shares in the company and, if so, the 
rate of that dividend; and 
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(e) whether the company has issued any shares to the entity in satisfaction of a dividend paid 
by the company (or part of it) and, if so, the circumstances of the issue; and 

(f) any other relevant matters. 

The ATO has released its views in relation to the application of this test in Taxation Ruling 2006/7 (TR 
2006/7).  

The Commissioner considers that parties are dealing with each other at arm’s length in relation to a 
transaction if the independent minds and wills of the parties are applied to the transaction and their 
dealing is a matter of real bargaining.55 

In particular, example 3 of TR 2006/7 considers a situation where non-arm’s length parties deal with 
each other on an arm’s length basis where superannuation funds hold shares in a private company. In 
this example, the ATO considered that, having regard to the factors set out in section 295-550(3), it 
would not be reasonable to treat dividends paid from the private company to the superannuation fund 
shareholders, as non-arm’s length income. Reasons that attributed to this conclusion included:56 

 The shares in the private company were acquired by the superannuation fund shareholders at 
market value; 

 The rate of dividends paid to the superannuation fund shareholders was consistent with an 
arm’s length arrangement; 

 Whilst the superannuation funds and the private company were not arm’s length, they dealt with 
each other at arm’s length; 

 Whilst the members of the superannuation funds and the private company were not arm’s 
length, they dealt with each other at arm’s length.  

John and Mary submit that all of the above factors are also present for the JM SMSF Scheme. 

Further to the factors set out in section 295-550(3), the Courts have discussed the expression “dealing 
with each other at arm’s length.” 

Barnsdall v Federal Commissioner of Taxation 88 ATC 4565 concerned the phrase “not dealing with 
each other at arm’s length” in the application of section 26AAA(4) of the Income Tax Assessment Act 
1936. The Federal Court (Davies J) in this case made the following observations (at p.4568): 

…The Commissioner is required to be satisfied not merely of a connection between a taxpayer 
and the person to whom the taxpayer transferred, but also of the fact that they were not dealing 
with each other at arm's length. A finding as to a connection between the parties is simply a step 
in the course of reasoning and will not be determinative unless it leads to the ultimate 
conclusion….. 

In Minister of National Revenue v. Merritt & Another 69 DTC 5159; (1969) C.T.C. 207 (Merritt), 
Cattanach J. was concerned with an issue arising under the Estate Tax Act 1958 (Canada)…. 
his Honour said, at DTC pp. 5165-5166; C.T.C. p. 217: 

“In my view, the basic premise on which this analysis is based is that, where the ‘mind' by which 
the bargaining is directed on behalf of one party to a contract is the same `mind' that directs the 
bargaining on behalf of the other party, it cannot be said that the parties are dealing at arm's 
length. In other words where the evidence reveals that the same person was ‘dictating' the ‘terms 
of the bargain' on behalf of both parties, it cannot be said that the parties were dealing at arm's 
length.'' 

                                                      

55 TR 2006/7 at [76] 
56 TR 2006/7 at [60] to [63]. 
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….. It will be seen that those cases looked primarily to the relationship between the contracting 
parties and to influence and control. 

I do not disagree with this analysis but I accept Mr McCarthy's submission that there may be 
transactions between related parties in which the parties deal with each other at arm's length. 
This may occur notwithstanding a close relationship between the parties or the power of one 
party to control the other…. 

 

The Trustee for the Estate of the Late AW Furse No 5 Will Trust v FC of T 91 ATC 4007 (Furse) 
concerned section 102AG ITAA 1936. Hill J considered the expression “dealing with each other at arm's 
length” and stated (at pp.4014-4015): 

“…There are two issues, relevant to the present problem, to be determined under sec. 102AG(3). 
The first is whether the parties to the relevant agreement were dealing with each other at arm's 
length in relation to that agreement. The second is whether the amount of the relevant assessable 
income is greater than the amount referred to in the subsection as the “arm's length amount''. 

