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Draft Taxation Ruling
Income tax: capital gains: treatment of
compensation receipts

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 which 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 capital gains tax (CGT) consequences
for the recipient of an amount received as compensation, and whether
the amount should be included in the assessable income of the
recipient under Part IIIA of the Income Tax Assessment Act 1936 (the
Act).

2. This Ruling does not consider:

. the general application of subsection 25(1) or paragraph
26(j) to the recipient;

. the application of subsection 51(1) to the payer;
. the CGT implications for the payer; or

. amounts received for the grant of easements (other than
involuntary easements), profits a prendre and licences.
This is covered in detail in Taxation Ruling IT 2561 and in
Taxation Determinations TD 93/235 and TD 93/236. To
the extent of any inconsistency with IT 2561 or those
Determinations, this Ruling prevails.

Key terms
3. For the purposes of this Ruling the following terms are used:
Underlying asset

the asset that, using the 'look-through' approach, is the asset that
is disposed of or has suffered permanent damage or has been
permanently reduced in value because of some act, happening,
transaction, occurrence or event which has resulted in a right to
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seek compensation from the person or entity causing that
damage or loss in value or against any other person or entity.

If there is more than one underlying asset the relevant underlying
asset is the asset which leads directly to the payment of the
amount of compensation. For example, if a taxpayer receives an
amount of compensation for the destruction of his or her truck,
the truck is the underlying asset.

Compensation receipt
includes:

any amount (whether money or other property) received by a
taxpayer in respect of a right to seek compensation or a cause of
action, or any proceeding instituted by the taxpayer in respect of
that right or cause of action, whether or not

. in relation to any underlying asset;
. arising out of court proceedings; or
. made up of dissected amounts.

Look-through approach

the process of identifying the most relevant asset. It requires
an analysis of all of the possible assets of the taxpayer in
order to determine the asset to which the compensation
amount is most directly related. It is also referred to in this
Ruling as the underlying asset approach.

Permanent damage or reduction in value

does not mean everlasting damage or reduced value, but
refers to damage or a reduction in value which will have
permanent effect unless some action is taken by the taxpayer
to put it right.

Total acquisition costs

costs covered by subsection 160ZH(1), e.g. original cost of
acquisition, or the costs of capital improvements.
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Right to seek compensation

the right of action arising at law or in equity and vesting in the
taxpayer on the occurrence of any breach of contract, personal
injury or other compensable damage or injury.

Undissected lump sum compensation receipt

any amount of compensation received by the taxpayer where the
components of the receipt have not been and cannot be
determined or otherwise valued or reasonably estimated.

Taxation adjustments

any additional amount of compensation (e.g. a 'top-up')
calculated to cover any income tax (including CGT) liability that
may arise in respect of the compensation receipt. This amount
may be determined and received at the time of the compensation
receipt or at any other time.

Exemplary or punitive damages

any amount awarded by the courts or agreed to by the parties
over and above the amount required to restitute the plaintiff
(taxpayer) for the damage suffered.

Involuntary easement

an easement, right or restriction which is compulsorily
granted to a government or government authority.

Received

includes entitled to receive.

Notional asset

the asset which is deemed to be created and disposed of under
subsection 160M(7).
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Ruling

Compensation in respect of the disposal of an underlying asset

4.  If an amount of compensation is received by a taxpayer in
respect of the disposal of an underlying asset, or part of an underlying
asset of the taxpayer, the compensation represents consideration
received on the disposal of that asset. In these circumstances, we do
not consider that the amount is consideration received for the disposal
of any other asset, such as the right to seek compensation.

5. It follows that if the underlying asset disposed of was acquired
by the taxpayer before 20 September 1985, the receipt of the
compensation has no CGT consequences for the taxpayer. If the
underlying asset was acquired by the taxpayer on or after

20 September 1985, a net capital gain or loss may arise on the
disposal. Refer to Examples 1 and 2 in this Ruling.

Compensation for permanent damage to, or permanent reduction
in the value of, the underlying asset

6. If an amount of compensation is received by a taxpayer wholly
in respect of permanent damage suffered to a post-CGT underlying
asset of the taxpayer or for a permanent reduction in the value of an
underlying asset of the taxpayer, and there is no disposal of that
underlying asset at the time of the receipt, we consider that the amount
represents a recoupment of all or part of the total acquisition cost of
the asset.

7. Accordingly, the total acquisition costs of the post-CGT asset
should be reduced in terms of subsection 160ZH(11) by the amount of
the compensation. No net capital gain or loss arises in respect of that
asset until the taxpayer actually disposes of the underlying asset. If, in
the case of a post-CGT underlying asset, the compensation amount
exceeds the unindexed acquisition costs (including a deemed cost
base) of the underlying asset, the excess is considered to relate to the
disposal of the right to seek compensation and an immediate CGT
liability may arise.

8.  The adjustment of the total acquisition costs effectively reduces
the original amount of expenditure or cost by the amount of the
recoupment as if that amount had not been incurred. This means that
indexation is not available in respect of the recouped amount.

9.  If the underlying asset which has suffered permanent damage or
a permanent reduction in value was acquired by the taxpayer before
20 September 1985 or is any other exempt CGT asset, the receipt of
the compensation by the taxpayer has no CGT consequences.
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Compensation for excessive consideration

10. If a taxpayer is compensated for having paid excessive
consideration to acquire an asset, the amount referable to the
overpayment is considered to represent a recoupment of all or part of
the original acquisition cost of the asset in terms of subsection
160ZH(11). Refer to Example 3 in this Ruling.

