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Draft Taxation Ruling
Income tax: genuine redundancy payments

0 This publication provides you with the following level of
protection:

This publication is a draft for public comment. It represents the
Commissioner’s preliminary view about the way in which a relevant taxation
provision applies, or would apply to entities generally or to a class of entities
in relation to a particular scheme or a class of schemes.

You can rely on this publication (excluding appendixes) to provide you with
protection from interest and penalties in the following way. If a statement
turns out to be incorrect and you underpay your tax as a result, you will not
have to pay a penalty. Nor will you have to pay interest on the underpayment
provided you reasonably relied on the publication in good faith. However,
even if you don’t have to pay a penalty or interest, you will have to pay the
correct amount of tax provided the time limits under the law allow it.

What this Ruling is about

1. This Ruling outlines the requirements to be satisfied before
any payment made to a person whose employment is terminated
qualifies for treatment as a genuine redundancy payment under
section 83-175 of the Income Tax Assessment Act 1997

(ITAA 1997)." Genuine redundancy payments are tax-free up to a
limit worked out under section 83-170.

2. The Ruling also discusses the interaction between the tax
treatment of genuine redundancy payments and the tax treatment of
other termination payments provided for by Divisions 82 and 83.

3. This Ruling does not deal with early retirement scheme
payments, the treatment of which is provided for in section 83-180.2

4. Section 27F and other provisions in the Income Tax
Assessment Act 1936 (ITAA 1936) that dealt with the treatment of
bona fide redundancy payments were rewritten in section 83-175 and
other provisions in Part 2-40 of the ITAA 1997. Unless specifically
noted, the Commissioner considers the treatment of genuine
redundancy payments under the ITAA 1997 to be identical to the
treatment of bona fide redundancy payments under the ITAA 1936.
This Ruling may therefore be relied upon to this extent when applying
the relevant ITAA 1936 provisions.

YAl legislative references in this Ruling are to the ITAA 1997 unless otherwise
specified.

% You can seek approval for an early retirement scheme by requesting a class ruling.
For further information on class rulings refer to Class Ruling CR 2001/1: Class
Rulings System
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Genuine redundancy payments and Part 2-40

5. The matter of what is a genuine redundancy payment is
defined by section 83-175. The section identifies:

. the conditions that must be satisfied for at least a part
of a payment to be treated as a genuine redundancy
payment;

. how to work out what amount of the payment is a

genuine redundancy payment; and

° what payments are excluded from being a genuine
redundancy payment.

6. Section 83-175 is located within Part 2-40. Part 2-40 seeks to
deal cohesively with all payments made in consequence of the
termination of a person’s employment. The treatment of genuine
redundancy payments must therefore be determined in this context.

7. Given this, and in particular the tax treatment afforded
genuine redundancy payments,® the Commissioner’s view is that a
genuine redundancy payment must be made in consequence of
termination of employment. Accordingly, genuine redundancy
payments are payments made in consequence of a particular type of
termination from employment (dismissal) that is attributable to a
particular reason (redundancy).

8. There are various circumstances in which an employee may
be dismissed due to redundancy. Such circumstances range across a
spectrum of employees, from senior executives to entry level salary
and wage workers, and across a multiplicity of possible relationships
between the employer and the employee. The concepts employed in
the provisions cover all of these variations.

9. In particular, the relationship between an employer and an
employee may or may not be at arm’s length. A close examination
and evaluation of the particular circumstances of each employment
relationship and how this impacts on the dealings between the parties
will influence whether and to what extent a payment made on
termination is a genuine redundancy payment.*

The basic requirement for a genuine redundancy payment

10. Under subsection 83-175(1), a genuine redundancy payment
is one ‘received by an employee who is dismissed from employment
because the employee’s position is genuinely redundant’.

® See further paragraphs 50 to 66 of this draft Ruling.

* See further paragraphs 38 to 45 of this draft Ruling for the impact of non-arm’s
length dealings on the application of section 83-175 and paragraphs 73 to 83 for the
application of section 83-175 to ‘dual capacity’ employees.
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11. There are four necessary components within this basic
genuine redundancy requirement:

o The payment being tested must be received in
consequence of a termination.

o That termination must involve an employee being
dismissed from employment.

o That dismissal must be caused by the redundancy of
the employee’s position.

o The redundancy payment must be made genuinely
because of a redundancy.

12. The satisfaction of the basic genuine redundancy requirement
establishes the essential character of the payment. However, there
are further conditions that must also be satisfied before a payment
can be treated as a genuine redundancy payment.®

Component 1. Payment ‘in consequence of’ termination

13. As discussed above,® the Commissioner considers that any
payment being tested against the basic genuine redundancy
requirement must be made ‘in consequence of the employee’s
termination before it can be a genuine redundancy payment. Taxation
Ruling TR 2003/137 sets out the Commissioner’s views on when a
payment is made ‘in consequence of termination of employment.

