~
|
\
\
|
|

EXPOSURE DRAFET

. | REPRESENTATIVES

«/£ Style Definition .. [1]

Formatted: Width: 21 cm,
Height: 29.7 cm

Deleted: <#>2004-2005-2006-
2007

<#>1

<#>THE PARLIAMENT OF THE
COMMONWEALTH OF
AUSTRALIAT

<#>1

<#>1

<#>1

HOUSE OF

Formatted: Base paragraph
centred, Left

/{ Formatted: Font: 24 pt ]

TAX LAWSAMENDMENT | omeeseme )

A ’

(TAXATION OF FINANCIAL

/
7
’

’

Deleted: 2007 ’

ARRANGEMENTS) BILL 2008 7 {Formattearanc 2ept )

EXPLANATORY MATERIAL |-

centred, Left

- [ Formatted: Base paragraph J

/{ Formatted: Font: 28 pt
{ Deleted: MEMORANDUM

A_ _ o gmpEes & _ _ ________________23XN Yy —
- \/,{ Deleted: <#>1 ]
v A"~ " Formatted: Base paragraph
centred, Left

(Circulated by the authority of the

Treasurer, the Hon Wayne Swan MP) -7

- -7

T~

{ Deleted: Peter Costello ]

{ Deleted: <#>1 ]
‘[Formatted: Normal ]







{ Formatted: Font 30 point, J

Font: 19 pt
Table of contents ,
{ Formatted: Font: Not Italic J
GIOSSANY ...ttt ettt ettt ettt e ,1¢\ - { Fietd code changed )
7777777777777777777777777777777777777777777777777777777777777777777777 \\\j{ Deleted: . }
General outline and financial iMPact.............cccccveveeeeieice e 3 g"rm"’_‘md: TOC 2, Space ‘
A efore: 0 pt
-« - N [ Field Code Changed ]
Chapter 1 _Background and framework.............c...cccoeeiiniiinnn, §7 \\\ { Field Code Changed )
T Formatted: Space Before: 0 ‘
Chapter 2 _Definition of ‘financial arrangement’............................ 27 | L
1 kk [ Field Code Changed ]
Chapter 3 _Tax treatment of gains and losses from [ Field Code Changed )
financial arrangements ..............ccoceviiiiiin i 95 | Field Code Changed )
Chapter 4 _The compounding accruals and realisation Field Code Changed )
MEtNOOS ..o 129
{ Field Code Changed ]
Chapter 5 _Elective Subdivisions: common requirements ......... 203
{ Field Code Changed ]
Chapter 6 _The elective fair value method........................c. 221
Chapter 7 _The elective foreign exchange retranslation _
MENOD........c i 235 [ Field Code Changed ]
Chapter 8 _The elective hedging financial arrangements _
MENOD........c i 259 [ Field Code Changed ]
o { Field Code Changed ]
Chapter 9 _The elective financial reports method ...................... 297 |
Chapter 10 _Balancing adjustment on disposing of financial _
ArTANGEMENTS......cveveereevetiee et eee et ee e 317 (Field Cade changed )
- { Field Code Changed ]
Chapter 11 _Interaction and consequential amendments.............. 343
Chapter 12 Consolidation interactions..........c.cveevieeviiiiiicieiennnes 389




] Formatted: left header,
Border: Bottom: (No border)

~{ Deleted: 2007 )

Chapter 13 Commencement, transitional and Formatted: Space Before: 0

iMmplementation iISSUES .........ccccvvvviieiiiiee e 407 [Pt J
[ Field Code Changed ]
]

/{ Deleted: 13 .

\'/\'\' - [ Field Code Changed

N " Deleted: T

\ Chapter 14 . Regulation impact
statement . Error! Bookmark
v not defined.

\ | Index- _Error! Bookmark not
' | defined.

