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Draft Taxation Ruling
Income tax: Division 35 - non-commercial
business losses

Preamble

Draft Taxation Rulings (DTRs) represent the preliminary, though
considered, views of the Australian Taxation Office. DTRs may not be
relied on by taxation officers, taxpayers and practitioners. It is only
final Taxation Rulings that represent authoritative statements by the
Australian Taxation Office of its stance on the particular matters
covered in the Ruling.

What this Ruling is about

1. This Ruling considers the operation of new Division 35 of the
Income Tax Assessment Act 1997 (‘ITAA 1997°),! specifically:

. the limit on deductions from ‘non-commercial’2
business activities under subsection 35-10(2);

o the four tests, satisfaction of any one of which will
allow a ‘loss’ from a business activity to be offset in the
year in which it is incurred against other income:

(1) the assessable income test;
(i1)  the profits test;

(i)  the real property test;

(iv)  the other assets test; and

o the operation of the Commissioner’s discretion under
section 35-55.

Class of person/arrangement

2. This Ruling applies only to individuals (including an
individual as a partner) who carry on a ‘*business activity’ and who
incur a non-commercial loss to which Division 35 applies. In this
Ruling the term ‘non-commercial loss’ simply refers to the excess of

! The Appendix to this draft Ruling sets out the provisions of Division 35.

2 Note: in this Ruling the term ‘non-commercial’ business activity merely refers to
an activity to which Division 35 applies.
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allowable deductions attributable to a ‘business activity’ for a
particular year, over any assessable income from that activity, to
which Division 35 may apply (see Key Terms below). It does not
mean that the activity has been pre-judged as being ‘non-commercial’
in any ordinary sense of that term.

Date of effect

3. This Ruling applies to assessments to which Division 35 may
apply, i.e., to assessments for the income year ending on 30 June 2001
(or the equivalent substituted accounting period), and subsequent
years.

Key terms
4. In this Ruling the following Key Terms are used.
. ‘business activity’ means an activity which may be a

complete business in itself, or part of a larger business,
and includes, applying subsection 35-10(3),
‘... business activities of a similar kind.’

o ‘individual’ means a natural person.

. ‘non-commercial loss’ means the excess of allowable
deductions attributable to a ‘business activity’, for a
particular year, over assessable income from that
activity (see subsection 35-10(2)).

. ‘professional arts business’ means a *business as
defined in subsection 35-10(5) as:
‘... a *business you carry on as:

(a) the author of a literary, dramatic, musical or
artistic work; or

(b) a *performing artist; or
(©) a *production associate’3.

. ‘tax profit’ is where the amount of assessable income
from the activity for that year is greater than the sum of
the deductions attributable to the business activity for

that year (apart from the operation of subsection
35-10(2)).

3 The terms, “*performing artist’, and "*production associate' have the same meaning
they have in section 405-25.
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Ruling

Introduction to Division 35

5. Division 35 was introduced into the ITAA 1997 via the New
Business Tax System (Integrity Measures) Act 2000. The main
operative provision in the Division is section 35-10. The major rule in
section 35-10 is that unless:

(a) the individual’s business activity meets one of the four
tests; or

(b) the individual satisfies an exception; or

() the individual is covered by an exercise of the
Commissioner’s discretion in relation to that business
activity,

a loss from the business activity will not be deductible in the income
year in which it arose. However, it will be available in a later year, if
one of the four tests is met, an exception is satisfied, or the
Commissioner’s discretion is exercised. Division 35 does not apply to
activities that do not constitute carrying on a business.

6. The changes to the law contained in Division 35 arose as a
result of the Government’s adoption of Recommendation 7.5 of the
Ralph Committee’s report, Review of Business Taxation: A Tax
System Redesigned. That recommendation focused on significant
revenue leakage from individual taxpayers claiming deductions for
unprofitable activities, which were ‘often unlikely to ever be
profitable’ (refer to paragraph 1.8, Explanatory Memorandum, 4 New
Tax System (Integrity Measures) Act 2000).

Primary Producer or Professional Artist Exceptions

7. Where an individual has a loss from a *primary production
business or a *professional arts business in a year of income, and in
that year the total of their assessable income from sources unrelated to
that business activity (excluding any net capital gain) is less than
$40,000, the rule in subsection 35-10(2), that the loss be deferred, will
not apply in relation to that business activity (subsection 35-10(4)).