Exempt assets

11. If an amount of compensation is received in respect of an
underlying asset which is exempt from CGT (e.g. a principal residence
or an asset acquired before 20 September 1985) there are no CGT
consequences. However, if there is no asset which has been
permanently damaged or permanently reduced in value, if the
requirements of subsections 160M(6) or (7) are satisfied, and the
consideration is received by the taxpayer in respect of the disposal of
the newly created or notional asset, being the most relevant asset, a
taxable net capital gain may arise.

Compensation for an involuntary easement

12. If an amount of compensation is received by a taxpayer for the
grant of an involuntary easement which causes a permanent reduction
in value of the land, that amount will be treated as compensation for
the permanent reduction in the value of the land as a direct result of
the grant of the easement. The compensation may be applied to
reduce the total acquisition cost of the land. Refer to Examples 4 and
5 in this Ruling.

Determining the relevant asset

13. If the compensation relates directly to more than one asset, it is
necessary to determine the most relevant assets and to apportion the
compensation between those assets (subsection 160ZD(4)).

Apportioning the compensation receipt

14. If the amount of compensation is received by the taxpayer partly
in respect of permanent damage suffered to, or a permanent reduction
in the value of, an underlying asset of the taxpayer, that part of the
receipt that represents a recoupment of part of the costs or expenditure
incurred in respect of the underlying asset reduces the total acquisition
costs, and a CGT liability may arise in respect of any excess amount.
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15. The costs and expenditure incurred in respect of the underlying
asset of the taxpayer can only be reduced to zero. If the recoupment
exceeds the total acquisition costs of the underlying asset the excess is
attributable to the disposal of either the right to seek compensation or
a notional asset, and a CGT liability may arise. Refer to Examples 6
and 7 in this Ruling.

Disposal of the right to seek compensation

16. If the amount of compensation is not received in respect of any
underlying asset, and there is no notional asset in respect of which the
amount is received, the amount relates to the disposal by the taxpayer
of the right to seek compensation. Accordingly, any capital gain
arising on the disposal of that right is calculated using the cost base of
that right. Refer to Example 8 in this Ruling.

Disposal of a notional asset

17. Generally, as the amount of compensation is received by a
taxpayer in respect of either the disposal of an underlying asset or the
disposal of the right to seek compensation, subsection 160M(7) does
not apply to the compensation payment. If the amount does not relate
to either the right to seek compensation or any underlying asset,
subsection 160M(7) may apply to the amount received. Refer to
Example 9 in this Ruling.

Undissected lump sum compensation amount

18. If the amount of compensation received is an undissected lump
sum, the whole amount is treated as being consideration received for
the disposal of the right to seek compensation. Refer to Example 11
in this Ruling.

Exemption for personal wrong or injury

19. Compensation received by an individual for any wrong or injury
suffered to his or her person or in his or her profession or vocation is
exempt from CGT under subsection 160ZB(1). Refer to Examples 12,
13 and 14 in this Ruling.

20. If the individual components of a lump sum compensation
amount have not or cannot be determined or reasonably estimated, no
part of the amount can be said to relate to any personal injury of the
taxpayer. Accordingly, the exemption which would otherwise be
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available under subsection 160ZB(1) will not apply to any part of the
compensation amount. Refer to Example 15 in this Ruling.

21. Compensation received by a company or trustee for any wrong
or injury suffered by the company or trust does not fall within the
scope of the exemption provided by subsection 160ZB(1).

Roll-over relief

22. Sections 160ZZK and 160ZZL may provide roll-over relief in
certain cases where an amount of money or a replacement asset is
received as compensation or as an insurance payment for the disposal
of an asset or part of an asset by way of the compulsory acquisition,
loss or destruction of, or damage to, that asset.

Preventing double taxation

23. Subsection 160ZA(4) protects from the application of Part IIIA
that part of any amount of compensation which also represents income

under subsection 25(1) or the other general income provisions of the
Act.

Goodwill

24. A temporary fluctuation in the value of goodwill does not
represent either permanent damage to, or a permanent reduction in the
value of, the goodwill. Accordingly, it is not appropriate to adjust the
cost of the goodwill in terms of subsection 160ZH(11) in these
circumstances.

Interest

25. Interest awarded as part of a compensation amount is assessable
income of the taxpayer under the general income provisions. If the
taxpayer receives an undissected lump sum compensation amount and
the interest cannot be separately identified and segregated out of that
receipt, no part of that receipt can be said to represent interest. In that
case the whole amount relates to the disposal of the right to seek
compensation.

Taxation adjustments

26. Taxation adjustments are considered to be additional amounts
received as a result of or in respect of the disposal of an asset.
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Date of effect

27.

This Ruling applies to years commencing both before and after
its date of issue. However, the Ruling does not apply to taxpayers to
the extent that it conflicts with the terms of a settlement of a dispute
agreed to before the date of issue of the Ruling (see paragraphs 21 and

22 of Taxation Ruling TR 92/20).

Outline of this Ruling

28.
Actual disposal of the underlying asset.
A
Includes a disposal of part of the underlying asset. This
also includes loss or destruction of part or all of the
underlying asset. The taxpayer uses the general disposal
provisions of Part IIIA, including any roll-over relief and
exemption.
Sections 160M and 160N
No disposal of the underlying asset; permanent damage
B | to, or permanent reduction in the value of, the

underlying asset and the receipt does not exceed the
total acquisition costs of the underlying asset at the
time of receipt.

