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NOTE: . I nconme Tax Rulings do not have the force of |aw

Each deci sion made by the Australian Taxation Ofice
is made on the nmerits of each individual case having
regard to any rel evant Ruling.

PREAMBLE

The purpose of this Ruling is to state the Conm ssioner's views
on:

(a) the provisions of the I ncone Tax Assessnent Act 1936
(the Act) concerning the obligations of a person nmaking
paynents of Australian-sourced royalties to a non-
resident (including obligations to deduct tax fromthe
paynents and to remt the tax to the Conm ssioner); and

(b) when the royalty paynents are derived by the non-
resident for Australian incone tax purposes.

2. The provisions of Division 3B of Part VI of the Act inpose an
obligation on a person who is liable to make Australian-sourced
royalty paynents (including royalties deened to have an Australian
source under section 6C) to a non-resident to notify the
Comm ssi oner of the anmount of the royalties before paynent of them
(subsection 221YHZB(1)), to deduct tax from each paynent (section
221YHzZC) and to remt the tax deducted to the Conmm ssioner
(section 221YHZD). The collection provisions of D vision 3B al so
apply to natural resource paynents and the views expressed in this
Ruling will apply equally to such paynents.
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3. It has cone to the notice of this Ofice that sone royalty
payers are not notifying the Comm ssioner of the anmount of the
royalties until such tinme as the royalties are about to be sent
overseas, in sone cases as nuch as two years after they have
becone due and payable. It appears that the payers of the
royalties are taking the view that there is no paynent until that
time. A simlar problemhas been encountered with the deduction
of tax under section 221YHZC and rem ttance under section 221YHZD
of the tax deducted.

4, This Ruling | ooks at when a "paynent” nay be said to have
occurred for purposes of Division 3B, and seeks to clarify when
the obligations under that Division arise in relation to royalties
whi ch are not paid over to the non-resident, but are retained in
Australia by the payer of the royalties. The Conm ssioner's views
on the time of derivation of royalties and the tax obligations of
the non-resident recipient are also set out.

SUMVARY

5. The tinme of paynment of a royalty is critical to the operation
of the provisions of Division 3B. A paynent of a royalty, for

pur poses of Division 3B, will occur at the tine when the debt owed
for the royalties is satisfied or discharged or otherw se deened
to have been paid. Paynent may occur in a variety of ways e.g. by
actual paynent in cash or by bill of exchange, by an agreed set-
off, by a transfer in kind or by an agreenent between the parties
whi ch acknowl edges that the anmobunt of the royalties is to be |ent
by the non-resident in accordance with the terns of that

agreenent. By subsection 221YHZA(2), paynent is deened to have
been made where, broadly speaking, noney is dealt with on behalf
of a non-resident or as the non-resident directs.

6. It is the general practice of this Ofice to regard royalty

I ncone as being derived at the point in tine when a non-resident
receives the royalties. Taxpayers for whom a cash basis of tax
accounting is appropriate will bring royalty incone to account as
bei ng derived on a cash basis. Taxpayers for whom an accruals
basis of tax accounting is appropriate wll also bring royalty

I ncome to account on a cash basis except, however, where the

t axpayer's busi ness, or one of its businesses, is a business of
deriving royalties, in which case an accruals basis will generally
appropri ate.

RULI NG

Ohligations of Royalty Pavyers

7. Subsection 221YHZB(1) provides that a person who is liable to
make a royalty paynent to a non-resident may not make that paynent
to the non-resident unless he has first notified the Comm ssioner
of the anpbunt of the royalty paynent and been advised in witing
by the Conmm ssioner of the anmount of tax to deduct.
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8. The word "liable" is not defined in the Act and bears its
ordi nary neaning. According to the Macquarie Dictionary, the word
"I'iable" is defined, as presently relevant, to nean "under | egal
obligation; responsible or answerable”. In its context in
subsection 221YHZB(1), a person is "liable" to nake a royalty
paynent to a non-resident where the person is under a | egal
obligation to nmake the paynent to the non-resident or the person
I's responsi ble or answerable to the non-resident for the paynent.

