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Draft Taxation Ruling

Income tax: carrying on business as a
professional artist

Preamble

This document is a draft for industry and professional comment. As
such, it represents the preliminary, though considered views of the
Australian Taxation Office. This draft may not be relied on by
taxpayers and practitioners as it is not a ruling for the purposes of
Part IVAAA of the Taxation Administration Act 1953. It is only final
Taxation Rulings that represent authoritative statements by the
Australian Taxation Office.

What this Ruling is about

1. Having regard to the distinctive nature of the arts profession,
this Ruling provides guidance on the principles to be applied in
determining whether an artist is carrying on *business as a
‘professional artist’ (refer to the definition of this term in paragraph 3).
This question is relevant to a number of tax law issues, such as:

(@) when an amount is income according to ordinary
concepts under section 6-5 of the Income Tax
Assessment Act 1997 (ITAA 1997), because it has
been earnt in the ordinary course of carrying on such a
business;

(b) whether a loss or outgoing has been necessarily
incurred under section 8-1 of the ITAA 1997 in carrying
on a business of this type;

(©) whether Division 35 of the ITAA 1997 applies,? where
losses from a business activity are deferred and
allowed as deductions in a future year against income
from the same business activity; and

(d) more specifically, whether the second arm of the
exception contained in subsection 35-10(4) of the
ITAA 1997, concerning a “*professional arts business’,
applies.

2. However, this Ruling deals only with the threshold question of
when a person carries on business as a professional artist and does

! An asterisk before a term in this Ruling denotes that the term is defined in the Income
Tax Assessment Act 1997 (ITAA 1997). Terms that are defined in the ITAA 1997, and
identified with an asterisk in that Act, are similarly identified in this Ruling.

% Taxation Ruling TR 2001/14 considers the operation of Division 35 of the ITAA 1997.
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not cover in any detail these related issues. Other related issues also
not dealt with in this Ruling are:

° the application of Division 70 of the ITAA 1997 to art
works (see paragraph 5), which are *trading stock
within that Division; and

. the application of Division 40 of the ITAA 1997 to
capital expenditure on the cost of *intellectual property,
which is a *depreciating asset within that Division.

Class of person/arrangement

3. This Ruling applies to professional artists. For the purposes
of this Ruling, professional artists are persons who carry on activities
of the type referred to in the definition of *professional arts business’,
in subsection 35-10(5), that is activities as either:

€)) an 'author of a literary, dramatic, musical or artistic
work';

(b) a "performing artist'; or
(© a "production associate'.

4, This Ruling does not set out to consider the meaning of these
terms, other than to observe that the terms, "*performing artist' and
"*production associate' are defined in section 405-25, which are set
out in the Definitions section (see paragraph 98). The 'Note' to
subsection 35-10(5) states:

The expression ‘author’ is a technical term from copyright law. In
general, the ‘author’ of a musical work is its composer and the
‘author’ of an artistic work is the artist, sculptor or photographer who
created it.

5. In this ruling, the term *art work(s)’ is used to describe the
product or services produced as a result of activities undertaken
during the course of a *professional arts business’, as defined in
paragraph 3.

Date of effect

6. It is proposed that when the final Ruling is issued it will apply
to years commencing both before and after its date of issue.
However, the Ruling will 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 22 and 23 of Taxation
Ruling TR 92/20).
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Ruling

Nature of art activity

7. This Ruling recognises that because of the nature of art
activity, arts businesses typically have different characteristics to
those found in other businesses. For example, people who engage in
*professional arts businesses are often motivated by creative
purposes and the desire to influence public opinion. Art is not always
produced with a pre-existing market in mind; rather, an innovative
artist may have to create a new market for their work. For this reason,
a large part of being in business as a professional artist may involve
activities directed towards reputation building and audience/market
creation. (See further, paragraphs 34 and 53, for a more detailed
description of some of these distinct characteristics of being in
business as a professional artist).

8. The courts have recognised the distinct nature of arts
activities (see for example, Lord Simon’s judgment in George
Hensher Ltd v. Restawile Upholstery (Lancs) Ltd (1976) AC 64 at 95
(George Hensher), as quoted by Hill J in FC of T v. Murray (1990)
21 FCR 436 at 451; 90 ATC 4182 at 4194; (1990) 21 ATR 78 at 91
(Murray)), and this is also acknowledged in the existence of the
income tax averaging scheme in Division 405 of the ITAA 1997.
However, a *professional arts business must be distinguishable from
a hobby or recreation. As Bowen CJ and Franki J said in Ferguson v.
Federal Commissioner of Taxation 79 ATC 4261 at 4264-4265;
(1979) 9 ATR 873 at 876-877 (Ferguson), in relation to carrying on a
business generally:

There are many elements to be considered. The nature of the
activities, particularly whether they have the purpose of profit making,
may be important. However, an immediate purpose of profit-making in
a particular income year does not appear to be essential. Certainly it
may be held a person is carrying on business notwithstanding his
profit is small or even where he is making a loss. Repetition and
regularity of the activities is also important. However, every business
has to begin, and even isolated activities may in the circumstances he
held to be the commencement of carrying on business. Again,
organization of activities in a business-like manner, the keeping of
books, records and the use of system may all serve to indicate that a
business is being carried on. The fact that, concurrently with the
activities in question, the taxpayer carries on the practice of a
profession or another business does not preclude a finding that his
additional activities constitute the carrying on of a business. The
volume of his operations and the amount of capital employed by him
may be significant. However, if what he is doing is more properly
described as the pursuit of a hobby or recreation or an addiction to a
sport, he will not be held to be carrying on a business even though his
operations are fairly substantial.