14. It follows that any payment that meets the basic redundancy
requirement in subsection 83-175(1) will satisfy the ‘in consequence
of condition for employment termination payments provided for under
paragraph 82-130(1)(a).

15. Some other payments, such as unused annual leave and
unused long service leave, may also be made in consequence of
termination. Any such payments that receive a more specific tax
treatment are excluded from being genuine redundancy payments by
subsection 83-175(4).

® See further paragraphs 32 to 49 of this draft Ruling.

® See paragraph 7 of this draft Ruling.

" Taxation Ruling TR 2003/13: Income tax: eligible termination payments (ETP):
payments made in consequence of the termination of any employment: meaning of
the phrase ‘in consequence of’

8 See further paragraph 50 of this draft Ruling.
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Component 2: ‘Dismissal’ from employment

16. Subject to the exception recognised in the next paragraph, the
loss of a particular position with an employer is not a dismissal for the
purposes of subsection 83-175(1) unless all employment with the
employer is severed. The Commissioner’s view is that a genuine
redundancy payment can only arise where there is no suitable job
available for the employee with the employer, meaning that he or she
must therefore be dismissed.

17. The exception to this general principle is the case of a person
holding an office with the employer at the same time as having a
common law employment relationship with the same employer. In this
case dismissal from either the office or common law employment
involves a dismissal from employment for the purposes of

subsection 83-175(1). An example is a person who is both a director
of the employer company and a common law employee of the
company who is terminated from one of these two capacities.’

18. Dismissal is a particular mode of termination. It requires a
termination of employment at the initiative of the employer without the
consent of the employee. This stands in contrast to employment that
is terminated at the initiative of the employee, for example in the case
of resignation or retirement.

19. Consent in this context refers to the employee choosing to
agree to or approve the act or decision to terminate employment in
circumstances where the employee has the capacity to make such a
choice. Determining whether an employee has consented to their
termination requires an assessment of the facts and circumstances of
each case. Consent may be either expressly stated by the employee
or implied by their behaviour or conduct.

20. A dismissal can still occur even where an employee has
indicated that they would be interested in having their employment
terminated, provided that the final decision to terminate employment
remains solely with the employer. Such a case may arise where
expressions of interest are sought from employees in receiving a
redundancy package as part of a structured process undertaken by
the employer as a means of promoting industrial harmony.

® See further paragraphs 73 to 83 of this draft Ruling. In these cases, the question of
whether any payment made is a genuine redundancy payment is assessed in the
circumstances relating to the particular capacity in which the employee is
terminated and how this has impacted on the decision to terminate the person’s
employment. It is also noted that there will be circumstances where a single
decision terminates employment in both capacities.
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21. Cases of constructive dismissal are also a dismissal for the
purposes of subsection 83-175(1). Constructive dismissal occurs
where the actions or behaviour of the employer in relation to the
employment relationship effectively curtail the element of consent on
the employee’s behalf. The simplest case of constructive dismissal is
where an employee is asked to resign under threat (explicit or
implicit) of dismissal. Another example is where the employee resigns
after the employer offers work in an alternative position which is
inappropriate given the employee’s particular circumstances (for
example, their skills or experience). While in form this is a termination
at the employee’s initiative, it is recognised as a dismissal in fact.

Component 3: Dismissal caused by ‘redundancy’

22. As noted above, dismissal is a particular mode of employment
termination. Section 83-175 further requires that the dismissal be
caused by redundancy of the employee’s position, and not for some
other reason. In other words, redundancy must be the reason for
termination by way of dismissal.

23. As is the case in determining if there is a dismissal, the reason
for a dismissal is to be established in light of the facts and
circumstances of each case. The redundancy of the relevant position
must be the prevailing or most influential reason for the dismissal if
there is more than one contributing cause.

24, An employee’s position is redundant when an employer
determines that it is superfluous to the employer’s needs and the
employer does not want the position to be occupied by anyone.
Accordingly, it is fundamentally the employer’s decision that a
position is redundant. On occasion the decision may be unavoidable
due to the circumstances of the employer’s operations.

25. In some circumstances, an employer may reallocate the
duties and functions attached to a particular position to another
position within the employer’s organisational structure. In such cases,
the former position is redundant. However, if the employee who had
been working in that position is still employed by the employer
following the reallocation of duties and functions, there will not be a
dismissal.™

26. On the other hand, if an employer decides after a structural
reorganisation to terminate an employee, the former position of the
employee is effectively redundant as long as the reorganisation is the
prevailing or most influential cause of the termination.