Formatted:
base-text-paragraph no
L numbers, Space Before: 0 pt

,| Formatted: left footer, Border:
/| Top: (No border)

,// [ Field Code Changed ]




PRg

A

Formatted: Width: 21 cm,
Height: 29.7 cm

{ Formatted: Font 30 point,

-z
P
/

Font: 19 pt

|

Formatted: Chapter heading
subdocument

The following abbreviations and acronyms are used throughout this

explanatory memorandum.
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Abbreviation Definition h

AASB 7 Australian Accounting Standard AASB 7
Financial Instruments: Disclosures

AASB 101 Australian Accounting Standard AASB 101
Presentation of Financial Statements

AASB 112 Australian Accounting Standard AASB 112
Income Taxes

AASB 117 Australian Accounting Standard AASB 117
Leases

AASB 118 Australian Accounting Standard AASB 118
Revenue

AASB 121 Australian Accounting Standard AASB 121
The Effects of Changesin Foreign Exchange
Rates

AASB 127 Australian Accounting Standard AASB 127
Consolidated and Separate Financial
Statements

AASB 132 Australian Accounting Standard AASB 132
Financial Instruments:. Disclosureand
Presentation

AASB 137 Australian Accounting Standard AASB 137
Provisions, Contingent Liabilities and
Contingent Assets

AASB 139 Australian Accounting Standard AASB 139
Financial Instruments: Recognition and
Measurement

ADI authorised deposit-taking institution

APRA Australian Prudential Regulation Authority

ASIC Australian Securities and Investments
Commission

ASX Australian Securities Exchange

ATO Australian Taxation Office

CGT capital gainstax

Commissioner Commissioner of Taxation
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Abbreviation Definition N
CPI consumer price index
ITAA 1936 Income Tax Assessment Act 1936
ITAA 1997 Income Tax Assessment Act 1997
MEC group multiple entry consolidated group

NBTS (TOFA) Act 2003

New Business Tax System (Taxation of
Financial Arrangements) Act 2003

PAY G pay as you go

Ralph Report Review of Business Taxation: A Tax System
Redesigned

Ralph Review Review of Business Taxation

retranslation method elective foreign exchangeretrandation
method

TAA 1953 Taxation Administration Act 1953

The Act theITAA 1936 and ITAA 1997

TOFA taxation of financial arrangements

us United States of America
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General outline and financial impact

P

/

Taxation of financial arrangements

This Bill amends the Income Tax Assessment Act 1997 by including a new* |
Division. Division 230 defines ‘financia arrangement’ and sets out the
methods under which gains and |osses from financial arrangementswill be
brought to account for tax purposes. These methods — accruals,
realisation, fair value, retranslation, hedging and financial records —
determine thetax-timing treatments of all financial arrangements covered
by Division 230. This Bill establishes criteriathat determine how
different financial arrangements are assigned to, and treated under, the
different tax-timing methods. The Bill also effectively removesthe
capital/revenuedistinction for most financial arrangements by treating the
gains and | osses on revenue account, except where specific rules apply.

N

N
|

commencing on or after 1 July 2010, unl ess ataxpayer dectsto apply the |

Minister for Revenue and Assistant Treasurer’s Press Release No. 002 of

5 August 2004 and the Treasurer’s M edia Re eases No. 53 and No. 54 of
13 May 2008 . Other announcements accompanied the re ease of
exposure drafts of this legislation — the then Minister for Revenue and
Assistant Treasurer’'s Press Rd ease No. 107 of 16 December 2005 and the
former Minister for Revenue and Assistant Treasurer’s Press Rel ease No.

001 of 3 January 2007.

Compliance cost impact: Division 230 will lower ongoing compliance
costs by providing greater coherency, clarity and certainty, using financial
accounting concepts from relevant financial accounting standards, basing
tax treatments on functiond purposes, and removing uncertainties about

relevant tax-timing treatments.
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regulation impact statementf
Regulation impact on
businessT
<#>Impact: The introduction of
Division 230 is expected to cause
medium compliance cost increases
for taxpayers and tax advisors
during the transitiona period, but
is expected to provide a medium
overal reductionin compliance
costs on an ongoing basis.q
<#>Main points: |
During the transitional stage,
compliance costs are expected to
be incurred by taxpayers in the
form of formal training of staff,
comprehension of new obligations,
enquiries and requests for rulings,
and reviews of tax planning
strategies. Interms of ongoing
compliance costs, Division 230
should allow compliance cost
savings for taxpayers in terms of
record keeping, and enquiries and
rulings.1
Taxpayers that base their
commercia accounts on
accounting standards will be able
to utilise the concepts and methods
in the accounting standards for tax
purposes. This will contribute to
lower ongoing compliance costs.{
The generd areas where
transitiona compliance costs are
expected to be borne by tax
advisors are formd training of
staff and comprehension of new
obligations. A particular cost on
tax advisors will be to advise
individud clients on the various
| elections available under D" 127







Chapter 1
Background and framework

Outline of chapter

11 pivision 230 containsnew rules for thetaxation treatment of | -~ (eleted: 1. )
financial arrangements.

