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Questions?

Please ask questions through the Q & A pod not on the chat pod.
Not Answered Questions will be emailed to you along with the webinar recording



q i Change in use and the 5 year rule

' ' : Goods and Services Tax Ruling
SS9 Australian Government
Sl GSTR 2009/4
g2 Australian Taxation Office
Page status: legally binding Page 1 of 49

Goods and Services Tax Ruling

Goods and services tax: new residential
premises and adjustments for changes in
extent of creditable purpose

Goods and Services Tax Ruling

GSTR 2003/3

Goods and services tax: when is a sale of real property a sale of new residential premises?




q i | Get Asked...

“‘What if we claimed all the input fax credits when we built the residential premises but now we have rented it out for
5 years. Does this mean | get all the input fax credits from building it and then do not remit GST on the sale under

the five-year rule?”

e Towhich | answer...

“‘What was your inifial puroose when you built the residential premises? Was it fo build it fo sell, build it fo rent, or a
combination of both? Because if your initial puroose was built it fo rent, then you incorrectly claimed all the input fax
credits, if your initial purpose was built it fo sell, then it appears your purpose changed and you should have given
back some of the inpuft fax credits in increasing adjustments, and if your inifial infension was a bit of both, then you

still have probably overclaimed input fax credits.”



g i Before we start, we need to know your initial purpose

« Before we discuss whether you have held the property and rented it out for a continuous period of five year,

before we discuss if there has been a change in purpose, first we need to discuss what was your initial purpose in

building the residential property

« There are only three purposes when you are building new residential property as a part of your enterprise

(obviously if you build it to live in it then it is private and there is no claim to input tax credits)... sell it, lease it or do

a bit of both... Therefore:

« PURPOSE 1 - If an entity constructs new residential premises and the entity plans, as evidenced by an objective
assessment of the facts and circumstances, to only sell those premises by way of a taxable supply as part of
its enterprise, the acquisitions made in constructing the premises will be for a creditable purpose and the

entity will claim input tax credits.
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g i Before we start, we need to know your initial purpose

« PURPOSE 2 - If an entity constructs new residential premises for the purpose of sale but intends to lease the

premises for a period of time prior to the sale, and an objective assessment of the facts and circumstances

supports this dual planned use, the entity's acquisitions will be partly creditable as in GSTR 2009/4.
« |f your purpose was to sell but to lease for some time before sale, you should not have claimed all the ITCs

Kim is a property developer. Kim recognises that the market for selling new residential premises has slowed
signhificantly but is expected fo pick-up in approximartely two years. She decides fo build new residential
premises for sale as part of her property development enterprise but makes a decision fo lease the premises for
2 years in order fo allow the market to improve. An objective assessment of the facts and circumstances
supports this dual planned use. In particular, Kim's business plan at the fime of making the acquisition and the

loan application documents reflect this infended use of the premises.



g i Before we start, we need to know your initial purpose

The acquisitions Kim makes in constructing the new residential premises are for fwo purposes - being

the making of an input faxed supply of residential premises by way of lease and a faxable supply of

new residential premises.

Kim's acquisitions are made in carrying on her enterprise and are for a creditfable purpose except fo
the extent they relate fo the making of the input faxed supplies. That is, the acquisitions are partly

creditable. Kim will need fo defermine the extent of creditable purpose using a fair and reasonable

method of apportfionment.



g =i~ When can we NOT used the margin scheme?

« PURPOSE 3 - If an entity constructs new residential premises to use solely by way of leasing the

residential premises, and this planned use is supported by an objective assessment of the surrounding
facts and circumstances, the entity's acquisitions will relate solely to making supplies that would be
input taxed, and will not be made for a creditable purpose. The entity will not be entitled to input tax

credits in relation to the acquisitions.

As a property developer, it is likely that you-claimed-allyourinputtaxcredits... | mean you constructed

the new residential premises to only sell those premises by way of a taxable supply as part of your
enterprise PURPOSE 1... but now you have not just sold it and are getting lease income and seyourBAS
iswrong PURPOSE 2 or 3... | mean your purpose has changed from your initial purpose. And this means

we have to make an adjustment to the input tax credits we have claimed. How do we do this?



g é#. And now you change your “built for just sale” purpose to...

