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Goods and Services Tax Ruling

Goods and services tax: when do you
acquire anything or import goods solely or
partly for a creditable purpose?

Preamble

This document was published prior to 1 July 2010 and was a public ruling for
the purposes of former section 105-60 of Schedule 1 to the Taxation
Administration Act 1953.

From 1 July 2010, this document is taken to be a public ruling under Division
358 of Schedule 1 to the Taxation Administration Act 1953.

A public ruling is an expression of the Commissioner’s opinion about the way
in which a relevant 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.

If you rely on this ruling, the Commissioner must apply the law to you in the
way set out in the ruling (unless the Commissioner is satisfied that the ruling
is incorrect and disadvantages you, in which case the law may be applied to
you in a way that is more favourable for you — provided the Commissioner is
not prevented from doing so by a time limit imposed by the law). You will be
protected from having to pay any underpaid tax, penalty or interest in
respect of the matters covered by this ruling if it turns out that it does not
correctly state how the relevant provision applies to you.

[Note: This is a consolidated version of this document. Refer to the Legal
Database (http://law.ato.gov.au) to check its currency and to view the details
of all changes.]

What this Ruling is about

1. To claim an input tax credit you must make a creditable
acquisition® or importation.? To make a creditable acquisition or
importation you need to make the acquisition or importation solely or
partly for a creditable purpose. This Ruling considers the creditable
purpose requirement. The meaning of creditable purpose is set out in
section 11-15 of the A New Tax System (Goods and Services Tax)
Act 1999 (GST Act) for acquisitions and section 15-10 of the GST Act
for importations.

2. This Ruling explains some factors that provide guidance in
determining whether an acquisition or importation is for a creditable
purpose. It addresses:

! Section 11-5 of the GST Act.
2 Section 15-5 of the GST Act.
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° whether the acquisition or importation is made in
carrying on an enterprise or whether it is of a private or
domestic nature; and

. whether the acquisition or importation relates to
making supplies that would be input taxed.

3. This Ruling does not address every issue that could arise in
ascertaining whether an acquisition or importation is made for a
creditable purpose. Instead, this Ruling makes some general
observations about the nature of this enquiry and explains some
factors that, in the Commissioner’s view, would be relevant to the
enquiry in various specific situations.

4. Although this Ruling deals primarily with entities carrying on
an enterprise that results in the entities making supplies, the
principles outlined are also applicable to entities carrying on an
enterprise where the entities do not make supplies.

5. The Ruling briefly describes the interaction of
paragraph 11-15(2)(a) with subsections 11-15(3), (4) and (5) of the GST
Act, but it does not discuss the operation of those subsections in detalil.

6. This Ruling does not explain the operation of Division 129 of
the GST Act.®
7. The extent of creditable purpose of an acquisition or an

importation is the subject of two separate GST Rulings, and is not
dealt with in detail in this Ruling.*

8. This Ruling does not discuss Division 70 of the GST Act,
which is about reduced credit acquisitions. Division 70 contains an
extended definition of creditable purpose which is based on the
definition of creditable purpose in section 11-15 of the GST Act.
Division 70 is discussed in GSTR 2004/1.°

9. Unless otherwise stated, all legislative references in this
Ruling are to the GST Act.

Date of effect

10. This Ruling applies [to tax periods commencing] both before
and after its date of issue. However, this Ruling will not apply to
taxpayers to the extent that it conflicts with the terms of a settlement

% See Goods and Services Tax Ruling GSTR 2000/24 Goods and services tax:
Division 129 — making adjustments for changes in extent of creditable purpose.

* See Goods and Services Tax Ruling GSTR 2006/3 Goods and services tax:
determining the extent of creditable purpose for providers of financial supplies; and
Goods and Services Tax Ruling GSTR 2006/4 Goods and services tax:
determining the extent of creditable purpose for claiming input tax credits and for
making adjustments for changes in extent of creditable purpose.

® Goods and Services Tax Ruling 2004/1 Goods and services tax: reduced credit
acquisitions.
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of a dispute agreed to before the date of issue of this Ruling (see
paragraphs 75 and 76 of Taxation Ruling TR 2006/10).

11. [Omitted.]
12. [Omitted.]
13. [Omitted.]

Background

A New Tax System (Goods and Services Tax) Act 1999

14, The general entitlement to input tax credits arises from the
making of creditable acquisitions and creditable importations.®
Division 11 deals with creditable acquisitions, while Division 15 deals
with creditable importations. This Ruling is concerned with the
creditable purpose requirement in paragraphs 11-5(a) and 15-10(a),
and the meaning of creditable purpose, as set out in sections 11-15
and 15-10 for acquisitions and importations respectively.

15. The term ‘creditable acquisition’ is defined in section 11-5 as
follows:

You make a creditable acquisition if:

(@) you acquire anything solely or partly for a creditable
purpose; and

(b) the supply of the thing to you is a taxable supply; and

(©) you provide, or are liable to provide, consideration for the
supply; and

(d) you are registered, or required to be registered.

16. ‘Creditable purpose’ is defined in section 11-15 as follows:

Q) You acquire a thing for a creditable purpose to the extent
that you acquire it in carrying on your enterprise.

(2) However, you do not acquire the thing for a creditable
purpose to the extent that:
@) the acquisition relates to making supplies that would

be input taxed; or

(b) the acquisition is of a private or domestic nature.

3) An acquisition is not treated, for the purposes of

paragraph (2)(a), as relating to making supplies that would
be input taxed to the extent that the supply is made through
an enterprise, or part of an enterprise, that you carry on
outside Australia.

® Subsection 7-1(2).
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4) An acquisition is not treated, for the purposes of
paragraph (2)(a), as relating to making supplies that would
be input taxed if:
€)) the only reason it would (apart from this subsection)
be so treated is because it relates to making
financial supplies; and
(b) you do not exceed the financial acquisitions
threshold.
(5) An acquisition is not treated, for the purposes of
paragraph (2)(a), as relating to making supplies that would
be input taxed to the extent that:
@) the acquisition relates to making a financial supply
consisting of a borrowing; and
(b) the borrowing relates to you making supplies that
are not input taxed.
17. If you have made an importation you will need to establish

whether it is a creditable importation. The term ‘creditable importation’
is defined in section 15-5 as follows:

18.