Meaning of ‘*business activity’

8. A key concept to understand in applying Division 35 therefore
is “*business activity’, as it appears in the Division. The asterisk
signifies that the term includes the defined term *business, the
meaning of which in section 995-1 is:
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‘business includes any profession, trade, employment, vocation or
calling, but does not include occupation as an employee.’

9. The term ‘*business activity’ is otherwise undefined in the
ITAA 1997. We do not consider, however, that the inclusion of the
extended definition of ‘business’ in the term alters the ordinary
meaning of the term in any significant way. That ordinary meaning is
an activity forming part or all of the taxpayer’s activities ‘engaged in
for the purpose of profit on a continuous and repetitive basis’ (Hope v.
The Council of the City of Bathurst 80 ATC 4386 at 4382; (1980) 12
ATR 231 at 236), or of an activity that is one of the activities that
makes up the ‘course of conduct’ (FC of T'v. Murry 98 ATC 4585 at
4596; (1998) 39 ATR 129 at 145), that is the taxpayer’s business.

10. However, it is plain that ‘business activity’ has a more
restricted meaning than this for the purposes of Division 35. Firstly,
the scheme and the context of the Division suggest that a relevant
business activity needs to be one capable of producing assessable
income and having certain amounts ‘attributable’ to it that an
individual taxpayer could otherwise deduct (see, for example section
35-10). The relevant business activity will also be one capable of
having various assets used in carrying it on (see the assets tests in
sections 35-40 and 35-45).

11.  As described in paragraph 6, the relevant changes in the law
are directed at activities that are ‘unlikely to ever be profitable’.
These activities have been made subject to ‘a series of tests to
determine whether a business activity is treated as non-commercial’
(section 35-1) and the identification and tax treatment of them.
Division 35 has this as its main purpose.

Identifying separate business activities

12. In Allied Mills Industries Pty Ltd v. FC of T 88 ATC 4852 at
4864; (1988) 19 ATR 1724 at 1737, Gummow J acknowledged that a
taxpayer might carry on ‘several distinct businesses’. This would be
where the activities of the taxpayer were ‘so discrete in character and
so discrete in the manner they are conducted’ that this conclusion was
called for.

13.  We think the same may be said for the purposes of Division 35
about an individual taxpayer carrying on the one business. In certain
situations their business activities may be so discrete in character and
in the manner they are conducted that the question arises whether they
are carrying on separate and distinct business activities for the
purposes of Division 35. Whether this is so is clearly a question of
fact and overall impression, like the question of whether they are
carrying on a business. Factors which could be examined in this
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regard are set out in paragraph 63 in the Explanations part of this
Ruling.

14. Given the purpose and context in which ‘business activity’
appears in Division 35, as noted already, such situations would also
need to be ones where the separate business activities were each
capable in their own right of producing assessable income and having
attributed to them amounts that would otherwise be deductible.

15.  Further, and most importantly, to be identified as a separate
business activity for the purposes of this Division, the activity (or set
of activities) will need to exhibit the following:

. produce a non-commercial loss, in the sense that looked
at as a separate activity there is clearly assessable
income produced, or intended to be produced, from it,
and otherwise allowable deductions attributable to
carrying it on in excess of that income;

o its conduct is not motivated by factors connected with
supporting in any commercial way the carrying on of
the individual’s other business activities; and

. it shows signs in its own right that it is unlikely to ever
be profitable.

16. All these requirements need to be satisfied, though the greatest
weight would typically be given to the last two. For example, an
activity might exhibit the first, and the last, but not the second,
because it assists in a genuinely commercial way, the carrying on of
the individual’s other business activity: see Example 2 in the
Explanations part of this Ruling. Such an activity would not be
identified as a separate business activity for the purposes of Division
35.