27. A dismissal is not caused by redundancy where personal acts
or default are the prevailing or most influential cause for the
termination. For example, a person may be dismissed due to
unsatisfactory performance or behaviour.

'% See paragraph 16 of this draft Ruling.
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28. In some cases, an employer may decide to reorganise or
restructure their organisation at the same time as identifying
underperformance of particular members of staff or areas within the
existing organisational structure. In the event that employees are
dismissed in these circumstances, careful consideration will need to
be given to what was the prevailing or most influential cause of
dismissal.

29. In circumstances where an employee resigns after being
offered alternative employment with an employer following an
organisational restructure, it will be necessary to assess whether the
termination of employment amounts to a constructive dismissal."’

Component 4: ‘Genuine’ redundancy

30. Contrived cases of redundancy will not meet the conditions in
section 83-175. Whether a redundancy is ‘genuine’ is determined on
an objective basis.

31. The fact that an employer and employee have an
understanding that a payment on termination is caused by
redundancy or that the employer treats the payment as a redundancy
payment for tax purposes does not of itself establish genuine
redundancy.

Further conditions for a genuine redundancy payment

32. Beyond the basic genuine redundancy requirement just
discussed,? the further conditions for genuine redundancy payment
treatment require that:

. the dismissed employee is not older than specified age
limits;

° the termination is not at the end of a fixed period of
employment;

° the actual amount paid is not greater than the amount

that could reasonably be expected had the parties
been dealing at arm’s length, in the event that the
employer and employee are in fact not dealing at arm’s
length in relation to the dismissal;

. there is no arrangement entered into between the
employer and the employee or the employer and
another entity to employ the dismissed employee after
the termination; and

. the payment is not in lieu of superannuation benefits.

" See paragraph 21 of this draft Ruling.
2 See paragraphs 10 to 31 of this draft Ruling.
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Age-based limits

33. An employee must be less than 65 years old at the time of
dismissal for a redundancy payment to qualify as a genuine
redundancy payment.

34. However, if the employment of a particular employee would
have otherwise terminated at a younger age than 65, the employee
must be dismissed before that time to give rise to a genuine
redundancy payment. This younger age becomes the employee’s
age-based limit in these circumstances.

Not the end of a fixed term contract or a project

35. A payment made at the end of a fixed period of employment
cannot normally be a genuine redundancy payment.

36. However, some rolling fixed-term contracts may, as a matter
of fact, establish an ongoing employment relationship. The
completion of a stipulated period of service in these circumstances
does not of itself disqualify a payment made at the end of the period
from being a genuine redundancy payment. It is therefore possible
that a genuine redundancy payment may be paid in these types of
cases.

37. In some cases, particularly involving multi-disciplinary
project-based work, an employee’s period of service may be
determined by reference to the achievement of a particular outcome
rather than a specified period of time. The employee’s period of
service in these circumstances concludes on the achievement of that
outcome.

Arm’s length amount

38. The arm’s length amount requirement stipulates that the
actual payment made should not exceed what could reasonably be
expected if the parties had been dealing at arm’s length. This
condition only needs to be met if it is established that the employer
and employee are not dealing at arm’s length in relation to the
dismissal.

39. If the relationship between the employer and employee is not
at arm’s length, it will not necessarily follow that any dealing between
the parties is not at arm’s length. Nevertheless, the relationship
between the parties is a very significant factor in assessing the nature
of the dealing in relation to the dismissal.

40. If the parties are not dealing at arm’s length, then it must be
the case that the amount paid was no more favourable to the
employee than what could reasonably be expected had the parties
been dealing at arm’s length.
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41. This condition contrasts the actual non-arm’s length dealing
with a hypothetical arm’s length dealing. Apart from this change, all
other circumstances surrounding the termination of the employment
relationship are assumed to be the same.

42. If the original employment arrangement (for example, an
employment contract, award or other form of industrial agreement)
involves an arm’s length dealing, the amount that could reasonably
be expected under an arm’s length termination dealing is usually the
redundancy entitlement, if any, under that arrangement. Special
circumstances peculiar to the employee would be required to
establish a reasonable expectation of an amount greater than the
entitlement under the employment arrangement.

43. Given this, it does not necessarily follow that what could
reasonably be expected at arm’s length is zero if there is no
contractual or other entitlement to a redundancy payment under an
arm’s length employment arrangement. It is reasonable in some
circumstances to expect ex gratia redundancy payments to be made.

