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

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

PREAMBLE

Section 28 of the Incone Tax Assessnent Act 1936 (the "Act")
requires that the value of all "trading stock on hand" at the
begi nning and at the end of a year of incone is taken into account
I n ascertaining the taxable incone of a taxpayer carrying on a
busi ness.

2. In All States Frozen Foods Pty Ltd v. F.C of T. (1990) 21 FCR
457 (90 ATC 4175; (1990) 20 ATR 1874), the Full Federal Court of
Australia (Bowen C. J., Lockhart and Gunmow JJ.) upheld the decision
of Davies J. in E.C_ of T. v. All States Frozen Foods Pty Ltd
(1989) 88 ALR 575 (89 ATC 5135; (1989) 20 ATR 1454) that the goods
en route fromoverseas suppliers were in certain circunstances
tradi ng stock on hand of the taxpayer.

RULI NG

3. Goods are "trading stock on hand" for purposes of section 28
of the Act, notw thstanding that they have not been physically
delivered to the taxpayer's business prem ses or outlet provided
the taxpayer is in a position to dispose of the goods.
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4. The inportance of dispositive power over all other tests (such
as, for exanple, property or possession) is denonstrated by the
deci sion of the H gh Court of Australia in Farnsworth v. F.C._ of T.

(1949) 78 CLR 504. A fruit grower had delivered dried fruit to a
packi ng house where it had been m xed with other growers' fruit.

Was it still the grower's stock on hand? The Court unani nously
held that it was not her stock on hand but did so for three
different reasons. |In the |eading judgnment D xon J. (wth whom

McTiernan J. agreed) at p.518 relied on the fact that the taxpayer
had no di spositive power over the fruit and no power to direct or
control the disposal of it by the packing house. R ch J. at p.515
al so noted that the grower had lost all control and power of

di sposition of the fruit.

5. The view that dispositive power is the appropriate test is
supported by the decision in Al States Frozen Foods. Wen

di scussing the change in wordi ng between the 1922 Act and the 1936
Act, the Court said (FCR at p.459; ATC at p.4177; ATR at p. 1876):

"We do not consider that changing the expression
fromtrading stock 'not disposed of' to trading
stock 'on hand' was intended to alter the | aw

It was a conversion to the |anguage of commerce."

PROPERTY

6. However, in nost cases a taxpayer having property in the stock
will entail a power of disposition over it so that it will be the
taxpayer's trading stock on hand even though the taxpayer may not
have physical possession of it. In the All States Frozen Foods
case the Court found that the taxpayer was the owner of the goods
even though it did not have physical possession because they were
on board vessels on the high seas at the tine. |In a passage of his
judgnent adopted by the Full Court, Davies J. explained that
accounting and tradi ng concepts required the goods to be recorded
as stock (ALR at p.580; ATC at p.5140; ATR at p. 1458):

"Havi ng accepted the bills of lading it was the
owner of the goods, they were at its risk, it was
entitled to possession of themand it had control,
di spositive power over them Wiy then were not
the goods recorded as stock...." (enphasis added)

and continued at (ALR) p.581 (ATC at p.5141; ATR at p. 1459):

"The words 'trading stock on hand' in s 28 thus
refer to the trading stock held by the taxpayer at
the specified tinme. Because the trading stock
provi sions are based on well known concepts of
trade and accountancy, those concepts of what
stock a trader holds and thus what should be
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brought to account in a calculation of the profits
or incone of the year provide a guide as to the
stock 'on hand' at the relevant date. 1In the
present case, that stock included the goods in
respect of which bills of [ading were held."

7. Simlar views can be found in the House of Lords decision in
Benjamin Smth and Son v. Comm ssioners of Inland Revenue (1928)
139 LT 97 (although in relation to a different statutory context).
At p.99 Lord Sumer said:

"It can hardly be doubted that shippers, whose
tradi ng stock included grain, which they had sold
and had to deliver, could claimto treat it as
part of their stock in hand, when the property was

still vested in themand the grain was still at
their disposition pending the actual taking up of
t he shi pping docunents. |If so, the sanme grain

could not at the sane tinme be also the trading
stock in hand of the appellants, to whomit did
not yet belong, and to whomthe right of present
di sposition had not yet passed, whatever the
future intentions of the parties mght be in the
matter...." (enphasis added)

8. The passing of property in goods is determ ned by the
intention of the parties but, in the case of unascertai ned goods,

It cannot be before ascertainnent. What was intended wll be
determ ned by reference to the contract terns (including inplied
ternms), the conduct of the parties (including their practice over a
course of dealing) and the circunstances of the case (including
commercial practice in that industry and assunption of risk). The
rul es governing the intention of the parties (unless a different

I ntention appears) are laid out in the various State Sal e of Goods
Acts.

9. Subject to that intention, it is generally taken that, where
the contract requires the seller to send goods to the buyer,
delivery of the goods to the selected carrier wll be treated as
delivery to the buyer and property will pass to the buyer at that
poi nt .

10. In the case of shipnment of goods by sea, there is usually an
Intention that property will not pass when the goods are delivered
to the carrier. |Instead, delivery and transfer of property to the
buyer are usually effected by delivery of the "bill of |ading" (a
menor andum si gned by the ship's master or shipowner's agent

acknow edgi ng recei pt of the goods for carriage). Although not

al ways the case (e.g., when the dealing is between associ ated
conpani es - see The Al bazero [1977] A.C. 774 at pp.796-799, 840),
this is the usual position with "Cost, Insurance and Freight"
("c.i.f.") and "Cost and Freight" ("c. and f.") contracts.
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11. However, it is not the usual position with "Free into Store"
("f.i.s.") contracts under which the parties generally intend that
delivery occurs (and property passes) when the goods arrive in the
buyer's store (Gold Coast Bakeries Pty Ltd v. J.G Gegorson & Co
Pty Ltd (1974) 2 Q 312 at p.319; Sutton, KCT., Sales and
Consuner Law in Australia and New Zeal and, 3rd ed., Law Book
Conpany, 1983 at p.366). It is also not usually the case with
"Free on Board" ("f.o.b.") contracts in which the parties generally
I ntend that property wll pass when the goods are delivered over
the ship's rail, unless the seller deals with the bill of lading in
a manner whi ch shows that he has reserved a right of disposa

(Janes v. Commonwealth (1939) 62 CLR 339 at p. 385).