This requires a reduction of the total acquisition costs for
so much of the amount received as represents
compensation for the permanent damage or permanent
reduction in value.

Subsections 160ZH(11) and 160ZD(4) (dissection basis)

FOI status draft only - for comment
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No disposal of the underlying asset; permanent damage
C | to, or permanent reduction in the value of, the
underlying asset and the receipt exceeds the total
acquisition costs of the underlying asset at the time of
receipt.

CGT may apply to any excess over the total acquisition
costs as consideration for the disposal of the right to seek
compensation or the notional asset.

Subsection 160ZD(4) (dissection basis)

No disposal of the underlying asset; disposal of the right
D | to seek compensation.

Consider this under the general disposal provisions. In
some cases an exemption may be available.

Section 160A (pre and post amendment), paragraph
160M(3)(b) & subsection 160ZB(1)

Act, transaction or event not covered by A, B, C or D.

Subsection 160M(7) will apply.

Subsection 160M(7) (pre and post amendment)

Explanations

General concepts

29. Part IIIA applies to include in the assessable income of a
taxpayer net capital gains made on the disposal of assets.

30. If a change has occurred in the ownership of an asset, subsection
160M(1) deems the change to have effected a disposal and an
acquisition of the asset. Subsections 160M(2) and (3) extend the
scope of 'a change in the ownership of an asset'. One effect of these
provisions is that a change in ownership of an asset may occur without
there being a corresponding acquisition of the asset.
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The asset

31. 'Asset'is defined in section 160A as any form of property and
includes, among other things, a chose in action, and any other right,
whether or not proprietary in nature and whether or not legally
enforceable (paragraph 160A(a)). It is clear that the right to seek
compensation is an asset for the purposes of the definition in section
160A.

32. The Explanatory Memorandum accompanying Taxation Laws
Amendment Act (No 4) 1992 stated, at 55:

'Not all things often referred to as "rights" will be assets
for CGT purposes. To be an asset, a right must be
recognised and protected by law - a court of law or equity
will assist in enforcing it. Personal liberties and freedoms,
such as the freedom to work or trade or to play amateur
sport, are not legal or equitable rights and accordingly will
not be assets for CGT purposes. [But this does not mean
that money or other consideration received in relation to
personal liberties and freedoms can not be taxed under the
CGT provisions...]...

Accordingly a legal right of a personal character which is
not capable of assignment, such as the rights under a
contract of personal services, will be an asset. Other
examples might include the rights of a party to a restrictive
covenant or exclusive trade tie agreement, and the rights of
a sporting club under an agreement that a sportsperson
play for that club.'

33.  We consider that the right to seek compensation is an asset for
the purposes of the CGT provisions.

Before the 25 June 1992 amendments

34. The issue is whether the right to compensation was an asset for
CGT purposes prior to the amendments.

35. The UK CGT legislation has generated a number of cases where
the definition of 'asset' has been considered.

36. In O'Brien (Inspector of Taxes) v. Bensons Hosiery (Holdings)
Pty Ltd [1980] AC 562, the court held that any legally enforceable
right that can be turned to account is an asset for the purposes of the
UK CGT legislation. In that case the taxpayer argued that its rights
under a service contract with an employee did not constitute an asset.
Lord Russell of Killowen concluded, at 739:
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'If, as here, the employer is able to exact from the
employee a substantial sum as a term of releasing him
from his obligations to serve, the rights of the employer
appear to me to bear quite sufficiently the mark of an asset
of the employer, something which he can turn to account,
notwithstanding that his ability to turn it to account is by a
type of disposal limited by the nature of the asset.'

37.  Whiteman on Capital Gains Tax (4th ed), after an analysis of the
UK case law, states at 100 that:

"...1t 1s hard to resist the conclusion that, in appropriate
circumstances, the right to sue for damages (or indeed
for any other form of relief) is an asset in respect of
which a gain may be realised.'

38.  On the basis of Australian case law there is some difference of
opinion as to whether a right to compensation would have been an
asset for CGT purposes prior to the amendments. One of the first
significant cases on this issue is Hepples v. FC of T 91 ATC 4808;
(1991) 22 ATR 465. In that case there was some limited analysis of
the meaning of 'asset' (in the context of applying subsections 160M(6)
and 160M(7)), and, in particular, the width of the phrase 'any other
right' for the purposes of the definition of asset in section 160A.

39. In the Full Federal Court Gummow J concluded (90 ATC 4514;
(1990) 21 ATR 62):

'In the case of a contract for the provision of personal
services the person for whom the services were to be
tendered might, in the case of a breach, have a right to
damages or, in a particular case, seek an injunction to
restrain breach of a negative covenant...But one would
treat the plaintiff in such a case as pursuing legal and
equitable rights which fell short of any form of incorporeal
property and fell outside...the definition of "asset".'

40. The High Court in Hepples did not fully explore the meaning of
'asset’ or 'any other right' except as they related directly to the
application of subsections 160M(6) or 160M(7). Indeed, the reasoning
of the court is conflicting in some respects.

41. Gaudron J accepted the concept of the rights under the contract
being an asset (91 ATC at 4828; 22 ATR at 488):

'"The right of the appellant's employer...to enforce the
promise of the appellant is an asset within the ordinary
meaning of that word and as defined in section 160A of
the Act. That asset was created by the making of the
promise and...there is no difficulty in treating the making
of that promise as the disposal of the asset.'
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42. It is clear that there remains some uncertainty on the question of
whether 'asset' is limited to proprietary interests. Even if it is so
limited, there is judicial authority suggesting that a right to sue is a
proprietary right.