44. In any case, the years of service provided by the dismissed
employee and the value of their remuneration package of the time of
the dismissal are particularly influential in determining what could
reasonably be expected under an arm’s length dealing. Ensuring that
the amounts paid under any actual arm’s length dealings are worked
out on a comparable basis to those conducted other than at arm’s
length is also important in establishing that this condition is satisfied.

45, If the payment is more than the arm’s length amount, then the
entire payment is disqualified from being a genuine redundancy
payment. Like the other tests in subsection 83-175(2), the arm’s
length amount requirement is a condition for a payment to be treated
as a genuine redundancy payment.

No stipulated arrangement to employ

46. An arrangement to employ an employee after his or her
termination prevents a dismissal giving rise to a genuine redundancy
payment if that arrangement is entered into between either:

. the employer and the dismissed employee; or
o the employer and another entity.
47. In the second of these two cases, the other entity would

commonly be the new employer, although this need not necessarily
be the case. For instance, there could be an arrangement between a
subsidiary company, the employer, and a holding company, the other
entity, to employ the terminating employee in another subsidiary
company within the group.
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Payments not in lieu of superannuation benefits

48. Under subsection 83-175(3), a payment is not a genuine
redundancy payment to the extent that it is made in place of
superannuation benefits due at the time or in the future.

49. Superannuation benefits, as defined, are generally made by
reason of a person’s entitlement under a superannuation fund, a
similar superannuation plan or superannuation-related legislation."
Superannuation benefits are also specifically excluded from being
genuine redundancy payments under subsection 83-175(4).
Therefore, a payment that is excluded under subsection 83-175(3)
would have to be made by an entity other than in respect of a
person’s superannuation entitlement (for example, by the employer)
which seeks to take the place of such an entitlement.

Tax treatment of genuine redundancy payments

Division of termination payments on redundancy into elements
for tax purposes

50. If the basic genuine redundancy requirement and the other
necessary conditions are satisfied, the following steps are taken to
work out the tax treatment of the payments that are consequently
made:

o Any amounts that are subject to a more specific tax
treatment than employment termination payments or
genuine redundancy payments are identified and
excluded. A full list of such payments is set out in the
paragraphs of section 82-135." These payments
include: superannuation benefits; pensions or
annuities; unused annual leave payments; unused long
service leave payments; and foreign termination
payments.

o Some or all of the remaining amounts may be genuine
redundancy payments. The extent to which the
remaining amounts are genuine redundancy payments
is determined by deducting the amount that could
reasonably be expected if the employee had voluntarily
terminated their employment.

o Section 83-170 then applies to work out the extent to
which any genuine redundancy payment so identified
is tax-free.

'3 See the definition of ‘superannuation benefit’ in subsection 307-5(1).
1 Paragraph 82-135(e) is ignored to the extent that it covers the tax-free amount of a
genuine redundancy payment.
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° After going through this process there are two possible
remaining amounts. One is any assessable part of the
genuine redundancy payment in excess of the tax-free
amount. The other is the amount that could reasonably
be expected on voluntary termination. These amounts
are generally treated as employment termination
payments.

51. Therefore, a payment meeting the basic redundancy
requirement can be divided into a number of elements, as
represented in the diagram below (the height of the rectangle
representing total payments made on redundancy):*

7 \ Taxable amount of GRP

If redundancy element is a
Ri‘fgr’r‘]‘lﬁ‘l';‘_cy / (" GRP, is an ETP even if paid
If not a GRP, is A more than 12 months after

an ETP if paid »{ termination.

within 12 months
of termination

N

Tax-free amount of GRP
s>—»The amount worked out
under section 83-170, not an
ETP.

Vol 7 Voluntary termination
oluntary element is an ETP if paid
terll”mnanon ™ / > Within 12 months of
element termination
%

The voluntary termination element

N

52. Assuming that the genuine redundancy payment requirements
are satisfied in relation to a payment, subsection 83-175(1) identifies
that part of the payment that is specifically attributable to the fact that
employment has been terminated because of redundancy. Only this
part of the payment can receive tax-free treatment.

53. Subsection 83-175(1) identifies the amount attributable to
redundancy by deducting the amount that could reasonably be
expected to be received by the employee if he or she had voluntarily
terminated employment at the time of being dismissed. In this Ruling,
this is referred to as the voluntary termination element of a
redundancy payment.

54. Apart from this hypothetical change in circumstances to a
voluntary termination instead of a dismissal caused by redundancy,
all other circumstances surrounding the termination are assumed to
be the same.