Draft Taxation Ruling

TR 2004/D12

Page 4 of 45 FOI status: draft only —for comment

Usual indicators apply

9. The common law has identified a number of indicators that are
relevant in determining whether a taxpayer’s activities constitute the
carrying on of a business. The question whether a taxpayer’s
activities should be characterised as a business is primarily a matter
of general impression and degree [Ferguson ATR 884; ATC 4271].
As noted in the Full Federal Court decision in Stone v. FC of T 2003
ATC 4584; (2003) 53 ATR 214 (Stone), no single indicator is
determinative; rather all of the indicators must be considered.
Whether a business is being carried on is based on the overall
impression gained after looking at the activity as a whole and the
intention of the taxpayer undertaking it.

10. The courts have held that the following indicators are relevant
to the question of whether a taxpayer’s activities amount to the
carrying on of a business:

(@) whether the activity has a significant commercial
purpose or character; this indicator comprises many
aspects of the other indicators;

(b) whether the taxpayer has more than just an intention to
engage in business;

© whether the taxpayer has a purpose of profit as well as
a prospect of profit from the activity;

(d) whether there is repetition and regularity of the activity;

(e) whether the activity is of the same kind and carried on
in a similar manner to that of the ordinary trade in that
line of business;

) whether the activity is planned, organised and carried
on in a businesslike manner such that it is directed at
making a profit;

(9) the size, scale and permanency of the activity; and

(h) whether the activity is better described as a hobby, a
form of recreation or a sporting activity.

11. The above indicators, and some of the cases in which they
have been applied, are discussed in some detail in Taxation Ruling
TR 97/11, Income tax: am | carrying on a business of primary
production? However given the special nature of carrying on a
*professional arts business, discussion of these factors in the context
of determining whether or not an arts activity will amount to the
carrying on of a business follows.

Significant commercial purpose or character

12. Whether an activity has a significant commercial purpose or
character is a conclusion that will usually follow as a result of
considering the other business indicators described below.
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13. The fact that an artist is also pursuing other non-commercial
goals will not necessarily deprive the activity of a commercial
character. As has been recognised in the context of professional
sportspeople, the pursuit of excellence in a chosen field by the
taxpayer may amount to the carrying on of a business. What turns the
pursuit of excellence into the carrying on of a business is the decision
by the taxpayer to try and make a profit from the application of their
skills, accompanied by activities designed to implement this
commercial goal.

14. The decision of the Full Federal Court in Stone concerned a
successful sportswoman, and inter alia whether or not various
amounts received by her in this regard, were derived in the course of
carrying on a business. While there are some differences, there are
also parallels between whether such a person carries on business
and whether an artist does so. Professional artists and sportspeople
have the distinction of pursuing as a business that which many others
undertake purely for personal pleasure. Therefore, such taxpayers
must be able to distinguish themselves from enthusiastic amateurs.
When the sole motivation of a taxpayer (objectively determined) is to
achieve personal enjoyment and satisfaction from an artistic or
sporting pastime, they will not be regarded as carrying on a business,
as was the case in Stone. However, the fact that a taxpayer enjoys or
even is passionate about what they do will not preclude a finding that
they are carrying on a business. What distinguishes a professional
artist or sportsperson is the direction of their artistic or sporting
prowess towards commercial ends.

(Note: Special leave has been granted by the High Court to appeal
the Full Federal Court's decision in Stone. It remains to be seen
therefore how the High Court will view this matter, and what changes
to this Ruling may be necessary, following the High Court's decision.)

15. The different conclusions reached by the primary judge and
the Full Court in Stone, on whether the taxpayer was carrying on
business, highlight the contentious nature of whether someone’s
activities do meet this description, or are more properly characterised
as something else, for example, the vigorous pursuit of a hobby,
recreational pursuit or pastime. These different conclusions also
illustrate the potential for borderline cases, where the divide between
business and hobby or recreational pursuits can be very fine.

Intention of the taxpayer

16. What distinguishes a professional from an enthusiastic
amateur is the intention of the professional to carry on as a business
that which others frequently pursue merely as a hobby or by way of a
pastime (refer to the fourth meaning of ‘professional’ in the Macquarie
Dictionary, Third Edition). A taxpayer will have the intention (as
determined objectively that is having regard to all the surrounding
circumstances), to carry on a business if they make the decision to
commercially exploit the skills they may have developed pursuing the
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same activity as a hobby or pastime and this is reflected in their overt
and planned activities.

17. Another meaning of ‘professional’ in the Macquarie Dictionary
is ‘one belonging to one of the learned or skilled professions’. In this
Ruling the term ‘professional’ is not used in this sense. Rather, it is
used in the sense of the fourth meaning in the Macquarie Dictionary,
referred to above.

18. The fact that the activity is one that others may do on a
non-commercial basis will not deprive the activity of a commercial
purpose or character if the taxpayer can demonstrate a subjective
intention to carry on that activity as a business, together with steps
taken to realise that commercial aim that go beyond merely
preliminary activities. Whether or not a taxpayer possesses the
relevant intention in an objective sense, to carry on a business will
usually be demonstrated by a consideration of the objective factors
set out below (for example, regularity of activity; systematic,
organised, businesslike approach to the activity; attempts to bring the
art work or services to the public; actual sales of art work or services
to the public and so on).

19. Purely preliminary activities, such as those involved with
deciding whether to commence carrying on a business, will not
amount to carrying on a business, and generally will not give rise to
deductible expenses. Further discussion of whether an artist has
progressed beyond purely preliminary activities and has commenced
carrying on a business is set out at paragraphs 50 to 52.

Profit motive

20. This indicator refers to the subjective intention of the taxpayer
to profit from the activity, as determined on an objective basis.
Mason J in Hope v. The Council of the City of Bathurst (1980) 144
CLR 1 at 8—-9; 80 ATC 4386 at 4390; (1980) 12 ATR 231 at 236,
indicated that the carrying on of a business is usually such that the
activities are ‘... engaged in for the purpose of profit on a continuous and
repetitive basis’. This intention to profit from undertaking the relevant
activity is ascertained by looking at the taxpayer’s activities
objectively. In other words, it is not enough for the taxpayer to merely
assert that they hold the requisite intention. Where it is clear from the
objective evidence that the taxpayer cannot show the existence of a
genuine belief that their activity can be profitable, they will usually not
be found to have the requisite motive of profit-making.

