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Draft Taxation Ruling

Income tax: Simplified Tax System:
eligibility — grouping rules (*STS affiliate,
control of non fixed trusts)

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 application of:

(a) the non-fixed trust control rule in paragraph
328-380(4)(c) of the Income Tax Assessment Act 1997
(‘ITAA 1997°); and

(b) the *STS affiliate’ definition in subsection 328-380(8)
of that Act.

2. These rules affect whether an entity is eligible to be an
*STS taxpayer for the purposes of the Simplified Tax System (‘STS’)
in Division 328.

3. Specifically, the ruling considers:

(a) when a trustee of a non-fixed trust is accustomed or
might reasonably be expected to act in accordance with
an entity’s directions, instructions or wishes for the
purposes of paragraph 328-380(4)(c); and

(b) the role and scope of the *STS affiliate definition in
subsection 328-380(8).

4. Special consideration is given to the following aspects of the
*STS affiliate definition:

(a) when an entity could reasonably be expected to act in
accordance with a second entity’s directions or wishes
or in concert with the second entity; and

! Terms that are defined in the Income Tax Assessment Act 1997, and identified with
an asterisk in that Act, are similarly identified in this Ruling and have the same
meaning as in that Act.
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(b) when two entities will be viewed as acting ‘in concert’.

Class of person/arrangement

5. This Ruling applies to an entity that satisfies the STS
eligibility rules in Subdivision 328-F for a relevant income year and
has made an election in the *approved form to become an *STS
taxpayer for that year under Subdivision 328-G of the ITAA 1997.

Legislative framework

Introduction to Division 328 — Simplified Tax System

6. The STS arose as a result of the Government’s adoption of
Recommendation 17.1 of the Ralph Committee’s report, Review of
Business Taxation: A Tax System Redesigned. This recommended the
introduction of a simplified tax system to reduce the income tax
compliance costs faced by small business.

7. Division 328 of the ITAA 1997 provides the legislative
framework for the STS. In implementing the recommendation of the
Ralph Committee, Division 328 offers eligible small businesses the
choice of using modified accounting, capital allowance and trading
stock regimes. An entity that chooses to become an *STS taxpayer
will also be able to claim a full deduction for certain prepaid
expenditure through the combined operation of section 8-1 of the
ITAA 1997 and section 82KZM of the Income Tax Assessment Act
1936 (‘ITAA 1936°).

Outline of the STS eligibility rules

8. Before the rules in Division 328 can apply to an entity, the
entity must be an *STS taxpayer for the relevant income year. Section
328-435 requires that to be an *STS taxpayer, the entity must:

(a) be eligible to be an *STS taxpayer under Subdivision
328-F; and

(b)  notify the Commissioner in the *approved form of its
choice to be an *STS taxpayer for the income year.

9. Under Subdivision 328-F, an entity is eligible to be an
*STS taxpayer for an income year if:

(a) it carries on a *business in that year; and

(b) it has an *STS average turnover for that year of less
than $1 million; and
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(c) the sum of the *adjustable values of the *depreciating
assets held by it and other entities with which it is
grouped is less than $3 million at the end of that year:
section 328-365.

10. Subsection 328-50(2) describes the purpose of these eligibility
rules as being to prevent entities other than eligible small businesses
from taking advantage of the benefits offered by the STS.

Outline of the STS grouping rules

11. The STS is directed towards small business, with particular
focus on the smallest business sector. In recommending the
introduction of the STS, the Ralph Committee’s report, Review of
Business Taxation: A Tax System Redesigned identified the need for
the STS to contain rules preventing larger businesses from gaining
access to the benefits of the STS. Of particular concern was the
potential for a larger business to be structured or restructured into
several smaller operations, one or more of which would be eligible to
be an *STS taxpayer.

12. Subdivision 328-F addresses these concerns through the
grouping rules in section 328-380 which operate to group ‘related’
entities. Section 328-365 then applies so that the turnover and
depreciating assets of the broader group are taken into account when
determining whether an individual member of the group is eligible to
enter the STS.