43. McHugh J in Hepples suggested that a right to sue is a
proprietary right once it is vested in the grantee. His Honour observed
in his judgment (91 ATC at 4840; 22 ATR at 502):

'When a person creates a right in another person to sue
him or her, the grantor does not dispose of any asset of
his or her own. The personal right to sue is never
vested in the grantor, even momentarily. It is only
when the right to sue is vested in the grantee, and not
before, that it bears the character of a proprietary right.'

44. In Georgiadis v. AOTC (1994) 119 ALR 629, the High Court
considered whether the right to sue was property for the purposes of
paragraph 51(xxxi) of the Constitution.

45. The case involved the question of whether a provision in
employee compensation legislation is a law with respect to the
acquisition of a right for a purpose in respect of which the
Parliament has power to make laws within paragraph 51(xxxi).
In determining the question the court was first required to
determine whether the plaintiff had any property which was
affected by the Act. Mason CJ, Deane and Gaudron JJ, said at
632:

1

..."'property" as used in paragraph 51(xxxi) extends to
"every species of valuable right and interest including
...choses in action", "money and the right to receive a
payment of money". Clearly, a right to bring an action for

damages for negligence is a valuable right.'
46. Brennan J concluded, at 638:

"...if the plaintiff's rights against the Commonwealth were
proprietary in nature, the extinguishment of those rights by
section 44 would amount to an acquisition of
property...What, then, is the nature of a claim in
negligence for damages for personal injury?

A plaintiff's claim in negligence causing personal injuries
is a chose in action, as the Court of Appeal decided in
Curtis v. Wilcox ([1948] 2 KB 474). In that case it was
held that a wife's claim for damages for pre-nuptial
negligence was part of her property for which she was
entitled to sue her husband pursuant to the Married
Women's Property Act 1882 (UK). Although such a cause
of action is not assignable, their Lordships rejected the
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argument that assignability is the test of whether a claim in
negligence was a chose in action, and, in my respectful
opinion, rightly so. It is not by reason of its nature that
such a claim is not assignable; it is for reasons of public
policy that the courts have held that such a claim is not
assignable, thereby avoiding the evils of champerty.'

47. The right to sue in relation to a breach of contract seems to be
proprietary in nature. In Loxton v. Moir (1914) 18 CLR 360, Rich J at
379 noted:

'A right to sue for a sum of money is a chose in action,
and it is a proprietary right.'

48. In the context of these decisions we consider that there is
sufficient authority to support our conclusion that the definition of
'asset' before the amendments of 25 June 1992 extends to cover the
right to seek compensation.

Exempt assets

49. If the relevant asset is an exempt asset for the purposes of Part
IITA, the receipt of an amount of compensation in respect of the
disposal of that asset continues to be exempt from CGT. If the amount
of compensation is received in respect of permanent damage to, or a
permanent reduction in value of, an exempt underlying asset of the
taxpayer, the compensation will continue to be exempt from CGT.

50. While the underlying asset may be exempt from CGT, an
amount received by the taxpayer in relation to an act, transaction or
event for the purposes of subsection 160M(7) (both before and after
the amendments) may represent consideration received in respect of
the disposal of the notional asset created by that subsection. In these
circumstances that compensation amount will be subject to Part IIIA.

51.  In adopting this view we have taken into account the general
scheme and intent of Part IITA. If the actual disposal of an asset would
not give rise to a capital gain or loss (for instance, because the asset is
a pre-CGT asset, or is otherwise exempt) a compensation receipt in
respect of its disposal or a permanent decrease in its value should also
be exempt.

Determining the relevant asset

52. The particular asset in respect of which an amount of
compensation has been received by the taxpayer may be:

1.  anunderlying asset (analysed in situations A, B and C;
paragraphs 85 to 101);
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2. aright to seek compensation (analysed in situations D and
E; paragraphs 102 to 111 and 118 to 123); or

3. anotional asset, in terms of subsection 160M(7) (analysed
in situation E; paragraphs 112 to 117).

The underlying asset approach

53. In determining which is the most relevant asset, it is often
appropriate to adopt a 'look-through' approach to the transaction or
arrangement which generates the compensation receipt. We regard
this concept as the most appropriate basis on which to determine
whether any capital gain arises on the disposal of any asset of the
taxpayer.

54.  Warner J in Zim Properties v. Procter (Inspector of Taxes)
[1985] STC 90; 58 TC 371 applied this look-through approach in
determining from which asset the settlement sum was derived. His
Honour considered that the choice of which was the most relevant
asset depended on the 'reality of the matter'. There, the taxpayer had
contracted to sell certain property. However, the buyer was able to
repudiate the contract because the taxpayer could not show good title
to the property. The taxpayer then sued its solicitors for negligence
and was awarded an amount of compensation against them for that
negligence.

55.  Warner J held that the settlement amounts paid by the solicitors
were not derived from the real estate but were derived from the right
to sue, which was itself an asset.

56. It is important to note that, in Zim Properties, there was no
disposal of the real estate.

57. In Case Z21 92 ATC 218; Case 7870 (1992) 23 ATR 1162, the
AAT (PW Johnston, Deputy President, AAT) accepted that $165,000,
received on the termination of a management agreement, was
compensation for loss of future earnings, and therefore assessable
income. The amount was received as compensation for the
repudiation of the agreement, and was paid to avoid paying damages
arising as a result of the termination of the agreement. The AAT
found that the receipt stood in the place of damages to compensate for
the loss of future profits, and not for the loss or destruction of the
facility or business asset which the company would have exploited to
earn those management fees.