21. The fact that a taxpayer is prepared to make losses to realise
a business ambition will not necessarily negate the finding that their
activities constitute the carrying on of a business [Tweddle v. Federal
Commissioner of Taxation (1942) 180 CLR 1; (1942) 7 ATD 186
(Tweddle)]. Nor will the fact that the prospects of turning a profit may
be slim [Glennan v. Commissioner of Taxation (2003) 53 ATR 101,
Tweddle] or the fact that the taxpayer also enjoys or even is
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passionate about the activity [For example, professional
sportspeople: Stone].

22. Many businesses make losses, especially in the short term. In
Tweddle, Ferguson and Thomas v. FC of T 72 ATC 4094; (1972)

3 ATR 165 (Thomas), the courts held that the taxpayers were
carrying on businesses, notwithstanding that they made losses over
several years. This was because the taxpayers in these cases had an
intention and expectation on objective grounds, that their activities
would eventually become profitable. In all of these cases the
taxpayers intended to carry on their businesses for an indefinite
period.

23. The presence of losses, without more, cannot support the
conclusion that the taxpayer does not have a genuine belief that they
will eventually be able to make their business pay. The High Court in
Tweddle has stressed that it is not the function of the income tax
legislation, or of those who administer that legislation, to dictate to
taxpayers in what business they shall engage or how to run their
businesses profitably or economically. Rather, the tax law must
operate upon the results of a taxpayer’s activities as it finds them.

24, In the case of an arts business, which is a notoriously high risk
commercial activity where there is more variability between the cost
of creating the art and its commercial value, it may often be difficult to
assess whether a profit motive exists solely from whether a profit has
in fact been made by the activity. Therefore, whether a taxpayer is
engaged in the following kinds of activities will be relevant in
ascertaining whether that taxpayer has a genuine intention to profit
from their arts activities:

o endeavouring to bring the art work or service to
relevant markets (see comments in paragraph 7);

o creating or enhancing industry contacts (for example
gallery owners, art dealers, literary or performing arts
agents, critics);

o offering art work for sale as well as actual sales of art
work to the public;

o offering expert services through commission or
consultancy;

o related income seeking activities (other than direct
sales) including applying for grants, awards,
patronage, commissions, and so on;

. making their art work accessible to the public through
activities designed to raise the profile of the taxpayer
as an artist; for example: publicly exhibiting art works;
creating works for public performance, contributing
written work for publication;

o entering art competitions, residencies and award
events;
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° undertaking research into the proposed arts business
and consultation of experts (art experts or business
advisers) prior to and during the activity; and

. reputation building as part of an overall intention to
make a profit.

25. In Stone the Full Federal Court did state at paragraph [74] (at
ATC 4594; ATR 225) that an activity might be properly classed as a
business notwithstanding the absence of any expectation of profit.
However, it is clear from what the Court said at paragraph [91] (at
ATC 4597; ATR 228), that in concluding that no business was being
carried on in that case, they bore in mind whether or not the taxpayer
had a purpose of profit making.

26. It will be a question of fact in each case whether the available
evidence points to an activity being pursued with profit making in
mind, or whether the taxpayer is driven solely by the personal
enjoyment and satisfaction they derive from their art, so as not to
constitute the carrying on of a business.

27. If the Full Court intended to say however, that expectation of
profit would never be important, then this would be in conflict with
other authorities: see for example, Ferguson at ATC 4264-4265; ATR
876-877 (see paragraph 8), and Hope at CLR 8-9; ATC 4390; ATR
236 (see paragraph 20), which recognise it as a relevant indicator to
have regard to.

28. Even if profit making is said subjectively to be in mind, the
making of heavy losses over a prolonged period may objectively cast
doubt on this: see, for example, the Full Federal Court decision in
Hart v. FC of T 2003 ATC 4665; (2003) 53 ATR 371 (as discussed at
paragraph 64). See also the Notes to Examples 3 and 9.

Repetition and regularity

29. As an artist is often engaged in producing unique pieces of
work, the pattern of repetition characteristic of other businesses may
not be present to the same degree in an arts business. However for
an arts activity to be carried on as a business, the activity should be
conducted on a regular basis overall. There will also be repetition,
usually not in the sense of producing identical output, but rather in the
repeated application of the artist’s skills to different pieces of work.

30. However being in business is not the same as just being
‘busy’ (see Hill J in Goodman Fielder Wattie Limited v. FC of T 91
ATC 4438 at 4447). Therefore constant activity is not required to find
that the taxpayer is carrying on a business. Indeed, as noted in
various places in this Ruling, artists may for financial reasons engage
in other types of non-arts related work, which may be periodically or
simultaneously interspersed with their arts activities.

31. This business indicator will often be present in an arts
business in the following ways:
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o the artist practises their arts skills in the manner and
for the time required to maintain a high professional
standard;
o the arts activity is conducted with sufficient regularity to

demonstrate a commitment to engage in a business,
not just indulge a hobby or pastime;

o the artist regularly participates in activities designed to
promote their art work and/or build their reputation as
an artist. Depending on the type of art work involved,
this can include such things as the setting up of a
website to display their works; circulation of invitations
to art openings or exhibitions; or entering art
competitions; and

o the artist engages in a systematic application of their
skills across a variety of artistic endeavours.

32. What may be critical in borderline cases however is just what
acts are being done regularly and repetitively. In such cases it will be
necessary for a taxpayer to be able to demonstrate regular attempts
to promote themselves and their art work to the public, for the
purpose of finding or creating markets for their art work.

Activities of the same kind and carried on in the manner
characteristic of the relevant industry

33. There is no one type of arts industry. Therefore, this factor has
to be applied by reference to the particular type of art practised by the
taxpayer. An arts activity is more likely to be a business where it is
conducted by the taxpayer based on business methods and
procedures of a type ordinarily used in the same kinds of arts
activities that would commonly be recognized as being *professional
arts businesses.