The first of the two issues is not to be decided solely by asking whether the parties to the relevant 
agreement were at arm's length to each other. The emphasis in the subsection is rather upon 
whether those parties, in relation to the agreement, dealt with each other at arm's length. The 
fact that the parties are themselves not at arm's length does not mean that they may not, in 
respect of a particular dealing, deal with each other at arm's length. This is not to say that the 
relationship between the parties is irrelevant to the issue to be determined under the 
subsection…. 

What is required in determining whether parties dealt with each other in respect of a particular 
dealing at arm's length is an assessment whether in respect of that dealing they dealt with each 
other as arm's length parties would normally do, so that the outcome of their dealing is a matter 
of real bargaining…” 

 

Granby Pty Ltd v Commissioner of Taxation of the Commonwealth of Australia [1995] FCA 1217 
considered the phrase “dealing with each other at arm’s length” for the purposes of section 109ZH ITAA 
1936.  The Federal Court (Lee J) observed (at paragraphs 20-22): 

20…. For the purpose of sub-s. 160ZH(9) of the Act, the term ‘at arm’s length’ means, at least, that the parties 
to a transaction have acted severally and independently in forming their bargain. Whether parties not at arm’s 
length have dealt with each other at arm’s length will be a matter of fact….. 

If the parties to the transaction are at arm’s length it will follow, usually, that the parties will have dealt with 
each other at arm’s length. That is, the separate minds and wills of the parties will be applied to the bargaining 
process whatever the outcome of the bargain may be.  
That is not to say, however, that parties at arm’s length will be dealing with each other at arm’s length in a 
transaction in which they collude to achieve a particular result, or in which one of the parties submits the 
exercise of its will to the dictation of the other, perhaps, to promote the interests of the other. As in Minister 
of National Revenue v. Merritt 69 DTC 5,159 at 5,166 where the parties to the transaction were parties at 
arm's length, the terms of a loan transaction made between them had been dictated by a unilateral decision 
of one of them and no independent will in the formation of that transaction had been exercised by the other. 
It followed that it could not be said that the parties had dealt with each other at arm's length at the material 
time… 
 

Further, in Darralen Pty Ltd as trustee of Henfam Superannuation Fund v FC of T57 (Darralen) the Court 
has recently held that none of the factors listed in paragraphs (a) to (f) of section 259-550(3) is given 
precedence over the others. That is, the factors are to be looked at collectively and in context of the 
specific circumstances. 

                                                      

57 2010 ATC 20-180 
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Application of section 295-550(3) to the current facts 

2. The following is John and Mary’s submission in relation to the six factors set out in section 295-
550(3): 

(a) The value of the Shares at the time of the transfer to, and acquisition by, JM SMSF was 
valued at market value.  

(b) The Shares were transferred to JM SMSF in accordance with their value, and not at less 
than the market value of the Shares. The trustee of JM SMSF in acceptance of the transfer 
of the Shares as trustee of JM SMSF accepted and agreed to an obligation to provide 
retirement benefits to John and Mary of a value equal to the value of the Shares under and 
in accordance with the provisions of the JM SMSF trust deed. 
 

(c) The beneficial interest of the Shares not contributed and/or sold to JM SMSF was retained 
by John and Mary personally. This can be contrasted to the facts of Darralen, where the 
superannuation fund shareholder in that case acquired shares in a private company for 
less than the market value and then received a disproportionate distribution. The 
Commissioner’s position in Darralen in relation to this factor was that “where shares are 
acquired at less than market value, an implication may be drawn that one of the intentions 
of the entity in acquiring the shares was to enable the entity to derive dividend income 
greater than would be the case if all parties were dealing at arm’s length…” John and Mary 
submit that they did not transfer any of the Shares to JM SMSF at less than market value 
and John and Mary personally retained the beneficial interest in any of the Shares that 
could not be transferred without exceeding their respective superannuation contributions 
caps. 
 