13. Section 328-380 operates by grouping entities that can be seen
as related because of transparent connections such as shareholding or
fixed entitlements under a trust deed. It also operates to group entities
which may superficially appear unrelated but which in substance
cannot be viewed as independent of each other. This is achieved
through the *STS affiliate concept in subsection 328-380(8). The
*STS affiliate concept looks to the underlying relationship between
two entities to determine whether in substance, one can properly be
viewed as carrying on a business independently of the other.
Similarly, the grouping test for trusts that are not *fixed trusts in
paragraph 328-380(4)(c) examines the underlying relationship
between an entity and the trustee.

? Ralph Committee’s report, Review of Business Taxation: A Tax System
Redesigned, page 576.
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Eligibility as an STS taxpayer - STS average turnover less than
$1 million

14. To be eligible to be an *STS taxpayer for an income year, an
entity must have an *STS average turnover for the income year of less
than $1 million: paragraph 328-365(1)(b).

Calculating STS average turnover for a year

15.  Under the general rule in subsection 328-370(1), an entity’s
*STS average turnover for an income year is the average of its
*STS group turnovers for any three out of the four previous income
years (not including the current year). This is known as the ‘look
back’ method of calculating *STS average turnover for a year.

16. However, an entity may not satisfy the *STS average turnover
test under the look back method, or it may find that it cannot use this
method because it did not carry on a business in any of the four
previous income years. In either case, under subsection 328-370(3) it
can instead calculate its *STS average turnover for an income year
using the average of its *STS group turnover for the current income
year and reasonable estimates of its *STS group turnovers for the
following two income years. This is known as the ‘look forward’
method of calculating *STS average turnover.

17.  To work out its *STS average turnover for an income year, an
entity’s first step therefore is to identify which income years it is
going to take into account in working out this average under section
328-370.

18. The next step is to work out its *STS group turnover for each
of those years.

STS group turnover

19.  The term *STS group turnover is defined in section 328-375.
Under this definition, an entity’s *STS group turnover for an income
year is the sum of the *value of the business supplies made by the
entity in the income year and the *value of the business supplies made
in that year by the entity’s ‘grouped entities’. This figure is reduced
by the *value of the business supplies made between the entity and its
grouped entities, and between the grouped entities themselves.

20. To work out its *STS group turnover for an income year, an
entity will therefore need to know which entities, if any, are its
grouped entities for that year.

21.  For example, if the entity is working out its *STS average
turnover for a year using the average of its *STS group turnovers for
three out of the four past income years, the entity will need to work
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out which entities (if any) were its grouped entities in each of those
previous three income years.

22. This is done by applying the grouping rules in section 328-380
to the entity and to the relevant surrounding circumstances, as they
existed in each of those years.

23.  An entity working out its *STS average turnover using the
average of its *STS group turnovers for the current and following two
income years will need to work out which entities are its grouped
entities in the current year and which entities will be its grouped
entities in the following two income years. This is done by applying
the grouping rules in section 328-380 to the entity and to the relevant
surrounding circumstances as they exist in the current year and as they
are reasonably expected to exist in each of the following two income
years.

Grouped entities under section 328-380

24. Under paragraph 328-365(1)(c), an entity’s ‘grouped entities’
for an income year are the entities whose *value of the business
supplies is grouped with its own under section 328-380.

25.  The *value of the business supplies made by an entity will be
grouped with that of another under section 328-380 if:

(a) either entity controls the other in the way described in
section 328-380: paragraph 328-380(1)(a);

(b)  both entities are controlled in that way by the same
third party: paragraph 328-380(1)(b); or

(c) the entities are *STS affiliates of each other: paragraph
328-380(1)(c).

Role of the STS affiliate definition

26. The term *STS affiliate is defined in subsection 328-380(8) as
follows:

‘An entity is an STS affiliate of yours if the entity acts, or
could reasonably be expected to act, in accordance with your
directions or wishes, or in concert with you, in relation to the
affairs of the entity’s *business.’

27. The definition of *STS affiliate plays a two-fold role in
identifying which entities were the entity’s grouped entities in a
previous income year or which entities will be its grouped entities for
the current and following two income years.

28. The first role is in relation to the rule in paragraph
328-380(1)(c). Under that paragraph a grouped entity will be one that
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is an *STS affiliate of you, if you are also an *STS affiliate of it. (e.g.,
two entities in what might loosely be called a ‘joint venture’.)