34. This business indicator may be demonstrated in a number of
ways, for example:

o industry and peer recognition as an artist;

o qualifications (or equivalent experience) typical of
those in the relevant industry sector. (In some sectors
of the arts industry formal qualifications are the norm.
In others, especially in new and emerging types of art,
it would be less usual for an artist to have any formal
qualifications);

o public recognition as an artist (for example, is the
taxpayer described as such in the media? Is their
opinion as an artist sought by the public? Is their art
work used by others as examples for teaching
purposes?);
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meeting the eligibility and selection criteria for grants,
awards and professional opportunities (for example,
residencies) open to artists in the relevant industry
sector (for example, individual applicants for grants
from the Australia Council must be able to demonstrate
that they are identified and recognised by their peers
as a practising artist; in addition, the selection criteria
for all grants from the Australia Council requires
applicants to provide evidence of detailed planning and
ability to execute the proposed project);

appointment to a position being contingent on the
person’s status as an artist (for example, being offered
a position as a resident artist; where a teaching
position is based on the employee’s status as a
professional writer; being appointed as a member of
relevant boards or committees);

memberships of professional associations, including
unions (that is, does the taxpayer's industry sector
have any organisations that are dedicated to serving
the professional needs and interests of artists? If so, is
the taxpayer a member?);

reputation building in a manner consistent with others
in the relevant industry sector;

methods of application and time commitment to activity
consistent with others in the relevant industry sector;
and

obtaining the advice or services of an agent, manager,
legal or financial adviser, if it is common in the
taxpayer’s industry sector.

Organisation in a businesslike manner and the use of system

35. Although the actual creation of art may be the product of
intuition and inspiration, professional arts activity can still be carried
on in a systematic and organised manner in accordance with ordinary
commercial principles.

36. Whether an arts activity is being carried on in a businesslike
manner will be demonstrated by the presence of factors such as:

good record keeping of sales, expenses, invoices,
receipts and accounts;

presence of formal, written contracts to record
agreements to supply art works or services;

use of an accountant, lawyer, business manager or
other appropriate source of commercial expertise;

presence of a written business plan (that is, a written
description of the intended future direction of the
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business and how that future direction will be realised),
perhaps developed in consultation with the taxpayer’'s
accountant or manager;

o maintaining insurance in respect of their arts products
or performances for public liability where their work is
being shown or performed;

o renting exhibition space, use of publicly funded
exhibition space, or use of public space for other types
of public presentation (if appropriate, depending on the
type of arts activity being carried on);

o advice from professional artists who have succeeded
in their industry sector;

o keeping relevant qualifications and skills up to date (for
example, through taking relevant courses, subscription
to journals, attendance at conferences);

o systematic and researched attempts to bring the art
work to suitable markets; and

o use of traditional business structures (like companies,
trusts or partnerships). Lack of use of such a structure
however is merely neutral in deciding whether an arts
activity is being carried on as a business, as many
*professional arts businesses are carried on by artists
individually as sole traders.

Size or scale of activity

37. Most professional artists carry on their business as sole
traders. This will necessarily limit the size or scale of their activities.
However the Courts have recognised that a person can be carrying
on a business in a small way [Ferguson, Thomas].

38. The fact that many artists also are engaged in other business
or employment activities, concurrently with their arts activities, does
not preclude a finding that the arts activities constitute the carrying on
of a business [See Tweddle and Ferguson]. It is understood that
many professional artists need to supplement their arts income with
income from other sources, especially in the early stages of their
careers.

39. The courts have also recognised that the nature of some
businesses may be such that periods of business activity ‘may be
intermittent with long intervals of quiescence in between’ (per Lord
Diplock in American Leaf Blending Co SND Bhd v. Director-General
of Inland Revenue (1978) 3 All ER 1185 at 1193). This observation is
especially pertinent in the context of artists, for the following reasons:

o most artists supplement their arts-related income with
income from other sources. For example, a film maker
may work in a non-arts field for six months in order to
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generate sufficient income to work full time on a film
project for the other six months of the year;

° many artists will have periods of perceived commercial
inactivity while they are engaged in the creative
process. For example, a visual artist in a ‘non-exhibit’
year who is building up a body of work or a writer who
is in the research-phase of a new book; and

. in order to maintain the high professional standards
required of a professional artist, many artists will
devote substantial time to the maintenance and
development of their artistic skills and experience. For
example, by attending workshops, a master class or
undertaking a residency.

40. Therefore, the fact that an artist may have some periods of
perceived relative inactivity will not (by itself) preclude a finding that
the taxpayer is carrying on a business throughout the whole period,
including periods of relative inactivity. However, any periods of
relative inactivity should not be so great as to suggest that the artist
has ceased to carry on their arts business altogether (see Inglis v. FC
of T (1979) 40 FLR 191, (1979) 80 ATC 4001; (1979) 10 ATR 493).
Whether this inference can be drawn must be considered in light of
the factors described above, and in the context of the special
characteristics of an arts business. Whether an arts activity is being
carried on with sufficient size and scale so as to constitute a business
may be demonstrated by the following:

. the activity and output must be beyond what is needed
to meet the personal needs of the artist; and

. the volume of output must be sufficient to enable the
taxpayer to be regularly bringing their work to suitable
markets.

41. The association of small scale activities with other business
activities in the arts industry may assist in demonstrating that the
taxpayer is carrying on a *professional arts business (see Hill J's
comments in Evans v. FC of T 89 ATC 4540 at 4555; (1989)

20 ATR 922 at 939-940, discussing how the association of gambling
with other business activities in the racing industry may make it more
probable that a taxpayer is carrying on a business, part of which
includes gambling).

