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Product Ruling

Income tax: deductibility of interest incurred
on borrowings under the Macquarie
Sharemarket Lending Facility for the purchase
of units in the Macquarie Enhanced Index
Trust

Preamble

The number, subject heading, and the What this Product Ruling is
about (including Tax law(s), Class of persons and Qualifications
sections), Date of effect, Withdrawal, Arrangement and Ruling parts
of this document are a ‘public ruling’ in terms of Part IVAAA of the
Taxation Administration Act 1953. Product Ruling PR 98/1 explains
Product Rulings and Taxation Rulings TR 92/1 and TR 97/16 together
explain when a Ruling is a public ruling and how it is binding on the
Commissioner.

What this Product Ruling is about

1. This Ruling sets out the Commissioner’s opinion on the way in
which the ‘tax laws’ identified below apply to the defined class of
persons who take part in the arrangement to which this Ruling relates.
In this Ruling ‘the arrangement’ is the purchase of units in the
Macquarie Enhanced Index Trust (‘the Enhanced Index Trust’) using
monies borrowed from Macquarie Bank Limited (‘the Bank’) under
the Macquarie Sharemarket Lending Facility (‘the Facility’).

Tax law(s)
2. The tax laws dealt with in this Ruling are:
. section 8-1 of the Income Tax Assessment Act 1997
(‘the 1997 Act’);
. section S1AAA of the Income Tax Assessment Act 1936

(‘the 1936 Act’);
° section 82KJ of the 1936 Act;
° section 82KK of the 1936 Act;
° section 82KZM of the 1936 Act; and
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° Part IVA of the 1936 Act.

Class of persons

3. The class of persons to which this Ruling applies is those
persons who enter into the arrangement described below on or after
the date this Ruling is made. They will be parties entering into the
arrangement with the purpose of deriving assessable income as a
result of their investment (as set out in the description of the
arrangement).

4. The class of persons to which this Ruling applies does not
include persons who intend to terminate their involvement in the
arrangement prior to its completion, or who otherwise do not intend to
derive assessable income from it.

5. The class of persons to which this Ruling applies does not
include traders in investments and would not include persons treated
for tax purposes as trading in units in the Enhanced Index Trust.

Qualifications

6. The Ruling provides the specified class of persons with a
binding ruling as to the tax consequences of the arrangement. The
Commissioner accepts no responsibility in relation to the commercial
viability of the arrangement. A financial (or other) adviser should be
consulted for such information.

7. The Commissioner rules on the precise arrangement identified
in the Ruling.
8. The class of persons defined in the Ruling may rely on its

contents, provided the arrangement (described below at paragraphs 13
and 14) is carried out in accordance with the description in this
Ruling. If the arrangement described in the Ruling is different from
the arrangement that is actually carried out:

. the Ruling has no binding effect on the Commissioner,
as the arrangement entered into is not that which was
ruled upon; and

J the Ruling will be withdrawn or modified.

0. A Product Ruling may only be reproduced in its entirety.
Extracts may not be reproduced. As each Product Ruling is copyright,
apart from any use as permitted under the Copyright Act 1968, no part
may be reproduced by any process without prior written permission
from the Commonwealth, available from AusInfo. Requests and
inquiries concerning reproduction and rights should be addressed to
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the Manager, Legislative Services, AusInfo, GPO Box 1920, Canberra
ACT 2601.

Date of effect

10. This Ruling applies prospectively from 14 April 1999, the date
this Ruling is made. However, the Ruling does not apply to taxpayers
to the extent that it conflicts with the terms of settlement of a dispute
agreed to before the date of issue of the Ruling (see paragraphs 21 and
22 of Taxation Ruling TR 92/20).

11.  Ifataxpayer has a more favourable private ruling (which is
legally binding), the taxpayer can rely on the private ruling if the
income year to which the private ruling relates has ended, or has
commenced but not yet ended. However, if the arrangement covered
by the private ruling has not begun to be carried out, and the income
year to which it relates has not yet commenced, the Product Ruling
applies to the taxpayer to the extent of the inconsistency only (see
Taxation Determination TD 93/34).

Withdrawal

12.  This Product Ruling is withdrawn on 1 July 2002 and ceases to
have effect on and from that date. The Ruling continues to apply, in
respect of the tax laws ruled upon, to all persons within the specified
class who enter into the specified arrangement during the term of the
Ruling. Thus, the Ruling continues to apply to those persons, even
following its withdrawal, for arrangements entered into prior to
withdrawal of the Ruling. This is subject to there being no change in
the arrangement or in the person’s involvement in the arrangement.