9. Because a person who is liable to nmake a royalty paynent to a
non-resi dent may not do so wi thout having first notified the

Comm ssioner of its anmount and been advi sed by the Conm ssi oner of
the tax to deduct, it is desirable fromthat person's point of
view and fromthe Comm ssioner's point of viewthat notification
be made to the Comm ssioner as soon as practicable after the
person becones liable to make the royalty paynent. A person w ||
be legally obliged to nake a royalty paynent, or wll be
responsi bl e or answerable to a non-resident for the paynent, as
soon as the person accepts and acknow edges the liability to nake

the royalty paynent. It is unnecessary to wait until the royalty
paynent is inmmedi ately due and payable and |l egally enforceabl e
before notifying the Comm ssioner. It is sufficient for purposes

of subsection 221YHzZB(1) if the person acknow edges that the
royalty paynent is payable at a future tine.

10. Alternatively, regular or frequent payers of royalties, or
any person who is aware that he will have a liability to pay
royalties to a non-resident in the future, may apply for a
certificate under subsection 221YHZB(4) exenpting the hol der from
notification under subsection 221YHZB(1) in respect of a specified
paynent, or paynents included in a specified class (e.g. paynents
of a simlar nature to one or nore residents of a single country).
The certificate is issued subject to certain conditions, including
a condition that tax ascertained in accordance with the
certificate be deducted before paynent of the royalty.

11. Except where an applicable certificate under subsection
221YHZB(4) is held, notification is required in respect of each
and every royalty paynent. Were it is feasible for an Australian
payer to notify the Conm ssioner of ampbunts of royalty paynents
due to non-resident(s) as classes of paynents, this Ofice wll
notify that person wherever practicable of the amobunts of tax to
be deducted fromthose classes of paynents. Failure to make the
necessary notification will |eave the payer of the royalties open
to prosecution under subsection 221YHZB(1l) where a royalty paynent
I's made, or deened to have been nmade, to a non-resident w thout
the notification and, on conviction, to an order under subsection
221YHZB(3) .

12. Section 221YHZC i nposes a further duty on a person who is
liable to make a royalty paynent to a non-resident, and who has
ascertai ned the amount of tax to be deducted, to deduct the
requi red anmount of tax fromthe royalty paynent at the time of
maki ng the paynent. Under subsection 221YHZD(1), the tax so
deducted nmust be remtted to the Comm ssioner, together with



TAXATI ON RULING I T 2669

FO Enbargo: My be rel eased Page 4 of 7

notification of the date on which the amount was deducted, within
14 days after the end of the nonth in which the person nakes the
paynment to the non-resident. The Act inposes heavy penalties for
failure to neet these obligations.

13. In all of these provisions it is the tinme of paynent of the
royalty which is critical to the operation of the section.
Notification nust be nade before paynent, tax nust be deducted at
the tine of paynent, and the tax so deducted nust be remtted
within a certain tinme of making the paynent. It is therefore
necessary to determ ne what constitutes paynent, or the making of
a paynent, of a royalty.

Meani ng of Paynent

(1) Actual Paynment

14. "Paynent" in the ordinary sense of the word, is the act of

di scharging a debt, obligation, etc. as by giving or doing
sonething, or it is the act of satisfying the clainms of a person
as by giving noney due: the Macquarie Dictionary. |In the context
of Division 3B, paynent is, in essence, the satisfaction of a debt
owed for royalties. The nbst conmon way in which paynent is nmade
I s actual paynent, i.e., a sumof noney or a bill of exchange is
handed over directly to a non-resident to extinguish a debt for
royalties. However, paynent may be nade in other ways such as:

(a) by an agreed set-off where cross-liabilities exist (see
Spargo’'s case; Re Harnony and Montague Tin and Copper
Mning Co. (1873) 8 Ch. App. 407 and E. C_ of T. v.
Steeves Agnew & Co. (Vic.) Pty Ltd (1951) 82 CLR 408 at

420-1);
(b) by a transfer of property other than noney or a bill of
exchange, i.e., by a transfer in kind,

(c) by an agreenent which acknow edges that the anmount of
the royalties is to be Ient by the non-resident to the
Australian payer and is to be repaid to the non-resident
in accordance with the terns of that agreenent.