Possibility 1 - still want to sell but lease short term ftill sale

« Let's start with the simplest of examples that avoids all the needs for multiple “adjustment
periods” as there is only one Adjustment period - When you claimed all the input tax credits on

development, but you rented it out for a short period before the sale occurred.
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g é#. And now you change your “built for just sale” purpose to...

Possibility 1 - still want to sell but lease short term ftill sale

Jane is registered for GST and constructed new residential premises for sale and was enftitled fo full input
fax credits on her acquisitions. However, because the market for new premises was slow Jane leased the
premises for six months before the premises were finally sold. Jane received $15,000 in rent over the six
months. The premises were sold for $500,000. There had been no private or domestic use of the premises.
At the end of the next adjustment period following the sale, Jane calculates the extent of creditable

purpose using the formula above as follows:
$500,000 / ( $500.000 + $75,000 ) = 97.09%

In her 30 June BAS Jane will refurn 2.91% of the claimed input fax credits during the development.

n
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g é#. And now you change your “built for just sale” purpose to...

Possibility 1 - still want to sell but lease short term ftill sale

« Thereis nothing in the GST Act that states how you do this adjustment, but this is the method the
Commissioner expect us o use in a case like this — where we still want 1o sell but we are getting rental
income from it. He calls it an “output based indirect method”, and it is based on the consideration received
or liable to be received in respect of any taxable supply as compared to any input taxed supply. Thus, the

extent to which new residential premises were applied for a creditable purpose can be determined by the

following formula:

Consideration for the faxable supply of the premises

Consideration for the faxable supply + consideration for the input faxed supplies of residential premises by

way of lease
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g é#. And now you change your “built for just sale” purpose to...

Possibility 2 - still want to sell but lease longer term fill sale
» But what do we do if we are still leasing it so we dont know the actual sale price yet?
*  We are still looking to sell it but we just have not found the right buyer or time yet.

* Have alook at this example...
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g é#  And now you change your “built for just sale” purpose to...

Possibility 2 - still want to sell but lease longer term ftill sale

John is registered for GST and has quarterly fax periods. He consfructed new residential premises for the purpose of
sale and was enfitled fo full input fax credits on his acquisitions. One particular acquisition of consfruction services
was made on 1 October 2016 for $55,000 (GST inclusive). The premises were completed on T February 2017, John
continued fo hold the premises for the purpose of sale but also commenced leasing the premises for residential

accommodation on 1 April 2017, John received rental income of $2.500 per month and expected to sell the premises

for $500,000. John has continued to refain the dual concurrent application since 1 April 2077,

The first adjustment period in relafion fo the acquisition of construction services is the period ending 30 June 2078.

There are 271 months in the relevant period between the fime of the acquisition on 7 October 2076 and the end of the
first adjustment period on 30 June 2078.
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g é#. And now you change your “built for just sale” purpose to...

Possibility 2 - still want to sell but lease longer term ftill sale

For the six months from 7 October 2076 fo 37 March 2077 John applied the premises solely for a creditable

purpose, that is, an extent of credifable purpose of 100%.

For the 75 months from 7 April 2077 fo 30 June 2078 John has applied the premises for both a creditable
purpose and a non-creditable purpose. John works out the extent of credifable purpose for the relevant

period by using an output based indirect method (using estimated sales consideration) as follows:

$500,000 / ( $500.000 + $37,500) = 93.02%
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g é#. And now you change your “built for just sale” purpose to...

Possibility 3 — After some time trying to just sell it, you give up frying to sell it and just lease it out

» This is where the Commissioner states we should now use an apportioning methodology that is

not based on considerations received, but rather based on days.

« Have a look at this example:
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g é#. And now you change your “built for just sale” purpose to...

\  AUSTRALIA

Possibility 3 — Affer some time frying to just sell it, you give up frying to sell it and just lease it out

Assume the facts are the same as for the example above with John. However, rather than confinuing fo hold the

premises for sale as part of the enterprise John decided on 7April 2077 fo hold the premises solely for the purpose of

leasing.