29. The second role relates to the rules in paragraphs
328-380(1)(a) and 328-380(1)(b). Under these rules, a grouped entity
will be one that ‘controls’ you or is ‘controlled’ by you, or one where
you both are ‘controlled’ by the same third entity. Subsections
328-380(3), (4), (5) and (6) set out certain of the rules under which it
is determined whether one entity ‘controls’ another. Under these
rules, an entity ‘controls’ another if it and/or its *STS affiliate(s)
‘control’ that other entity in one of the ways specified in section
328-380.

30.  To work out its grouped entities in a previous income year, an
entity will therefore firstly need to consider which entities, if any,
were its *STS affiliates in that past year. To determine this, the *STS
affiliate definition needs to be applied to the entity and to the relevant
surrounding circumstances as they existed in that past year. To work
out its grouped entities for the current and each of the following two
income years, the entity will need to determine which entities, if any,
are or will be its *STS affiliates in each of those years. To determine
this, the *STS affiliate definition will need to be applied to the entity
and to the relevant surrounding circumstances as they exist and are
reasonably expected to exist in the current and following two income
years.

Ruling

The scope of the STS affiliate definition

31. The *STS affiliate definition in subsection 328-380(8) does
not apply where the potential *STS affiliate acts or could reasonably
be expected to act as another directs or wishes, or in concert with it,
only in relation to isolated transactions or on an irregular, ad hoc
basis. For the definition to apply, the potential *STS affiliate must act
in accordance with the entity’s directions or wishes or in concert with
it, or could reasonably be expected to so act, in relation to all or a
substantial part of the affairs of the potential *STS affiliate’s business.

32. This reflects the intended effect of the *STS affiliate
definitionThis is to group entities that may superficially appear
unrelated but which in substance have a high degree of connection and
involvement with each other. The *STS affiliate definition is intended
to apply where that degree of connection is such that, in substance,
one business cannot be seen as being carried on independently of the
other. (See paragraphs 2.38 and 2.40 of the Explanatory Memorandum
to the New Business Tax System (Simplified Tax System) Act 2001.)
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33. Significantly, it follows from the definition that an entity that
does not carry on a business cannot be an *STS affiliate.

Non resident entities

34. The *STS affiliate definition applies to both resident and
non-resident entities. Neither this definition, nor the definition of
‘entity’ in subsection 960-100(1), contain any restrictions that would
operate to preclude a non-resident entity being an *STS affiliate. This
means that in determining which entities it is grouped with, an entity
will need to consider its relationship, and the relationships of its *STS
affiliates, with both resident and non-resident entities.

Partnerships

35.  Subsection 328-380(9) ensures that partners in a partnership
are not *STS affiliates of each other simply because they act in
concert with each other in relation to the affairs of the partnership
business. To be *STS affiliates of each other, the partners would need
to act in the relevant way in relation to a business activity external to
the partnership business.

36.  However the question of whether the partnership itself is an
*STS affiliate of the individual constituent partners is not affected by
the rule in subsection 328-380(9). The partnership will be an *STS
affiliate of a partner in that partnership if the partnership acts in
accordance with the individual partner’s directions or wishes, or in
concert with it or could reasonably be expected to do so in relation to
all or a substantial part of the partnership’s business affairs.

37. A partner or other entity may also be taken to control the
partnership and be grouped with it on that basis under subsection
328-380(5). The partnership itself may be grouped with another entity
if the partnership controls it under subsection 328-380(6).

Applying the two limbs of the STS affiliate definition — ‘acts’ or
‘could reasonably be expected to act’

38. The first limb of the *STS affiliate definition looks at the
actual acts of the potential *STS affiliate to see if it acts, or has acted,
in accordance with the entity’s directions or wishes or in concert with
the entity in relation to the potential *STS affiliate’s business affairs
(i.e., ‘acts in the relevant way’).

39. Where the STS affiliate definition is being applied to a past
income year, the second limb of that definition looks at whether the
potential *STS affiliate ‘could reasonably be expected’ to have acted
in the relevant way in that year despite not actually having done so.
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40.  Where the *STS affiliate definition is being applied to the
current or a future income year, the second limb of that definition
looks at whether the potential *STS affiliate ‘could reasonably be
expected’ to act in the relevant way in any of those years.