58. Although it was considered that it was not strictly necessary to
do so, the Tribunal also made some observations about the application
of the CGT provisions. The Tribunal expressed the opinion that the
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relevant asset was the right of the company to receive management
fees while the agreement continued.

59. In Taxation Determinations TD 31 and TD 57, which deal with
the receipt by a taxpayer of insurance proceeds and compensation for
uninsured items respectively, we have used the concept of looking
through the transaction that gave rise to the compensation receipts to
the most relevant asset relating to the receipts. In both situations, we
consider that the loss or destruction of the asset which generates the
right to seek compensation, either under an insurance policy or from
some other source, is the most relevant transaction or event producing
the right to receive compensation.

60. Accordingly, we consider that it is for the loss or destruction of
the underlying asset that compensation is received, rather than for the
disposal of the rights arising from that loss or destruction. Only if the
insurance or settlement proceeds do not relate to the disposal of part or
all of any underlying asset is it necessary to consider the policy rights
or the right to seek compensation as the relevant asset.

61. More recently, in Carborundum Realty Pty Ltd v. RAIA
Archicentre Pty Ltd and Graeme McDonald 93 ATC 4418; (1993) 25
ATR 192, Harper J suggested that the compensation receipt should be
linked to the underlying asset in determining whether the plaintiff had
received any capital gain. In that case Harper J found that the
defendant was liable to pay damages as compensation for the
defendant's negligence in inspecting and reporting on the condition of
a residential property owned by the plaintiff.

62. The statutory scheme of Part IIIA, as demonstrated in the roll-
over provisions for involuntary disposals in sections 160ZZK and
160ZZL, reinforces the validity of this underlying asset approach.

63. In concluding that the underlying asset is the most relevant asset
to which an amount of compensation relates, the taxpayer must be able
to show that the compensation receipt has a direct and substantial link
with the underlying asset. If an asset has not been disposed of and has
not been permanently damaged or permanently reduced in value by the
happening or event which generated the amount of compensation, the
taxpayer will not be able to demonstrate that link. It follows that the
compensation cannot be directly related to that asset. In those cases,
the most relevant asset may be the right to seek compensation, or the
notional asset.

Apportioning the compensation receipt

64. If the compensation receipt relates to more than one relevant
asset, the compensation needs to be apportioned between those assets.
Similarly, if the amount is received in respect of a number of heads of
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claim (for example, lost profits, interest and punitive damages), the
amount also needs to be apportioned between the items.

65. Subsection 160ZD(4) provides:

'where any consideration paid or given in respect of a
transaction relates in part only to the disposal of a particular
asset, so much of that consideration as may reasonably be
attributed to the disposal of the asset shall be taken to relate
to the disposal of the asset.'

66. This provision allows receipts to be allocated between the
relevant assets. If the taxpayer allocates amounts between different
assets on a reasonable basis we will generally accept that basis of
allocation. If the taxpayer does not allocate the amounts, or the basis
of allocation is not reasonable, the Commissioner may decide the basis
of allocation.

Disposal of an asset

67. Subsection 160M(1) provides that a change in the ownership of
an asset is a disposal of that asset for the purposes of Part IIIA.

In many cases the disposal of an asset is by way of contract, with the
disposal time being determined in accordance with subsection
160U(3). The loss or destruction of an asset or part of an asset also
constitutes a disposal of the asset or that part of the asset (section
160N). The time of disposal is at the time of the loss or destruction in
terms of subsection 160U(9).

68. Paragraph 160M(3)(b) refers to a change in the ownership of an
asset being a chose in action or any other right on the cancellation,
release, discharge, satisfaction, surrender, forfeiture, expiry or
abandonment, at law or in equity, of the asset. If the relevant asset is
the right to seek compensation, paragraph 160M(3)(b) applies on the
granting by a court of a judgment debt in favour of the taxpayer, or by
the taxpayer entering into a settlement offer with the defendant. There
is a release, discharge or satisfaction of the right, and therefore a
disposal of that right.

69. Although there is a disposal of the asset by the taxpayer on the
judgment in the taxpayer's favour, the right to seek compensation does
not result from any disposal by the grantor (i.e. the payer) of any right
to the grantee (i.e. the taxpayer). Rather, the right to seek
compensation is vested in the grantee by operation of law (per
McHugh J in Hepples).

70. Following the amendments to section 160A and subsection
160M(6), of course, an asset created by a person and vested in another
on creation is deemed to have been acquired and owned by the grantor
immediately before the vesting in the grantee.
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Disposal consideration

71.  Subsection 160ZD(1) provides that the amount of consideration
in respect of the disposal of an asset is the amount or sum of the
amounts that a taxpayer has received as a result of or in respect of
the disposal. In certain circumstances the market value of any
property received as consideration is taken into account in determining
the total consideration amount.

72. The words 'as a result of or in respect of' have the widest
possible meaning of any expression intended to convey some
connection or relation between the two subject matters to which the
words refer. In these circumstances the relevant subject matters are
the disposal and the money or other property received as
consideration. It follows that most insurance or settlement proceeds
would be received as a result of or in respect of the disposal of an
underlying asset, and would constitute consideration received in
respect of the disposal of that underlying asset.