(d) The Court in Darralen determined that under this factor, only the rate of the dividend must 
be considered and any rate of return on investment should not be taken into account. John 
and Mary submit that all shareholders held the same class of shares and dividends paid by 
the Company were paid pari passu at the same rate, so that each shareholder of the 
Company received dividends in amounts equal to the proportion to the number of shares 
they each held to the total number of shares issued in the Company. 

 
(e) This factor is not relevant here as all shareholders received the same rate of dividend per 

share and there were no preference shares. 

 
(f) As no shares were issued by the Company in satisfaction of all, or part, of a dividend, this 

factor is not relevant. 

 
(g) The Commissioner in considering the application of this factor is able to consider any other 

matters that he considers to be relevant. Whilst it is evident that the Company, John, Mary 
and JM SMSF were not at arm’s length, they all dealt with one another on an arm’s length 
basis58. Consistent with the Commissioner’s reasoning in Example 3 of TR 2006/7, if parties 
that are not arm’s length are dealing with each other at arm’s length, income in relation to 
such dealings will not be treated as non-arm’s length income.  

Conclusion as to “arm’s length dealings” 

Taking into consideration the six factors listed above, John and Mary submit that the parties to the JM 
SMSF Scheme acted on an arm’s length basis and therefore the franked distribution from the Company 
to JM SMSF was consistent with an arm’s length dealing.  

                                                      

58  Example 3 of TR 2006/7 



Phil Broderick and Melissa Brazzale SMSFs and Dividend Stripping and Dividend Washing Arrangements 

© Phil Broderick and Melissa Brazzale 2016 27 

John and Mary submit that an examination of the six factors demonstrates regardless of the fact that 
the parties were not at arm’s length, they always acted on an arm’s length basis in relation to the transfer 
of the Shares to JM SMSF, the subsequent sale of the Property by the Company and the payment of 
dividends by the Company. John and Mary point to the facts that JM SMSF acquired the Shares at 
market value, as valued by an independent valuer, and all parties acted in a way consistent with the 
way in which unrelated, arm’s length parties would have approached the transaction. 

Conclusion as to non-arm’s length income 

 
Based on the above analysis, John and Mary submit that the JM SMSF Scheme did not trigger the 
application of the non-arm’s length income provisions, particularly section 295-550(2) ITAA 97.  

Exempt Current Pension Income 

Under section 295-385(1) ITAA 97, ordinary income of a complying superannuation fund is exempt from 
income tax to the extent that: 

(a) It would otherwise be assessable income; and 

(b) It is from segregated current pension assets. 

To the extent that any such income is non-arm’s length income, such income will not be exempt current 
pension income59. 

Given that the Shares were supporting current pension liabilities of JM SMSF as at the date that franked 
distributions were paid from the Company to JM SMSF, John and Mary submit that section 295-385(1) 
ITAA 97 is satisfied.  

Further, John and Mary submit that the distribution was not non-arm’s length income, and therefore 
section 295-385(2)(a) did not have application to it. 

As a result, John and Mary submit that the franked distributions received by JM SMSF from the 
Company were exempt current pension income of JM SMSF. 

 

                                                      

59 Section 295-385(2)(a) 
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SMSFs and dividend washing  

In or around 2013, the ATO became concerned with certain “dividend washing” arrangements 

employed by certain brokers under which SMSFs were able to obtain “double dividends” and “double 

franking credits.”  Broadly, the typical arrangement would be structured as follows: 

 an SMSF would hold a parcel of listed shares; 

 a dividend would be declared by the listed company, the SMSF being the holder of the shares 

at that time would be entitled to the dividends; 

 the SMSF would sell the shares ex-dividend; 

 the SMSF would then buy a similar parcel of the same shares on a “special market” on the 

basis that the shares are “cum-dividend”, that is the SMSF is entitled to another set of 

dividends; 

 as a result of the arrangement the SMSF holds the same or similar number of shares before 

and after the arrangement but receives two sets of franked dividends; 

 the buying and selling of shares triggers various costs including brokerage fees; 

 without the benefit of the additional franking credits the SMSF would have made a loss on the 

arrangement.  