Therefore, for the six months from 7 October 2016 fo 37 March 2077 John applied the premises solely for a creditable

purpose, that is, an extent of credifable purpose of 100%.
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g é#. And now you change your “built for just sale” purpose to...

Possibility 3 — Affer some time frying to just sell it, you give up frying to sell it and just lease it out

For the 75 months from 1 April 2017 to 30 June 2018 John has applied the premises solely in relation fo making input
taxed supplies, that is, an extent of creditable purpose of 0%.John applies a fime based apporfionment fo the
application for a creditable purpose fo ascerfain the extent of credifable purpose for the relevant period (This is

because for the rest of the period the extent of creditable purpose is 0%):

(6 miths /21 mths x 100% ) = 28.57%

But does this ever end?????
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g é#.  And now you change your “built for just sale” purpose to...

Possibility 4 — Try to sell, then try to sell while renting, then give up on sale and just rent it out

» Thisis probably the most common in a market that has turned down (although the banks might have something

to say about this arrangement).

* Have a look at this example:
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#. And now you change your “built for just sale” purpose fo...

Possibility 4 — Try to sell, then try to sell while renting, then give up on sale and just rent it out

Assume the facts are the same as for the example two above with John. John continued fo apply the premises for
the dual concurrent application of the creditable purpose of sale and the non-creditable purpose of leasing from 7

April 2017 fo 37 December 201/. However, on 7 January 2018 John decided fo hold the premises solely for the purpose

of leasing.

For the 75 months from 7 October 2076 to 37 December 2077 John applied the premises for a credifable purpose fo
some extent. For the remainder of the relevant period John applied the premises solely in relafion fo making inpuft

taxed supplies, that is, an extent of creditable purpose of 0%.
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g é#. And now you change your “built for just sale” purpose to...

Possibility 4 — Try to sell, then try to sell while renting, then give up on sale and just rent it out

John works out the extent of credifable purpose for the relevant period in two steps. First, John uses an outpurt based

indirect method (using estimated sales consideration) as follows:
$500.000 / ( $500.000 + $37.500) = 93.02%

John now needs to undertake a further apportionment to reflect the fact that the premises were not held for the
purpose of sale for the entire relevant period. This is calculated by adjusting the percentfage above by the

proportion of the relevant period for which the premises were being held for the purpose of sale:

93.02% x 15 mths /2T miths = 66.44%
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g é#  And now you change your “built for just sale” purpose to...

Possibility 4 — Try to sell, then try to sell while renting, then give up on sale and just rent it out

« There are two changes of purpose, and so there are two reductions in the percentage of input tax

credits that can be claimed.

« Soasyou can see, we need to:

1.  Work out our initial purpose... which was always to sell it so we could claim all the input tax credits.

2. Then make an adjustment for where we used it to get rental income, even though we still were

looking to sell it.

3. Then make an adjustment for when we finally give up trying to sell it and just decide to rent it out.

22
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#i How does this all work out... Rough Justice

* Asyou have already guessed, this is all very easy when we look back over the entire arrangement with 20/20

hindsight, but this is not the case in the real world
« Butthe GST legislation has a process for making these adjustments in Division 129. Section 129-1 states:

The extent fo which an acquisition or importation is for a creditable purpose affects the amount of the resulting
Input fax credit. When the extent of credifable purpose is changed by later events, adjusiments ... may heed fo be

made.

« Before we go into the mechanics of Division 129, and especially how this applies to property developers, it is

Important to understand that Division 129 does not, and cannot, get the perfect adjustment

» |tjuggles precision with complexity and comes to a compromise (Dals Property Trust and Commissioner of
Taxation [2022] AATA 4436 calls it “rough justice”.
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i~ How does this all work out... Rough Justice

FINANCIAL
AUSTRALIA

Minor adjustments: No adjustment for a change in creditable purpose if the value of the purchase was
$1,000 (GST-exclusive) or less.