Arrangement

13.  The arrangement that is the subject of this Ruling is described
below. This description is based on the following documents. These
documents, or relevant parts of them, as the case may be, form part of
and are to be read with this description. The relevant documents or
parts of documents incorporated into this description of the
arrangement are:

o application for a product ruling dated 24 March 1999,
received from Baker & McKenzie on behalf of
Macquarie Bank Limited;
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14.

o the Facility Brochure for the Macquarie Sharemarket
Lending Facility (including loan application form and
the Loan and Security Agreement);

o the Prospectus for the Macquarie Enhanced Index Trust
with application form;

o the Constitution for the Macquarie Enhanced Index
Trust; and

o the Deed of Trust for the Macquarie Australian

Enhanced Equities Fund (‘the Equities Fund’).
The details of the arrangement are summarised as follows:
The Facility

The Bank is the provider of loans under the Facility to
investors to fund the acquisition by investors of units in the
Enhanced Index Trust.

Only Australian residents will be accepted under the Facility.

Subject to satisfying loan criteria, the Bank will lend the
borrower (also referred to in this Ruling as the investor or
unitholder) up to 80% of the cost of the units purchased in the
Enhanced Index Trust. The loan will be in the form of the
Macquarie Sharemarket Lending Facility. The investor will
contribute the other 20% of the cost of the units. The
minimum loan amount is $20,000.

The loan is not subject to a fixed term but is available so long
as the borrower complies with the loan term, including
payment of interest or principal when due. At any time during
the loan, the investor may apply for more units or request a full
or partial redemption of their investment, subject to satisfying
the current lending ratio.

The borrower provides security to the Bank in the form of a
mortgage over all or part of the units purchased in the
Enhanced Index Trust, or such other security approved by the
Bank, including third party security. Restrictions apply to the
borrower’s dealings with the secured property.

Interest may not be capitalised. In the current climate, interest
rates are expected to be in the range of 8.5% to 9% p.a.

The Facility enables a borrower to choose a variable interest
rate, a 6 or 12 month fixed interest rate, and a combination of
variable and fixed interest rates.

The Loan and Security Agreement of the Facility refers to the
fixed interest rate and the combination of fixed and variable
rates as a ‘Split Rate Loan’, i.e., where the loan is divided into
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two or more portions for the purpose of interest calculation.
However, although there may be two portions with different
interest rates, there is only one loan. This is evidenced by the
fact that there is only one loan facility number, one loan
statement provided to the borrower, and there is only one loan
balance shown on the borrower’s statement.

The borrower is required to maintain a specified lending ratio
during the life of the loan. The lending ratio is calculated by
dividing the loan balance by the market value of the units held
in the Enhanced Index Trust. The maximum lending ratio is
currently 80%. If the lending ratio exceeds 95%, the Bank
may require the borrower to commence monthly principal
payments representing 1% of the loan balance, until the
lending ratio is restored to the authorised level.

The loan is also subject to specified events of default. Upon
the occurrence of an event of default, the Bank is entitled to
exercise certain rights in respect of the loan, including to
require payment in full of the loan, sell the mortgaged units in
the Enhanced Index Trust and sue the borrower to recover the
debt. Accordingly, the loan is with full recourse to the
borrower.

The Enhanced Index Trust
The Enhanced Index Trust is a unit trust.

Only one class of units in the Enhanced Index Trust will be
available for purchase by investors.

The majority of investors taking up units in the Trust will be
individuals. There will also be investors using their companies
or trusts to make the investment.

The assets of the Enhanced Index Trust will be 100% invested
in the Equities Fund.

It is anticipated the Enhanced Index Trust will receive
distributions of dividends, interest and realised gains from the
Equities Fund. The Enhanced Index Trust will, in turn, make
distributions to the unitholder. The distributions will be
assessable income of the unitholder.

The Equities Fund

The Equities Fund aims to replicate the performance of the
ASX All Ordinaries Index. This is done by having 95% of the
underlying assets of the Equities Fund replicating the All
Ordinaries Index, that is, holding investments in every stock in
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the All Ordinaries Index. The strategy is to add value above the
return of the All Ordinaries Index though a number of low risk
enhancement techniques. These include:

systematically enrolling in all available dividend
reinvestment plans and receiving shares at a
discount to market prices;

taking advantage of the performance pattern of
stocks entering and leaving the All Ordinaries
Index;

participating in share placements and floats;

exploiting mispricing between different classes
of shares i1ssued by a company; and

using sophisticated modelling to monitor stocks
that may have been ‘over bought’ or ‘oversold’
because of lack of market liquidity.

These activities are performed within strict exposure limits
using only around 5% of the funds portfolio.

Distributions of dividends, interest and realised gains realised
on dealings in the Equities Fund investments, will be made by
the Equities Fund to the Enhanced Index Trust.