17. The following table summarises some of the factors that may
be relevant to whether a business is made up of separate and distinct
business activities for the purposes of Division 35. The term
‘activities’ is used in the table simply to refer to the various business
operations making up the individual’s business. The table is not
meant to be a checklist, or to suggest that each factor should be given
equal weighting in all cases.
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factor ‘for’ there being ‘against’ there being
separate and distinct | separate and distinct
business activities business activities

location different types of different types of
activities carried on at | activities carried on but
different locations all at the same location

assets used different types of some different assets

assets used in carrying | used in carrying on

on separate activities, | separate activities but
with no, or very little, | many assets common to
Crossover or all

commonality of use

goods/services significant differences | different types of

produced (incl. | in the type of goods/services
market goods/services produced but significant
conditions) produced from the similarities in the
separate activities and | manner produced
in the conditions and/or marketed

affecting their sale

interdependency | no, or very little, separate activities
interdependency carried on but
between the separate | significant level of
activities interdependency

between them in terms,
for example, of working
capital support,
customer base, manner
in which activities

carried out
commercial one set of activities one set of activities may
links inherently be inherently
unprofitable and no, unprofitable but it
or only minimal, supports the other

commercial basis on activities, for example
which it could support | through increasing their
the other activities sales base

A common-sense approach

18. To sum up, identification of what are the individual taxpayer’s
relevant business activities is to be done on a common sense basis
without looking to create artificial distinctions between various parts
of their overall business. This will often mean that the relevant
business activity is the individual’s whole business.
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19. However, where an individual taxpayer carries on several
distinct businesses it follows that they carry on several distinct
business activities for the purposes of Division 35.

Business activities ‘of a similar kind’

20.  Anindividual’s business may, adopting the approach described
above, be seen as made up of two or more separate and distinct
business activities. Subsection 35-10(3) nevertheless provides that
those business activities can be grouped together for all purposes in
Division 35 if they are ‘of a similar kind.” This would produce, for a
particular income year, the same result practically as if those activities
had not been identified as separate business activities in the first place.

21. Subsection 35-10(3) also plays another role. It will allow the
comparison of separate business activities across different income
years in which they are carried on. This will be relevant to the
operation of paragraph 35-10(2)(b). This paragraph requires, where a
non-commercial loss has been deemed not to be deductible for an
income year, identification of the ‘... next income year in which the
activity is carried on’. As a result of subsection 35-10(3), this activity
need not be the same activity as that from which the non-commercial
loss was made. It can be another business activity ‘of a similar kind’.

22. The activities must be similar in kind; but strict identity is not
required (Goodfellow v. FC of T 77 ATC 4086 at 4093; 7 ATR 265 at
273-274). In this respect the requirement in subsection 35-10(3)
differs significantly from that discussed in Taxation Ruling TR
1999/9, in relation to the ‘continuity of business test’, and
undertakings, enterprises or transactions ‘of the same kind’ (see, e.g.,
paragraphs 16, 71 and 81 of TR 1999/9).

23. What will be a business activity ‘of a similar kind’ to another
business activity will be very much a question of fact and degree. The
question will involve a comparison of the relevant characteristics of
each, for example:

. the location(s) where they are carried on;

. the type(s) of goods and/or services provided;

o the market(s) conditions in which those goods and/or
services are traded;

. the type(s) of assets employed in each; and

. any other features affecting the manner in which they

are conducted.

24, Some of these characteristics may be the same for the business
activities being compared, but some differences must always be
expected. The presence or absence of similarity in respect of a single
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characteristic will rarely be determinative (Goodfellow at ATC 4094;
ATR 274). An overall comparison of the separate business activities
will be called for, weighing up the extent of the characteristics which
are the same or similar against those where there are significant
differences.

25.  The broader in scope the separate business activities, as
properly identified, are, the more likely it is that there will be some
significant same or similar characteristics. For example, in a mixed
farming business, in one income year the relevant business activity
may involve a certain mix of both grazing certain animals and
growing certain crops. A different mix of animals and crops in a later
year is unlikely to mean that if the business activity is no longer the
same, it is not still ‘of a similar kind’ to that carried on in the earlier
year.

Business needs to be carried on

26. Division 35 applies only to an individual who is carrying on a
‘business activity’ in an income year, either on their own, or in a
general law partnership. Division 35 does not apply to any other
entity. Carrying on a business activity requires that a business be
carried on, as that term is ordinarily understood.® The Division
operates by identifying a specific ‘business activity’ for the purposes
of calculating whether a non-commercial loss has been made from that
activity, which would, but for Division 35, be able to be offset against
other income (in the calculation of the individual’s taxable income).

Calculating the non-commercial loss

27.  Under subsection 35-10(2), if the amounts attributable to the
business activity for a year of income that could, apart from Division
35, be deducted, exceed the assessable income (if any) from the
business activity, the excess (i.e., the non-commercial loss) is treated
for the purposes of the ITAA 1997 as though it:

(a) were not incurred in that income year; and

(b) were a deductible amount attributable to the next
income year in which that business activity is carried
on.