73.  In Carborundum Harper J found that, while there would be a
disposal of an asset by the plaintiff, there was no consideration
receivable by the plaintiff. His Honour concluded (93 ATC at 4424;
25 ATR at 199):

'...generally speaking, consideration is something given,
by agreement, in return for something else. It has no
place where, as here, the plaintiff will obtain the amount
of its judgment debt by compulsory exaction from
someone who has not agreed to pay it and who will
receive nothing as a quid pro quo.'

74. His Honour went on to say (93 ATC at 4425; 25 ATR at
200):

'In this case, the amount of money which the defendant
must pay in order to eliminate the judgment debt will not
be received by the plaintiff "as a result of or in respect of
the disposal" of that debt. When received, that amount
will effect the disposal of the judgment debt - and will
do so without there being anything received by the
defendant (or given by the plaintiff) in return' (emphasis
in original).

75.  With respect, we consider that the words 'as a result of or in
respect of the disposal' are wide enough to apply to the disposal of the
chose in action. In terms of paragraph 160M(3)(b), the 'cancellation,
release, discharge, satisfaction, surrender, forfeiture, expiry or
abandonment, at law or in equity' of the chose in action occurs in
return for the payment of the judgment debt. We consider that there is
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sufficient nexus between these two events to satisfy the requirements
of section 160ZD.

76. We also consider that, if an amount is received to 'top-up' an
amount of compensation for any potential CGT liability, that top-up
amount represents part of the consideration received by the taxpayer
'as a result of or in respect of ' the disposal of either the underlying
asset, or the right to seek compensation, as the case may be.

77. Similarly, the application of the underlying asset approach
means that an amount of compensation received to supplement the
disposal proceeds received by a taxpayer (e.g. as a result of a claim for
negligence) on the disposal of the underlying asset also represents
consideration received 'as a result of or in respect of ' the disposal of
the underlying asset.

Recoupment of cost amounts

78. The cost base of an asset is determined in accordance with
section 160ZH. That section, broadly speaking, provides that capital
expenditure incurred by the taxpayer in connection with the
acquisition of an asset, and including the capital costs of holding and
maintaining the taxpayer's interests in that asset, form part of the cost
base of the asset. In certain cases a taxpayer may be deemed to have
incurred expenditure for the purposes of determining the cost base of
the taxpayer's asset. Where the asset is held for at least twelve months
before its disposal by the taxpayer, the cost base is adjusted for
inflation for the purpose of calculating a capital gain.

79. Subsection 160ZH(11) provides:

'In determining the cost base, the indexed cost base or the
reduced cost base to a taxpayer of an asset, account shall not
be taken of the amount or value of any part of the
consideration paid or given by the taxpayer, or of the amounts
of any costs or expenditure incurred by the taxpayer, in
respect of which the taxpayer has been recouped, or is
entitled to be recouped, by any person' (emphasis added).

80. The term 'recouped' has its normal meaning. The Macquarie
Dictionary defines 'recoup' as to obtain an equivalent for; compensate
for; to regain or recover; to return an amount equal to; to reimburse or
indemnify. We therefore consider that an amount of compensation
can represent a recoupment of costs in certain cases.

81. The use of the words 'account shall not be taken of' suggests that
the recouped expenditure or cost may be completely disregarded in
determining the cost base of the asset. Further, the determination of
the cost base, indexed cost base or reduced cost base of an asset is
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required to be made at the time of disposal of the asset. It is only at
that point that the relevant cost calculations can be made.

82. If the taxpayer receives a recoupment of part or all of an amount
which has been included in the total acquisition costs of his or her
asset, the costs need to be adjusted to exclude the recouped amount.
The adjustment effectively reduces the original amount of expenditure
or cost by the amount of the recoupment, as if the recouped amount
had not been incurred. Accordingly, for the purposes of indexation,
this 'adjusted' cost base applies and is subject to indexation from the
time of incurring the original expenditure or cost to the time of
disposal of the asset by the taxpayer.

83. Although subsection 160ZH(11) requires a taxpayer to exclude
from the total acquisition costs of his or her asset any recouped
amount, the provision does not deem there to be any disposal of the
asset or any part of the asset by the taxpayer at the point of receiving
the recoupment (unlike the deemed disposal mechanism contained
within section 160ZM, for example).

84. Accordingly, if the amount of recoupment exceeds the taxpayer's
total acquisition cost at the time of the compensation receipt, the effect
of subsection 160ZH(11) is to reduce the cost to zero. It follows that
the whole consideration received on a later actual disposal of that asset
by the taxpayer will be a taxable capital gain. The excess of the
recoupment over the cost in these circumstances does not represent a
taxable capital gain derived from the disposal of that asset. The
excess recoupment represents consideration received on the disposal
of another asset, such as the right to seek compensation or a notional
asset, and may result in an immediate CGT liability.

Compensation receipts: disposal of the underlying asset
When is the asset acquired?

85. The time of acquisition of the underlying asset is determined by
section 160U linked with the normal operation of section 160M.

What is the cost base of the asset?

86. The cost base of the underlying asset is determined by
section 160ZH.

When is the asset disposed of?

87. If the relevant asset is the underlying asset a disposal of the asset
will occur when there is a change in the ownership of the asset or of
part of the asset in terms of subsection 160M(1). This may
alternatively occur when the asset or part of the asset is lost or
destroyed in terms of section 160N. If the asset was acquired on or
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after 20 September 1985, any consideration received in respect of the
disposal is taken into account in determining whether there is a net
capital gain or loss arising on the disposal.

88. The time of disposal is determined by the normal operation of
section 160U.

What is the consideration on disposal?

