INCORPORATION OF BARRISTERS’ PRACTICES

MEMORANDUM OF ADVICE

I have been asked to express my views on three questions which have been

raised for consuieratron by the Bar Councﬂ

- {a) -whether mcorporauon of bamsters practrces would result in any tax

'..beneﬁts 0 them

(b} - :whether r_here are any benefits, or dlsadvantages from mcorporatron -

m térms of hmrtatlon of barrrsters lrabrhty,

(¢) - whether ‘there are any -other' ad\'rantage's"-or- disadvantages . for
barrlsters, or-the Bar from barrrsters bemg able to mcorporate therr'

practlces

. The expressron mcorporatxon of barristers’ praetlces is a broad one, of .~

50 mewhat uncertam denotatlon

In some of the d1scussron to date it has been taken. to refer to a barrister
mcorporatmg a company of whrch he or she is soie member and dlrector entermg
into, 2 serv1ce contract Wlth the comp.my at. a ﬁxed salary, and causing the
comparny to contract to provrde the’ servrces of the barrlster (as advocate or
.advrser) to-clients for a fee eorrespondmg to- what the barrister would charge the.
* client in the: absence of the company arrangement Under this. arrangement there
' .wou]d be no chrect contractual engagement (nelther expressly nor in fact) between:

the bamster and the chent but the corporatlon would contract specrflcally to.




would perform the advocacy or advisory services: This is what I will refer to as the

“bare model.” .

A slightly more complex model has the company owned not by the barrister

'by a second company the shares in whrch are held by the bamster or by such a.

trustee. I'will refer to thisas the “family ownership model.”

Summary of opinion
In rhy opinion, as.a matter of practical reality incorporation of barristers’

' practices on- the “bare r'no'del” provides no'm'ater'i'al tax advantage's to 'the barrister

'mcorporanon and the pnma facre or “headllne beneﬁt - the apphcatron to fee

income of the corporate tax rate of 30% rather than the maximum personal rate of

: the practtce-— -elther -famrly- -me-mbers, _oria company owned. by or trust for..the'

'bcneﬁt of famlly members or the barrister — and. thereby to vest it in a party
beyond the reach of a habrhty clarm and one Who is sub]ected to tax ata lower rate

_than'that 1mposed on the barrlster However in my. vrew the advantages are R
: 111usory 1f the barnster has taken the steps’ necessary to attract 'th'e' operatlon of
the Professmnal Standards Act, his or her habrhty absent incorporation is' no -
g-reat_er:_than the ha_blh_ty-o_f the r.ec1p1ent of the dlverted income; and th_e reductr_on
in the barrister’s tax-'l'iab'ility is one which would not survive a challenge by the
Commissioner of Taxation whrch ‘the Comm1ssroner has foreshadowed would be

.rnade in such crrcumstances

I comrder that the mcorporatlon of barnsters practlces Would confer no i




of the role of the Commissioner of Taxation - (or the- Commonwealth generaily) to

dictate to bamsters any more than. to any other category of taxpayer how they

should orgamse the conduct of their business -affairs (“It is not ... the function of

income tax Acts or of those who adm1n1ster them to dictate to taxpayers in what
business they shall engage or how to run their business” — Tweddl.-: vFCof T (1942)
180 CLR 1, 7), where posmve steps must be taken both by: the Bar Council and by

_barrlsters to- effect a change in business structure, and where the change would

confer no pract1cal advantage and only “the . superﬁmal appearance of a f1scaI :

advantage, but would by reason of that superﬁcxal appearance be inimical to the-

standing and ‘institutional effectiveness. of the Bar,- it would in. my view- be
~ inappropriate for the. Council - to take those steps T would recommend that
Council not endorse the changes to- the rules necessary to authonse 1nc0rporat1on

of barrlsters practlces

" Liability consequences of the bare model.