42. It is recognised that most artists will apply their artistic skills
across a range of related activities during their professional life. This
diversity of practice often occurs out of economic necessity. For
example, an actor may take a part in a musical if that is the kind of
work that is available, or a musician may spend part of their time
tutoring private students rather than performing. However, this
diverse application of artistic skill may also be driven by the artist's
need for creative stimulation and by the individual development of the
artist over the course of their career. For example, an artist may begin
their career as an actor and gradually evolve into a director.
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43. Therefore, in considering whether a taxpayer is carrying on a
business, it is acknowledged that an artist may engage in a variety of
arts-related activities, none of which, when viewed in isolation, would
be of sufficient scale to amount to the carrying on of a business.
However, the same activities viewed as a whole may present a
cohesive picture of an artist diligently exploiting their skills in a variety
of ways so as to amount to the carrying on of a business. See
Examples 10 and 11 below.

Not a hobby or recreation

44, The pursuit of a hobby (or recreational pursuit, or pastime), is
not the carrying on of a business for taxation purposes. Money
derived from the pursuit of a hobby is not regarded as income and
therefore is not assessable. As was said in Ferguson at ATC 4265;
ATR 877:

... if what he is doing is more properly described as the pursuit of a
hobby or recreation or an addiction to sport, he will not be held to be
carrying on a business, even though his operations are fairly
substantial.

45, Expenses incurred in relation to a hobby activity, or
recreational pursuit, or pastime, are not allowable deductions.
However it is recognised that a hobby, and so on, can sometimes turn
into a business — a taxpayer may enjoy what they do and still be
carrying on a business. What distinguishes the professional from the
hobbyist is an intention (objectively determined), to carry on as a
business that which others undertake merely for personal enjoyment,
coupled with activities which implement the taxpayer’s intention to
carry on a business.

46. To be carrying on a *professional arts business, the taxpayer
typically will hold the intention (as determined objectively) of being a
professional artist, as the term ‘professional’ was described in
paragraph 16. To this end the taxpayer is likely to:

. seek to bring their art work to suitable markets, so as
to gain a profit from the application of their artistic
skills; and

o attempt to build their public reputation as an artist and
public awareness of their art work.

47. By contrast, some indicators of a taxpayer engaged only in the
pursuit of a hobby or recreation include:

. it is evident, as determined on an objective basis, that
the taxpayer does not intend to make a profit from the
activity;

o losses are incurred because the dominant motive for

engaging in the activity is personal pleasure, rather
than the taxpayer also being driven by the desire to
commercially exploit their artistic skills;



Draft Taxation Ruling

TR 2004/D12

Page 14 of 45 FOI status: draft only —for comment

° there is no plan in place to demonstrate how the
taxpayer intends to make a profit from their art work;

. any sales that are made by the taxpayer are to friends
and relatives, not to the general public; and

° the taxpayer does not intend to carry on a business,
but rather intends to pursue a hobby or engage in a
form of recreation (as shown by the absence of the
other business indicators discussed above).

Application of the indicators

48. The following table provides a summary of the indicators and
how they have been applied by Boards of Review and the
Administrative Appeals Tribunal in determining whether or not various
artistic activities amounted to carrying on a business. Note that the
last three items shown are factors which support the main indicators.

Indicators which suggest a Indicators which suggest a
business is being carried on business is not being carried on

A significant commercial purpose | No significant commercial purpose
or character exists or character (see Case P18 82
ATC 77; (1982) 25 CTBR (NS)

Note: This tends to be a 620: Brooke v. C of T [1999] AATA

conclusion drawn from

application of all of the factors 603)

discussed above.

Purpose and intention of the No purpose or intention of the
taxpayer in engaging in the taxpayer to carry on a business

activity — purpose being to carry (see eg Case P18 re activities only
on business (see Case C1 (1952) | minimally directed toward
3 TBRD 1) commercial exploitation of works)

An intention to make a profit from | No intention to make a profit from
the activity (Case C1, Case P67 | the activity (see eg Brooke, re an
82 ATC 317; (1982) 25 CTBR absence of a plan to bring the
(NS) 867, Case R96 84 ATC 637; | activities in question into profit)
(1984) 27 CTBR (NS) 1159,
Case L57(1989) 11 NZTC 1326)

The activity is or will be profitable | The activity is inherently

Note: This factor may provide unprofitable

objective evidence of a
taxpayer's intention to make a
profit from their art activity.
However, where a taxpayer is
engaged in a high risk activity like
art, the fact that the taxpayer’'s
activity is not readily profitable
may not be decisive of whether or




Draft Taxation Ruling

TR 2004/D12

FOI status: draft only —for comment

Page 15 of 45

not they are carrying on a
business, especially if other
business indicators are clearly
present.

Repetition and regularity of
activity (Case P67, Case R96,
Case L57)

Lack of repetition or regularity of
activity

Activity is carried on in a similar
manner to that of the ‘ordinary
trade’ (Case N30 81 ATC 163;
(1981) 24 CTBR (NS) 852, Case
R96, Case L57), being the
relevant sector of the arts
industry in which the taxpayer’s
activities fall

Activity carried on in an ad hoc
manner, or not in a similar manner
to the relevant arts industry sector
in question (Brooke)

Activity organised and carried on
in a businesslike manner and
systematically — eg records are
kept (Case N30, Case P67, Case
R96)

Activity not organised or carried on
in the same manner as the normal
ordinary business activity — eg
records are not kept (Brooke)

Sufficient size and scale of the
activity (Case R96, Case L57)

Insufficient size and scale,
although business can be carried
on in a small way

Not a hobby, recreation or
sporting activity (Case N30, Case
P67, Case R96, Case L57)

A hobby, recreation or sporting
activity (Case P18)

A business plan exists

There is no business plan (Brooke)

Sizeable commercial sales of
product (Case L57), although
business can be carried on in a
small way

Sale of products to relatives and
friends, or very small commercial
sales (Brooke).