89. The consideration on disposal of the underlying asset is
determined by the normal operation of section 160ZD.

What are the CGT consequences?

90. If the underlying asset was acquired by the taxpayer before 20
September 1985, there are no CGT consequences. If the underlying
asset was acquired on or after 20 September 1985, a net capital gain or
loss may arise on the disposal or part disposal of the underlying asset.

91. An example of the underlying asset approach is to be found in
Tuite v Exelby 93 ATC 4293; (1992) 25 ATR 81. In that case,
Wenmar Stockfeeds Pty Ltd (Wenmar) operated a stockfeed business.
Its shareholders were Mr and Mrs Tuite and Mr and Mrs Exelby. In
May 1989 the Tuites purchased the business from the Exelbys, and the
terms of sale included restraints on the Exelbys from being directly or
indirectly involved with the same kind of business for two years after
the sale. At about this time the Exelbys arranged for a company to be
established (Cradex Pty Ltd) which operated in competition with
Wenmar. In determining the question of compensation, Shepherdson
J found that there had been breaches of the covenants. His Honour
said, at 93 ATC 4299; 25 ATR 91:

'If the contract had been performed Cradex would not
have existed and been trading in competition with
Wenmar at 19 June 1991...[T]he first plaintiffs are
entitled to damages for the reduction in the capital value
of the shares in the Wenmar business'.

92. He awarded $808,940 for the reduction in value of the shares
and $323,130 for lost profits. He also allowed an additional amount
of $517,191 for the anticipated CGT liability on the amount
attributable to the shares.

Compensation receipts: no disposal of underlying asset;
permanent damage to or permanent reduction in value of the
underlying asset and the receipt does not exceed the total
acquisition costs of the underlying asset at the time of receipt
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When is the asset acquired?

93. The time of acquisition of the underlying asset is determined by
section 160U linked with the normal operation of section 160M.

What is the cost base of the asset?

94. The cost base of the underlying asset is determined by section
160ZH. If the compensation receipt is paid wholly for the permanent
damage to, or permanent reduction in value of, the underlying asset,
that receipt should be applied to reduce the total acquisition costs in
terms of subsection 160ZH(11). If the compensation payment is paid
partly for the permanent damage to, or permanent reduction in value
of, the underlying asset and partly for some other purpose, the
compensation payment should be apportioned between the different
amounts, and the total acquisition costs adjusted accordingly.

95. The adjustment of the costs effectively reduces the original
amount of expenditure or cost by the amount of the recoupment as if
the recoupment had not been incurred. It follows that indexation is
not available in respect of the recouped amount.

96. The cost adjustment should occur at the time of disposal of the
asset. Normal indexation rules will then apply from the relevant times
for each component of this adjusted cost base.

When is the asset disposed of?

97. Asdiscussed earlier, if the compensation is received wholly for
the permanent damage to, or permanent reduction in value of, the
underlying asset, that receipt should be applied to reduce the total
acquisition costs in terms of subsection 160ZH(11). There is no
disposal of the underlying asset at that time.

What is the consideration on disposal?
98. There is no disposal of the underlying asset at this time.
What are the CGT consequences?

99. The total acquisition costs of the asset are reduced in terms of
subsection 160ZH(11).

Compensation receipts: no disposal of underlying asset;
permanent damage to or permanent reduction in value of the
underlying asset and the receipt exceeds the total acquisition costs
of the underlying asset at the time of receipt

100. The compensation receipt will be divided into two parts. An
amount equal to the total acquisition costs of the underlying asset, at
the time the compensation is received, is treated as in situation B
(paragraphs 93 to 99).
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101. The excess of the compensation receipt over the cost base of the
underlying asset is treated as a receipt in respect of the right to seek
compensation (see paragraphs 102 to 111) or in respect of a notional
asset (see paragraphs 112 to 117) as is appropriate.

Compensation receipts: disposal of the right to seek
compensation.

When is that asset acquired?

102. The asset, being the right to seek compensation, is acquired at
the time the damage or injury occurs. In a personal injury claim, for
example, it is generally at the time the personal injury or wrong
occurs. In a breach of contract claim, it is generally at the time of the
breach of contract.

103. It has been argued that a contract which clearly anticipates a
breach by one of the parties to the contract and specifies the nature and
extent of any remedies on breach generates rights at the time of
entering into the contract. In these cases both parties effectively agree
that the breach will not void the contract but will simply bind them to
behave or perform one other aspect of the original contract.

104. We consider that, notwithstanding these specific arrangements,
the rights arising on the breach of contract are merely contingent
unless and until the breach occurs. It is at that point that the rights to a
remedy arise in the injured party.

What is the cost base of the asset?

105. The cost base of the right to seek compensation is determined by
section 160ZH. The cost base is generally limited to incidental costs
such as legal fees. Legal fees and charges connected with the
proceedings and incurred during the course of proceedings may be
included in the cost base of the asset in terms of subsections 160ZH(1)
and (5). Subsection 160ZH(9) cannot apply to give the taxpayer a
deemed market value cost base as the taxpayer did not acquire the
asset from another person, or because the provision is specifically
excluded from applying.

When is the asset disposed of?

106. For the purposes of subsection 160M(1) the right is disposed of
when the taxpayer agrees to a release, discharge, satisfaction or
surrender of his or her right to seek compensation. This is generally at
the point of settlement of the claim, whether in the course of court
proceedings, or in an out of court arrangement. The time of disposal is
generally determined by subsection 160U(3) to be the time of entering
into the settlement agreement.
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What is the consideration on disposal?