You make a creditable importation if:

(@)

(b)
()

you import goods solely or partly for a creditable purpose;
and

the importation is a taxable importation; and

you are registered, or required to be registered.

‘Creditable purpose’ is defined in section 15-10 as follows:

1)

(2)

3)

(4)

You import goods for a creditable purpose to the extent
that you import the goods in carrying on your enterprise.

However, you do not import the goods for a creditable
purpose to the extent that:

(a) the importation relates to making supplies that would
be input taxed; or

(b) the importation is of a private or domestic nature.

An importation is not treated, for the purposes of
paragraph (2)(a), as relating to making supplies that would
be input taxed to the extent that the supply is made through
an enterprise, or part of an enterprise, that you carry on
outside Australia.

An importation is not treated, for the purposes of
paragraph (2)(a), as relating to making supplies that would
be input taxed if:

€)) the only reason it would (apart from this subsection)
be so treated is because it relates to making
financial supplies; and

(b) you do not exceed the financial acquisitions
threshold.
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(5) An importation is not treated, for the purposes of
paragraph (2)(a), as relating to making supplies that would
be input taxed to the extent that:

€) the importation relates to making a financial supply
consisting of a borrowing; and

(b) the borrowing relates to you making supplies that
are not input taxed.

19. As the creditable purpose tests in Divisions 11 and 15 are
similarly structured, using the same words, the Commissioner
considers that the tests are intended to be similarly applied.
Consequently, where a discussion in this Ruling refers to provisions
in Division 11, the discussion is also applicable to Division 15. For this
purpose, references to ‘acquisitions’ can be read as references to
‘acquisitions and importations’.

The context of GST

20. The Australian GST is a multi-stage value added tax, borne at
the point of final consumption of goods and services, and calculated
with reference to supplies. A fundamental aspect of any value added
tax is that tax is charged at every point at which value is added prior
to final consumption, with credit available for GST charged at earlier
stages. This credit results in each entity that is registered for GST
paying a net amount at each stage, being the difference between the
GST on their outputs (taxable supplies) and the GST on their inputs
(creditable acquisitions).

21. Hill J, in delivering the main judgment of the Full Federal Court
decision in HP Mercantile Pty Limited v. Commissioner of Taxation’
(HP Mercantile), noted the following with respect to the GST.:

The language of the GST Act, as seen in the context of value added
taxation generally, makes it clear that the legislative scheme is that a
taxpayer will be entitled to an input tax credit where it is necessary
that a credit be given to ensure that output tax payable by the
taxpayer is not imposed upon an amount which already includes tax
payable at some early stage in the commercial cycle. Where
possible, GST is not to be found embedded in the price or
consideration on which output tax is calculated when taxable
supplies are made. However, in the case of a taxpayer which makes
input taxed supplies, while that taxpayer will not be liable to output
tax on the supplies it makes which satisfy the description of input
taxed supplies, that taxpayer will be denied an input tax credit for the
tax payable on acquisitions it makes where the necessary
relationship exists.®

7 (2005) 143 FCR 553; [2005] FCAFC 126; 2005 ATC 4571; (2005) 60 ATR 106.
® (2005) 143 FCR 553 at 564; [2005] FCAFC 126 at paragraph 45; 2005 ATC 4571 at
4579; (2005) 60 ATR 106 at 116.
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22. In relation to the availability of input tax credits, Hill J said:

The genius of a system of value added taxation, of which the GST is
an example, is that while tax is generally payable at each stage of
commercial dealings (supplies) with goods, services or other ‘things’,
there is allowed to an entity which acquires those goods, services or
other things as a result of a taxable supply made to it, a credit for the
tax borne by that entity by reference to the output tax payable as a
result of the taxable supply. That credit, known as an input tax credit,
will be available, generally speaking, so long as the acquirer and the
supply to it (assuming it was a ‘taxable supply’) satisfied certain
conditions, the most important of which, for present purposes, is that
the acquirer make the acquisition in the course of carrying on an
enterprise and thus, not as a consumer. The system of input tax
credits thus ensures that while GST is a multi-stage tax, there will
ordinarily be no cascading of tax. It ensures also that the tax will be
payable, by each supplier in a chain, only upon the value added by
that supplier.®

23. Hill J’'s comments reinforce the policy intent expressed in the
Explanatory Memorandum to the A New Tax System (Goods and
Services Tax) Bill 1998 (Explanatory Memorandum) which describes
the scheme of the GST as follows:

3.24 Input tax credits are intended to offset the GST included in the
price you paid for an acquisition if the acquisition is for use in your
enterprise. If you are going to use a thing in your enterprise, for
example by selling it on to someone else, GST will be included in
that sale. Therefore, to avoid double taxing that thing, you receive a
credit for the GST included in the price you paid for the thing. You
therefore have a creditable purpose if you acquire a thing for the
purpose of your enterprise.

3.26 However, you are not entitled to an input tax credit for acquiring
a thing if your acquisition of the thing relates to an input taxed supply
you are going to make. No tax will be charged on that supply.
Therefore, you do not have a creditable purpose if your acquisition of
a thing relates, either directly or indirectly, to a supply you make that
is input taxed (emphasis added).

24. A supplier that makes taxable supplies is liable for GST on
those supplies. The supplier is entitled to claim input tax credits for
acquisitions it makes that relate to making those supplies. This
ensures that the price the supplier charges reflects the value of the
supply (including the cost of inputs net of GST and the value added
by the supplier) and the GST levied on the value of that supply. That
is, the price charged does not reflect any embedded GST.

® (2005) 143 FCR 553 at 557; [2005] FCAFC 126 at paragraph 13; 2005 ATC 4571 at
4574; (2005) 60 ATR 106 at 109.
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25. A supplier that makes input taxed supplies is not liable for
GST on those supplies. The supplier is not, however, entitled to input
tax credits for acquisitions it makes that relate to making those
supplies. The price the supplier charges will reflect the cost of its
inputs (including any GST it has borne) and the value added by the
supplier.*® The term ‘input taxed’, rather than the more usual term
‘exempt’ as used in other jurisdictions,*! reflects that tax is included in
the inputs to the supply rather than levied on the supply.

26. For taxable and input taxed supplies made from business to
consumer the price includes GST. For input taxed supplies the GST
is embedded and so the supplies are partially taxed even though
there is no explicit charging of GST on such supplies.