NO PROPERTY

12. Conversely, a taxpayer who does not have property in the stock
wll not usually treat it as stock on hand because the taxpayer

wll not be able to dispose of it. However, because the test is
not property but dispositive power, this need not always be so. 1In
F.C. of T. v. Suttons Mdtors (Chullora) Wolesale Pty Ltd (1984-85)
157 CLR 277 (85 ATC 4398; (1985) 16 ATR 567), the H gh Court upheld
the decision of the Federal Court that the taxpayer was entitled to
a trading stock valuation adjustnent under subsection 82D(1). This
required the conclusion that cars, being the property of General

Mot ors Accept ance Corporation, were the trading stock on hand of
Suttons Mdtors. At (CLR p.283; ATC at p.4401; ATR at pp.571-572),
the majority judges of the Hi gh Court said:

"The rel evant vehicles were, at the conmencenent
of the tax year, plainly in the possession and at
the risk of the Suttons G oup. They were held by
the G oup for the purpose, and only for the

pur pose, of being offered for sale in the ordinary
course of the conposite business which that G oup
| ooked at as a whole, carried on. They
represented the stock which the Goup held to
offer for sale and to sell in the course of that
overal | business and which it had becone entitled
to, and commercially though not |egally obliged
to, purchase fromGMH at G MH "'s whol esal e
price at the time it took delivery. If the

G oup's overall business fromthe origina

acqui sition of possession of vehicles under the
fl oor plan arrangenent to the ultimate retail sale
of themto the public be viewed as a conposite
whol e, it appears to us that the rel evant notor
vehi cl es were, at the comencenent of the tax
year, the trading stock on hand in relation to
that business within the traditional and centra
meani ng of the term'trading stock'."
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13. Were a taxpayer does not own the stock, the Comm ssioner wll
treat the taxpayer as having sufficient dispositive power for the
stock to be trading stock on hand where the circunstances expl ai ned
by the Hi gh Court in the above passage are, in substance, the sane.
Satisfaction of the tests set out by the Hi gh Court wll
effectively deny the owner any power of disposition in such
circunstances and, in any event, goods can be accounted for as the
tradi ng stock of only one taxpayer at a tine.

AGENTS

14. \Were a taxpayer gives an agent power to dispose of the stock,
the stock will remain trading stock on hand of the taxpayer (even

I f the agent has physical possession) because the taxpayer has a
power to dispose of the stock; it is nmerely executed through the
agent (see Farnsworth's case at p.518).

15. In many cases dispositive power will vest in a taxpayer by
delivery of the goods to an agent of the taxpayer. One common
exanple is the delivery of a bill of lading to a bank which has

prom sed to pay on behalf of the buyer. The bank is the buyer's
agent so that delivery to it is treated as delivery to the buyer

16. The agent, of course, has no power to di spose of the stock on
his own behalf and so could not account for it as his trading stock
on hand. This is so even if the agent is independently in the

busi ness of trading in such goods.

POSSESSI ON

17. A taxpayer will be considered to have a power of disposition
over the trading stock, even though not able to give imedi ate
possessi on, unless it can be shown that the power of disposition
has been transferred to another taxpayer, as it had in Suttons
Motors. For exanple, if the stock is in an offsite warehouse or in
a bond store it will be trading stock on hand. Were the stock
consists of raw materials which will be converted into another
condition before sale, it will still be trading stock on hand (E.C
of T. v. St. Huberts Island Pty Ltd (1978) 138 CLR 210 at pp. 226-
229, 235, 241-242; 78 ATC 4104 at pp.4112-4113, 4117, 4120; (1978)
8 ATR 452 at pp.461-463, 467, 471). Simlarly, goods in transit
(as in the All States Frozen Foods case) can be tradi ng stock on
hand. As a final exanple, stock can be trading stock on hand even
t hough steps outside the taxpayer's control need to be perforned
before title and possession can be transferred (e.g. the approval
of a security holder or a governnental body, or the discharge of a
nortgage). Each of these is a case of stock which can be, but is
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not yet, disposed of, so that a power of disposition does reside
with the taxpayer. As the Full Federal Court observed in the

Al States Frozen Foods case (1990) 21 FCR at p.459 (90 ATC at

p. 4177, 20 ATR at p.1876), changing "tradi ng stock not disposed of"
(the 1922 Act) to "trading stock on hand" (the 1936 Act) was not

i ntended to alter the | aw

TAX AVAO DANCE

18. Wiere parties to certain international arrangenents are
associated wth each other, the associated enterprises article in
the relevant double tax agreenent (e.g. Article 9 of the USA
agreenent and Article 5 of the Japanese agreenent) can operate to
tax the Australian party on those profits that woul d have accrued

I f the arrangenents had been at armis length. For exanple, the

shi pment terns m ght defer the point at which goods becone stock on
hand. In such cases, the article may tax the parties as if the
terms of shipnment were those that woul d have been entered into had
t he dealing been at arns | ength.

19. \Were arrangenents are contrived to prevent tradi ng stock
being on hand at the end of a year of incone, consideration should
al so be given to the application of Part |VA

COVM SSI ONER OF TAXATI ON
5 March 1992
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