107. The consideration on disposal of the right to seek compensation
is determined by the normal operation of section 160ZD. The amount
settled on or the amount ordered to be paid by the court represents the
consideration received on disposal.

What are the CGT consequences?

108. If the right was acquired by the taxpayer before 20 September
1985 there are no CGT consequences. If the right was acquired on or
after 20 September 1985, a net capital gain or loss may arise on the
disposal of that right, depending on the cost base of the asset.

109. In many cases there is an underlying asset and a right to seek
compensation. Determining the most relevant asset depends on
whether the underlying asset has been permanently damaged or
permanently reduced in value. If the underlying asset has not been
affected in that way and there is no disposal or part disposal of the
underlying asset, the compensation must be received for the surrender
of the right to seek compensation.

110. Another possible view is that the legal process of resolving and
enforcing these types of claims gives rise to the acquisition and
disposal of a multiplicity of rights. This view may be correct when
considered in an overly strict legalistic sense. In any event, if there is
a series of acquisitions and disposals, each of which arguably has a
cancelling effect as one right is replaced by another right of
comparable value, a capital gain or loss is unlikely to result.

111. We consider that the underlying asset approach requires the
ascertainment of the most relevant asset in determining whether there
has been any capital gain.

Compensation receipts: disposal of a notional asset
Pre-92 amendments
When is that asset acquired?

112. The relevant asset, being the notional asset deemed to be created
in terms of subsection 160M(7), is acquired immediately before the
relevant act, transaction or event occurs, and not when the
consideration is received by the taxpayer. The relevant act, transaction
or event is the breach of contract or the personal injury or wrong.
Alternatively, it might be the commencement of proceedings, the
obtaining of judgment, or the reaching of a settlement.
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What is the cost base of the asset?

113. The cost base of the notional asset is limited to incidental costs
(e.g. legal fees) of its disposal and does not include any costs referable
to the underlying asset (paragraph 160M(7)(d)).

When is the asset disposed of?

114. The notional asset is disposed of at the time of the relevant act,
transaction or event.

What is the consideration on disposal?

115. The consideration on disposal of the notional asset is the
compensation receipt.

What are the CGT consequences?
116. A capital gain arises on the disposal of the notional asset.

117. As subsection 160M(7) applies subject to the other provisions
of Part IIIA, if there is permanent damage to or a permanent
reduction in the value of the underlying asset, subsection
160ZH(11) applies in precedence to subsection 160M(7).

Post-92 amendments

118. In practice it is unlikely that the new subsection 160M(7) will
apply as it is subject to the other provisions of Part IIIA and in most
cases those provisions will apply. If subsection 160M(7) does apply,
the consequences are similar to those outlined in the analysis in
paragraphs 112 to 117 of this Ruling.

119. One of the consequences of the amendments of 25 June 1992 to
section 160A and subsection 160M(6) is that an asset which is created
by a person and on its creation is vested in another person now falls
within the provisions of subsection 160M(6).

When is that asset acquired?

120. The effect of paragraph 160M(6A)(a) and subsection 160U(6) is
that the creator of the asset is deemed to acquire the asset and to have
owned it immediately before the vesting time. At the vesting time, the
taxpayer acquires the asset from the creator and is deemed to
commence to own the asset (paragraph 160M(6B)(a) and subsection
160U(6)). The vesting time is generally at the time of creation (e.g. at
the time of breach).

What is the cost base of the asset?

121. The effect of paragraph 160M(6A)(c) is to limit the cost base of
the asset of the taxpayer to the value of money or property given as
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consideration for the creation of the asset. This will generally be a nil
amount.

When is the asset disposed of?

122. The newly created asset is disposed of by the taxpayer on the
release, discharge, satisfaction, or surrender of his or her right to seek
compensation (paragraph 160M(3)(b)).

What is the consideration on disposal?

123. The consideration on disposal of the newly created asset is the
settled sum or judgment debt received on settlement.

Undissected lump sum compensation amounts

124. Whether a receipt constitutes income or capital in the hands of
the taxpayer depends on the circumstances of the receipt and the
reasons why it was paid to the taxpayer (FC of T v. Slaven 84 ATC
4077; 15 ATR 242). In that case the Federal Court was required to
consider the nature of an amount of compensation received by the
taxpayer following a motor vehicle accident. The court (Bowen CJ,
Lockhart and Sheppard JJ), in concluding that the amount was paid as
compensation for loss or impairment of the taxpayer's earning
capacity, stated (84 ATC at 4085; 15 ATR at 252):

'It is the character of the receipt in the hands of the
taxpayer as recipient that must be determined'.

125. The courts have also emphasised that there is a clear distinction
between the character of a payment and how it is calculated or
quantified (for example, Tinkler v. FC of T 79 ATC 4641; (1979) 10
ATR 411) and that the method used:

'may provide a quite misleading guide to the character of
the payment' (Deane and Fisher JJ, in Tinkler, 79 ATC
at 4648; 10 ATR at 418).

126. It has been argued that the mere fact that compensation has been
awarded as a lump sum and has not been dissected into its component
elements is sufficient to treat the whole receipt as one of capital. We
do not accept this argument. The facts and circumstances surrounding
the receipt may enable an apportionment of the lump sum payment on
a reasonable basis into its constituent elements.

127. In McLaurin v. FC of T (1961)104 CLR 381, the High Court
considered the case of a taxpayer who had commenced an action to
recover damages caused by a fire originating on the defendant's land.
The taxpayer had supplied the defendant with a list setting out
particu