27. Where taxable supplies are made in business to business
transactions, cascading of tax does not occur. This is because the tax
passed on in the price of the taxable supply can give rise to input tax
credits for the recipient of the supply if the acquisition is used by the
recipient to make taxable supplies (or GST-free supplies).

28. In contrast, cascading can occur when there are business to
business input taxed supplies. This is because the embedded tax
passed on in the price of the input taxed supply cannot give rise to
input tax credits for the recipient of the supply, even if the acquisition
is used by the recipient to make taxable supplies.

29. As a general proposition, we consider that Division 11 should
be interpreted in a way that will not ordinarily lead to a cascade of tax.
However this is not the sole principle for determining whether an
acquisition is made for a creditable purpose. That task requires
application of the actual language of the GST Act in light of the
contextual considerations mentioned above.

Relevance of income tax law

30. There is some similarity between section 11-15 of the GST
Act and section 8-1 of the Income Tax Assessment Act 1997

(ITAA 1997). For instance, under section 8-1 of the ITAA 1997
relevant considerations include whether a loss or outgoing was
incurred in carrying on your business and whether it is of a private or
domestic nature.

31. Section 8-1 of the ITAA 1997 is as follows:

8-1(1) You can deduct from your assessable income any loss or
outgoing to the extent that:

(a) it is incurred in gaining or producing your assessable
income; or
(b) it is necessarily incurred in carrying on a *business

for the purpose of gaining or producing your
assessable income.

10 5ee paragraph 5.4 of the Explanatory Memorandum.
! See paragraph 5.5 of the Explanatory Memorandum.
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8-1(2) However, you cannot deduct a loss or outgoing under this
section to the extent that:

(@) it is a loss or outgoing of capital, or of a capital
nature; or

(b) it is a loss or outgoing of a private or domestic
nature; or

(c) it is incurred in relation to gaining or producing your
exempt income or your non-assessable non-exempt
income; or

(d) a provision of this Act prevents you from deducting it.

32. When the GST legislation was enacted, there was a well
known history of connection tests in income tax law. The similarity in
the structure and wording of section 11-15 when compared with
section 8-1 of the ITAA 1997 and the former provision

subsection 51(1) of the Income Tax Assessment Act 1936

(ITAA 1936) was commented on by Hill J in HP Mercantile:*

Itis, perhaps, not unremarkable that s 11-15 of the GST Act bears,
in its structure, some similarity to the general business deduction
provisions of the Australian income tax law, that is, s 51(1) of the
Income Tax Assessment Act 1936 (Cth) (the ITAA 1936) and s 8-1
of the Income Tax Assessment Act 1997 (Cth). In both the GST
provision and the income tax provisions, there is a need to pass first
through a positive test. In the case of GST, the positive test is the
requirement that the acquisition has been in whole or in part
acquired in carrying on an enterprise. In the income tax context,
there is the need to find that the loss or outgoing be incurred in
gaining or producing assessable income, or in carrying on a
business. In both cases apportionment arises where the positive test
is only partly satisfied. Next, both require consideration of negative
tests which exclude the allowance of a credit in the GST context or
the allowance of a deduction in the income tax context. In the GST
context the negative tests are those set out in s 11-15(2) of
acquisitions relating to supplies that would be input taxed or
acquisitions of a private and domestic nature. In the income tax
context, the negative tests also involve the case where the loss or
outgoing is of a private and domestic nature as well as where it is
capital or of a capital nature. In both cases, a question of
apportionment arises where the negative tests only partly apply.

12 (2005) 143 FCR 553 at 559; [2005] FCAFC 126 at paragraph 21; 2005 ATC 4571
at 4576; (2005) 60 ATR 106 at 111.
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33. Notwithstanding the similarities in the respective provisions it
is worth commenting on how the negative limbs of section 8-1 of the
ITAA 1997 operate in practice. A loss or outgoing incurred in gaining
or producing exempt income is not denied deductibility through the
operation of the negative limb. Such a loss or outgoing will not satisfy
the positive limbs. Similarly a loss or outgoing that is of a private or
domestic nature would be unlikely to satisfy the positive tests in
section 8-1 of the ITAA 1997. There is also some basis for arguing
that the exclusion from deductibility because a loss or outgoing is of a
capital nature is not a true exception and again such a loss or
outgoing would not pass the positive tests of the provision. The
negative tests in section 8-1 of the ITAA 1997 are essentially
contradistinctions to the positive tests.

34. This stands in contrast to section 11-15 where it is possible
that an acquisition may pass through the broad threshold test in
subsection 11-15(1) only to be denied a creditable purpose because
of its relationship to the making of supplies that would be input taxed.

35. The structure of the GST provisions has a significant
difference in that the negative test in paragraph 11-15(2)(a) uses
different words from the positive test to describe the required
connection. The positive test in subsection 11-15(1) uses the
expression ‘in carrying on your enterprise’, whereas the negative test
in paragraph 11-15(2)(a) has ‘relates to making supplies that would
be input taxed'.

36. The negative limb of paragraph 11-15(2)(a) has an
independent operation. As such, the treatment of acquisitions is
essentially governed by their relationship (if any) to the making of
supplies that would be input taxed.

Relevance of overseas VAT and GST law

37. The drafting of the Australian input tax credit provisions differs
from that of most overseas VAT and GST legislation in that the
availability of input tax credits under the Australian law is based on a
broad enterprise connection test and the further requirement that
there be no relationship with making supplies that would be input
taxed.

38. By contrast, input tax deductibility (which is the term
commonly used overseas for the availability of input tax credits)
under, for example, the European VAT legislation is primarily based
on an enterprise connection test and requires a sufficient positive
connection with taxable supplies.
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39. Interpretation of the VAT legislation by the European Court of
Justice is governed and informed by European Union directives on
VAT harmonisation between the member states. In respect of the
deductibility of input tax, Article 2 in the former First Directive and
Article 17 in the former Sixth Directive have been relevant in
numerous court decisions.'® These Articles relevantly provide:

Article 2, First Directive — On each transaction, value added tax,
calculated on the price of the goods or services at the rate applicable
to such goods or services, shall be chargeable after deduction of
the amount of value added tax borne directly by the various
cost components. [emphasis added]

Article 17(2), Sixth Directive — In so far as the goods and services
are used for the purposes of his taxable transactions, the taxable
person shall be entitled to deduct from the tax which he is liable to
pay: ... value added tax due or paid ...