It is of the essence of the bare model that what the corporation has the. .

r1ght to provrde is the personai service and expertrse of the batrister concerned -

The client contracts w1th the corporation, not expressly w1th the barrister. That is

not to. say. that it would be beyond the mgenmty of counsel for a dlSS&tISfied clrent

o or.ofa ludge confronted Wlth the arrangement to fmd t-hat-there was a concurrent-_- E

: the corporatnon Whrle such a contract and any contractual habrhty, could be- B

g expressly denied: by the terms of a fee agreement a‘termto that effect is unhkely |

to assxst in the expansmn of the barnster 5. practlce

so far a8 lrablhty is s0 excluded mcorporatron offers no mcremental advantage over

i --conduct of the barnster s practrce as an mdmduai




' and 1f those actlons glve rise: to habihty,-t-hat-habxhty is v131tecl on the barnster as

well ason the co_rpora_uon.
At a pragmatic' level, the Professional Standards Act;-and the - Barristers
Scheme: provide effective: limitation of Iiab’ility to ahy bafriéter who has properly

secured  and mairitained professional indemnity cover (as' is- required for a

practicing certificate). While there are excess amounts payable under such policies,

the excess is unlikely to'be more than would be the cost involved in-defending an
action on the part of a corporation “carrying on” the practice. . (I do not
understand it to be suggested that a company against which a claxm was made

would be abandoned to msolvency WLthout defendmg the CIdlm, or that the

- barrister would contmue in. practlce as “the empioyee of another, phoemx

company. )

Corporatlons conductmg a barnster s pract1ce could be brought Wlthln the

scope of the Barnster 8 Scheme by approprtatc amendment and the beneﬁt of s 18

zobtamed but no add:tlonal advantage over ‘the present mode of eonductmg

Lmbzlzg; consequences af the fangy ownersth madel

If the profit arlsmg from a dlspanty between the salary and benef:ts (such

- as superannuatlon) provxded to the barnster and the net fee income derxved by the _




|
|
|
|
L
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: 'Stan_d_ards Act,_

If 'th'e h'ollding' eompany.is owned by.or for family' members, the shares in it

are not assets available to the credi’tors' of the barrister. Whether any'di'str‘ibﬁtion"

to the holdmg company s, in cnrcumstances where the dxstributlon is made to
recoverable by a llquldator of the practiee company is'a quest1on whmh has yet to

come under ]udlcml exammatlon

B :C'ait_t:paﬂsan w_ith i’nmrpam’tian by solicitors

Much has been made in the discussion of :the proposal for: incorporation of

the c1rcumstance that sohc:1tors, mcludmg some: solicitors in soIe pracuce have

been. permitted to incorporate their- practlces and have done so without reported-

: chalienge from creditors or tax authorltles This discussion fails to take acaount of

the dlfferences between a solicitors’ practice and ‘a barrister’s pract;ce

The attraction of a lmuted hab1hty company as the: vehlcle for a solicitors’ -

: _practxee lles in the difference from partnershxp a -sohcmor-dlrector of a practice

company is ‘not personaily hable for the neghgent acts- of another officer or

employee of the company Where the services of the practlce are provxded by:

- It is of the essence of a barrlster 3 practlce isa solo practlce it is that of the
: barrlster coneerned and nobody eIse There is no other person for whose acts the

' bamster is liable (t_he barrlster assumes personal responmbxhty for the correcmess

mcorporatlon is the bamster hable for the acts of a leader or a ]uruor) The

-habihty advantage of mcorporatmn for a sohcator does not obtam in the case of a-




Tax consequences of the bare model
The prima facie difference between the tax rate applicable t0'cdmpahies
(30%) and the maximum rate apphcable to individuals in sole practlce (45% plus
Medicare lev1es) is obvious, and much’ has been made of it in-support of the case
~for incorporation. It is to be expected that' much would also be made of it in the
| popular press if mcorporatlon were. assalled as promotmn of tax avoxdance on- the

part-of the Bar

The difference between tax rates apphca.ble on recelpt of the fees is:-however

only a part of the tax effect of incorporating barristers’ practices. .