¥ In the diagram, GRP stands for genuine redundancy payment and ETP stands for
employment termination payment.
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55. Accordingly, if the employer and the employee were not
dealing with each other at arm’s length in relation to the dismissal,
this must form part of the circumstances for the purposes of working
out the voluntary termination element.

56. It would generally be expected that a greater amount would be
paid on redundancy than voluntary termination. This recognises the
purpose of redundancy payments, being primarily to compensate for
loss of non-transferable entitlements (for example accrued sick leave
and accrued long service leave prior to 10 years service) and the
peculiar hardship associated with being laid off due to redundancy.

57. Contractual or other entitlements payable by an employer on
voluntary termination are generally a sound guide as to what might
reasonably be expected. However, this would be less so if the
employer and employee are not dealing at arm’s length.

58. There may be industry norms that could be used as a guide
as to what payments would be made on voluntary termination. It may
also be appropriate to compare standard payments made on
voluntary termination within a particular company. However, these
comparisons must take account of the actual nature of the dealings
as influenced by the relationship between the parties.

59. The voluntary termination element of a genuine redundancy
payment is subject to tax as an employment termination payment if it
is received no later than 12 months after the termination.'® Otherwise,
this element of the payment is taxed as an ordinary amount of
assessable income under section 83-295, unless the Commissioner
decides to treat it as an employment termination payment.

The remaining redundancy element

60. The remaining part of the payment (referred to in the diagram
at paragraph 51 of this draft Ruling as the ‘redundancy element’) is a
genuine redundancy payment for the purposes of Part 2-40 if all of
the relevant conditions in section 83-175 are satisfied."”

61. In the event that the requirements in section 83-175 are not
met in relation to the payment, this remaining element is treated in an
identical manner to the voluntary termination element. That is, it is an
employment termination payment if it is received no later than

12 months after the termination, but is otherwise included in
assessable income under section 83-295.

Tax-free amount of a genuine redundancy payment

62. Some or all of a genuine redundancy payment may be
non-assessable non-exempt income, and accordingly tax-free, as
provided for in section 83-170.

'® There was no requirement that the payment be made within 12 months to be an
eligible termination payment under the ITAA 1936.
"7 As discussed at paragraphs 11 and 32 of this draft Ruling.
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63. The extent to which the payment is tax-free will ordinarily
depend on the amount of the payment and the number of whole years
to which the payment relates that the employee was employed with
the particular employer. There is no requirement for the years of
service to be continuous when applying the threshold in

section 83-170."

64. If earlier years of service with a previous employer are carried
over and acknowledged on commencement with a new employer that
later makes a redundancy payment to an employee, those years of
service can be included in working out the tax-free amount of the
genuine redundancy payment.

65. For example, this enables earlier years of service with
employers within a group of entities to be recognised when an
employee is ultimately terminated from one of the employers in the
group. This recognition of previous service within the group in working
out the termination payment should be documented by the
terminating employer.

Taxable amount of a genuine redundancy payment

66. Any amount of a genuine redundancy payment in excess of
the tax-free amount worked out under section 83-170 will be taxable
as an employment termination payment. This is so even where the
amount is received more than 12 months after the termination.™

Multiple payments for one dismissal due to redundancy

67. There will be cases where an employee receives payments in
consequence of their dismissal due to redundancy other than as one
amount paid at a single point of time. There are many possible
variations as to when, how, why and by whom a genuine redundancy
payment can be effected. For example, an employee’s redundancy
payout may be paid as a series of amounts, whether by way of
structured instalments or due to cash flow constraints of the payer. It
is also possible that amounts paid in consequence of dismissal due to
redundancy may be made by more than one payer.

68. While it may be possible to identify more than one ‘payment’
in some of these circumstances according to the ordinary meaning of
that term, the Commissioner considers that the provisions of

Part 2-40 operate to unify any such payments as a single sum
attributable to redundancy when working out the tax treatment of the
payments.

® The payments made to the employee should take account of any special
circumstances that arise because of discontinuous service, such as impact on
leave entitlements and the amount of any payouts attributable to earlier
terminations.

"9 See subsection 82-130(4).
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69. Therefore, in these circumstances, it is necessary to properly
take account of all other redundancy payments made at the same or
an earlier time when working out how to treat a given redundancy
payment. The structure of Part 2-40 and provisions governing the tax
treatment of the payments contemplates that this cumulative
approach be adopted.

70. This requires that all payments made in consequence of the
dismissal up to and including the time of the payment in question are
assessed against a single voluntary termination element worked out
at the time of the dismissal. Similarly, the tax-free amount of genuine
redundancy payment can only be claimed once for any given
termination of employment because of redundancy.