40. In light of the above Directives, a view has evolved in the UK
and European courts that entitlement to deduct input tax on an
acquisition depends on a ‘direct and immediate link’ between the
acquisition and taxable transactions being established and the
amount to be deducted as input tax having been borne directly by the
various cost components of the taxable transaction.

41. In the Australian context the general scheme of the legislation
provides for the desire to restrict cascades of input tax into taxable
outputs (see paragraph 22 of this Ruling). This much the Australian
law has in common with all GST and VAT systems.

42. However, unlike the UK and European VAT regimes the
Australian GST law has no requirement to ‘link’ an acquisition to the
making of a taxable or GST-free supply for the acquisition to have a
creditable purpose. If the acquisition is made in carrying on an entity’s
enterprise it is for a creditable purpose, subject to the negative test in
paragraph 11-15(2)(a).

43. The ‘cost component’ analysis in the UK and European law
results from the requirement of Article 2 of the First Directive that VAT
is to be charged after deduction of the VAT borne directly by the
various cost components. The Australian GST legislation has no
equivalent of this requirement. The Commissioner considers that
whether an acquisition is a cost component of a particular output may
be a relevant consideration in determining whether the acquisition
has been made for a creditable purpose in that this would tend to help
establish whether the input ‘relates to’ the output. However, there is
no legislative basis for viewing this consideration as a special or
decisive factor.

13 The First and Sixth VAT Directives have recently been repealed and the Articles
have been recast into a new principal VAT Directive.



Goods and Services Tax Ruling

GSTR 2008/1

Page status: legally binding Page 11 of 46

44, In the Commissioner’s view, you do not acquire a thing for a
creditable purpose if the acquisition relates directly or indirectly to
making supplies that would be input taxed (see paragraph 23 of this
Ruling). Therefore, a conclusion that an acquisition has, in terms of
the UK and European case law, a direct and immediate link with the
making of taxable supplies is not decisive for Australian purposes
because the acquisition may nevertheless also relate, directly or
indirectly, to the making of other supplies that would be input taxed.

45, Despite this, from a consideration of whether an acquisition
has (perhaps by analogy with the overseas case law) a direct and
immediate link with the making of particular supplies, two conclusions
could follow. Firstly, it is very likely that an acquisition that has that
link would also ‘relate to’ the making of those supplies. Secondly this
might, depending on the circumstances, be a relevant consideration
to take into account in deciding whether the acquisition has a real and
substantial (though indirect) relationship to the making of other
supplies, if those other supplies would be input taxed.

Ruling with explanation

46. Entities that are registered for GST are entitled to claim input
tax credits for creditable acquisitions they make.** Section 11-5 sets
out what is a creditable acquisition. A creditable acquisition is made if
an entity makes an acquisition solely or partly for a creditable
purpose’® and the other requirements of section 11-5 are met.*® This
Ruling only deals with the creditable purpose requirement, the
meaning of which is set out in section 11-15.

47. Under section 11-15, an entity acquires a thing for a creditable
purpose to the extent that the entity acquires the thing in carrying on
its enterprise. However, an acquisition is not for a creditable purpose
to the extent that the acquisition is of a private or domestic nature.*’

48. An acquisition is also not for a creditable purpose to the extent
that the acquisition relates to making supplies that would be input
taxed,® unless either subsection 11-15(3), (4) or (5) applies.* If none
of these subsections are satisfied, and the acquisition relates to a
financial supply, the entity may still have an entitlement to a reduced
input tax credit, if the acquisition it makes is a reduced credit
acquisition for the purposes of Division 70.%°

4 Section 11-20.

!* paragraph 11-5(a).

'® The other requirements are that the supply to the entity is a taxable supply; the
entity provides or is liable to provide consideration for the supply; and the entity is
registered or required to be registered for GST.

" paragraph 11-15(2)(b).

'8 paragraph 11-15(2)(a).

19 Subsections 11-15(3), (4) and (5) are discussed at paragraphs 197 to 214 of this Ruling.

% See GSTR 2004/1.
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49. An entity is often required to determine the extent to which an
acquisition is for a creditable purpose, based on the entity’s intended
use of the acquisition.

50. If an entity determines the extent of creditable purpose based
on intended use, the entity may be required to make adjustments if its
actual use of the thing differs to its intended use.*

51. Similarly, if an entity acquires goods solely for a creditable
purpose and later applies those goods solely to private or domestic
use, the entity may have to make an increasing adjustment.??

52. This Ruling does not address the adjustment provisions. The
need to make adjustments for change in use of an acquisition is
explained in GSTR 2000/24.%° The need to make an adjustment
because an acquisition becomes or stops being a creditable
acquisition is explained in GSTR 2000/19.?* You should refer to these
Rulings for further information.

Structure of the ‘Ruling with explanation’ section

53. This section of the Ruling is divided into three parts as follows:

Part Content

Part A Determining whether an acquisition is made

(paragraphs 54 in carrying on an enterprise, including

to 100) whether the acquisition is of a private or
domestic nature

Part B Determining a connection between an

(paragraphs 101 acquisition and the making of supplies that

to 196) would be input taxed.

Part C The interaction of subsections 11-15(3), (4)

(paragraphs 197 and (5) with paragraph 11-15(2)(a)
to 214)

Part A — Determining whether an
acquisition is made in carrying on an
enterprise

54. This section discusses the Commissioner’s approach to
determining whether you acquire a thing in carrying on your
enterprise, including whether the thing you acquire is of a private or
domestic nature.

%L See Division 129 (which is about adjustments for change in use of an acquisition).

*2 See Division 130 (which is about goods applied solely to private or domestic use).

% Goods and Services Tax: Division 129 — making adjustments for changes in
extent of creditable purpose.

* Goods and Services Tax Ruling GSTR 2000/19 Goods and services tax: making
adjustments under Division 19 for adjustment events.
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55. Subsection 11-15(1) requires that you acquire a thing in
carrying on your enterprise. It is therefore necessary firstly to identify
the enterprise that is being carried on and secondly to determine
whether there is a connection between the acquisition and the
enterprise being carried on.