41. The three categories of behaviour caught by the *STS affiliate
definition (i.e., acting according to the directions, wishes or in concert
with an entity) represent alternatives in terms of control, influence or
cooperation. Only one of these alternatives needs to be present for the
definition to apply.

Applying the STS affiliate definition to past years — the first limb

42.  For an entity to determine whether another entity was its *STS
affiliate in a previous income year (eg., in calculating its *STS group
turnover for that year), it needs to consider whether the potential *STS
affiliate acted in the relevant way during that year.

43.  Whether the potential *STS affiliate did act in the relevant way
in the past year will be a matter of historical record for the purposes of
the first limb of the definition.

Applying the STS affiliate definition to past years — the second limb

44. Even if the potential *STS affiliate did not act in the relevant
way in that past year, it still needs to be considered, for the purposes
of the second limb of the definition, whether it could reasonably be
expected to have acted in the relevant way in relation to that past year.

45. Whether it could reasonably have been expected to act in that
way is to be determined based on evidence of events, transactions or
relationships present in that earlier year. It can also be determined by
reference to evidence of this kind from years before the past year in
question where the effect of those events, transactions or relationships
could reasonably be expected to have continued into the year in
question. The process of arriving at a reasonable expectation that a
potential *STS affiliate will act in a relevant way is explained below
at paragraphs 49 to 56.

Applying the STS affiliate definition to current or future years

46.  Where an entity is working out its *STS average turnover for
the current income year using the average of its *STS group turnovers
for the current and following two income years, it will need to
determine:

(a) whether the potential *STS affiliate acts or has acted in
the relevant way in the current year;



Draft Taxation Ruling

TR 2001/D16

FOI status: draft only - for comment Page 9 of 39

(b) if it has not, whether it could reasonably be expected to
have done so; and

(c) whether it could reasonably be expected to act in the
relevant way in each of the following two income
years.

47.  Again, whether the potential *STS affiliate acts or has acted in
the current year in the relevant way will be a matter of historical
record.

48. Whether the potential *STS affiliate could reasonably be
expected to have acted in that way in the current year even though it
did not actually do so, and whether it can reasonably be expected to do
so in either or both of the following income years is examined below.

Meaning of ‘could reasonably be expected’

49.  In FC of T v. Peabody (1994) 181 CLR 359; 94 ATC 4663,
(1994) 28 ATR 344 the full High Court, in considering the meaning of
the phrase ‘might reasonably be expected’ as it appears in section
177C of the ITAA 1936, held’ that ‘[a] reasonable expectation
requires more than a possibility’. In its view the phrase involves a
prediction that must be sufficiently reliable for it to be regarded as
reasonable.’

50. The requirement that the expectation as to the entity’s actions
be capable of description as ‘reasonable’ was also adopted in News
Corporation Ltd v. National Companies and Securities Commission
(1984) 5 FCR 88; (1984) 57 ALR 550 and 4 G’s Dept v. Cockcroft
(1986) 10 FCR 180; (1986) 64 ALR 97; (1986) 12 ALD 468.

51. It can reasonably be expected that a potential *STS affiliate
will act, or would have acted, in the relevant way where the entity
stands in a relationship of control or influence over the potential *STS
affiliate in the relevant income year.

52. The conclusion that such a relationship exists or existed in the
relevant year may be based on:

(a) inferences drawn from events, transactions or patterns
of behaviour which show that the entity has been, is, or
will be able to direct or influence the potential *STS
affiliate’s behaviour; and

3 FC of Tv. Peabody (1994) 181 CLR 359 at 385; 94 ATC 4663 at 4671; (1994) 28
ATR 344 at 353

* See also Woodard JI’s consideration of this phrase in News Corporation Ltd v.
National Companies and Securities Commission (1984) 5 FCR 88, (1984) 57 ALR
550 where his Honour held at FCR 101, ALR 561: “A reasonable expectation of an
event requires more than a possibility, risk or chance of the event occurring.”
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(b)  the presence of a relationship between the two entities
which enables or has enabled the entity to influence or
direct the potential *STS affiliate.

53. The types of relationships that may constitute a relationship of
control or influence include:

(a) family or other close personal relationships;
(b) financial relationships and dependencies; and

(c) relationships created through links such as common
directors, partners or shareholders.