Initially, the ATO had issued a number of private binding rulings under which it found such 

arrangements did not trigger the application of any avoidance provisions.  The ATO subsequently 

released Taxation Determination TD 2014/10 under which it confirmed that it would also seek to apply 

section 177EA to dividend washing arrangements.  

With effect from 1 July 2013, specific legislation, section 207-157 ITAA97, was introduced against 

dividend washing arrangements.   

Application of section 207-157 

Under section 207-157 ITAA97 a dividend washing arrangement occurs if a franked distribution is 

received (the washed interest) and: 

(a) the washed interest was acquired after the member, or a connected entity of the member, 

disposed of a substantially identical membership interest; and 

(b) a corresponding franked distribution is made to the member, or the connected entity, on the 

substantially identical interest. 

The shares acquired and disposed do not have to be identical. All that is required is that the shares 

be “substantially identical.” The following specific examples of substantially identical are given in 

section 207-157(3): 

(a) fungible with, or economically equivalent to, the washed interest; 

(b) a membership interest in the same corporate tax entity as the washed interest and 

of a class that is the same as, or not materially different from, the washed interest; 
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(c) a membership interest in the same corporate tax entity as the washed interest and 

of a class that is exchangeable at a fixed rate for an interest of the same class as 

the washed interest; 

(d) a membership interest in another corporate tax entity that holds predominantly 

membership interests that are covered by any of the preceding paragraphs; 

(e) a membership interest in another corporate tax entity that is exchangeable at a 

fixed rate for interests that are covered by any one or more of paragraphs (a) to 

(c). 

There are certain claw outs, for example, the rule does not apply to individuals who receive less than 

$5,000 of franking credits in a year.  

If section 207-157 applies, then the tax offsets for the franking credits derived from the dividend 

washing arrangement cannot be included in the assessable income of the taxpayer.60  

Application of section 177EA 

In the ATO’s view, as set out in TD 2014/10, section 177EA (discussed in detail above) can also be 

applied to SMSFs entering into dividend washing arrangements.  

Relevant factors that the ATO considers in coming to that conclusion include:61 

(a) The scheme, in substance, exposes the holder of Parcel A and Parcel B to the risk of 
holding a single parcel of shares, whilst obtaining imputation benefits on both Parcels 
(paragraph 177EA(17)(a)). This offends one of the basic tenets of the imputation 
system as explained in the Explanatory Memorandum (see paragraph 14 of this 
Taxation Determination) that accompanied the Bill that introduced section 177EA. It 
states that the benefits of imputation should only be available to the true economic 
owners of shares. 
 

(b) From a purely investment point of view, the only advantage of paying a premium to 
purchase the cum-dividend shares on the Special Market is the right to receive the 
additional dividend. That is, paying a premium will result in a loss on the transaction. It 
is only when the imputation benefit attached to the additional dividend is taken into 
account that the transaction makes commercial sense (paragraph 177EA(17)(f)). 

 

(c) Where the dividend washing scheme is entered into on a regular basis, such 'churning' 
of a similar number of shares effectively exposes the holder to what is in substance a 
single parcel of shares and suggests a motivation other than long term investment 
goals (paragraph 177EA(17)(i)). 

 

(d) The manner in which trades take place on the Special Market, that is the sourcing of 
the imputation benefit, indicates that tax considerations are a significant driver for the 
trade and it is not akin to an ordinary trade (paragraph 177D(2)(a)). 

 

 
 

                                                      

60 Section 207-145(1)(f) ITAA97 
61 Paragraph 25 TD 2014/10 
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(e) The substance of the arrangement is that the investment continues to be more or less 
exactly the same as the initial investment; that is, the investment is simply one of 
holding a single parcel of shares with the corresponding level of exposure being to that 
single parcel of shares. However the legal form of the arrangement is that both parcels 
(Parcel A and Parcel B) will confer an entitlement to dividends and franking credits. 
This disparity between the form and substance of the scheme is indicative of the 
requisite purpose (paragraph 177D(2)(b)). 
 