 Statistical i'n_fp'rr'naft.i;).ﬁ on the incomes of barristers is not readily available,
but the_ most -:rete_n't'_ABS's_urvey rrtatteriai i(f(_)':f:Z"OO?-ZS.):i reports a ﬁationél :a:v:erage
annual net income of $580,000 for silk ‘and $195,000 for juniors. Anecdotal

evidence st_lgg_csts. that’i. ':po'st-GFC.'ihco_rﬁé_ ilet(els have not exce'e'ded that Ievel. T he

~ average of course is derived from a wide range: “a 'survey by the Victorian Bar in

2010- reported' that 2:8% _df .fethaie .afnd 13% o’ff.r:nale barristers earned less than
-'$50 000 annually - '

Although there' has been loose talk of the: dlfference between the maximum

'personal tax rate of 45% and the company tax rate of 30%, and apphcatton of the




. remuneration by the company, nor that. the barrlster wouid be sub]ect to the

maximum- personal rate on the whole of hlS or her professmnai income.

" To.the :extent of the net 3in(_:or_ne'_ -of the practice that exceeds $313;5_,O_00 -
' ahd aSSumiﬁg the barristér'é :sa'lary is:kept at or.below $'1'35' '060 —' the re:d:oction of
It is thls- d1fference wh__1c_h is propounded.as the .ta)_c advan_tage of mcorporatmn, To
.lcéep matters i'nfa-prafct_i'cal perspective, at $135,000 net practice income and a.
salary of $80, 000, the difference in tax on net, fee income is some $5, 500; at the
_average juniors’ income in 2008, of $195,000, it is some $15, 700; at the average _
- sille’s pract1ce income of $5 80, OOO the dxfference is:some $80 000.

-the barnster to the practlce company, the notlon that the leCI‘SlOl’I results in a o

'flscal advantage is, in ny. view, m:staken Two underlymg assumpnons in the '

- calculatlon of the advantage are, inmy opmmn false and vatlate the calculatnon

income substantlally in excess of that amount and'soa. substantlal proﬁt (m the

case of the suggested salary, and net fee income equai to. the reported average net B

i




fee income of junior counsel, a profit margin of more than 140% of the salary
" provided: to the barrlster) would - survive challenge by the Commissioner . of
. Taxatlon In my view, it would be open to the Comrmssroner to make and defend _
proﬁt be included in. the: assessable income of the: barrrster Wrthout-descendr-ng
too far into the techmcahtres of that Part, whrch has entertained the Hrgh Court
the company would compnse as 177A scheme the non-denvatron by the barnstcr -

of income which absent mcorp.oratron.w_ould have accrued to him or her is a's |
177C tax benefit and no substantial 'object'ivel'y ascertained purp'o's'e for entering
since for the reasons above fio commercral advantage, in terms of - lrabrhty or-

' othemrlse, can be advanced. I do not think any ]udge of the Federal Cour_t.would

| _successfuliy, rely on Part IVA 1 drsagree i‘ he Commrssxoner s attttude to
~ diversion of income from sole practltroners to practlce companies has not changed
 sinice he warned in hrs ruhng IF 2503 (concernmg medrcal practltloners), that any :

: _arrangement under Whrch the. company made a net profrt Would be attaciced ‘under

succeed Suggestrons that the taxpayer 1s supported by decrslons on n the former"_ |
-.general tax avoidance prowsron, 5-260, such as W P Kezgheg) Py LidvE C af T
(1957) 100 CLR 66 are msupportabie “Part VA is to. be construed and’ apphed

--accordmg 1o its - terms, not under the mfiuence of mufﬂed echoes of old

8




invested by the company would the tax on its 'proﬁt be the only. tax payable by
those involved in the bare model of incorporated practxce If the profits are

d1str1buted to the barrister shareholder, tax is payable on the dxstnbutlon If the

by the company (Dmsmn 7A of Part III of the 1936 Act) A non—taxable '
withdrawal of funds drawn from the profits of the company ‘can only be effected o

by way of a secured loan at relatlvely hlgh statutory rate -of interest, rece:pt of