Taxpayer has knowledge,
experience or skill

Taxpayer lacks knowledge,
experience or skill

49. In the case of an arts business, these indicators need to be
applied having regard to the nature of the arts activities and the
typical characteristics of an arts business in the particular industry.
For example, although a particular art activity may be carried out on a
small scale, and sometimes irregularly, this in itself, will not be
determinative of whether, having regard to all of the indicators, a
business is being carried on or not. The scale and irregularity of
activity may be characteristic of the type of artistic pursuit in question,
even when carried on as a business.
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Preliminary activities

50. Purely preliminary activities, such as those involved with
deciding whether to commence carrying on a business, will not
amount to carrying on a business, and generally will not give rise to
deductible expenses. A taxpayer who intends to carry on business as
an artist must have progressed beyond this stage and be actively
seeking opportunities to bring their art to suitable markets. This may
be demonstrated by the following:

. the taxpayer is ready, willing and able to supply the
public with their work. For example, in the visual arts
sector, this may be demonstrated by the taxpayer
being ready to take commissions for the preparation of
art work — it is not necessary that the taxpayer has
produced a stock pile of pre-existing art work; and

o any initial research into possible markets, audiences or
opportunities for their art has been completed and the
taxpayer has embarked on the activities that are
designed to reach these targets.

51. Activities do not remain preliminary merely because the
taxpayer is yet to turn a profit. If the taxpayer is attempting the
commercial exploitation of their skills in such a way that if they were
to succeed the profits would be taxable as income derived from the
carrying on of a business, then if the same activity does not generate
a profit, it must still remain the carrying on of a business. As the High
Court said in Tweddle at CLR 6; ATD 190:

...If the appellant succeeds and makes a profit it will plainly be
taxable, and it is difficult to see how his activities could at that
moment of time be transmogrified from an indulgence in a somewhat
unusual form of recreation into the carrying on of a business.

52. Once the taxpayer has commenced carrying on a business,
time spent in the preparation of an art work does not render the arts
activity merely preparatory in nature, and thus, not in the way of a
business. The ‘preparatory’ or 'preliminary’ criterion relates to the
business as a whole, not individual pieces of work. Once a business
has commenced, it is recognised that in some cases (for example the
authoring of a book) a lengthy period of time may elapse between the
commencement of new works (for example, the authoring of further
books) and the finalisation of those works.

Explanation

Nature of art activity

53. This Ruling recognises that because of the nature of art
activity, arts businesses typically have different characteristics to
those found in other businesses. For example:
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@) people may engage in art activity for purposes other
than the desire to make a profit, for example, for
creative purposes which may include the desire to
influence and change public opinion. These purposes
will usually continue to be present even when the
activity amounts to the carrying on of a business;

(b) art activity, even when carried on as a business, may
be performed as a supplement to other income earning
activities, or may be supplemented by other income
earning activities;

(©) the relationship between the cost of creating art and its
commercial value is more variable. In some cases
there will be no relationship between the cost of
creating art and its commercial value. Accordingly,
even when the art activity amounts to the carrying on
of a business, there may be no certainty that the art
activity will lead to income being derived;

(d) art activity may not be pursued with the same degree
of repetition or systematic behaviour as other
businesses; and

(e) artists are likely to seek to build a reputation by
seeking recognition in their field, for example by
developing an audience for their work and by making
their work available to the public.

54. The courts have recognised the distinct nature of arts
activities and this distinction is also evident in the existence of the
income tax averaging scheme in Division 405 of the ITAA 1997. In
Murray, Hill J, at FCR 451; ATC 4194; ATR 91, referred to the
judgment of Lord Simon in the George Hensher case, where his
Lordship said at AC 95:

It is probably enough that common experience tells us that artists
have vocationally an aim and impact which differs from those of the
ordinary run of mankind.

55. However, arts activities are frequently carried on as hobbies
or recreation. An arts business must be distinguished from such
activities.

Usual indicators apply

56. The common law provides a number of indicators that are
relevant in determining whether an operation constitutes the carrying
on of a business. These indicators apply to any set of operations (see
Stone), including when determining whether a person carries on
business as an artist.
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Significance of profit motive

57. In traditional commercial activity, the intention of the taxpayer
to make a profit and the presence of actual profits are important
indicators that the taxpayer is indeed carrying on a business. In high
risk industries like professional sport or art which are characterised by
the pursuit of athletic or artistic excellence, the application of this
indicator remains important, but must be applied in light of the
distinctive characteristics of these industries.

58. In Stone, the Full Federal Court was required to determine
whether an athlete was carrying on a business of being a professional
athlete. The court found that the taxpayer was not engaged in a
business activity to exploit her sporting prowess or to turn her talent
‘to account for money’. In coming to this conclusion, the court noted
that it could not be said that her activities revealed a systematic
application of her talents as a sportswoman for the commercial
objectives of her sponsors.

59. The Full Federal Court in Stone made the following
observations at paragraph [74] (at ATC 4594; ATR 225):

Whether a person is carrying on a business will depend upon a
number of facts and no single factor will be determinative in a
particular case. Thus, it will be relevant to determine whether a
relevant activity is carried on in a businesslike way and in
accordance with commercial principles. If there is system in the
activity, coupled with repetition and continuity, that will be indicative
of a business. An important factor is whether the relevant activity has
a purpose of profit making. However, the fact that the activity does
not actually produce a profit is not decisive. Indeed, even where it is
not expected to derive a profit, an activity may nevertheless be
properly characterised as the carrying on of a business.

60. It is noted however, that notwithstanding the last sentence in
the passage quoted above, in concluding that Ms Stone did not carry
on business the Full Court did consider whether or not she had a
purpose of profit making in relation to her athletic activities. Thus, at
[91] (at ATC 4597; ATR 228) they said:

If an athlete engages in training and competition outside ordinary
working hours that is a practical indication that her or his purpose is
likely to be the enjoyment of competition, the excitement of winning
and the honour and glory that goes with that, rather than profit
making.