Determining the enterprise that is being carried on

56. The definition of ‘enterprise’ refers to an activity or series of
activities that is done in the form of a business, an adventure or
concern in the nature of trade or the regular or continuous leasing,
licensing or granting of an interest in property. It also includes an
activity or series of activities done by a trustee of a trust or complying
superannuation fund, a charitable institution or charitable fund, a
religious institution or a government or an entity established for a
public purpose.®

57. Additionally ‘carrying on’ an enterprise is defined? to include
doing anything in the course of the commencement or termination of
the enterprise and therefore it is also relevant to have regard to those
activities. If an entity is not carrying on an enterprise (and does not
intend to carry on an enterprise) the entity cannot register®’ and
therefore cannot make a creditable acquisition and is not entitled to
any input tax credits.?®

58.  Miscellaneous Taxation Ruling MT 2006/1%° provides
guidance as to activities typically undertaken in the course of
commencing or terminating an enterprise. For further information on
whether activities form part of commencing an enterprise refer to
paragraphs 122 to 139 of MT 2006/1 and for terminating an
enterprise refer to paragraphs 140 to 148 of MT 2006/1.

59. Section 9-20 sets out the meaning of enterprise.

Subsection 9-20(1) commences by stating that ‘an enterprise is an
activity, or series of activities’. Consequently, it is necessary to
identify the activity or series of activities that constitute the enterprise
to determine whether the acquisition is acquired in carrying on that
enterprise.

% section 9-20.

%% Section 195-1.

" Division 23.

8 Section 11-5.

2 Miscellaneous Taxation Ruling MT 2006/1 The New Tax System: the meaning of
entity carrying on an enterprise for the purposes of entittement to an Australian
Business Number. This Ruling applies equally to the meaning of enterprise for the
purposes of the GST Act: Goods and Services Tax Determination GSTD 2006/6
Goods and services tax: does MT 2006/1 have equal application to the meaning of
‘entity’ and ‘enterprise’ for the purposes of the A New Tax system (Goods and
Services Tax) Act 19997
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60. In determining the enterprise that is being carried on relevant
indicators include:

. the activities that generate income for the entity;

o formation documents;

. contracts;

. business records such as receipts and invoices;

. business plans; and

. minutes of meetings.

Determining a connection between the thing acquired and the
enterprise

61. In many cases it is clear that there is a connection between
the thing acquired and the enterprise being carried on. For example, if
an entity operating a shoe shop acquires shoes to on-sell through his
or her shoe shop it is clear that the acquisition is made in carrying on
the enterprise. However, if the entity acquires the shoes to give as a
gift to his or her daughter, it is equally clear that the acquisition is not
made in carrying on the enterprise.

62. There is also a connection between acquisitions of a capital
nature and the enterprise being carried on if the acquisitions are, for
example, used by the entity in making supplies. Although acquisitions
of a capital nature are denied a deduction® for income tax purposes,
there is no similar denial of an input tax credit under section 11-15
and so acquisitions that are of a capital nature are treated in the
same manner as other acquisitions. For example, if a car
manufacturing company purchases new spray painting machinery for
use on its production line, the acquisition is made in carrying on its
enterprise and is for a creditable purpose.

63. However, situations may arise where it is not clear whether
the acquisition is made in carrying on the enterprise. For example the
entity may have acquired the thing but it may not be clear whether it
can be said that the thing was acquired in carrying on the enterprise,
or whether it is private or domestic in nature.

Was the thing acquired in carrying on an enterprise?

64. Whether something is acquired in carrying on an enterprise
requires a connection or link between the thing acquired and the
enterprise.

% paragraph 8-1(2)(a) of the ITAA 1997.
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65.  Asremarked on by Hill J in HP Mercantile® there is some
similarity between section 11-15 of the GST Act and section 8-1 of
the ITAA 1997. Hill J noted* that for both income tax and GST
purposes there is a heed to pass through a positive test. For income
tax purposes, the positive test is that the loss or outgoing has been
incurred in gaining or producing assessable income (1 limb) or in
carrying on a business for the purpose of gaining or producing
assessable income (2™ limb) and for GST purposes the positive test
is that the acquisition has been acquired in carrying on an enterprise.

66. Common to both is an exclusion of a loss or outgoing (for
income tax purposes) or an acquisition (for GST purposes) that is
private or domestic in nature. However, it is only for income tax
purposes that a loss or outgoing of a capital nature is excluded.

67. In the income tax context the connection required if either the
first or second limb of subsection 8-1(1) of the ITAA 1997 is to be
satisfied has been the subject of much judicial consideration. In
Macquarie Finance Ltd v. Commissioner of Taxation®®, which broadly
concerned whether interest payments were of a capital nature or
were deductible, French J gave a summary of previous income tax
cases that had considered issues such as the connection between a
loss or outgoing and the gaining or producing of assessable income;
or the carrying on of a business for the purpose of gaining or
producing assessable income. As summarised by French J, the tests
that have variously been applied include:

o whether the loss or outgoing was incidental or relevant
or desirable or appropriate;

o the objectively assessed purpose of the entity, which
may be assessed by reference to the results that the
loss or outgoing or the particular agreement or
transaction is designed to achieve; and

. the assessment of the objective purpose of the entity in
incurring the expenditure, or inferences as to a
connection may be assisted by reference to the
subjective purpose of a relevant individual (for
example, in the case of a company, the directors or its
agents).

68. In the Full Federal Court decision of Magna Alloys & Research
Pty Ltd v. Federal Commissioner of Taxation,** (Magna Alloys)
Brennan J explained that both motive and subjective purpose are
states of mind, whereas objective purpose is an attribute of a
transaction. That is, it is attributed to a transaction by reference to all
the known circumstances.

31 (2005) 143 FCR 553 at 559; [2005] FCAFC 126 at paragraph 21; 2005 ATC 4571
at 4576; (2005) 60 ATR 106 at 111.

%2 See extract at paragraph 32 of this Ruling.

%3 (2005) 146 FCR 77; 2005 ATC 4829; (2005) 61 ATR 1.

34 (1980) 49 FLR 183 at 185; 80 ATC 4542 at 4544; (1980) 11 ATR 276 at 279.
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69. The Commissioner considers that in the GST context it is
necessary to make an objective assessment as to whether there is a
connection between the thing acquired and the enterprise, based on
all the facts and circumstances. Although the subjective purpose of
the entity making the acquisition is relevant, it is not determinative.

