

















Taxation 





























Objectives of this module





1	To provide an awareness of the incidence of various taxes that 	investors are subjected to.








2	To learn how to compute the tax liability of investors





  








Further information is available at the Australian Taxation Office website:


http://www.ato.gov.au/
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Incidence of taxation on investments








Australian Investors have to pay Commonwealth Government taxes on 





(a) Income earned on investments (such as interest and dividends received) and





(b) Capital Gains tax - on the surplus earned when the investment is sold.





(c) Goods and Services Tax





Computation of taxes on dividend income  (based on the dividend imputation system)





From the 1987/1988 taxation year, dividend income received by investors is computed in accordance with the dividend imputation system. Prior to the introduction of this system, the dividend tax system had the following features: 





(1) Net income earned by a firm is subject to company tax i.e. @ 30%.





(2) When dividends are paid out of this income, dividends in the hands of the shareholders are again subject to personal income tax. Therefore, dividend income received by share investors is subject to a ‘double’ taxation.





The dividend imputation system seeks to rectify this 'anomaly'. It works as follows:





(1) The objective of the imputation system is make dividend income earned by shareholders to be effectively taxed at the shareholder’s personal tax rate.





(2) Under the dividend imputation system, the company pays corporate tax @30% on its taxable income. This tax is treated as an ‘advance payment’ of tax on behalf of the shareholder. When dividends are paid out of this income, the shareholder is given a tax rebate equal to the amount of tax paid by the company on the income relating to the dividends.





(3) The shareholder grosses up the dividend received and the ‘advance corporate tax’, which now becomes his total dividend income. Tax is now computed on this income at the personal tax rate. The ‘advance corporate tax’ is then deducted from the tax so computed and the balance is paid to the tax department.














Some relevant terminology: 





	Franked dividends - dividends paid by a company out of earnings on 	which company tax has been paid. Dividends may be fully franked or 	partially franked.





	Imputed income - the amount of tax deducted by the company prior to 	dividend payment 








Example





Aussie Co. paid a dividend of $4.20 per share after paying tax on its income at the company tax rate of 30%.  (i.e. a fully franked dividend). If Jill, a holder of 100 shares in the firm pays a 47% marginal personal tax rate,





(i) What is Jill's dividend income, and (ii) How much tax should she pay?





Franked dividend received				=  4.2  x  100  =  $ 420





Computing her imputed income (= company tax paid on dividend):


	Let company's income before tax		= X


	Company tax on income			= X(.30)


	After tax income				= X(1 - .30)


	After tax income  =  Dividend paid


		 X(1 - .30) = 420 


	  (	X	= 420 / (1 - .30)  = 600.00





	Imputed income				= .30 x 600.00


							 = 180.00	


							


Jill's income = dividend received + imputed income  	=  420  +  180.00


								=  600.00





(ii)


Personal tax on income				=  .47(600.00) =  282.00


Tax payable by Jill  = 282.00  -  Tax paid by company  =  282.00  -  180.00


							= 102.00


Recheck on Jill's tax rate:





	Total income					= 420 + 180.00	=  600.00


	Total tax paid				= 180.00 + 102.00 = 282.00


	Tax rate  					= 282.00/ 600.00


							= 47%  = Her tax rate 


�Personal Income Tax Rates and Company Income Tax rates applicable from 1 July 2000





Personal Income Tax rates





Taxable Income $			Tax rate %


0	 -  6000			0


6001	 - 20000			17


20001	-  50000			30


50001	-  60000			42


60001 - 				47





Company Income Tax rates





Period





1 July 2000 - 30 June 2001		34%


1 July 2001 onwards			30%


_______________________________________________________________








Capital Gains Tax





Computation of Capital Gains Tax





1. What is a capital gain?





Capital gain is the profits earned when assets purchased after 20 September 1985 are disposed of.





Assets here mean any form of property such as shares of a company, real estate or other form of investment, but not including a motor vehicle, the principal residence or assets purchased in the course of carrying on a business. 