/,{Deleted: 12- ]
12 Jhischepter: .. I

. . . . F : Tabs: N 4
« explainswhy reform of the taxation of finandia ormatted: Tabs: Not at 4 cm ‘

arrangements (TOFA) is necessary;

» explainsthe framework of Division 230; and

» provides an outline of how the Division applies.

Context of amendments

Why is the existing law inadequate?

13 Over recent decadesthedevelopment of new financid |- Loeteedi 1o ]
arrangementsto provide finance and allocate risk has had broad ranging
impacts on the operation of capital markets. Theincometax law has not

kept pace with this financial innovation.

1.4 Where thetax law has been amended to address new product l - {eleted: 14. J

devel opments, the amendments have been largdy in responseto specific
pressures and have tended to be of alimited, ad hoc and piecemea nature.
What has been lacking is an overarching framework which seeksto
systematically address the functional purposes of different financial
arrangements and theways in which they are used. As a consequence,
current tax laws, which have continued to rely significantly on legal form,
represent an increasingly complex amalgam of both genera and specific
provisions.

15 Under thecurrent law, accruals rules, which spread gainsand |+~ (eleted: 15 )

losses from financia arrangements over time, have been narrowly
focused. Outside their purview, tax treatments do not adequately takeinto




_{ Deleted: 2007

‘ Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

account the time value of money or provide for an gppropriate alocation
of economic income over time.

- { Deleted: 1.6.

| 16 Current tax laws have resulted in tax-based timing and character
mismatches and lack the tax design architecture needed to facilitate
efficient hedging activity and market-making. In anumber of areas, gaps
have appeared in the law, determinacy has been lacking, tax anomalies
and distortions have emerged, neutrality has not been achieved and
uncertainty has devel oped about the appropriate trestment of some basic
financial arrangements. Aswell, thelaw does not adequatel y addressthe
tax-timing treatment of emerging hybrid instruments or newer structured
products, including those with both fixed and contingent returns. Asa
consequence, the existing tax system impacts adversely on pricing, risk
management and alocative efficiency.

1.7 The current income tax law has often placed greater emphasison -~ {(peteted: 1.7.

the form rather than the substance of financial arrangements. This has
resulted in inconsistencies in the tax treatment of transactions with similar
economi ¢ substance whi ch has impeded commercia decision-making,
created difficulties in addressing financial innovation and facilitated tax
deferral and tax arbitrage.

Division 230 and earlier reforms to the taxation of financial arrangements

18 Building on earlier consultative papers and extensive //{De'eted: 18-

consultations, recommended reforms to TOFA were set out in the
Review of Business Taxation: A Tax System Redesigned (July 1999).
Division 230 represents the combined third and fourth stages of TOFA
reforms emanating from the Government’s in-principle support for those
earlier TOFA recommendati ons.

19 Jn 2001, in conjunction with theintroduction of thin T {Deleted: 19.

capitalisation measures and in responseto the failure of the legal
form-based tax system to cope with the creation of new financing
products, growing mischaracterisation of debt and equity interests and
general uncertainty over appropriate tax treatments, the Government
introduced Division 974 of the Income Tax Assessment Act 1997
(ITAA 1997).

- { Deleted: 1.10.

110 Division 974 of the ITAA 1997 reformed the debt/equity tax
borderline and represented Stage 1 of the TOFA reforms. Under that
reform, the test for distinguishing debt interests from equity interests
focuses on asingle organising principle — debt is evident where an issuer
has an effective obligation to return to the investor an amount at | east

equal to the amount invested.




Background and framework

111 In 2003, in response to uncertainty over thetaxation of foreign | _{ eleted: 1.11. )
currency Yainsand tesses; the Government-introduced -Bivision 775-and ---

Subdivisions 960-C and 960-D of the ITAA 1997. Those amendments

addressed anomalies and provided certainty as to how foreign currency

gainsand |osses are brought to account for tax purposes. At the same

time, reforms aimed at removing the taxing point a conversion or

exchange of certain financia instruments were introduced in

sections 26BB and 70B of the Income Tax Assessment Act 1936

(ITAA 1936). Together, these reforms represented Stage 2 of the

TOFA reforms.