'While it cannot be said: to be necessaril'y or a priori s0, it is mjzbbservation '
_m more than four decades of formal and colleglate adv1ce to barnsters on. the1r

hands - w1th the result that the' saving.- jfesu;lt_mg;f_rom der;vatlo_n by the-c_ompany

would be Iost




profits of the practice company. Moreover, in my observation, few if any of such
barristers would' regard it as appropriate to resort to incorporation of their

practices or, were they to do so; to limit their salaries to’ $80,000.
Tax consequencé& of the Jfamily ownership model

Distribution of pr.ofits by' way of frankedi_dividehcl to a holdihg company
would result in no tax lia.bility'to.-the holcling company (the franking credits would
offset ‘the tax on the’ di\tidertds), but would Jeave "the profits. “ttapped’-’ in the :
holding company and any attem'pt' to iiberate them-to the barrister or his family
for'personal use would subject the proﬁts to. t.he sarhe tax hablhues as are dxscussed

above

............

although mcome dlstnbuted to minor ch1ldren is taxed at the maxnmum perscmal

rate: (as a dnsmcentwe to income sphttmg) $0 that the opportumty to obtam that

-wh1ch the Commlssxoner is vehemently opposed and it may confxdently be

: expected that upon becommg aware of a d1str1button of the 1nc0mc of the practice

compan‘y to. f_amﬂy _members the.Commtssxoner would: 1-nvoke_-Part TVA to tax the

Even in the case of proﬁts reta}ned and remvested by the company, the

- 'Comrmssmner would consastently w1th the stance he has talcen in the past rely on;

_prem;se that but for the estabhshment of the mcorporated practzce the-

' mvestment income: would have been denvecl by the bamster, and 1ts dlversxon to

Fof 'the3re'a:sons -giveri carlier, in my 'viewr.the: barrister would fail in a’

challenge to a Part IVA cletermmatlon L e
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Self 'e'ducaﬁan axpénses-

Durmg the course of dlscussmn concermng mcorporatmn -of barnsters E

' TreaSurer of proposed 11m1ts on the avaxlabie deducuons for self educatton

expenses. It has been suggested that the. expenses to which the announcement was

'directed would be deductible as outgomgs of a c:ompany but not.as. outgomgs of a

" barrister.

Fo.ur.th:ings may briefly be said of this”arg'ume'nt. .

First, the primary target of the announcement was “large claims for

‘expenses such' as ﬁrst class' airfares, five star accom'modation and expensive

reclaimmg the votes of d1saffected core:- Labor voters The present ane Mmlster :

has dlsclalmed “class warfare measures, and the Opposmon Leader is no more :

enthusmsue-about- th_e-'_prop_o_sal Professmnal bod;es are mountmg a- coherent

: camp_aign against the propo'sal.: Tt appears rel_at_x__vely unhkely to be xm_pie_mented;. _

Th1rd the proposal is Tio. more tha_ a _p_ress announcement Even 1f the:

o sectire & ;tax; deductlon for otherwxse nonsdeductlble_ . expenses, iith'e.




Commissioner would be-entitled to negate the deduction by the making of a Part

IVA determination,

In short, I do not see the issue ar-ising from the former Treasurer's
announcement concernmg ‘self. education expenses as. one ]ust1fymg support for' .

.mcorporauon of barristers’ practlces

Conclusion:
There are in my view no non-fiscal advantages arising from the bare model
of incorporation -and ‘in practice few if any arising from the family ownership’

model,

In my view the theoretlcally available fiscal advantages of mcorporatlon of

bar wculd be abIe to secure them, even if Part IVA were not mvoked by the
- Commissioner of Taxation. So far as any tax sa\nng could, or would result from

mcorporauon the Commlssmner would in- my vnew be entitled to negate the tax

“saving by maklng appropnate determmatmns under Part IVA ‘and the . barrxster-

would have no sxgmflcant prospect of havmg the determmatmns set amde

Wentworth Chambers. ..~~~ .~ S
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