54.  However even where such a relationship is present, it must be
of sufficient strength to enable the entity to direct or influence the
potential *STS affiliate’s actions in relation to all or a substantial part
of the affairs of the latter’s business. If, having regard to the full facts
and circumstances of the particular case, it is evident that, despite that
relationship the potential *STS affiliate cannot reasonably be expected
to act in the relevant way, then it will not come within this particular
part of the *STS affiliate definition.

55.  The kinds of considerations which may show that a potential
*STS affiliate cannot reasonably be expected to act in the relevant
way, notwithstanding the strength of a particular relationship include:

(a) a pattern of conduct which shows that despite the
presence of a relevant relationship, it is the entities’
practice not to involve themselves in each other’s
business affairs;

(b) a pattern of conduct which shows that despite the
presence of a relevant relationship and attempts to
influence or direct the potential *STS affiliate, it is the
potential *STS affiliate’s practice not to act as the other
entity wishes or directs;

(c) whether the potential *STS affiliate has an overriding
relationship with another entity that will prevent it from
acting as the entity directs or wishes;

(d) whether the potential *STS affiliate is bound by
obligations which prevent it from acting as the other
entity wishes in relation to the overall affairs of the
business;

(e) whether to act as the other entity wishes would be
inconsistent with the interests of the potential *STS
affiliate.

56.  This is discussed further at paragraphs 103 to 139 in the
Explanations and Examples part of this Ruling.
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Meaning of ‘in concert’

57.  Under the definition of *STS affiliate, an entity will be your
*STS affiliate if it acts in concert with you, or could reasonably be
expected to do so, in relation to the affairs of its *business.

58.  The term ‘in concert’ is not defined in Division 328 or
elsewhere in the ITAA 1997. It therefore needs to be interpreted
according to its ordinary meaning and legislative context.

59. To ensure that the ‘in concert’ test in the *STS affiliate
definition only operates to group entities that are sufficiently related to
warrant grouping, a potential *STS affiliate will only be regarded as

acting ‘in concert’ with another entity for the purposes of subsection
328-380(8) where:

(a) it is acting together with the other entity in pursuit of a
common goal or objective; and

(b)  that common goal or objective is the carrying on of a
business by the potential *STS affiliate with a
substantial degree of connection with or dependence on
the business carried on by the other entity.

60. The overall degree of that connection must be such that the
potential *STS affiliate cannot be viewed as operating independently
of the other entity.

Franchises

61. The term ‘in concert’ does not automatically operate to group
franchisees and franchisors.

62. To be grouped with each other as *STS affiliates under
paragraph 328-380(1)(c) it is necessary that each entity is the *STS
affiliate of the other. A franchisee and a franchisor will therefore not
be grouped under that provision where only one of those entities is the
*STS affiliate of the other. Whether a franchisee acts in concert with
the franchisor in the conduct of the franchisee’s business, or whether a
franchisor’s business is conducted in concert with a franchisee will in
each case depend on the nature of the franchise agreements between
the two parties and any other relevant factors such as those described
in the table at paragraph 65.

Determining if two entities are acting in concert

63. The following table describes some factors that are relevant to
determining whether the potential *STS affiliate’s business has the
required degree of dependence and/or connection with the other
entity’s business.
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64.

Under the *STS affiliate definition it is sufficient if the

potential *STS aftfiliate’s business has the required degree of
connection with or dependence on the other entity’s business. It is not
necessary for the other entity’s business to also have a substantial
degree of connection with, or dependence on, the potential *STS

affiliate’s business.
65.

No factor is necessarily decisive, nor does each one necessarily

have to be given the same weight. Rather, determining whether the
potential *STS affiliate is acting in concert with the entity in relation
to the business affairs of the former will be a matter of overall
impression. Nonetheless, factors (G) to (I) inclusive will not be
sufficient in themselves, to conclude that two entities are relevantly
acting in concert with each other.

Factor

‘for’ there being a
substantial
connection

‘against’ there being
a substantial
connection

A. Nature and extent
of commercial
dealings between the
two entities

Goods and/or
services supplied by
the potential *STS
affiliate to the other
entity account for a
large percentage of
the potential *STS
affiliate’s business
and/or a large
proportion of its
income.