71. Where multiple redundancy payments are made over more
than one income year, this cumulative approach does not require that
the payments be brought to account in a single income year. To the
extent that the payments are taxable, they are brought to account in
the year that they are received.

72. The elements in working out the tax-free amount threshold for
a genuine redundancy payment under section 83-170 are indexed
annually. In bringing amounts to account in the year that they are
received, the total tax-free amount applied under this cumulative
approach is that in the latest income year an amount is received.?

Dual capacity employees

73. A dual capacity employee is a person who, in addition to
being engaged as an employee of an employing entity, is also a
directing mind of or holds an office with that entity. The most common
example is a person who is a director of the employer while also
being a common law employee of that company. In many cases a
dual capacity employee will have decided or actively participated in a
decision to terminate their own employment in either or both
capacities.

74. Under section 80-5, the concept of employment for the
purposes of Part 2-40 is extended to include the holding of an office.
Therefore, termination of a dual capacity employee in either
employment capacity will be sufficient to be a termination of
employment for Part 2-40 purposes, even if the person continues to
hold employment with the employer in the other capacity.

20 Examples 12 to 15, set out at paragraphs 142 to 160 of this draft Ruling, illustrate
the practical operation of the cumulative approach described here where more than
one amount is received in respect of a single termination caused by redundancy.
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75. Otherwise, the same principles apply to a dual capacity
employee as apply to a single capacity employee when working out
whether a termination payment is a genuine redundancy payment.
The ability of a dual capacity employee to act or make a decision to
terminate their own employment (either directly or indirectly)?' or to
actively participate and/or influence such an act or decision does,
however, give rise to some particular issues.

76. As noted earlier,? dismissal requires termination of
employment without the employee’s consent. Careful consideration of
all the facts and circumstances is required to determine whether a
dual capacity employee has not consented to their termination given
the issues recognised in the previous paragraph.

77. In the Commissioner’s view, this question is answered by
considering the following two matters:

. First, did the person agree to or approve the
employer’s act or decision to terminate their own
employment? If not, the termination is without the
person’s consent and is therefore a dismissal.

. Secondly, if the person did agree to or approve the
employer’s act or decision to terminate their own
employment, were the circumstances such that the
employer’s act or decision was dictated by legal or
economic compulsion? If so, the termination is without
the person’s consent and is therefore a dismissal.

78. In relation to the first of these two matters, the agreement or
approval of a dual capacity employee to the relevant decision may be
express (for example, by actively participating in the decision-making
process and assenting to the ultimate decision) or implied by
behaviour or conduct.?®

79. In contrast, a dual capacity employee may be dismissed
where the decision to terminate employment is not a unanimous
decision of the directing minds of the employer. If it can be
demonstrated that a dual capacity employee did not consent to the
decision to terminate their employment, the person is dismissed.

80. In relation to the second of these two matters, a termination
decision is dictated by legal or economic compulsion where the
circumstances leave the employer’s decision-makers with no real or
practical choice other than to terminate the employment of the
employee or the employees in question. This is consistent with the
idea that consent involves the capacity to make a choice between
different options.?*

21 An example of an indirect termination decision is one made to close all businesses
or operations carried on by the employing entity.

2 5ee paragraph 18 of this draft Ruling.

2 See paragraph 19 of this draft Ruling.

24 See paragraph 19 of this draft Ruling.
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81. A common example will be where a company loses the
contract that is the only source of its business. In these
circumstances, the directors may have no choice but to terminate
themselves and the other employees from the jobs that they had
performed for the company.

82. In other circumstances, it will be clear that a dual capacity
employee consents to the termination of their own employment. While
the employer’s decision may be made under some constraints or in
difficult circumstances, the making of a real choice by the dual
capacity employee establishes consent to the termination decision.
These cases do not give rise to dismissal from employment for the
dual capacity employee.

83. Other issues that need to be particularly considered under
section 83-175 where a dual capacity employee is terminated include:

o whether the employee’s position is genuinely
redundant;?®

o whether the amount paid to the employee is in excess
of what could reasonably be expected if the employer
and employee had been dealing at arm’s length;?

o whether there is a stipulated arrangement to employ
the employee in the future at the time of the dismissal,
and®’

o what the voluntary termination element is, given the

non-arm’s length dealing that may have taken place in
relation to the termination of employment.?®

Examples

Example 1 — Dual capacity employees, loss of business source®

84. Edsel Design Pty Ltd (Edsel Design) provides car design
services to Aussie Autos, a large car manufacturing company. Bill
and Mary Edsel are directors of Edsel Design, which employs

20 people in its car design operations. Bill is the Administration and
Marketing Manager and Mary is the Design Manager.

% See paragraphs 30 and 31 of this draft Ruling.