Adjustment periods

» These are the reporting periods in which has to account for any adjustments in an activity statement.

* An adjustment period is a reporting period that both:

« starts at least 12 months after the end of the reporting period you claimed your GST credit in; and

« endson 30 June.

24



o & How does this all work out... Rough Justice

« Adjustment periods

« These adjustment periods could go on forever, but for simplicity there is a maximum number of adjustment

periods in which you make adjustments.

GST-exclusive value of Adjustment
the acquisition periods
$1,000 to $5,000 Two
$5,001 to $499,999 Five
$500,000 or more Ten

25
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How does this all work out... Rough Justice

Adjustment periods

« Division 129 has a four step process to work out what the adjustment will be for each adjustment

period. Best understood through an example but:
identifying the relevant adjustment periods for multiple acquisitions;
identifying changes in extent of creditable purpose;
calculating adjustments for adjustment periods while the premises continue to be leased; and

calculating adjustments for the final adjustment period following the sale of the premises.

26
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~ How does this all work out... Rough Justice

David, a property developer, is registered for GST and accounts for GST on a quarterly basis using accruals

30 Aug 2076 Acquires a block of land for $220,000 (GST inc) no margin scheme
70 Sep 2076 Contract with a builder of $7198,000 (GST inc)

70 Oct 2076 Progress payment of $55,000

37 Jan 207/ Progress payment of $77,000

2 Apr 2017 Final payment of $66,000

27
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#i How does this all work out... Rough Justice

At the fime of purchasing the block of land and throughout the period of construction, David planned fo sell the
premises on completion and thus make a faxable supply of new residential premises. The input fax credit for the
purchase of the land ($20,000) is claimed in the September 2016 BAS. An input fax credit of $5,000 is claimed in the

December 2016 BAS, an input fax credit of $7,000 is claimed in the March 2077 BAS, and an input tax credit of $6,000
Is claimed in the June 201/ BAS.

David starfed marketing the premises for sale prior fo them being completfed. However, affer the premises were
completed it was clear that the market had slowed significantly. David decided fo lease the premises fo cover some
of The holding costs. The premises were leased from 1 August 2017 unftil 31 May 2020. David leased the premises for
$2.000 per month. However, throughout this period David continued fo hold the premises for the purpose of sale as

part of his enterorise. David finally sold the premises on 37 May 2020 for $500,000.

28
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#i How does this all work out... Rough Justice

STEP T - Identifying the adjustment periods

Each of the progress payments will be freated as a separate acquisition for the purposes of Division 129. The first
adqjustment period is a fax period that ends on 30 June and commences at least 12 months affer the end of the fax

period fo which each acquisition was atfributed. The relevant adjustment periods are as follows:

Acqg dafte Acq cost (GST excl) First aqj period Num of adj periods
30 Aug 2076 $200.000 (land) Tax period ending 30 Jun 2078 5
70 Oct 2076 $50.000 Tax period ending 30 Jun 2078 5
37.Jan 2017 $70.000 Tax period ending 30 Jun 2018 5
2Apr 2077 $60,000 Tax period ending 30 Jun 2079 5

29
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- How does this all work out... Rough Justice

Adjustments for the fax period ending 30 June 2078

In relation fo the acquisition of the land, from 30 August 2016 to 37 July 207/ the extent of credifable
purpose is 100%. From 1 August 2017 until 30 June 2018 there has been a dual application as the new
residential premises have been held for the purpose of sale while also being applied in relation fo making
Input faxed supplies of residential premises by way of lease. During this period David has leased the
premises for 11 months at $2,.000 per month. This is a fotal gross rental income of $22.000. The estimated
selling value of the premises based on the real estate agent's comparative sales analysis was $550,000.

The extent of creditable purpose for the relevant period up fo 30 June 2078:

$550,000 / ( $550,000 + $22.000) = 96.75%

30
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o & How does this all work out... Rough Justice

Applying the merthod statement above in respect of the land:

Step 7- The extent fo which the thing has been applied for a creditable purpose during the period 30
August 2076 fo 30 June 2018 is 96.75%.