28. In determining whether Division 35 applies to the relevant
business activity it is necessary to identify both the allowable

deductions ‘attributable’ to the business activity and the assessable
income ‘from’ the activity. The tests in Division 35 are applied to

4 Our views on when a business of primary production is being carried on, for
example, are set out in Taxation Ruling TR 97/11.
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each relevant business activity. The ‘deductible amounts attributable
to the business activity’, for the purposes of subsection 35-10(2), are
those amounts which are deductible under the ITAA 1997, to the
extent that they relate to the particular business activity. The relevant
assessable income from the business activity is that income which is
derived directly from, and has a causal relationship with, the business
activity. Individuals conducting a business activity in partnership are
able to aggregate their individual interests for the purposes of passing
the tests (other than the profits test): refer below to paragraphs 97-
104.

Deductions allowable before or after business carried on

29. Division 35 will only apply to otherwise allowable deductions
that are attributable to the carrying on of a business activity (see
subsections 35-5(2) and 35-10(1)). This means that typically they will
be outgoings incurred in the course of carrying on the business
activity in question. There may be amounts however, for example,
those deductible under paragraph 8-1(1)(a), that are deductible even
though they are incurred for a business purpose, but before the
relevant business has commenced, or after it has ceased being carried
on. These otherwise allowable deductions are not subject to Division
35.

Effect of passing the tests, satisfying an exception or an exercise of
the Commissioner’s discretion

30.  If the relevant business activity passes at least one of the tests
in the income year, the loss deferral rule in subsection 35-10(2) will
not apply to the individual undertaking the activity in that income
year. They will be able to offset the excess deductions against their
other assessable income.

31. Where Division 35 does not apply and the excess deductions
for the business activity for the income year (whether in combination
with other deductions, or alone) are greater than the individual’s other
assessable income and any net exempt income, they will have a ‘tax
loss’ under section 36-10. Deductibility of that tax loss in a later year
will then be subject to Division 36.

Operation of the tests
Assessable income test

32.  If the amount of assessable income derived by the individual
from the relevant business activity for an income year is at least
$20,000, the rule in subsection 35-10(2) does not apply to defer any
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loss incurred by the individual from the activity for that income year

(paragraph 35-30(a)). Calculation of the assessable income from the

activity can involve making a ‘reasonable estimate’ if the activity has
not been carried on for the whole year (paragraph 35-30(b)).

Profits test

33. This test involves determining whether an activity has
produced a tax profit in 3 out of the past 5 years. The 5 year period
includes the current year in which the loss has arisen. If a tax profit
has resulted from the relevant business activity in three out of the last
five years, the rule in subsection 35-10(2) does not apply to the
individual for that income year (subsection 35-35(1)).

Real property test

34. If the individual uses real property, or an interest in real
property, on a continuing basis in the relevant business activity, that
has a value of at least $500,000, the rule in subsection 35-10(2) does
not apply to defer any loss incurred by the individual from the activity
for that income year (subsection 35-40(1)). A holder of an interest in
real property, such as a lessee, uses that interest, not the real property
itself, for the purposes of section 35-40. Accordingly, the amount
such a holder who is an individual and who uses their interest in
carrying on their business activity on a continuing basis would use for
the purposes of the section is the *reduced cost base or market value
(if greater) of that interest, and not of the underlying real property.

35.  For the purposes of this test, the following are not included:

. a *dwelling, and any adjacent land used in association
with the dwelling that is used mainly for private
purposes; and

. fixtures owned by an individual as a tenant (subsection
35-40(4)).
36.  To value real property or interests in real property, the

individual can choose the *reduced cost base or the market value of
the property or interest in real property if that value is more than the
*reduced cost base (subsection 35-40(2)). The meaning of *reduced
cost base is the same as it is for capital gains tax (‘CGT’) purposes.
This meaning is to be found in Subdivision 110-B.

37. *Dwelling has the same meaning in this test as it does for CGT
purposes (refer to the definition in section 118-115).

38.  An interest in real property includes a lease of real property.
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Other assets test
39.  If the individual uses certain other assets, on a continuing basis

in the relevant business activity, that have a total value of at least
$100,000, the rule in subsection 35-10(2) does not apply to defer any
loss incurred by the individual from the activity for that income year
(subsection 35-45(1)).