70. Whether an acquisition is acquired in carrying on an
enterprise is a question of fact and degree, making it impractical to
provide an exhaustive list of all the factors that may be relevant to
determining whether an acquisition is made in carrying on an
enterprise. However, some factors that would suggest that an
acquisition is made in carrying on an enterprise include that:

. the acquisition is incidental or relevant to the
commencement, continuance or termination of the
enterprise;

. the thing acquired is used by the enterprise in making
supplies;

. the acquisition secures a real benefit or advantage for
the commencement, continuance or termination of the
enterprise;

. the acquisition is one which an ordinary business

person in the position of the recipient would be likely to
make for the enterprise;

) the acquisition does not meet the personal needs of
individuals such as partners or directors;

o the acquisition helps to protect or preserve the
enterprise entity, structure or organisation; and

) the acquisition is made by the entity in accordance
with, or to satisfy, a statutory requirement imposed on
the enterprise.

71. In some cases an acquisition can be made in carrying on an
enterprise, even if the relevant outgoing is not ‘necessarily incurred in
carrying on a business for the purpose of gaining or producing
assessable income for income tax purposes’.®* An example is
provided by the facts in Commissioner of Taxation v. Swan Brewery

Company Limited.*®

® Paragraph 8-1(1)(b) of the ITAA 1997. Formerly contained in subsection 51(1) of
the ITAA 1936.
% (1991) 30 FCR 553; 91 ATC 4637; (1991) 22 ATR 295.
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72. The taxpayer in that case was a public company that had been
the subject of a takeover offer. The case concerned the deductibility
under subsection 51(1) of the ITAA 1936 of expenditure incurred on:

o obtaining an independent report from another entity on
the takeover offer for the information of the company’s
shareholders, as required by the relevant companies
legislation;

o obtaining advice from the company’s solicitors in
relation to the takeover offer and in relation to the
preparation of a formal statement to the shareholders
that was required by the legislation; and

. printing the formal statement.

73. The Full Federal Court held that the expenditure was not
deductible under subsection 51(1) as it was not incidental to the
gaining or producing of assessable income and it was not necessarily
incurred in carrying on a business for the purpose of gaining or
producing assessable income. The Court®’ said:

With regard to ‘the second positive limb of sub-section 51(1)’ that the
outgoings have been necessarily incurred in carrying on a business
for the purpose of gaining or producing assessable income, the
Tribunal rightly concluded that the necessary nexus between the
expenditure and the carrying on of the business of the taxpayer was
absent.

To qualify as an outlay to which the second limb of s. 51 applies, it
must be shown that the expenditure is characterised by the business
ends to which it is directed, those ends forming part of or being truly
incidental to the business. (See FC of T v. Snowden & Willson Pty.
Ltd. (1958) 11 ATD 463; (1958) 99 CLR 431 per Dixon C.J. at ATD
p. 464; CLR p. 437.)

The expenditure upon aids to the consideration of the adequacy of
the valuation of the capital interest of the shareholders contained in
the takeover offer and of the nature of the response to that offer to
be recommended to shareholders owed nothing to the conduct of
the business of the taxpayer.

The nature and profitability of the taxpayer’s business and the assets
of the corporation acquired by that business may well have dictated
the worth and value of the interests of shareholders in the share
capital of the taxpayer, but it did not mean that expenditure related to
those interests was necessarily incurred in the carrying on of that
business for the purpose of gaining or producing assessable income
and, as the Tribunal found, it clearly was not.

74. For GST purposes, however, the Commissioner would, on
balance, accept that acquisitions made by a company in these
circumstances would be made in carrying on its enterprise, having
regard to all the factors mentioned at paragraph 70 of this Ruling.

%7 (1991) 30 FCR 553 at 561; 91 ATC 4637 at 4644; (1991) 22 ATR 295 at 303.
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Particular circumstances considered

75. Determining whether an acquisition is made in carrying on an
enterprise is often a straight-forward exercise. For example,
acquisitions of raw materials that an entity uses in manufacturing
things that it supplies as part of its enterprise would almost invariably
be made in carrying on an enterprise.

76. However, some situations are not so straight-forward. The
next passage of the Ruling discusses the following kinds of
acquisitions:

0] acquisitions that are private or domestic in nature;

(i) acquisitions that are commonly used for private or
domestic purposes;

(iii) acquisitions that concern the business entity, structure
or organisation; and

(iv) acquisitions where the thing acquired is provided to
another entity.

(i) Whether the acquisition is private or domestic in nature

77. Under paragraph 11-15(2)(b), an acquisition is not acquired
for a creditable purpose to the extent that the acquisition is of a
private or domestic nature.

78. The Commissioner considers that an acquisition that is of a
private or domestic nature would rarely, if ever, be acquired in
carrying on an enterprise and that paragraph 11-15(2)(b) does not
operate independently from subsection 11-15(1).* Further, the
Commissioner considers that the income tax cases that deal with
whether a loss or outgoing is private or domestic are relevant for the
purposes of paragraph 11-15(2)(b).

79. Whether an acquisition is made in carrying on an enterprise or
for some other purpose, depends on all the facts and circumstances.
It is not enough to take into account only that an acquisition appears
to be for the purposes of the enterprise, or conversely does not
appear to be for the purposes of the enterprise. For example, if the
owner of a book store buys a rare collector’s book through the store’s
normal supply channels to give to his daughter for her birthday, the
acquisition is not made in carrying on the enterprise, although it may
appear to be so from a superficial examination of the circumstances
of the purchase.

% This is consistent with the approach in GSTR 2006/4.
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80. Whether expenditure is private or domestic in nature is to be
determined according to all of the particular facts. It is not possible to
offer simplistic generalisations such as, for example, that all travel
undertaken between a private residence and a place of work is for
private or domestic purposes.

Acquisitions that are living expenses

81. Guidance on the meaning of the term ‘in carrying on an
enterprise’ can be found in the income tax cases dealing with whether
losses and outgoings were incurred in gaining or producing
assessable income or in carrying on a business. The courts have
distinguished between losses and outgoings which, even though they
are an essential prerequisite to the income producing activities, are
not incidental or relevant to the income producing activities.