No or a low level of
supplies from the
potential *STS
affiliate to the other
entity.

B. Common
resources, facilities
or services

The two entities share
a number of facilities
Oor services necessary
for the operation of
the businesses. For
example, the entities
share business
premises, or staff, or
management and
accounting services,
or income producing
assets. The more
facilities or resources
that are shared, the
stronger the
indication that the
two businesses have a
substantial

The two entities share
no or few common
resources and operate
from separate
business premises,
use different assets,
employ different
staff, are managed by
different individuals
and/or use different
accounting services.
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connection.

C. Involvement in
managerial
decisions and day to
day management

The entity actively
participates in the
potential *STS
affiliate’s day to day
management and/or
decision making
processes. For
example, it actively
takes part in meetings
of a company’s board
of directors or a
partnership’s
partners’ meetings.

The entity plays no
part in the
management of the
potential *STS
affiliate’s business.

D. Financial
interdependencies

The potential *STS
affiliate is dependant
on the other entity for
access to loans or
guarantees.
Alternatively, the two
entities could share
common banking
facilities such as a
joint accounts or the
same account
signatories.

The potential *STS
affiliate obtains its
financial support
from other sources.
The entities maintain
separate banking
arrangements.

E. Common flow of
profits

The profits from the
businesses carried on
by the two entities are
ultimately received
by the same entities.

The profits from the
businesses carried on
by the two entities are
received by
unconnected entities.

purchasing of goods
or services

coordinate their
orders for goods or
services.
Alternatively, the
potential *STS

F. Common The entities share the | The ownership or
ownership/capital same owners, for capital backing of the
example the same two businesses can be
shareholders. The traced to different
source of the capital | sources.
underpinning the two
entities is the same.
For example, two
partnerships sharing
the same partners.
G. Shared The two entities The two entities

purchase goods or
services
independently of each
other.
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affiliate is under an
obligation to order
through the other
entity. A further
alternative is where
the entity determines
which goods or
services the potential
*STS affiliate should
order and/or orders
on its behalf.

H. Common
customers

The entities agree to
share a customer’s
overall business. The

The entities maintain
a separate client base.
The entities do not

entity directs seek to pursue

customers to the marketing
potential *STS opportunities through
affiliate or uses it to each other.

obtain custom.

I. Similar kind of
business

The nature of the
business carried on
by the potential *STS
affiliate is inherently
different to that of the
other entity.

The entities provide
identical or similar
goods or services.

The non-fixed trust control rule

66.  Paragraph 328-380(4)(c) provides that an entity will control a
trust that is not a *fixed trust where a trustee of the trust is
accustomed, or under an obligation (whether formal or informal), or
might reasonably be expected, to act in accordance with the directions,
instructions or wishes of the entity, its *STS affiliates or the entity
together with its *STS affiliates.

Accustomed to act

67.  For the purposes of this test, a trustee will only be regarded as
accustomed to act in accordance with the other entity’s directions,
instructions or wishes where it has done so on a recurrent basis.
Isolated instances of such behaviour will not be a sufficient basis on
which to conclude that an entity is accustomed to act as another
directs, instructs or wishes. The relative importance of the matters in
relation to which the trustee has acted as directed or instructed are also
relevant to determining whether the trustee can be regarded as
accustomed to act as another directs, instructs or wishes. The more
important the matter the stronger the grounds for concluding that the
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trustee is accustomed to act as the other entity directs, instructs or
wishes. (Case 29/96, 96 ATC 330; Case 10,898 (1996) 32 ATR
1259).

Might reasonably be expected to act

68. For the purposes of determining whether a trustee ‘might
reasonably be expected to act’ as directed, the approach outlined at
paragraphs 51 to 55 for the *STS affiliate definition should be taken.
The entity will need to determine whether it stands in a position of
control or influence over the trustee.

69. In the context of paragraph 328-380(4)(c), this will involve
considering the past or current actions of the trustee together with any
relevant dealings or transactions involving the entity and the trustee.
This may show that the entity has been or is able to direct or influence
the actions of the trustee.