40. The assets and their values counted for this test are those set
out in the following table in subsection 35-45(2):

Assets counted for this test and their values

Item Asset Value

1 An asset for which you  The *written down value of the
can deduct an amount asset

for depreciation

2 An item of *trading Its value under subsection
stock 70-45(1)

3 An asset that you lease ~ The sum of the amounts of the
from another entity future lease payments for the

asset to which you are
irrevocably committed, less an
appropriate amount to reflect
any interest component for those

lease payments
4 Trademarks, patents, Their *reduced cost base
copyrights and similar
rights
41. The following assets are excluded under subsection 35-45(2)
for the purposes of this test:
o real property, or interests in real property, that are taken
into account for the real property test; and
. *cars (as defined in section 995-1), motorcycles and
similar vehicles.
Apportionment
42. Where assets that have been taken into account for the real

property or other assets tests are partly used in the relevant business
activity and partly for some other purpose(s), only that part of their
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value that is attributable to their use in the business activity for that
year can be taken into account (section 35-50).

Business activity undertaken in partnership

43. Where the relevant business activity is carried on by an
individual and one or more individuals or other entities, as partners in
a general law partnership, only the interests of the individuals in the
assessable income and assets of the partnership may be aggregated for
the purposes of the assessable income test, real property test and other
assets test (paragraphs 35-25(a) and (c)). In addition, assessable
income derived and/or assets owned by an individual partner in their
own right, outside of the partnership, can also be taken into account by
that partner in considering these tests (paragraphs 35-25(b) and (d)).
The interests of companies and trustees are ignored.

44. For the purposes of the profits test, the individual takes into
account their share of the deductions and assessable income
attributable to their interest in the partnership, along with any of their
own assessable income and allowable deductions they may have from
the same, or similar, business activity, outside of the partnership
(subsection 35-35(2)).

Exercise of the Commissioner’s discretion

45. Under subsection 35-55(1) the Commissioner may decide that
the rule in section 35-10 is not to apply to a business activity for one
or more income years if he is satisfied that it would be ‘unreasonable’
for the loss from the business activity not to be deductible against
other income for that income year or years. This discretion is,
however, only able to be exercised in two limited situations. These
are ‘special circumstances’ and when the business activity has started
to be carried on.

‘Special circumstances’

46. Under paragraph 35-55(1)(a) the Commissioner’s discretion
may be exercised where there are ‘special circumstances outside the
control of the operators of the business’ that have had an effect on the
business activity and the individual’s ability to pass the tests in
Division 35 (see the ‘Note’ to paragraph 35-55(1)(a)). Examples of
such special circumstances could include drought, flood, bushfire and
other natural disasters. Generally, ordinary economic or market
fluctuations that might reasonably be predicted to affect the business
activity would not be considered to be special circumstances.
However, unexpected economic or market fluctuations of a scale not
previously encountered may qualify on a case by case basis.
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Business activity started to be carried on

47. The Commissioner’s discretion may also be exercised where
the business activity has started to be carried on but, due to its nature,
it has not yet met any of the tests. However, the Commissioner is not
allowed to exercise the discretion unless the individual can show that
there is a objective expectation, based on evidence from independent
sources (if available) that, within a commercially viable period for the
industry concerned, the activity will meet one of the tests or produce a
tax profit (paragraph 35-55(1)(b)).

48. The requirement that there be a business activity being carried
on means an individual must have started to carry on that business
activity. This will broadly require that the individual has:

o made a decision to commence the business activity; and

. acquired the minimum level of ‘business assets’ to
allow that business activity to be carried on; and

o actually have commenced ‘business operations’.

A mere intention to start carrying on a business activity will not be
sufficient.’

49. Under subsection 35-55(2) the Commissioner cannot exercise

the discretion under paragraph 35-55(1)(b) after the time in which it is
reasonable to expect, for example, based on available industry norms,

that:

(1) the business activity would first produce assessable
income greater than the deductions attributable to it in

an income year (apart from the operation of subsection
35-10(2)); or

(i)  meet one of the tests set out in section 35-30, 35-35,
35-40 or 35-45.

Specific application to be made

50.  In order to obtain advice about the operation of the
Commissioner’s discretion under subsection 35-55(1) an individual
would ordinarily need to apply for a Private Ruling in the required
format.