MBL $80

y

Full recourse Loan

Investment i Enhanced
Investor vestment 1 Index Investment in Fund Equities
Trust $100 »|  Trust Fund

y

Client's own Equity $20

Ruling

\ 4
Shares
replicating
All Ords

15.  Subject to the assumptions listed in paragraph 16 of this

Ruling:

(a) a deduction is available to the investors under section
8-1 for interest incurred on borrowings under the



Product Ruling

PR 1999/12

FOI status: may be released Page 7 of 10

(b)

(©)

(d)

(e)

Facility when used to purchase units in the Enhanced
Index Trust;

a deduction for the interest incurred by an investor on
borrowings under the Facility will not be barred by
section 51AAA when used to fund the purchase of units
in the Enhanced Index Trust;

the specific anti-avoidance provisions of the 1936 Act,
specifically sections 82KJ and 82KK, will not apply to
deny deductibility of the interest incurred under the
Facility in respect of borrowings used to fund the
purchase of units in the Enhanced Index Trust;

section 82KZM does not apply to deny, in part, any
interest incurred in a year of income where the interest
has been prepaid; and

the anti-avoidance provisions in Part [IVA will not be
applied to deny deductibility of any interest incurred by
an investor in respect of borrowings used to fund the
purchase of units in the Enhanced Index Trust.

Assumptions

16. This Ruling is made on the basis of the following necessary

assumptions:

(a)
(b)

(©)

(d)

(e)

89

all of the investors are Australian residents;

the investors are not traders in investments and would
not be treated for taxation purposes as trading in units in
the Enhanced Index Trust;

the investors may or will derive assessable distributions
from the Enhanced Index Trust representing dividends,
interest and realised gains derived from the investments
held by the Equities Fund;

the investors may derive capital gains on the appreciation
of units of which they dispose in the Enhanced Index
Trust, which will generally arise if there is an increase in
the All Ordinaries Index;

any interest prepaid under the Facility of the loan
principal by the Bank will not be for a period greater
than 13 months;

the dominant purpose of an investor in entering the
arrangement is to derive assessable income from their
investment in the Enhanced Index Trust; and
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(g) the arrangement will be executed in the manner
described under the Arrangement part of this Ruling.

Explanations

Section 8-1

17. Interest on money borrowed to acquire income producing
assets such as shares or units in a unit trust, is generally treated as
deductible under section 8-1 where it is expected that dividends or
other assessable income would be derived from the investment (see
Taxation Ruling TR 95/33).

18. An investor in the arrangement will be required to use the
funds borrowed under the Facility to acquire units in the Enhanced
Index Trust. The units can be anticipated to produce dividends,
interest and realised capital gains. Accordingly the funds borrowed
are to be applied and used for a purpose of gaining or producing
assessable income.

19. Accordingly, the interest incurred will be wholly deductible.

Section 51AAA

20.  Under the arrangement, it is contemplated that over the period
of an investor’s involvement there will be assessable income derived
by way of dividend income, possibly interest income, as well as by
way of capital gains.

21.  Accordingly, section 51AAA has no application to an investor
in the arrangement.

Section 82KZM

22.  Section 82KZM limits the deductibility of prepayments of
interest relating to periods of outstanding loan principal for more than
13 months. As the period for which the prepayment relates is less
than 13 months, section 82KZM has no application to deny, wholly or
in part, the deduction for any prepaid interest.

Section 82KJ

23. Section 82K applies to tax avoidance agreements involving
prepayment schemes where a taxpayer incurs interest, or other
expenses with the aim of reducing the amount payable for the
acquisition of property by the taxpayer or an associate. For section
82K to apply, the amount of the prepaid outgoing would be greater
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than, or, might reasonably expected to be greater than, the amount that
would have been incurred in respect of the benefit obtained if the loss
or outgoing had not been incurred as part of a tax avoidance
agreement.

24. Section 82KJ will have no application to an investor in the
arrangement. The property purchased by the taxpayer, be it either the
proceeds of the loan funds or the units in the Enhanced Index Trust, is
not acquired as a result or part of a tax avoidance agreement. The
consideration for the property is no less than what it would have been
if the interest outgoing had not been incurred.

Section 82KK

25. Section 82KK will not have any application as in the
circumstances there is no party receiving the interest payment which is
an associate of the investor. An ‘associate’ is defined in section 82KH
and no categories of that definition apply to Macquarie Bank Limited,
the recipient of an interest prepayment of an investor.

Part IVA

26.  Provided that the arrangement is entered into and carried out as
disclosed (see the Arrangement part of this Ruling), it would be
accepted as a normal commercial transaction and Part [VA would not

apply.

Detailed contents list
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