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Draft Taxation Ruling

| ncone tax: Foreign tax credit
system - taxation of Australian
resi dent nmenbers of Lloyd' s of
London

Draft Taxation Rulings (DTRs) represent the
prelimnary, though considered, views of the
Australian Taxation Ofice.

DTRs may not be relied on by taxation officers,
t axpayers and practitioners. It is only final
Taxation Rulings which represent authoritative
statenents by the Australian Taxation Ofice of
its stance on the particular matters covered in
t he Rul i ng.

What this Ruling is about

Taxation Rulings Nos IT 2610 and 2638
clarified the operation of the foreign tax
credit system (FTCS) as it applied to
Australian resident nenbers of Lloyd s of
London (Ll oyd's Nanes) for the incone years
1987-88 to 1989-90.

2. This Ruling clarifies the operation of
those rules as they apply to the incone years
1990-91 and 1991-92. In addition, this Ruling
sets out our response to representations that
have been made for clarification of certain
other issues in relation to the taxation of

LI oyd's incone of resident Lloyd s Nanmes. This
Rul i ng should be read along with Taxation
Rulings Nos I T 2610 and 2638.

Rul i ng

3. The underwiting incone, including the

i nvestnment inconme and gains fromthe prem um
trust funds, is treated as derived by the

LI oyd's Nanme upon the incone becom ng avail abl e
to the Nanme. The date upon the letter or
docunent which notifies the Nane of the

avai lability of this incone (ie, that issued by
the Nane's Agent) will be taken to be the date
of derivation of the incone.
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4. The incone fromthe Lloyd s Deposit,

Per sonal Reserve and Speci al Reserve of the
Ll oyd's Nane, for a UK incone year, are to be
I ncluded in assessable incone for Australian
tax purposes in the sanme incone year in which
the underwiting profits that are taken into
account for that UK inconme year are subjected
to tax in Australia. The incone exenpt from UK
I ncome tax should be included in assessabl e

I nconme in the year of incone in which it is
derived.

5. A Ll oyd's Nanme's underwiting profits or

| osses to be included in his or her assessable
i ncone are to be based on the anount determ ned
for United Kingdomtax purposes, as shown on
the I nl and Revenue fornms LL9 and LL200 and any
ot her rel evant UK I nl and Revenue

determ nations. This amobunt is to be adjusted
by:

- addi ng back foreign taxes, including US
and Canadi an t axes, all owed as deducti ons
in the United Kingdom conputation of
profits;

- addi ng back any anobunts that are not
al | owabl e deductions for Australian tax
pur poses;

- including in assessabl e incone any
amount s that are assessabl e under
Australian tax |aw but not included in
calculating the profits shown in forns
LL9 and LL200; and

- deducting any expenses that are all owabl e
deductions for Australian tax purposes
but not taken into account in cal cul ating
the profits shown in forns LL9 and LL200.

6. The Lloyd's underwiting profits and the

I ncone and profits (excluding dividend incone)
fromthe LlIoyd' s Deposit, Personal Reserves and
the Special Reserves are treated as business
profits fromLloyd s business. They are taken
to belong to the class of business profits for
the purposes of the calculation of foreign tax
credits and the application of the foreign |oss
guar anti ni ng provisions. Any dividend incone
fromthe LlIoyd' s Deposit, Personal Reserves and
the Special Reserves will formpart of passive
I ncome for foreign tax credit purposes and
nodi fi ed passive incone for the application of
the foreign | oss quarantining provisions.

7. The profits on the disposal of assets held
as part of the Lloyd s Deposit, Personal
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Reserve or Special Reserve are to be cal cul ated
by reference to their cost and the proceeds on
di sposal

8. Legal expenses incurred in seeking
conpensation fromgeneral or underwiting
agents for losses incurred are all owabl e
deductions for the incone year in which they
are incurred. Any recoveries made wll be

i ncluded in assessabl e i ncone when derived.

9. Stop |oss recoveries and conpensati on
received for prior year |osses are to be

i ncluded in assessable incone in the incone
year in which they are derived.

10. Premuns paid by a Lloyd' s Nane in respect
of the Lloyd' s Contingency Estate Protection
Pl an are not all owabl e deducti ons.

11. A foreign tax credit adjustnent in relation
to the option in the United Kingdomto carry
back business losses will arise for Australian
taxati on purposes only where a resident Lloyd's
Nane elects to carry back a Lloyd's loss to
prior inconme years.

12. The nornmal rules for the | odgnment of
returns will apply. However, where final LL9
and LL200 forns have not been issued by the

Uni ted Ki ngdom I nl and Revenue by the tinme the
return has to be made, the return nay be made
on the basis of the provisional LL9 and LL200
forms issued by the UK I nl and Revenue. The
return nust be anended when the final forns are
avai |l abl e. However, no penalty or interest wll
accrue as a result of the adjustnent.