> But note also paragraphs 148 to 150 concerning Product Rulings.
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Application of Division 35 when a taxpayer has exempt income

51.  Under section 35-15 a non-commercial loss deferred to the
current year under paragraph 35-10(2)(b), or a current year non-
commercial loss to be deferred under paragraph 35-10(2)(b) to a later
year, may be reduced where the taxpayer has derived exempt income.
Such losses will be reduced where any net exempt income derived in
the current year is not fully offset against any Division 36 losses
allowable for that year.

Application of Division 35 if a taxpayer becomes bankrupt

52. Under section 35-20, a non-commercial loss deferred under
subsection 35-10(2) will be treated differently where a taxpayer
becomes bankrupt, or is released from a debt by the operation of an
Act relating to bankruptcy. A non-commercial loss incurred prior to
bankruptcy that was deferred as a result of the rule will not be
available for deduction in the current or any future year.

Explanations and Examples

53. Subsection 35-5(1) says the object of Division 35 ‘is to
improve the integrity of the taxation system by preventing losses from
non-commercial activities that are carried on as businesses by
individuals (alone or in partnership) being offset against other
assessable income’.

54.  Division 35 is not intended to apply to activities that do not
constitute carrying on a business, for example, the receipt of income
from passive investments (subsection 35-5(2)). The terms ‘business’
and ‘passive investment’ are used here in the sense of being mutually
exclusive notions.

Primary Producer and Professional Artist exceptions

55. Subsection 35-10(4) contains an exception for *primary
production businesses or *professional arts businesses that are carried
on by certain individuals. The exception only applies where an
individual who carries on a *primary production business or a
*professional arts business has less than $40,000 of assessable
income, excluding any income from their particular *primary
production business or *professional arts business and any net capital
gain, in the current year. If a taxpayer satisfies this exception, the loss
deferral rule in subsection 35-10(2) does not apply in that year to any
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loss from their relevant *primary production business or *professional
arts business.6

56. These exceptions allow eligible individuals who carry on a
*primary production business or *professional arts business to offset
any loss (including any deferred amount) from their *primary
production business or *professional arts business against other
income in the current year. This is regardless of the amount of the
business activity’s income, assets, real property or profit, as the four
tests are not relevant where an exception applies.

Example 1

57.  Jessie is a teacher earning a salary of $34,000 a year and has
no other non-primary production assessable income. In addition to
teaching, Jessie carried on a business of alpaca farming and made a
loss from this business activity of $5,000 in the current year. As
Jessie’s non-primary production income is less than $40,000, the
exception is satisfied and she does not need to satisfy any of the tests
in Division 35 in order to offset her primary production loss against
her teaching income.

58. *Professional arts business is given a wide meaning in
subsection 35-10(5) through use of the same concepts found in
Division 405 concerning the averaging of incomes of authors,
performing artists and production associates. Paragraph 35-10(5)(a)
includes as a *professional arts business a business that an individual
carries on as the author of a literary, dramatic, musical or artistic
work. As noted under paragraph 35-10(5)(a), the term “author” is a
technical term from copyright law. Apart from the author of a
photograph, which is generally the person who took it, the Copyright
Act 1968 does not define what an author is.” Copyright law indicates
that the author of a literary, dramatic, musical or artistic work will be
the person who has “originated it or brought it into existence and has
not copied it from another”.?

6 Our views on whether or not you are carrying on a *primary production business
are set out in Taxation Ruling TR 97/11. The indicators of whether or not you are
carrying on a business of primary production are no different, in principle, from
the indicators as to whether activities in any other area, such as professional arts,
constitute the carrying on of a business (TR 97/11 para 11).

7 Subsection 10(1) of the Copyright Act 1968 defines the author of a photograph
taken after 1 May 1969 as the person who took the photograph.

8 Ricketson, The Law of Intellectual Property, (1984) at 83 as quoted by the High
Court in Data Access Corporation v. Powerflex Services Pty Ltd [1999] HCA 49
at paragraph 22.
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Limit on deductions from non-commercial business activities

59.  Under Division 35, a loss from a business activity that is
unable to be offset against other income in the year in which it arose is
to be deferred until a future year where:

. one of the exceptions in subsection 35-10(4) applies;
. income from the same or a similar activity is available;
° one of the tests of Division 35 is satisfied; or
. the Commissioner’s discretion is exercised.
60. Section 35-10 applies on a year-by-year basis to each separate

business activity that is carried on by an individual, whether on their
own or in partnership with another individual or other entity or
entities. There are four tests in Division 35:

° the assessable income test;
. the profits test;
. the real property test; and
. the other assets test.
61. These tests determine the taxation treatment for the net loss

from a business activity. If there is no business activity then Division
35 does not apply. Where the loss is from a business activity that does
not satisfy any of the test or exceptions of Division 35, the individual
carrying on the activity will be unable to claim the loss from the
activity as a deduction against other income in that year.