70.  The relationship between the entity and the trustee also needs
to be examined. The trustee may be a relative or associate of the
entity, or an independent professional advisor, or a professional
trustee. The differing nature of the relationship will affect whether it
can be viewed as of sufficient strength to enable the entity to direct or
influence the trustee’s actions in relation to all or a substantial part of
the trust’s business. For example, if the trustee is a corporate trustee
and the entity controls that company, the inference of control or
influence will be stronger than if the trustee is an arm’s length
professional trustee.

71. The entity’s own standing in relation to both the trustee and
the trust will also be relevant. For example, under the trust deed the
entity may be the settlor and/or a beneficiary of the trust or it may act
as an appointor.

72. The use by an entity of a ‘memorandum of wishes’ such as that
discussed in Wily v. Fuller [2000] FCA 1512, or a similar document,
to formalise its relationship with the trustee of a trust will also be
relevant. In that case, a ‘memorandum of wishes’ had been sent to the
trustee with its agreement requesting it wherever possible to exercise
its powers and discretions in accordance with the wishes of the other
entity.

73. When considering if the relationship with the trustee alone
constitutes a reasonable basis for expecting the trustee to act as the
entity directs, instructs or wishes, it will be relevant to consider
whether to act in that way would cause the trustee to breach any of its
obligations as trustee at law and/or under the trust deed.

74.  Generally, an arm’s length professional trustee would not be
expected to act in accordance with the other entity’s directions,
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instructions or wishes if to do so would breach its obligations as
trustee. (See for example Hill J’s remark in Wily v. Fuller at
paragraph 66 of the decision.)

75.  However, in cases where the trustee is closely related to or
controlled by the entity, it may be that because of that relationship
and/or the motives of those parties, for example the obtaining of a tax
benefit, the trustee may more readily be expected to act in breach of
its obligations as trustee. See, for example, the arrangements
considered in Case X58 90 ATC 430; Case 6021 (1990) 21 ATR 3466
where a corporate trustee was held to have acted in excess of power
and in breach of trust in pursuit of a tax benefit with another entity. In
that case each of the entities involved, including the relevant corporate
trustee, were all ultimately controlled and/or owned by one individual
or members of his family.

76. Where the trustee is a professional advisor it will also be
relevant to consider, among other things, whether the professional
advisor is financially dependent on fees derived from providing
trustee services, together with whether a failure to act in accordance
with the entity’s directions, instructions or wishes would jeopardise
the continuation of that fee income.

77. The presence in the trust deed of a requirement that the trustee
should have no regard to such directions, instructions or wishes will
not remove the need for the entity to consider the actual circumstances
of the case to determine whether the trustee acts, or could reasonably
be expected to act, in the relevant way.

78.  Under paragraph 328-380(4)(c) an entity needs to determine
whether or not the trustee of a trust is accustomed, or under an
obligation (whether formal or informal), or might reasonably be
expected to act in accordance with the entity’s directions or wishes, as
set out in the paragraphs above. However, paragraph 328-380(4)(c)
will also apply to say that the entity exercises control over the trust
where this behaviour, or expected behaviour, on the part of the trustee
occurs in relation to the directions or wishes of any of the entity’s
*STS affiliates, or in relation to the combined directions or wishes of
any of the entity’s *STS affiliates, or in relation to the combined
directions or wishes of the entity together with its *STS affiliates. In
considering the relationship between its *STS affiliates and the
trustee, the entity should take into account the same range of
considerations as taken into account for itself under paragraphs

69 to 77.
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Date of effect
79. This Ruling applies to assessments for income years starting

on or after 1 July 2001 to which Division 328 applies.

Explanations and Examples

STS average turnover

80. To be eligible to be an *STS taxpayer for an income year, an
entity must have an *STS average turnover for that income year of
less than $1 million.’

81. The way in which the entity must work out its *STS average
turnover for an income year is explained above at paragraphs 14 to 30.

82.  As those paragraphs explain, an entity’s *STS average
turnover for a year will be worked out by reference to its *STS group
turnovers for a number of years.

83. An entity’s *STS group turnover for an income year is made
up of the *value of the business supplies it has made during that year
and the *value of the business supplies its grouped entities made in
that year.

84. To work out its *STS group turnover for a year an entity
therefore needs to know:

(a) which entities (if any) are its grouped entities for that
year; and

(b) the *value of the business supplies made by those
entities in that year.

