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Mr Penny and Mr Hooper are orthopaedic surgeons. The Commissioner of Inland
Revenue alleges that they have used certain corporate and family trust structures in
a way which breaches s BG 1, the general anti-tax avoidance provision of the
Income Tax Act 1994.

Each of the appellants sold his orthopaedic practice to a company of which he was
the sole director. The shares in each company were owned by family trusts. Mr
Penny and Mr Hooper were then employed by their respective companies to
undertake exactly the same surgical work as they had performed prior to
incorporation.

From the time of an increase in the top marginal tax rate in 2000, each man was paid
a significantly lower salary by the company than the income he had previously
received when conducting the practice in his own name. The rest of the company’s
net revenue was distributed to the family trust by way of dividends. Tax was paid at
the lower company or trust rate. The Commissioner alleges that the use of the
structures in this way constituted a tax avoidance arrangement for the purposes of s
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BG 1, and accordingly made assessments increasing the taxable incomes of both
men for the 2002, 2003 and 2004 tax years.

The High Court found in favour of taxpayers, holding that there was no tax avoidance
in the arrangements, and that the scheme and purpose of the Act did not require the
taxpayers to derive the funds as personal income. A majority of the Court of Appeal,
reversing the High Court, held that the incorporation of the practices and the
payment of salaries at artificially low levels represented tax avoidance which was
more than a merely incidental purpose or effect of the arrangements.

The Supreme Court has unanimously upheld the finding of the majority of the Court
of Appeal. It has held that although the structures themselves were entirely lawful
and unremarkable, the use of those structures by Mr Penny and Mr Hooper to pay
themselves artificially low salaries constituted a tax avoidance arrangement in each
of the relevant years. Accordingly the Commissioner is entitled to treat the
arrangements made by the taxpayers as void against him for income tax purposes
under s BG 1.
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