61. It should be noted however, that the Full Court acknowledged
that a business can be carried on in conjunction with other income
producing activities, for example, employment. The mere fact that an
artist works at their art outside of any hours of employment will not be
decisive of whether their artistic activities amount to a business.
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62. Thus although the presence of profit-motive is an important
consideration in deciding whether a taxpayer is carrying on a
business, the fact that an activity generates a profit cannot by itself
convert that activity into the carrying on of a business. Conversely,
the absence of actual profit by itself is not sufficient to deny an activity
a characterisation as a business in any given year. As was stated by
the court in Ferguson at ATC 4264; ATR 876:

... Certainly, it may be held a person is carrying on business
notwithstanding his profit is small or even where he is making a loss.

63. If a taxpayer were to continue to make losses for an extended
period, then it may be possible to infer that the taxpayer does not
intend to profit from their activities. However, in drawing this
inference, it will be important to look not only at the absence of actual
profit, but also at whether the taxpayer is actively pursuing
opportunities to increase the likelihood that their activity will become
profitable in the future. Especially in a high risk industry like art, often
the profit-motive indicator will be demonstrated more by the
taxpayer's genuine attempts to make their arts activity profitable,
rather than consistent actual profits.

64. The Full Federal Court has recently considered the
significance of actual profit-making in a non-arts context. In Hart v. FC
of T 2002 ATC 5193; (2002) 51 ATR 471 (Hart) a company had been
operating at a loss for about 13 years. Dowsett J held that no
business was being conducted. He said at ATC 5199; ATR 478:

My primary reason for that conclusion is simply the unlikelihood that
anybody running a business would continue to incur such heavy
losses for so long. As | have said, | accept the proposition that it may
take some time to become established in a business of that kind, but
there must be a limit. ...

65. Following Hart, it can be said that in a general business
context the weight to be given to the profit motive indicator may
increase the longer losses are made from the activity. However, in the
context of artists, they generally continue to practice their art
notwithstanding the absence of significant financial reward. The
following factors are noted in this regard:

€)) the capacity of an artist to derive income is not ‘linear’
— in other words, the derivation of income in a
particular year is not an indicator that similar income
will be derived in the following year or years (hence the
existence of the income averaging provisions for
artists);

% The conclusion that no business was being carried on was endorsed by the Full
Federal Court on appeal: refer Hart v. FC of T 2003 ATC 4665; (2003) 53 ATR 371.
Note in Tweddle the taxpayer had continuous losses between the years 1926 to
1942. Notwithstanding this, in deciding the taxpayer was carrying on a business in
the year ending 30 June 1940, Williams J said (at CLR 7; ATD 190) ‘he has a
genuine belief that he will be able eventually to make the business pay.’
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(b) the income derived by an artist is not always a result of
the artist directing their art work to a particular
commercial market, but rather may depend upon the
acceptance of the artist’s work by the market; and

(© the popularity of an artist's work (and therefore their
commercial success) may fluctuate over time, for
reasons outside the control of the artist.

66. As noted already, it is necessary to ensure that consideration
is given to all the other factors, to determine whether or not, as a
matter of overall impression, a business is being conducted.

67. It is also important to distinguish between those activities
which are carried on as a hobby or recreation and those activities
which amount to the carrying on of a business. What distinguishes
the vigorous pursuit of a hobby from the carrying on of a business will
often be the absence of an intention to make a profit.

Application of the indicators

68. Taxation Ruling TR 97/11 sets out the origin and meaning of
the general indicators for determining whether an activity constitutes
the carrying on of a business.

Summary of some relevant case law

69. There have been several cases decided on whether taxpayers
pursuing artistic activities were carrying on a business. The following
is a summary of some of these.

Case C1 (1952) 3 TBRD 1 — housewife and author

70. For five years the taxpayer had been earning income from
writing while being a housewife. One of the questions for decision
was whether the taxpayer was carrying on a business as a writer.

71. The Board of Review held at TBRD 1:

...although engaged in the ordinary duties of a housewife, she
earned a few pounds from newspaper articles, poetry, an occasional
short story, and radio plays ... . ... besides being interested in the
creative side of her writing, she was also much interested in the
financial returns...

72. The Board of Review considered the taxpayer’s intention and

her literary skills in arriving at a decision that she had been exercising
a profession, and was therefore carrying on a business at all relevant
times. The Board found at TBRD 2:
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The taxpayer’s choice of her first occupation as copy-girl on a daily
newspaper inclines us to the view that she intended to equip herself
for a career of earning money by her pen. Her subsequent actions
are consistent with the successful carrying out of such intention. For
some years...indeed, up to the present, the taxpayer has been in the
habit of exploiting her literary talent by writing (in various forms) for
gain. In other words she has been exercising a ‘profession’.

Case N30 81 ATC 163 — teacher and poet

73. The taxpayer, a teacher and a poet, claimed deductions for
expenses incurred by him in writing and publishing poetry books. One
of the questions for decision was whether the expenses were incurred
by the taxpayer in the course of carrying on a business as a poet,
even though the activity had failed to produce a significant level of
income when compared to that derived by some businesses, or by
him as a teacher.

74. The Board of Review held that the taxpayer was carrying on a
business as a poet after considering the following indicators. The
Board recognised that the taxpayer spent long hours over many years
in research and in writing his books, as well as in the pursuit of
activities concerned with their publication and sale. The taxpayer
sought professional advice on publication and distribution techniques
to maximise the impact of his works on the public. Those activities
were considerable, systematic, and organised, to the extent that they
should be regarded as amounting to the carrying on of a business
and not merely the vigorous pursuit of a pastime. The Board
considered that general support for this approach could be found in
the case of Thomas, where Walsh J found that the activities of a
taxpayer were not carried on merely for the purpose of a hobby,
despite the apparent lack of business efficiency with which the
taxpayer conducted his activity.

75. The Board decided (at ATC 166) that the taxpayer:

...did everything within his power as a comparatively unknown poet
to ensure that his works would be available to the public and printed
in sufficient numbers so that any immediate demand that may have
followed publication could be met.