(i1) Deened Paynent

15. Subsection 221YHZA(2) makes it clear that, for purposes of
Division 3B, paynent is not limted to actual paynent. Under this
subsection, noney which is reinvested, accunul ated, capitalised or
otherwi se dealt with on behalf of, or at the direction of, the
person to whomroyalties are payable, is deened to have been paid
at the time that it is so dealt with. It follows that the sending
overseas of funds owed in respect of royalties is not

determ native of when "paynent" occurs for purposes of Division 3B
since there may have been a deened paynent at sone earlier point
in timne.
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16. A nere book entry show ng an anount as due and payable is not
of itself a paynent: Aktiebolaget Volvo v. F.C. of T. 78 ATC
4317; (1978) 8 ATR 747. However, a crediting by a debtor (or
payer) in his books of account which by express or inplied
agreenent with the creditor (or payee) brings about a change in

| egal relations between the debtor and creditor, or evidences an
agreenent between the parties to replace the debt for royalties
with a financing arrangenent, constitutes, in the view of this
Ofice, a deenmed paynent in terns of subsection 221YHZA(2).

Where, for exanple, an anmount in respect of royalties is credited
to the non-resident in such a way that he obtains the benefit of

t he noney, even though it is not actually paid over to him there
wll be a paynent or a deened paynent. Simlarly, where royalties
are credited to an inter-conpany | oan account in the nane of the
payee, and the funds are retained in Australia for use by the
payer, the Comm ssioner does not accept there is no paynent until
the funds are remtted to the non-resident. In these
circunstances it is considered that there has been a deened
paynent because the royalties have been accunul ated or ot herw se
dealt with on the non-resident's behalf for purposes of the

D vision: cf Case T21 86 ATC 214; 29 CIBR (NS) Case 24 where it
was held that interest which the taxpayer had an enforceable right
to receive and which was credited to a | oan account in her nane in
t he books of the payer conpany, nust be regarded as derived under
section 19 because it was dealt with on her behalf,
notw t hst andi ng that she had no i nmedi ate control over the funds.

17. 1t has been argued that, having regard to dicta of Gbbs J in
Brent v. F.C of T. 71 ATC 4195; (1971) 2 ATR 563 concerning
section 19, royalties which have been retained in Australia for
use by the payer should not be treated as having been dealt wth
on behalf of the non-resident. There are, however, clear

di stinctions between Brent's case and situati ons where an anount

I n respect of royalties payable has been credited to the non-
resident's | oan account. In Brent's case, notw thstanding the
delay in the paynent of fees for services rendered, the |egal

rel ati ons between the conpany and the taxpayer remai ned exactly
the sane, i.e., the conpany renmai ned under an obligation to pay
her those fees. However, where an anount for royalties is
credited to an inter-conpany |oan account, the |legal relations

bet ween the payer and the payee do not remain the sane: the debt
for royalties has been replaced by a | oan arrangenent. In these
circunstances, the royalties are considered to have been

accunul ated or dealt with on the non-resident's behal f. A paynent
wi |l be deened to have been made for all purposes of Division 3B.

18. \Were the books of account do not show a crediting of the
royalties to the non-resident, but the reality of the situation is
that the delay in the sending overseas of royalties is a de facto
financing arrangenent, then a paynent nay al so be deened to have
been made. A pattern of del ayed paynent which has not been
chal | enged by the non-resident payee nmay, in the absence of
evidence to the contrary, give rise to a presunption that the
retention of the funds by the payer represents a financing
arrangenent between the two parties. |In these circunstances, the
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royalties will be treated as havi ng been accunul ated on the | ast
day for paynent provided under the contract.