85. To work out which entities are its grouped entities for a
particular year, an entity will need to apply the STS grouping rules in
section 328-380. Importantly, those rules will need to be applied to
the entity and to the relevant surrounding circumstances as they exist
or existed in that particular year.

86. This means that where the entity is working out its *STS group
turnover for a past income year, the STS grouping rules will need to
be applied to the entity and to the relevant surrounding circumstances
as they existed in that past income year. If the entity is working out its
*STS group turnover for the current or a future income year, the STS
grouping rules will need to be applied to the entity and to the relevant
surrounding circumstances as they exist in the current year and are
reasonably expected to exist in the future year.

> paragraph 328-365(1)(b).
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Non-resident entities

87. The STS grouping rules, including the *STS affiliate
definition, apply to both resident and non-resident entities. This is
because no aspect of the wording of these rules, or of the definition of
‘entity’ in subsection 960-100(1), restricts their application to resident
entities. Where it is grouped with a non-resident entity, an entity will
need to include the *value of the business supplies made by that non
resident entity when working out its own *STS group turnover for the
relevant year.

The STS grouping rules

88. To work out its grouped entities for an income year under the
STS grouping rules, the entity needs to determine which entities, if
any, are its *STS affiliates for that year.

89.  This is because of the twofold role the *STS affiliate concept
has in the STS grouping rules. This twofold role is explained above at
paragraphs 27 to 30.

STS affiliate

90. The term *STS affiliate is defined in subsection 328-380(8).
Under this definition, an entity will be your *STS affiliate if it acts, or
could reasonably be expected to act, as you direct or wish, or in
concert with you, in relation to the affairs of its business.

91. The definition does not however specify when an entity could
reasonably be expected to act as another directs or wishes or in
concert with it.

Meaning of ‘could reasonably be expected’

92. InFCof Tv. Peabody (1994) 181 CLR 359; 94 ATC 4663;
(1994) 28 ATR 344 the full High Court held that ‘[a] reasonable
expectation requires more than a possibility’.® In its view, the phrase
involves a prediction that must be sufficiently reliable for it to be
regarded as reasonable.

93. Hill J in the Federal Court decision of Peabody v. FC of T’
also considered the reasonable expectation test in the context of
section 177C of the ITAA 1936. His Honour held that the word

S FC of Tv. Peabody (1994) 181 CLR 359 at 385; 94 ATC 4663 atd671; (1994) 28
ATR 344 at 353

7 Peabody v. FC of T (1993) 40 FCR 531, at 541; 93 ATC 4104, at 4112; (1993) 25
ATR 32, at 40
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‘reasonable’ must be understood as distinguishing what is required
from an expectation that is ‘unreasonable, irrational or absurd’. He
further held that the word ‘expectation’ requires the hypothesis to be
one that proceeds beyond the level of a mere possibility to become
one which is the expected outcome.

94. The requirement that the expectation be reasonable, as distinct
from something irrational, absurd or ridiculous was also emphasised
by the Full Federal Court in A-G’s Dept v. Cockcroft (1986) 10 FCR
180, at 190; (1986) 64 ALR 97, at 106; (1986) 12 ALD 468, at 470
when considering subsection 43(1) of the Freedom of Information Act
1982 (Cth) and the phrase ‘could reasonably be expected to
prejudice’. Bowen CJ and Beaumont J held, at FCR 190; ALR 106;
ALD 470, that the proper inquiry is whether the expectation claimed
was reasonably based.

95. The Courts considered these principles to accord with both the
ordinary meaning of the words ‘might reasonably be expected’ and the
purpose of the legislative schemes in which they appeared. These
principles are equally applicable when considering the reasonable
expectation test in the *STS affiliate definition.

96.  As explained above at paragraphs 38 to 48, the second limb of
the *STS affiliate definition looks at whether the potential *STS
affiliate could reasonably be expected to act in the relevant way in the
income year in question.

97.  Where the entity is applying the *STS affiliate definition to a
past income year, the potential *STS affiliate can reasonably be
expected to have acted in the relevant way in that year, despite not
actually having done so, if the entity stood in a relationship of
influence or control over the potential *STS affiliate in that past year