Dat e of effect

13. This Ruling will apply for the income years
1990-91 and 1991-92.

Expl anati ons

Underwriting account income

14. The underwiting account incone, including
the investnent inconme and gains fromthe
premumtrust funds, are treated as derived by
the LI oyd's Name when the result for the
underwriting year is finalised and distributed.
The date of derivation of the income will be
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the date on which the incone was paid or
credited to the Nane in accordance with the
distribution statenent issued to the Nanme by
his or her agent.

15. This treatnent of the underwiting account

I ncome has regard to the mandatory United

Ki ngdom requi renents regarding the creation and
operation of the Prem um Trust Funds and the

LI oyd's standard accounti ng peri od.

16. Simlarly, a loss fromcarrying on a

busi ness at Lloyd' s in respect of a year of
account will be treated as incurred by a

Ll oyd's Nane in the year of inconme in which the
Nanme receives a notification fromhis or her
agent of the loss. The loss is treated as

I ncurred on the date of that notification.

I ncone from Ll oyd's Deposit, Personal Reserves
and Speci al Reserves

17. The inconme fromthe LlIoyd' s Deposit,

Per sonal Reserve and Speci al Reserves of the
Ll oyd's Nanme is included, for United Ki ngdom
tax purposes, in the income year in which that
I ncome is derived by the Nane. The incone of
that inconme year will also include the
underwriting results of the Lloyd's
underwriting year that ended in that incone
year. To facilitate the conputation of the
foreign tax credit, both categories of incone
will be included in assessable incone for
Australian tax purposes in the incone year in
whi ch the underwriting result is included in
assessabl e i ncone. The incone exenpt from UK
I ncome tax should be included in assessabl e

I nconme in the year of inconme in which it is
derived.

Anmount of the underwriting incomne

18. For Australian incone tax purposes, a

Ll oyd's Nane's underwiting profits or | osses
are to be based on the anount determ ned for
Uni ted Kingdom tax purposes, as shown on the
I nl and Revenue forns LL9 and LL200 and any
ot her relevant United Kingdom I nl and Revenue
determ nati on

19. However, the net profit or |oss shown on
these fornms has to be adjusted by:

- addi ng back the anmpbunt of any foreign
taxes, including US and Canadi an
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taxes, paid that have been allowed as a
deduction for United Kingdomtax
pur poses;

- addi ng back any anobunts that are not
al | owabl e deducti ons under
Australian tax | aw

- including any anounts that are assessable

i nconme under Australian tax | aw but
are not included in calculating incone in
forms LL9 and LL200, such as inconme which is
exenpt from United Kingdomtax; and

- deducting any expenses that are all owabl e
deductions for Austral i an tax purposes

but not taken into account in
calculating the profits in forns LL9 and
LL200.

Nat ure of the underwiting incone

20. The result of an underwiting account
generally consists of the sum of the earned
prem uns and the inconme and profits fromthe

i nvestnment of the premumtrust fund | ess the
sum of the clainms and expenses incurred in
deriving the inconme and gains. Al of this
incone wll be treated as business profits from
Ll oyd's underwriting. The provisions of Part
1l A (capital gains and capital |osses) of the
| ncone Tax Assessnent Act 1936 (the Assessnent
Act) will not apply in respect of these gains.

21. A Nane's Lloyd' s Deposit, Personal Reserve
and Speci al Reserve Fund are considered to be
funds enployed in the course of carrying on the
Nane's Ll oyd's underwiting business. The

i ncome and gains fromthese deposits and
reserves (other than dividend incone) are to be
treated as part of the business profits of the
Ll oyd's underwiting business carried on by the
Nane. Consequently, the capital gains

provi sions of the Act will not apply to the

gai ns.

22. Al of the inconme and gains fromthe
underwiting account and the incone and gains
(other than dividend incone) fromthe funds at
Lloyd's will be treated as business profits.
They will accordingly constitute one class of
income (ie business profits) for foreign tax
credit purposes as well as for the purposes of
the provisions relating to the quarantining of
foreign | osses under sections 79 D and 160 AFD.
The dividend incone will be passive incone for
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foreign tax credit purposes and nodified
passive inconme for the purpose of quarantining
of foreign | osses.

Cal cul ation of profits or |osses on the
di sposal of assets held in the Lloyd' s Deposit
Account, Personal Reserves or Special Reserves

23. The question has been asked whet her a
different nmethod of calculation of profits or

| osses will apply if the Lloyd s Nane held the
asset in one of the deposit or reserve accounts
prior to the commencenent of the FTCS. It has
been submtted that only the profits that
accrued after the commencenent of the FTCS
shoul d be included in assessabl e i ncone as
profits realised prior to the introduction of
the FTCS woul d have been exenpt from Australian
tax had they been realised at that tine.

24. Representations have al so been nade that a
LI oyd's Nanme who becones a resident of
Australia should have to include in assessable
i nconme only the profits that accrued after the
Nane becane a resident.