82. The issue considered in Lunney v. FCT; Hayley v FCT (1958)
100 CLR 478 (Lunney and Hayley respectively) concerned whether
fares for travel to work were incurred in gaining or producing
assessable income and whether they were necessarily incurred in
carrying on a business for the purposes of gaining or producing
assessable income.

83. In Lunney the fares were incurred by an employee. In Hayley
it was a self-employed dentist. In finding that the travel to work was
not incurred in gaining or producing assessable income or in carrying
on a business in either case, the High Court in the joint judgment of
Williams, Kitto and Taylor JJ, at 500 quoted with approval, Denning
LJ’ s decision in Newsom v. Robertson (1) [1953] 1 Ch. 7 where
Denning LJ stated that:

A distinction must be drawn between living expenses and business
expenses. In order to decide into which category to put the cost of
travelling, you must look to see what is the base from which the
trade, profession, or occupation is carried on. In the case of a
barrister, it is his chambers. Once he gets to his chambers the costs
of travelling to the various courts is incurred wholly and exclusively
for the purposes of his profession. But it is different with the cost of
travelling from his home to chamber and back. That is incurred
because he lives at a distance from his base. It is incurred for the
purposes of his living there and not for the purposes of his
profession, or at any rate not wholly or exclusively; and this is so,
whether he has a choice in the matter or not. It is a living expense as
distinct from a business expense.
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84. In Lodge v. Federal Commissioner of Taxation,* the High
Court took a similar view in respect of childminding expenses incurred
by a law clerk whose job involved the preparation of bills of costs.
Mason J stated that:

The expenditure was incurred for the purpose of earning assessable
income and it was an essential prerequisite of the derivation of that
income. Nevertheless its character as nursery fees for the
appellant’s child was neither relevant nor incidental to the
preparation of bills of cost, the activities or operations by which the
appellant gained or produced assessable income. The expenditure
was not incurred in, or in the course of, preparing bills of cost.*°

85. Expenditure that is characterised as living expenses would
ordinarily also be characterised as being private or domestic in
nature. However, it is not possible to determine whether an
acquisition is private in nature simply by considering the type of
acquisition. For example, an employer may pay an employee’s child
minding costs as part of the remuneration package paid to the
employee. This acquisition is made to provide a benefit in respect of
employment in the enterprise. It is made in carrying on the enterprise
and is not of a private or domestic nature for the purposes of

section 11-15.

86. How GST and fringe benefits interact is discussed in
GSTR 2001/3.*

(if) Acquisitions that are commonly used for private or domestic
purposes

87. Particular care must be exercised if the thing acquired is of a
kind commonly used for private or domestic purposes and a
connection to the relevant enterprise is not readily apparent. In such
cases, unless a clear association between the acquisition and the
enterprise can be demonstrated, it is unlikely that the acquisition is
acquired in carrying on the enterprise.

88. An example of such a situation is provided by the facts in lan
Flockton Developments Ltd v. Customs and Excise Commissioners.*
In this case the company made plastic mouldings and storage tanks.
The company’s customers were project engineers in chemical
factories. The company’s business was not sought through
advertising, but rather through personal contact and
recommendations. To gain hew customers the company conceived of
purchasing and running a racehorse on the basis that this would
promote the company’s image and be a point for discussion in
initiating negotiations with potential customers.

39(1972) 128 CLR 171; 72 ATC 4174; (1972) 3 ATR 254.

9(1972) 128 CLR 171 at 175 — 176; 72 ATC 4174 at 4176 — 4177; (1972) 3 ATR
254 at 256.

*! Goods and Services Tax Ruling GSTR 2001/3 Goods and services tax: GST and
how it applies to supplies of fringe benefits.

“2[1987] BTC 5030.
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89. In this case, the court found that the company was entitled to
deduct input tax paid on the purchase and upkeep of the horse as the
acquisitions were ‘used or to be used for the purpose of the
business’.*® This followed from a particular finding of fact based on all
the evidence.

90. The significance of this case is that it demonstrates that a
connection between expenditure and the conduct of an enterprise is
the critical issue. It is not the inherent nature of the expenditure that
decides whether an acquisition is creditable. If facts similar to these
arise in Australia it would be necessary to make an objective
assessment as to whether there is a connection between the thing
acquired and the enterprise based on all the facts and circumstances.
This would involve the Commissioner carefully scrutinising the facts
and assertions made by the business proprietors before allowing the
input tax credits.

91. Note that certain acquisitions that are of a recreational or
private nature are specifically precluded from being creditable
acquisitions by Division 69.

(iii) Acquisitions that concern the business entity, structure or
organisation

Acquisitions to defend the enterprise’s reputation

92. The issue of defence of a company’s reputation was
considered in the income tax case of Magna Alloys. In Magna Alloys,
the Federal Court considered whether legal expenses incurred by a
company in defending criminal action against several of its agents,
the company directors and the company itself were deductible under
subsection 51(1) of the ITAA 1936. The criminal action arose from
allegations that secret commissions were being paid to employees of
purchasers of their products to encourage them to recommend the
use of Magna’s products, rather than those of its competitors.

93. The Federal Court found that while the directors of the
company may have been motivated by consideration of their own
position in making the payments, this did not prevent the conclusion
that the outgoings were reasonably capable of being seen as
desirable and appropriate from the point of view of the business ends
of the taxpayer’s business. The Court also concluded that the
expenditure was not of a private or domestic nature as the criminal
charges arose from commercial activities carried on by the relevant
company officers on the taxpayer’s behalf.

94. In a GST context, the acquisitions would be made in carrying
on the enterprise if the acquisitions had a sufficient connection to the
commercial activities of the enterprise.

3 Subsection 14(3) of the Value Added Tax Act 1983 (United Kingdom)
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Acquisitions that provide an enduring benefit to the enterprise

95. Acquisitions that are of a capital nature that provide an
enduring benefit to the business entity, structure or organisation are
made in carrying on an enterprise. For example, if a company
expands its business operations by acquiring a competitor’'s business,
this acquisition provides an enduring benefit to the enterprise and is
made in carrying on the enterprise.

96. Similarly, acquisitions that restrict competition from
competitors are made in carrying on an enterprise. This issue was
considered in Broken Hill Theatres Pty Ltd v. FC of T (1952) 85 CLR
423; 9 ATD 423 (Broken Hill Theatres). That case concerned the
deductibility under subsection 51(1) of the ITAA 1936 of legal
expenses that a proprietor of a cinema had incurred in successfully
opposing the granting of a licence to an intending competitor. The
High Court found that the legal expenditure was incurred for the
purpose of preserving and protecting the taxpayer’s business, but
was capital in nature.