112 Pivison 230 containsprovisionswhich cover boththetax |- Loeleted: 112 )

treatment of hedges (Stage 3) and tax-timing treatments in respect of
arrangements other than hedges (Stage 4). The provisions address:

» thefina stages of the TOFA reforms recommended by the *I N
Review of Business Taxation (Ra ph Review);

Formatted: Tabs: Not at 4 cm ‘

+ the Government’ s announcement in the 2005-06 Budget to |
extend thetax-timing hedgetreatment for hedges of
commodities — proposed by the Ralph Review — to
hedging transactions generally; and

« theaddition of tax status hedge rules which provide for |
matching of thetax classification or status (capital, revenue,
assessabl e, exempt, non-assessabl e non-exempt) of the gain
or loss from the hedging financia arrangement with the tax
classification or status of the underlying.

Objectives of Division 230

113 Thetwo overarching objectives underpinning Division 230 are | -~ (eleted: 113, )
greater efficiency and thelowering of compliance costs.
114  Greater efficiency, in this context, means minimisingthe | - {peteted: 114 J

extent to which thetaxation of financia arrangements, by providing
inappropriate impediments or stimulation, distorts ataxpayer’strading,
financing, investment, pricing, risk taking and risk management decisions. |
Such distortionsimpact adversdy on the adlocation of investment

activity both within the financia sector and between the financial and
non-financia sectors and a so reduce the general efficiency, effectiveness
and competitiveness of capital markets. Removing such distortions
involves the devel opment of an enhanced and more comprehensive and
coherent tax law framework,

l//{Deleted: ]

{ Formatted: right footer, Left J
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115  Greater efficiency will result from: /{De'eted: 115 )

« providing tax treatments that cover al financia arrangements® | Formatted: Tabs: Notat 4 cm ‘

coherently and consistently;

» closer alignment of tax and commercia recognition of gains
and losses from financia arrangements;

« fadlitating the appropriate all ocation over time of the gains
and losses from financia arrangements for tax purposes;

» genera recognition of gains and | osses on revenue account;
 reducing tax-timing and tax-status mismatches;

* increasing reliance on economic substance over legal form;
and

 reducing opportunities for tax deferral and tax arbitrage.

-«

Formatted: No bullets or ‘

1.16 The lowering of compliance costs necessarily involves greater numbering

regard being given to the commercial context within which financia
arrangements are traded and exchanged. Lower compliance costs are
achieved through:

. . . . . _---1F : Tabs: N 4
« reliance on thegains and losses required to beincluded in -~ ormatted: Tabs: Not at 4 cm ‘

commercial financial reports asthe basis for taxation where
appropriate;

 otherwise incorporating the concepts and methods used in
financia accounting standards, where appropriate, as the
basis for tax treatments;

 reducing complexity and taxpayer uncertainty while
increasing clarity of the law; and

* increasing alignment of tax treatments with the functional
purposes that commercial parties have when entering
particular financial arrangements.

«-- -~ Formatted: No bullets or

117 The Division 230 tax framework explicitly takes into account a numbering

number of Australian accounting standards. These standards reflect the
adoption of the internationa financial reporting standardsin Australia,
with effect from 1 January 2005. However, Division 230 does not
mandate that taxpayers use accounting standards as the basis for taxation.
Such an approach could impose unfair compliance costs on certain
taxpayers and could also lead to volatility in tax liabilities. Volatility in




Background and framework

taxation could arise, for instance, from mandatory application of fair value
treatment. Rather, the closer alignment with accounting standards and
taxation is achieved through two basic mechanisms. Thefirst involves a
specific election to rdy on gains and | osses determined by relevant
accounting standards for tax purposes where certain specified
requirements are met. Outside the operation of that specific e ection,
Division 230 achieves, through the operation of arange of other
provisions, a substantial level of consistency with the concepts and
treatments used in accounting standards. This close aignment is most
evident in respect of the methods used for accruals purposes and the
concepts, methods and measurements availabl e under the fair value
election, the retranslation el ection and the hedging el ection.