When capital gains are calculated, costs related to the purchase, sale or maintenance of the asset can be deducted in arriving at the profit or gain. In the case of share investments, these costs may include brokerage fees, stamp duty on sale/purchase of shares and interest paid on margin account borrowing etc.





2. Adjusting for inflation 





If the asset is disposed of within 12 months of purchase, the Capital Gain is computed as the sale proceeds less the cost. This is referred to as the nominal capital gain. When the asset is disposed of after 12 months of purchase, the cost of purchase is adjusted for inflation. That is, the cost base is indexed for inflation from the date of purchase to the date of sale (See CPI tables below). The capital gain so computed is the Real Capital Gain.  





Example


Cost of purchase on 1/12/92	=  $ 100


Sale proceeds on 31/12/93		=  $ 200


CPI figure for qtr. 4 1992 is 107.9 and for qtr. 4 1993 is 110.0





(Real) Capital Gain			=  200  -  100(110/107.9)  =  $ 98.05








3. Capital Gains tax rate





 The tax rate on capital gains is the same as the tax rate on other personal income. 





4. Net Capital Gains





A capital loss can be setoff against a capital gain. Only the net capital gain is subject to tax. Any unutilised capital losses in a tax year can be carried forward, to be utilised against future capital gains.











Changes to the Capital Gains Tax rules effective from 1 July 2000





In the case of assets purchased after 21 September 1999:





Only 50% of the capital gain is added to income, and is subject to taxation. Inflation indexation is not allowed.





In the case of assets purchased prior to 21 September 1999:





You may choose either to apply the old rules or the new rules. That is,





Either: 





	100% of the capital gain is added to taxable income, and


	Allow inflation indexation


Or:





	Only 50% of the capital gain is added to taxable income, 


	But, inflation indexation is not allowed.














The Goods and Services Tax (GST)








The GST is a tax of 10% on most supplies of goods and services consumed in Australia that came into effect from 1 July 2000.





That means, when a business provides a service or sells a good to a consumer, 10% of the selling price constitutes the GST, and must be paid by the seller to the government tax office. 





How does GST affect investors in financial assets?





Buying or selling shares or any other financial asset is not a consumption of a good, it is an investment transaction. Therefore GST does not apply to the purchase prices or the selling prices of financial assets.





However, when investors trade assets they make use of certain services, such as brokerage services or financial advisory services. These services are subject to GST. Therefore, when you pay for these services, 10% of the price you pay for the services constitutes the GST, and must be paid by the service provider to the tax office.











The Foreign Tax Credit System (FTCS)





This is a scheme applicable to resident Australian individuals and companies receiving income from overseas investments. It is designed to prevent the double taxation of investment income in the country invested in as well as in Australia, but ensures that such income is taxed at the rate applicable to the particular individual or company as the case may be.
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Consumer Price Index (CPI) table


Year


Quarterly CPI Number*





 


March


June


September


December





1985


-


-


71.3


72.7





1986


74.4


75.6


77.6


79.8





1987


81.4


82.6


84.0


85.5





1988


87.0


88.5


90.2


92.0





1989


92.9


95.2


97.4


99.2





1990


100.9


102.5


103.3


106.0





1991


105.8


106.0


106.6


107.6





1992


107.6


107.3


107.4


107.9





1993


108.9


109.3


109.8


110.0





1994


110.4


111.2


111.9


112.8





1995


114.7


116.2


117.6


118.5





1996


119.0


119.8


120.1


120.3





1997


120.5


120.2


119.7


120.0





1998


120.3


121.0


121.3


121.9





1999


121.8


122.3


123.4


124.1





2000


125.2


126.2


130.9


131.3











�*The index numbers above have been extracted from official publications of the Australian Bureau of Statistics.��Should you wish to use the indexation option in calculating your capital gains tax obligations, you must have purchased your shares on or before 21 September 1999. However, indexation is frozen at the indexed amount calculated for the September quarter 1999. Therefore, ASX will not update the CPI index beyond 21 September 1999 for the purpose of calculating capital gains tax.
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