97. As the GST Act contains no restrictions on capital
acquisitions, the legal services acquired in Broken Hill Theatres would
satisfy subsection 11-15(1).

(iv) The thing acquired is provided to another entity

98. A thing may be acquired by one entity (the recipient) but be
provided to another entity. This concept is discussed at
paragraphs 123 to 176 of GSTR 2006/9.*

99. As explained in that Ruling, it is the recipient entity that
acquires the thing. Consequently, it is the recipient entity that must
satisfy the creditable purpose requirements in section 11-15.

100. If a thing is acquired by one entity but provided to another
entity, the acquisition is not necessarily made in carrying on the first
entity’s enterprise. For example, if advice concerning share value is
acquired by a private company and provided to its individual
shareholders to enable those individuals to secure private finance,
the advice provides no benefit to the company and is not acquired in
carrying on its enterprise. The acquisition relates to each individual's
shareholding rather than the enterprise that is being carried on. It
satisfies the personal needs of the shareholders rather than the
company.

** Goods and Services Tax Ruling GSTR 2006/9 Goods and services tax: supplies.
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Part B — Determining a connection
between an acquisition and the making
of supplies that would be input taxed

101. In this section we explain the Commissioner’s approach to
determining whether an acquisition relates to the making of supplies
that would be input taxed. If it is established that an acquisition is
made in carrying on an enterprise, paragraph 11-15(2)(a) will
preclude it being for a creditable purpose to the extent that it ‘relates
to’ making supplies that would be input taxed. In this section of the
Ruling, all of the examples assume that the acquisitions have been
made in carrying on an enterprise.

102. Subject to paragraph 103 of this Ruling, if an entity does not
make, has never made, and does not intend to make, supplies that
would be input taxed, there is no need to consider whether
paragraph 11-15(2)(a) applies. Instead, to establish whether an
acquisition is for a creditable purpose, it is only necessary to
ascertain whether the acquisition is made in carrying on the
enterprise (see Part A at paragraph 54 of this Ruling).

103. If an entity makes, has made, or intends to make, input taxed
supplies, it needs to consider whether paragraph 11-15(2)(a) applies to
its acquisitions. Consideration of paragraph 11-15(2)(a) is also required
if an entity acquires residential premises as defined in section 195-1
subject to an existing lease.*** Paragraph 11-15(2)(a) applies if
acquisitions relate solely or partly to supplies that would be input taxed.

104. Unlike subsection 11-15(1), paragraph 11-15(2)(a) specifically
focuses on the relationship between an acquisition and the making of
supplies. The purpose of subsection 11-15(2) can be ascertained by
its relationship with the other provisions of the GST Act. When viewed
in the context of the adjustment provisions such as Division 129, it
can be seen that the purpose of subsection 11-15(2) is to focus on
the intended usage of an acquisition in so far as the acquisition
relates to supplies that are to be made in the future.

105. If the acquisition relates to supplies that would be input taxed,
paragraph 11-15(2)(a) precludes it from being for a creditable
purpose. Division 129 then focuses on the actual usage of the
acquisition and adjusts accordingly, depending on whether the actual
usage relates to input taxed supplies.

106. Paragraph 11-15(2)(a) does not require tracing to a specific
supply. Nevertheless, unlike subsection 11-15(1), it requires some
form of connection to the supplies that the entity makes, made or
intends to make.

“4A For the Commissioner’s view on the application of paragraph 11-15(2)(a) in these

circumstances, see paragraphs 26 to 32 of Goods and Services Tax Determination
GSTD 2012/1 Goods and Service tax: what are the GST consequences following the
sale of residential premises that are subject to a lease?
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107. Sometimes, the future supplies that the entity intends to make
never eventuate. In HP Mercantile Hill J said that if this occurs that, ‘it
does not follow that an entity which has embarked on an enterprise
which consists of the making of input taxed supplies, but in fact
makes no supplies, will be entitled to obtain input tax credits.
Whether it is will depend on whether the acquisitions are related to

supplies which, if made, would be input taxed’.*

108. The operation of paragraph 11-15(2)(a) is not dependent on
the sequence in which an acquisition and supply occur. In many
instances the input taxed supply will precede the acquisition.

The decision in HP Mercantile

109. The judgment of Hill J in HP Mercantile with which Stone and
Allsop JJ agreed provides some guidance on the operation of
paragraph 11-15(2)(a), though the case did not deal with every
aspect of the possible operation of the paragraph. Hill J considered
the application of paragraph 11-15(2)(a) and the connection required
between an acquisition and the making of supplies that would be
input taxed.

110. HP Mercantile Pty Ltd (as trustee) acquired certain debts by
way of legal assignment and set about recovering those debts. The
debts were acquired in a single transaction. For GST purposes, the
acquisition of the debts by HP Mercantile Pty Ltd was both an
acquisition and a financial supply*® by HP Mercantile Pty Ltd and is
referred to as an acquisition-supply.*’

111. Before acquiring the debts, HP Mercantile Pty Ltd acquired
advice by way of a feasibility study as to whether it should acquire the
debts. Once HP Mercantile Pty Ltd acquired the debts, it also
acquired debt collection services. As the recovery of the debts is not
itself a supply, the only supply made by HP Mercantile Pty Ltd to
which the acquisitions could relate was the earlier single
acquisition-supply of the debts.

112. For the acquisition of debt collection services, the issue was
whether there existed a relevant connection between the acquisition
of the debt collection services and the earlier acquisition-supply of the
debt. In the course of considering this issue, Hill J considered the
nature of the connection required.

“5 paragraph 46 of HP Mercantile (2005) 143 FCR 553 at 565; [2005] FCAFC 126;
2005 ATC 4571 at 4580; (2005) 60 ATR 106 at 116.

% Jtem 2 of subregulation 40-5.09(3) of the A New Tax System (Goods and Services
Tax) Regulations 1999 (the GST Regulations).

4 Acquisition-supply is not a defined term in the GST Act. It is a term used to refer to a
supply which is the acquisition of a financial interest, as explained in paragraph 26 of
Goods and Services Tax Ruling GSTR 2