1.18 In devel oping this framework, particular regard was given to the
following Australian versions of theinternational accounting standards:
Australian Accounting Standard AASB 132 Financial Instruments:
Disclosure and Presentation (AASB 132) and Australian Accounting
Standard AASB 139 Financial Instruments: Recognition and
Measurement (AASB 139). The framework a so takes into account other
accounting standards such as Australian Accounting Standard AASB 7
Financial Instruments: Disclosures (AASB 7), Australian Accounting
Standard AASB 101 Presentation of Financial Satements (AASB 101),
Australian Accounting Standard AASB 118 Revenue (AASB 118),
Australian Accounting Standard AASB 121 The Effects of Changesin
Foreign Exchange Rates (AASB 121), Australian Accounting Standard ‘
AASB 127 Consolidated and Separate Financial Satements (AASB 127)
and Australian Accounting Standard AASB 137 Provisions, Contingent
Liabilities and Contingent Assets (AASB 137).

Summary of new law

Formatted: No bullets or
numbering

1.19 Thislegislation is built on a princ ple-based framework for the "1' o
taxation of gains and losses from financial arrangements. Gains from

financial arrangements are assessable and | osses are deductible. A set of
principles and rules within the framework tell s taxpayers how to work out

gains and | osses each income year.

1.20 Thelegislation generally appliesto all ‘financia arrangements’ |
asdefined in Subdivision 230-A or included by the additional operation of
Subdivision 230-J. However, certain financial arrangements are

effectively subject to an exception under Subdivision 230-H.

121 Division 230 provides arange of elective methods for

determining gains and | osses, including the e ective fair value method, the

elective retranslation method, the € ective hedging method and the

eectivefinancid reports method. Where these el ective methods are not, { Formatted: right footer, Left ]

7|



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008 -

or cannot be, adopted the tax trestment defaults to either the accruals or
realisation method.

122 This legislation does not apply to:

- -7 Formatted: Tabs: Not at 4 cm

- -

+ financda arrangements of individuals;

 finanda arrangements of authorised deposit-taking
ingtitutions (ADIs), securitisation vehid es and financial
sector entities with an aggregated annual turnover of less
than $20 million per year; or

» finanda arrangements of other entities with an aggregated
annual turnover of lessthan $100 million, except where the
arrangement is aquaifying security and its remaining life
after acquisition is more than 12 months or where the
taxpayer € ectsto have Division 230 apply to al of its
financiad arrangements.

<«

Comparison of key features of new law and current law

_{ Deleted: 2007

.1 Formatted: Space Before: 16
e pt, After: 18 pt

|

New law

Current law

The new law containsa
comprehensive set of principles and
rulesfor thetax-timing and character
treatment of gains and losses from
financia arrangements.

There are six tax methods:

« electivereliance on financia
reports,

e electivefair value;

* electiveretranslation;

* elective hedging;

e accruds; and

e redisation.

There is ageneral balancing

adjustment for when an entity ceases
to have afinancial arrangement.

Generally gains are assessable and
losses are deductible.

Not all taxpayerswill be subject to
Division 230.

No comprehensive set of provisions
exists for the taxation of financial
arrangements. Comprehensive
hedging rules and a general
retranslation treatment do not exist.
Thereisnofair value tax treatment in
the current law except in thetrading
stock provisions which have limited
application. Rulesof an ad hoc and
relatively limited nature apply to
certain specific financial
arrangements, namely to:

e accrue gains and losses of
discounted and deferred interest
securities;

e assess gainsand losses on the
disposal of ‘traditional securities
such as bonds and debentures;

¢ dlow adeduction for bad debtsin
certain circumstances;

of commercial debts; and

e assess gainsand losses from
foreign currency transactions.
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Background and framework

Detailed explanation of new law

Approach to tax reforms for financial arrangements

1.23  Achieving the optimal set of tax reforms for financial l - peteted: 1.2- )

arrangements requires the balancing of the objectives of greater efficiency
and lower compliance costs with rul es to ensure theintegrity of thetax
system within a complex financia environment. This part of the chapter
discusses the manner in which the reforms to tax treatments have been

approached with these factorsin mind.

- { Deleted: 1.24. )

/,{Deleted: 125, J

1.25 JRegard to that commercia context is given effect by: )

* incorporating financia accounting concepts and methods and
hedging rules into the framework;

Formatted: Tabs: Not at 4 cm ‘

» providing an dection torely on financia reports;

* incorporating some flexibility in the tax-timing treatments for
financid arrangements; and

» placing many financia arrangements on revenue account.