Step 2 - The extent fo which the thing was acquired for a creditable purpose is 100%, as the planned use at

the fime of the acquisition was not fo make any input taxed supplies

Step 3 - As the actual application of the thing acquired is less than the infended or former application of
the thing, David will have an increasing adjustment.

The increasing adjustment in respect of the land is calculated as follows: $20,000 x (100% - 96.15%) = $770

31



&

IIIIIIIII

AAAAAAAA A

- How does this all work out... Rough Justice

Adjustments for the fax period ending 30 June 2079 — same again...

From 1 August 2077 until 30 June 2079 there has been a dual application as the new residential premises
have been held for the purpose of sale while also being applied in relation fo making input faxed supplies
of residential premises by way of lease. During this period David has leased the premises for 23 months at
$2.000 per month. This is a fotal gross rental income of $46,000. The estimated selling value of the

premises was revised based on the real estate agent’s updated comparative sales analysis fo an amount

of $480,000. The extent of creditable purpose for the relevant period up to 30 June 2079 is thus:

$480.000 / ( $480.000 + $46,000) = 91.25%
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o & How does this all work out... Rough Justice

Applying the merthod statement above in respect of the land:

Step 7- The extent fo which the thing has been applied for a creditable purpose during the period 30
August 2076 fo 30 June 2019 is 91.25%.

Step 2 - The intended or former application as calculated above for the adjustment period ending 30
June 20718 was 96.75%.

Step 3 - As the actual application of the thing acquired is less than the infended or former application

of the thing, David will have an increasing adjustment.

The increasing adjustment in respect of the land is calculated as: $20,000 x (96.75% - 91.25%) = $980

33



&

#i How does this all work out... Rough Justice

 How long do we do this for?
« Unftil it sells (2020 so one more calculation) or for the number of adjustment periods (here 5)

* But remember when you decide to hold it forever a second adjustment occurs being days not revenue
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g 4 But What About The 5 Year Rule?

« Section 40-75 of the GST Act has the definition of new residential property and it states that
residential premises are not new residential premises if the premises have only been used for
making input taxed supplies of residential rental for the period of at least 5 years since the
premises first became residential premises, the premises were last substantially renovated, or the

premises were last built.

« For this to apply the premises must has only be used for making input taxed supplies. Therefore
this 5 years rule does not apply if the residential property has been actively marketed for sale

while it is rented.
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g i But What About The 5 Year Rule?

« A property developer who built a property for sale, would need to make a decision to change the
purpose of the property from being for sale, to being for rent, make the appropriate adjustments
giving back most of the input tax credit claims, rent the property for 5 years, and only after all of this

occurring would the 5 year rule apply.

« The Commissioner and the AAT have both held that the 5 years must be a continuous period. A
continuous period is not broken by short periods between tenancies where the premises are actively
marketed for rent following the departure by a previous tenant. However, a continuous period would not

include periods when the premises are used for a private purpose or left vacant with no attempt to

lease, hire or licence.
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z But What About The 5 Year Rule?

Ken pays $1100,000 fo get a new residential premise built (it fakes 6 months fo build) and claims back the
$700,000 in GST (no margin scheme involved) as he wants to sell the property. After 6 months of frying fo sell it
he decides fo fake it off the market and rent it out for 5 years so he can sell it without having fo remit GST on the
sale in the future. This change in purpose is an adjustment event and over the next 5 years there will be
recoveries of some of the $100,000 claimed (if he does not sell it after five years but continues fo rent it, there will

be fen years of aqjustment events).

By the end of The five years of renting, Ken will have held the property for 6 years (6 months being developed
and frying fo sell for 6 months) of which 5 years were used for rent. Therefore, over these 5 years of adjustments
5/6th of the GST claims would have been repaid to the ATO leaving only $16,666 of the $100,000 in GST paid
recovered by Ken (if Ken held the property for rent for 10 years, 10/1Tth of the GST claim would be repaid fo the
ATO meaning Ken only recovered just over $9.000 of the $100,000 of GST he paid for the development)
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Thank you

Follow us on social media or visit
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