19. Except in the situation outlined in paragraph 18, a delay in
paynent, or an accumnul ati on of debts owed in respect of royalties,
even where the non-resident agrees to the delay, wll not give
rise to a deened paynent under subsection 221YHZA(2). For
exanpl e, where a non-resident, on a one-off basis and for sound
busi ness reasons, extends credit to the payer for a short term
paynent will not occur until the debt is satisfied.

bl i gati ons of Non-Resi dent Reci pient of Rovalties

(1) Tinme of Derivation of Royalty |ncone

20. The conbi ned effect of the definition of "royalty" in
subsection 6(1) and the provisions of paragraph 26(f) is that
royalties wthin the ordinary nmeaning of that term and receipts
that are royalties only by reason of the definition in subsection
6(1) and which al so have the character of income, are included as
assessabl e i nconme under paragraph 26(f).

21. The provisions of subsection 25(1) and paragraph 26(f) are
not mutual ly exclusive, and royalties of an incone nature, whether
royalties wthin the ordinary nmeaning or only by reason of the
definition, may al so be assessabl e i ncone under subsection 25(1).
Royal ties which formpart of the taxpayer's assessabl e incone,

I rrespective of which provision applies, are assessabl e when they
are derived by the taxpayer. The term "received" in paragraph
26(f) is not used in a narrow or technical sense and has a simlar
nmeaning to "derived" : Case V122 88 ATC 764; AAT Case 4519, 19 ATR
3750 at 3752.

22. The normal rules for determning the tinme of derivation of

I ncome apply in respect of royalties paid to non-residents. The
actual point intime at which a royalty is derived will depend on
the circunstances in which the taxpayer derives the royalty. In
the case of a non-resident individual who is not carrying on a
busi ness, for exanple, a taxpayer in receipt of royalties fromthe
sale of a book, it may well be that the appropriate basis of tax
accounting for the royalty inconme would be a receipts basis. In
such a case, subject to the provisions of section 19, the royalty
i ncome will be derived when it is actually received: see Cl TCM
862, paragraph 69.

23. Taxpayers carrying on business for whom an accruals or
earnings basis of tax accounting is appropriate, C of T. (S. A)
v. Executor Trustee and Agency Co. of S. A Ltd (Carden's case)
(1938) 63 CLR 108, nay al so derive royalty inconme, subject to the
provi sions of section 19, when it is actually received. However,
where the taxpayer's business, or one of its businesses, is a
busi ness of deriving royalties, i.e., a business in which
royalties are reqgularly derived in the ordinary course of the
busi ness and their derivation fornms an essential part of the

busi ness, the accruals nethod wll generally be the nost
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appropriate nethod for accounting for the royalties for tax

pur poses. In these circunstances, the royalty incone is derived
when the royalty is due (though not necessarily presently

recei vabl e) under the terns of the contract. It is not necessary
that there be an actual receipt of the royalty.

24. In cases where the quantum of the royalties is not
ascertai nabl e by the non-resident payee until receipt, the
royalties may be returned on a receipts basis, notw thstandi ng
that the taxpayer carries on a business of deriving royalty

I ncone.

(11) Lodgnent of Returns

25. Notw thstanding the provisions of Division 3B concerning the
collection of tax by a person making royalty paynents to a non-
resident, royalty paynents derived by non-residents are assessed
by normal assessnent procedures. A non-resident taxpayer should
| odge an Australian incone tax return in which the royalty
paynents are included as assessable inconme in the year in which
they are derived. Were an agent in Australia holds or has the
control, receipt or disposal of an anbunt in respect of royalties
bel onging to a non-resident, the agent is required to | odge
returns in respect of those royalties (subsection 254(1)).

26. Tax which has been collected in respect of a royalty paynent
under Division 3B will be credited towards the tax payable by the
non-resi dent.
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