%6 See paragraphs 38 to 45 of this draft Ruling. Where a dual capacity employee is
also actively involved in deciding on their own termination, including the amount he
or she is to be paid on termination, it will often follow that the dealing will be
considered to be other than at arm’s length.

%" See paragraphs 46 and 47 of this draft Ruling.

%8 See paragraphs 52 to 59 of this draft Ruling.

% The circumstances giving rise to the termination of employment are broadly similar
to those in Re Long and Commissioner of Taxation [2007] AATA 1269; 2007 ATC
2155; (2007) 66 ATR 806 (Long) — see paragraphs 315 to 317 of this draft Ruling.
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85. Aussie Autos decides to cease operations as a consequence
of several years of losses. Bill and Mary have an emergency meeting
with their accounting and business advisers and also decide to cease
the operations of Eureka Autos. Their advisers explain that there
would be severe costs and risks associated with continuing
operations without a source of business.

86. Aussie Autos is Edsel Design’s sole client and other
opportunities are not available in the short to medium term.

87. Redundancy payments are made to all employees, including Bill
and Mary, equal to eight weeks pay over and above unused leave
entitlements. None of the employees have an entitlement to redundancy
payments under the employment arrangements that are in place.

88. In the past, any employee who retired had habitually received
an amount as a retirement bonus. The amount of the bonus is six
weeks pay for service of more than 15 years.

89. As Bill and Mary are in their late 50s, they both decide to
retire. Edsel Design has been in business under Bill and Mary’s
guidance for 25 years.

90. While Bill and Mary are dual capacity employees, it is clear
from the circumstances surrounding their termination that they are
dismissed from their employment because of redundancy. In their
capacity as directors they had no real choice but to terminate their
own employment along with that of the other employees.

91. Although it may be demonstrated that Bill and Mary are not
dealing with each other at arm’s length in relation to their dismissal,
their years of service and the equivalent treatment of employees dealt
with at arm’s length demonstrates that the amount that they received
is not greater than what could reasonably be expected had they been
dealing with Edsel Design at arm’s length.

92. The amount that Bill and Mary could reasonably be expected
to be paid on voluntary termination is equal to six weeks pay.
Accordingly, the amount of the genuine redundancy payment
received by Bill and Mary is the equivalent of two weeks pay.

Example 2 — Dual capacity employees continuing employment

93. Assume the same facts as in Example 1, except that Bill and
Mary seek and find design work before Aussie Autos cease
operations. The work involves Bill and Mary providing short-term
consultative services to various firms in the car industry.

94, If this work were carried out through Edsel Design, there
would be no termination of employment. However, Bill and Mary
might do the work through another entity which they control. In
circumstances where there is no legal or economic compulsion to
have the work being done by an entity other than Edsel Design, Bill
and Mary will have consented to the decision to terminate their
employment and it would therefore not be considered a dismissal.
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95. Alternatively, their redundancy with Edsel Designs may not be
considered to be genuine in these circumstances. Depending on the
facts, it may also be established that there is an arrangement
between Edsel Designs and the new employing entity to employ Bill
and Mary.

96. Therefore, in these circumstances, no part of the payment
received by Bill and Mary is a genuine redundancy payment.

Example 3 — Dual capacity employee, legal compulsion to cease
business

97. Michelle Ozoile is the sole director of Soft Transformations Pty
Ltd (Soft Transformations), a company that supplies a range of
products based on an oil that softens the skin and is reputed to
prevent aging. Michelle manages all the business of the company.
The company has operated the business since 2004 and has
continuously employed three other staff since opening.

98. The State Government passes a law in 2008 prohibiting the
sale of the oil because there is medical evidence that it causes skin
disease. Michelle decides to discontinue the business after a meeting
with her lawyer makes it clear that she has to abide by the new law.
She terminates the employment of all of her employees (including
herself) and pays all unused leave entitlements.

99. Michelle’s lawyer had drawn up an employment contract for
her when the business commenced operations that provided that she
would be entitled to the equivalent of 18 months’ salary as a
redundancy payment in the event that the company could not
continue operations. No other employee is entitled to a redundancy
payment.

100. Michelle is paid the amount provided for under the contract.
Shortly thereafter, she obtains employment with another company as
a beauty consultant.

101. In these circumstances, Michelle is dismissed from
employment as her termination is legally compelled.

102. However, Soft Transformations and Michelle are not dealing
at arm’s length in relation to her termination. The amount Michelle
receives is in excess of what could reasonably be expected if the
parties had been dealing at arm’s length. Eighteen (18) months’
salary is likely an excessive redundancy amount for a person who
has been engaged in employment for four years in a small company
such as Soft Transformations.*® The original contract giving rise to the
payment entitlement was not itself made at arm’s length so it cannot
be relied on to support that the payment is an arm’s length amount.
The fact that employees dealt with at arm’s length received no
redundancy payment further supports this conclusion.