What is the business activity?

62. Division 35 applies only to business activities and individuals.
A business activity can consist of more than one activity. However,
where all the activities have similar characteristics and are not discrete
in character and in the manner in which they are conducted, they will
be considered to be part of the one business activity for the purposes
of Division 35.

63. In determining the relevant business activity it is necessary to
establish the complete business of the individual. The business
activity is not to be divided into various components unless there is,
for the purposes of Division 35, a sufficient degree of separateness
about them (refer to paragraphs 8 to 26). The whole business is to be
examined. To decide whether the components of a business equate to
one or more separate business activities the following matters may be
relevant:

. the assets employed;
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o the nature of the business operations involved;
o the goods or services produced;
. the economic and other relevant characteristics of the

market(s) for those goods and services;

. the methods of funding the business operations;

. any links between the activities;

. the time spent on the activities;

° the location of the activities;

. the nature of expenses attributable to each activity; and
o any laws, regulations or professional associations that

may apply to each activity.

64. An individual’s business will not need to be split into separate
business activities where all those activities are interlinked, and
support each other in a genuine commercial way.

Example 2

65.  Bill runs a flower shop which has operated profitably for some
time. His business operations include selling a range of products,
other than flowers, such as fine china and various novelty items. His
business expenses relate equally to all these operations and there was,
until recently, no aspect of his business that would suggest any part of
it was discrete or separate from the rest.

66.  In the last six months he has begun operating a delivery
service in order to expand his client base and compete with other
sellers. Although a separate fee is charged for the delivery service,
looked at as a separate activity, it is not profitable in its own right.

67.  However, there is a clear commercial purpose behind
operating the delivery service, and it has now become an integral
feature of Bill’s overall business. There would be no cause to say
Bill’s delivery service activity is a separate ‘business activity’ for the
purposes of Division 35, even though it is being, when looked at as a
separate activity, carried on at a loss.

68.  Bill also advertises in his shop that he tells fortunes after
hours, by making visits to clients’ homes. This activity is also
conducted as a business for the purpose of making a profit but travel
expenses have meant that it has made losses in some years. It is not
part of Bill’s flower shop business nor is it a business activity ‘of a
similar kind’ to that business. It is a separate business activity and
would have to be accounted for as such under Division 35.
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Example 3

69. Case D26 72 ATC 158 is an example of an individual taxpayer
being involved in carrying on two separate businesses. The taxpayer
in partnership with another carried on a business of wheat growing.
The partnership purchased a new wheat header, which, in addition to
being used to harvest the partnership’s wheat, was also used by the
partners in carrying out some contract harvesting on land owned by
other farmers. All members of the Number 3 Board of Review agreed
that while undoubtedly carrying on a business of primary production,
the partnership also carried on a separate and distinct business of
contract harvesting.

70. Mr Dubout (Chairman) based his conclusion on this point on
the fact that the character of the income derived from a contract to
provide and operate farm machinery on the land of another was
different in character from the income derived from the produce of the
land the partnership farmed. He also placed weight on the fact that, as
he saw it, ‘... the element of risk in the two cases is entirely different’
(ATC at 160).

Similar activity

71. Subsection 35-10(3) allows business activities to be grouped
for the purposes of Division 35 where they are activities ‘of a similar
kind’. A similar activity may be one that has evolved from the first
business activity, or it may simply be another business activity carried
on in the same year, that fits the description of being ‘similar’.
Business activities which are of a similar kind are those which
inherently have the same nature or character. The activities must be
similar. They do not need to be identical (Goodfellow). The term
‘similar’ involves ‘a near identity, a close correspondence, a
resemblance in many, but not all respects’ (Galcif Pty Ltd v. Dudley’s
Corner Pty Ltd & Ors (1995) 6 BPR 14,134).