(f) The timing of the scheme is very precise. The scheme can only be achieved on the 
days when the ASX operates the Special Market. If the holder tried to replicate the 
scheme by purchasing a second parcel of cum-dividend shares on the ordinary market 
a significant amount of additional capital would be required.12 Further, if a taxpayer 
owned both parcels of shares at the same time and then disposed of Parcel A, the 
application of the 'last-in first-out' rule in former section 160APHI would mean that the 
taxpayer would not satisfy the qualified person rules in respect of Parcel A, as they 
would be taken for the purpose of those rules to have actually disposed of Parcel 
B13 (paragraph 177D(2)(c)). 
 

(g) It is likely that a participant of a dividend washing scheme will be entitled to claim the 
imputation benefits on both Parcels and their financial position will be improved by 
claiming the imputation benefits and reducing their tax liability or by receiving a 
refundable tax offset equal to or less than the imputation benefit (paragraphs 
177D(2)(d) and 177D(2)(e)). 

 
  

 
  
  
  
  
 

 

The ATO notes that when determining whether to apply section 177EA a careful weighing up of the 

relevant facts and surrounding circumstances is required. Such analysis will, in the ATO’s view, 

generally result in the determination that the purpose of the arrangement (in particular buying the 

second parcel of shares) was to obtain an imputation benefit, even if there was another commercial 

reason.  

WT & A Norman Superannuation Fund v FTC 

The application of section 177EA ITAA97 was considered in the AAT decision of The Trustees of the 

WT & A Norman Superannuation Fund and Commissioner of Taxation (Taxation)62 (Norman). 

In Norman the trustees of two SMSFs entered into an arrangement that closely matched the 

arrangement above. That is, the SMSFs trustees, on the advice of their broker, sold parcels of the 

shares ex-dividend and bought similar parcels of shares back cum-dividend on the ASX special 

market. The result was that the SMSFs received two dividends (and two franking credits) from the 

respective companies while only holding one parcel of shares at any given time. The AAT found that 

the “economics of the transactions were such that without the franking credits/imputation benefits 

                                                      

62 [2015] AATA 914 
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attached to the additional dividends received, the transactions cost the [SMSFs] money and/or asset 

value.”63 

The SMSF’s trustees argued that the purpose of the transaction was to obtain income (ie double 

dividends) for the SMSFs, not franking credits. The SMSF’s trustees lead evidence that: 

he was horrified, taken aback, disturbed that there was a suggestion that [the [SMSFs]] had 

entered into the transactions to obtain franking credits; 

the [SMSFs] were chasing dividends and the franking credits were no more than incidental .... 

to [the [SMSFs]] purpose of obtaining dividends.64 

The SMSF’s trustees argued that given the specific provision aimed at dividend washing, section 207-

157, was a code for dividend washing arrangements and therefore the “general anti-avoidance rule” in 

section 177EA had no application. That argument was quickly disposed of by the Tribunal.  

The Tribunal then proceeded to examine the application of section 177EA to the facts of the case, 

including the various statutory factors. Ultimately, the Tribunal found that given that the transactions 

were only economically viable with the double franking credit benefits that the “necessary conclusion 

is that the more than incidental purpose of the Applicants in entering into and carrying out the 

transactions that comprised the scheme as formulated in the first and second formulations by the 

Commissioner was to obtain or enjoy the imputation benefits associated with the second dividends 

received from each company in each matched set of share sale and share purchase transactions.”65 

Therefore, the Tribunal upheld the Commissioner’s application of section 177EA to the arrangement.  

 

* * * * * * * 

                                                      

63 Ibid at paragraph 3 
64 Ibid at paragraph 9 
65 Ibid at paragraph 45 