25. W do not agree with these subm ssions. The
rules relating to the timng of the derivation
of assessabl e inconme woul d have the effect that
a profit or loss on sale arises on the disposal
of the asset. This profit or loss is

cal culated, in a continuing business, as the

di fference between the cost of the asset and

t he proceeds on di sposal.

Legal expenses incurred in seeking conpensation
fromgeneral or underwiting agents for | osses
i ncurred

26. Representations have been nade by sone

LI oyd's Nanes that a deduction should be

all owabl e in conputing taxable incone for |egal
expenses incurred by the Nanmes in seeking
conpensation fromtheir Lloyd s agent for

| osses incurred by the Nanes.

27. W& agree that these expenses are an

al | owabl e deduction for the incone year in
whi ch they are incurred. Correspondingly, any
recoveries made are to be included in
assessabl e i ncome when the recoveries are
deri ved.
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Conpensation recei ved by Nanes in respect of
LI oyd' s i nsurance | osses

28. Representations have been nade t hat
conpensati on or recoveries nmade by a Nane in
relation to losses incurred prior to the
comrencenent of the FTCS shoul d be excl uded
fromthe Nane's assessable income. This claim
is based on the fact that those | osses had not
been al |l owed as deductions fromthe Name's
assessabl e incone in those years.

29. This claimis not accepted. Prior to the
i ntroduction of the FTCS, |osses fromthe
busi ness of Lloyd s were not all owabl e as
deductions as the expenses that gave rise to
the | osses were not incurred in deriving
assessabl e i nconme. However, in a continuing
busi ness, recoveries or conpensation received
in respect of prior |losses would be included in
assessabl e incone. This treatnment cannot be
varied on the ground that the | osses were not
deductible in the income years in which they
wer e incurred.

30. However, it may be the case that the Nane
is required to reconpense the Nanme's Lloyd's
agent or another underwiting party in relation
to the recoveries made by the Nane. In these
cases, the expense will be an all owabl e
deduction in the year in which it is incurred.

Exchange rates for the translation of Lloyd' s
i nconme

31. The followi ng table shows the rates of
exchange at which inconme fromLloyd s and sone
rel ated anounts are to be converted into
Australian currency.

- Underwriting account The currency rate

i ncone appl i cabl e on the day
of distribution as
indicated in the
di stribution statenent
prepared by the Nane's
Underwriting Agent
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- I nconme not shown on Average rate of
forms exchange for the
LL9 and LL200. i ncome year in which

the incone was paid or
credited or the actual
rate on the day the
i ncone was paid or
credited

- UK and foreign taxes Rate used to translate
that relate to the the rel evant incone
categories of incone
i sted above

- UK higher rate tax Rate prevailing on the
date of paynent of tax

Premiuns paid in respect of the Lloyd's
Conti ngency Estate Protection Plan

32. Representations have been nade that
premuns paid in respect of the Lloyd' s

Conti ngency Estate Protection Plan (EPP) is an
al | owabl e deduction in conputing the assessabl e
I ncome fromLloyd' s business. This claimis not
accepted. The expense is not an all owabl e
deduction as it is not incurred in deriving the
Nane's assessable incone or in carrying on

busi ness for the purpose of deriving assessabl e
I ncone.

Carry-back of |osses under the United Ki ngdom
taxation rul es

33. Under the taxation |aw of the United

Ki ngdom a business loss incurred in an incone
year can be carried back to reduce incone of
the three preceding i ncone years. However, such
a |l oss carry-back would reduce the United

Ki ngdom i ncone tax payable in those years.
Consequently, the foreign tax credit all owed
for those taxes would be correspondi ngly
reduced with the effect that the Australian tax
payabl e woul d be increased to the sane extent.

34. Representations have been nmade that foreign
tax credit allowed for the United Ki ngdomtaxes
paid in those years should not be reduced

sol ely because of the option available to the
Ll oyd's Name to carry-back | osses under the
United Kingdomtax |laws. This proposition is
accepted. The foreign tax credit wll be
reduced only where the LlIloyd' s Nane avails
himsel f or herself of the election to carry-
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back the | osses for United Kingdomtaxation
pur poses.

Lodgnent and basis of returns for the incone
years 1990-91 and 1991-92

35. Lloyd's Nanmes were required to | odge their
returns for the 1990-91 incone year in
accordance wth the rul es applicable under the
Assessnent Act. In the event final LL9 and
LL200 fornms were not issued by the United

Ki ngdom I nl and Revenue by the date the Nane's
return was due for | odgenent, Nanmes were

aut horised to | odge using the provisional LL9
and LL200 forns issued by the Inland Revenue.

36. The returns had to be anended once the
final LL9 and LL200 forns were issued by the
Uni ted Kingdom I nl and Revenue. No penalty or
interest was to accrue to the Nanes as a result
of any adjustnents that becane necessary as a
result of those anendnents.

37. The | odgenent rules that applied to the
1990-91 i nconme year would apply to the 1991-92
i ncone year as well.

Conmi ssi oner of Taxation
29 Cctober 1992
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