% Some evidence (for example, industry standards) may assist in establishing this as
an arm’s length amount.
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103. Accordingly, no part of the payment received by Michelle is a
genuine redundancy payment.

Example 4 — Dual capacity employees, economic compulsion to
wind-up business

104. Angelina and Maria Marionetti are directors and the sole
employees of a company, Marionetti Kinetics Pty Ltd (Marionetti
Kinetics), which manufactures puppets. The company only employs
Angelina and Maria to design and make the puppets.

105. The profitability of the business is impacted over a number of
years by declining sales. This trend impacts to the point where there
is only a small amount of working capital left in the company. After
meeting all outstanding liabilities, Angelina and Maria decide to pay
out all remaining capital as redundancy payments.

106. These amounts are equal to approximately four weeks salary
each for Angelina and Maria. They have carried on the puppet
manufacturing business for 10 years.

107. A written agreement is in place between Angelina and Maria
to the effect that any capital is to be retained in the company in the
event that either Angelina or Maria voluntarily decides to leave the
business.

108. Following the closure of the business, Angelina and Maria
actively seek employment in the job market. They each find jobs with
arm’s length employers shortly after the business closes.

109. The entire amounts received by both Angelina and Maria are
genuine redundancy payments. The overall state of the business at
the time of its closure indicates that Angelina and Maria had no
effective choice other than to cease operations. They were therefore
dismissed from employment.

110.  While the dealing with Marionetti Kinetics is likely not to be at
arm’s length, the amounts they received do not exceed what could
reasonably be expected under an arm’s length dealing given their
years of service. All other conditions in section 83-175 are satisfied.
The voluntary termination element is zero given the arrangement to
retain capital in the event that either Angelina or Maria voluntarily
terminates their employment.

Example 5 — Dual capacity employees, voluntary sale of
business

111. Assume the same facts as in Example 4, except that Angelina
and Maria decide to sell the business when sales and profits initially
stagnate. There is significant capital retained in the business at the
time. Before selling the business, Angelina and Maria pay themselves
four weeks salary each.
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112. In these circumstances, Angelina and Maria consent to the
decision to sell the business and terminate their employment. They
are not dismissed from employment. The fact that a decision is made
to terminate employment, which can be argued to be the best
available or the most rational in the circumstances does not indicate
that there is no real or practical choice present in the decision-making
process. This is so even where the directing minds have a fiduciary
duty to act in the best interests of the employing entity.

113.  Accordingly, no part of the payments received by Angelina
and Maria are genuine redundancy payments in these circumstances.

Example 6 — Dual capacity employees, loss of critical employee

114. Ming Lee and Leong Chung conduct a business importing
antique vases through a discretionary trust, of which Oriental Vases
Pty Ltd (Oriental Vases) is the trustee. Oriental Vases employs two
employees in addition to Ming and Leong. Ming and Leong are also
the two directors of the trustee company.

115. There a number of retailers to which Oriental Vases supply.
Ming has particular expertise in sourcing and assessing the value and
quality of the vases. Leong is responsible for maintaining
relationships with retailers.

116. Following a dispute regarding the operations of the business,
Ming resigns and sells his stake in the business to Leong, before
setting up his own importing business. Leong seeks to find a
replacement for Ming but, due to the specialised nature of Ming’s
skills, Leong is unable to find a new business partner. Retail clients of
the business soon commence dealing with Ming’s new business.

117. Leong decides to wind up the business. Having worked in the
business for seven years, Leong is paid a redundancy amount equal
to approximately 16 weeks pay. This amount is precisely equal to the
tax-free amount of a genuine redundancy payment for Leong under
section 83-170. The other two employees, who have worked for two
and five years respectively, each receive a redundancy payment
equal to one weeks pay.

118. Leong is dismissed from employment due to redundancy in
these circumstances. He had no real choice other than to cease
business when it became clear that ongoing operations were critically
dependent on Ming’s expertise.

119. However, while Leong could reasonably be expected to
receive a greater amount on redundancy than the two arm’s length
employees, the extent of the discrepancy in their treatment suggest
that the amount received by Leong is in excess of what could
reasonably be expected had he been dealing at arm’s length with
Oriental Vases in relation to his termination. The exact payment of the
tax-free amount is not a proxy for the arm’s length amount and further
supports the conclusion that the actual payment made exceeds an
arm’s length amount.
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