72. Identification of the relevant *business activity for the
purposes of Division 35 will always need to occur having regard to the
possible operation of subsection 35-10(3). In other words, there will
be no practical effect achieved in splitting an individual’s business up
into two or more separate business activities if under subsection
35-10(3) they can be combined back together because they are ‘of a
similar kind’. However, where an individual does identify that their
business is in fact made up of more than one business activity, they
may choose not to group those activities under subsection 35-10(3) if
it would not be to their advantage to do so.
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The loss deferral mechanism

73.  Where none of the four tests is satisfied, neither exception is
satisfied and the Commissioner does not exercise the discretion in
section 35-55, the rule in subsection 35-10(2) applies. Subsection
35-10(2) contains the loss deferral mechanism of Division 35. Under
this provision, for a particular income year where ‘the amounts
attributable to the business activity for that income year’ exceed ‘the
assessable income from the business activity for that year,” then the
excess is treated as though it ‘were not incurred in that income year’.

74. Instead, the excess is treated as an amount attributable to that
activity that the individual could deduct for the next income year in
which the activity is carried on. The amounts attributable to the
business activity are those that the individual could, apart from
Division 35, deduct under the Act for that income year. They do not
include a ‘tax loss’ (as that term is used in Division 36) that might be
deductible in that year, but has arisen in respect of carrying on
operations in a previous year.

Example 4

75. The operation of subsection 35-10(2) is illustrated by the
following example.

Assume the following figures for Michelle’s pearl farming business
activity where none of the exceptions apply to her:

Year | Assessable | Allowable Deferred Net Deferred
Income (1) | Deductions | Deduction | (1) —(2) Deduction
?2) from for current
previous year
year

1 $4,000 $5,000 $0 ($1,000) $1,000

2 $4,000 $5,500 $1,000 ($1,500) $2,500

3 $6,000 $5,000 $2,500 $1,000 $1,500

76. In each year none of the tests of Division 35 is passed.

Therefore subsection 35-10(2) is applied. The excess is deemed not to
be deductible in the current income year. It is deemed to be a
deductible amount attributable to the activity for the next income year
in which that activity is carried on and, thus, potentially subject to
Division 35 in that year.

77. Subsection 35-10(2) will continue to operate in this manner
until one of the tests of Division 35 is met, or the Commissioner’s
discretion is exercised. If any of the tests had been met in Year 3 in
the above example, the $1,500 would have been deductible in full in
that year.
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Assessable income test

78. The rule in subsection 35-10(2) does not apply to defer a loss
incurred by the individual from a business activity for an income year
if:
(a) the amount of assessable income derived by the
individual from the business activity for the year; or

(b) if the individual, during the year, started to carry on the
business activity, or stopped carrying it on — a
reasonable estimate of what would have been the
amount of that assessable income if the individual had
carried on that activity throughout the year

is at least $20,000 (section 35-30).

79.  Assessable income is defined in section 995-1 of the ITAA
1997. The meaning of ‘assessable income’ here is the same as
elsewhere in the Act. It includes statutory income as well as ordinary
income (see generally, Division 6 of the ITAA 1997) provided that
such income can properly be said to have been derived ‘from’ the
relevant business activity. Note that, where relevant, it will not
include a Goods and Services Tax (‘GST’) component: see, for
example, section 17-5 of the ITAA 1997.

Reasonable estimate

80.  For the purposes of making a ‘reasonable estimate’ under
paragraph 35-30(b), an individual can consider all relevant factors,
including:

(a) the cyclical nature of the particular business activity
which may result in variations in the pattern of receipts;

(b) any orders received and/or forward contracts entered
into;

(©) the amount that could have been derived for a full
income year based on a pro rata calculation of the
assessable income already derived for the part of the
year. The amount derived for the part of the year must
be typical of the income derived in a full year;

(d)  the type of business activity undertaken, considering
the nature and type of income receipts of similar
activities typical of the industry; and

(e) current size and investment in the activity.
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Profits test

81. The rule in subsection 35-10(2) does not apply to defer a loss
incurred by the individual from a business activity for an income year
if assessable income from the relevant business activity is in excess of
the sum of the deductions attributable to that activity in three out of
the past five years, including the current year (subsection 35-35(1)).
The sum of the deductions for the income year, however, does not
include any deferred loss from the activity brought forward from an
earlier year. Initially this test will require the taxpayer to look at years
before the commencement of Division 35. However, it is not a
requirement that the business activity be carried on for 5 years. If
there is a profit in 3 out 