Case P18 82 ATC 77 — health surveyor and author

76. The taxpayer was employed as a health surveyor. He had
pursued an interest in writing for many years and had an ambition to
become a commercial writer on a full-time basis of plays, books
and/or articles. In the 1979 income year the taxpayer claimed
expenses related to two weeks of a six week trip to the UK, stating
that this time was devoted to his activities as a writer. The question
for decision was whether the taxpayer was carrying on a business as
a writer.
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77. The Board made a number of findings of fact, including that
the taxpayer had no set purpose or plan connected with his writings
which could have given rise to the trip or to his travels within the UK.
While the taxpayer usually spent up to 22 hours a week for a
substantial part of each year in conducting his writing activities, the
taxpayer’s total published works to 1979 included only several
newspaper articles, a book on gardening, a textbook on food for
children and several short stories for children. Also, his work
appeared to be still in the developmental stage and subject to
alterations and improvements as to content and style.

78. The Board of Review held (at ATC 80):

...while the taxpayer devoted much time and energy to his interest in
writing and in associated matters and sought ways and means,
including the trip to the UK, by which his proficiency in these
respects might be enhanced, his activities overall did not amount to
more than the vigorous pursuit of a pastime or hobby, which did not
amount to the carrying on of a business in the year in issue. On the
evidence, his activities in that period appeared to be only minimally
directed towards the commercial exploitation of his works...

79. The final finding to disallow the taxpayer's claims for the 1979
income year was (at ATC 80):

Evidence concerning completed works on hand (if any) was only
sketchy, and that concerning marketing activity associated with them
or with partly completed works was vague and unconvincing. At all
events, his evidence fell far short of establishing to our satisfaction
that a ‘commercial purpose or character’ attached to those activities.

Case P67 82 ATC 317 — medical practitioner and photographer

80. The taxpayer, a medical practitioner, claimed substantial
deductions for expenses arising out of his activities as a
photographer. One of the questions for decision was whether the
taxpayer was carrying on a business as a photographer.

81. The Board of Review made a number of findings of fact
including that the taxpayer spent about 12 per cent of his available
time photographing and documenting native wildlife, and made many
trips to remote areas to do this. Articles on wildlife written by him and
illustrated with photographs he had taken had been accepted for
publication. He had accepted a commission to provide slides for a
series of educational sets on insects to be sold to schools, and had
been commissioned to make an environmental impact report. He had
also made a medical training film and was involved in other medical
photography.

82. In determining whether the taxpayer was carrying on a
business, the Board referred to the summary of relevant criteria
contained in the joint judgment of Bowen CJ and Franki J in Ferguson
where their Honours said at ATC 4264-5:
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There are many elements to be considered. The nature of the
activities, particularly whether they have the purpose of profit-making,
may be important. However, an immediate purpose of profit-making in
a particular income year does not appear to be essential. Certainly, it
may be held a person is carrying on business notwithstanding his
profit is small or even where he is making a loss.

83. The Board recognised that the taxpayer's activities in the
photographic and related fields went further than the vigorous pursuit
of a hobby. Also, while the taxpayer’s operations were not initially
organised in a ‘business-efficient manner’, the Board attributed this to
the fact that he was trying to enter into a new market.

84. The Board found that the taxpayer was carrying on a
business. The Board held (at ATC 323) that the taxpayer's
photography activities had:

... sufficient elements of continuity, organisation and repetition to
warrant the description of ‘a business’. The taxpayer’s evidence
indicated an object of profit making, even though the returns in the
years under review were small, due no doubt in part to the
apparently limited market for the particular products and the seeming
difficulty of breaking into it.

Case R96 84 ATC 637 — public servant and musician

85. The taxpayer was a clerk employed by the public service.
During the tax years in question, the taxpayer engaged in the writing
of lyrics, the composing of supporting music and the rehearsal and
recording of those works with a succession of bands and incurred
losses from this activity in each of the years. One question for
decision was whether the taxpayer was carrying on a business as a
musician.

86. The Board of Review made a number of findings of fact,
including that the taxpayer's activities were undertaken on a
continuous and repetitive basis, without interruption throughout the
years in question. The taxpayer devoted considerable time and effort
to the activities and having regard to his financial circumstances, the
capital employed was substantial. The activities were organised in a
businesslike manner and the operations involved in the venture were
of the same kind, and carried on in the same way, as those which are
characteristic of ordinary trading in the line of business in which the
venture was made.

87. The Board of Review held that the taxpayer was carrying on a
business in each of the income years under review in their final
finding (at ATC 640):

...the absence of profit could create the impression that the activities
lacked a significant commercial purpose or character (see Thomas
v. FC of T 72 ATC 4094 at 4099), and yet we are satisfied that on
the balance of probabilities the taxpayer possessed an expectation
that profit would eventually be earned and that the methods
employed by him were directed more to making profits than deriving
pleasure.
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Case L57 (1989) 11 NZTC 1326 — farmer and painter-artist

88. The taxpayer was a farmer and claimed expenses incurred in
creating artistic paintings. One of the questions for decision was
whether the taxpayer was carrying on a business as a painter.

89. Barber DJ of the NZ Taxation Review Authority made the
following findings of fact. After returning from a trip to the United
States to improve his art work by studying paintings, both the
taxpayer’s number of completed paintings and sales increased.
However, the taxpayer still incurred a net loss from this activity.

90. The Taxation Review Authority of New Zealand held that the
taxpayer was engaged in the profession of an artist even though the
pecuniary profit was low among the taxpayer's artistic motives.
Barber DJ stated (at NZTC 1333), that the taxpayer’s:

... output of paintings and volume of sales seems to me to be quite
appropriate for a professional artist who is not full-time. He
committed money to his artistic activities by outlaying it on paints
and other materials and on expensive frames. He outlayed a very
substantial amount of time and effort. When his painting is related t