Financial accounting concepts and methods

126  Thedefault approach for Division 230 is accruals treatment of l - peteted: 1.25. )

gainsand losses. Where gains or losses are not sufficiently certain a
realisation basisis used. In addition, Division 230 incorporates four
electivetax methods: an eection to rely on financid reports, electivefair
value, dectiveretranslation and el ective hedging. Thefair value,

retrand ation, hedging and the financial reports methodol ogies are not
recognised, to any significant extent, under the current income tax law.
Their adoption as part of these reforms refl ects the different methods
found in financia accounting standards and practice. That is, the
so-called ‘mixed mode’ approach in financia accounting is an inherent
feature of the Division 230 framework.

127 Themixed mode approachin turn reflects aternative functional Jl//{De'eted: L2 J

applications and the different ways in which financial arrangementsare
used for commercial purposes (ie, trading, investing/financing and

hedging).

1.28  Whilefinancial accounting standards may provideimportant l - Detered: 128- )

information for investors, they may not be an appropriate basis for { Formatted: right footer, Left ]




Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

taxation. Thereason for thisisthat the standards aim to give investors
information upon which they can make financial decisions, including
making assessments about the stewardship of the entity in question during
a particular accounting period.

1.29 JFinancial accounting standards covering the measurement of
gainsand losses from financial arrangements have adopted fair value
accounting as a default treatment to better reflect commercial redities and
to expose the potentia risks in using derivatives. The mandatory use of
thefair valuetreatment in atax context could result in taxpayers being
required to pay tax on large, unsystematic, unrealised gains which do not

eventuate, potentially causing cash flow difficulties.

130  However, alowing taxpayers to access fair valuetax treatment
through an el ective regime may facilitate price-making in relation to
market-making portfolios of financial arrangementstypically held by
financial institutions. It could aso provide overal compliance cost
savings for taxpayers who prepare financial reportsin accordance with the

new financial accounting standards.

131 Division 230 provides an elective regime for the recognition of
gains and |losses on afair value basis for income tax purposes in respect of
those financia arrangements which are fair valued through the profit or

loss statement. Chapter 6 explains the operation of this el ection.

1.33 Jhis legislation aso includes an election for taxpayerstordyon .

their financid reports for taxation purposes in respect of their financia
arrangements, subj ect to specified conditions (see Chapter 9).

el ective regimes does not | ead to adverse sd ection opportunities or other
inappropriate tax outcomes. The safeguards are explained in the relevant
chapters of this explanatory memorandum. Chapter 5 discusses the
general requirements common to all dective Subdivisions. Additional
specific requirements rel evant to each dection are outlined in the specific
chapters (ie, Chapters 6 to 9) covering the d ective tax treatments.

12
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Background and framework

Flexibility in tax-timing treatments together
. S . . . . P -« /{Deleted: 135,
1.35 Substantial flexibility existsin the application of tax-timing 2

methods. For example:

 thereisno prescriptive basis for valuation under thefair
value and retranslation tax e ections, other than the proper
application of the financia accounting standard on which
these el ections are based;

« if the compounding accrudsbasisis required for a financial
arrangement, any compounding interval that is not longer
than 12 months can be used. A reasonabl e approximation of
this basis may dso be adopted. The effective interest method
used in accounting standards is generally permissible; and

» thereisflexibility asto the alocation period under the |
hedging method, provided certain safeguards are met.

<«]-

|
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136 Topreventthisflexibility from being exploited for incometax | -~ (Peleted: 13- )
purposes, the legislative framework requires that a parti cular manner of
alocating gains and losses has to be applied consistently. ,[Schedule1, |- ‘ Formatted: Font: 11 pt, Not ‘
item 1, section 230-85] Bold, Not Italic
137 Reliance on broad, dearly enundiated principles where | -Aodetes 197 )
appropriate, rather than highly prescriptive rules, should provide greater
stability to the tax framework, alowing it to better cope with financial
innovation and the flexibility of financid arrangements themsel ves.

o] [ Formatted: Heading 4 J
Placing many financial arrangements on revenue account
1.38  With some exceptions, gains and | osses from financial - {(peteted: 138, )

arrangements are generally to betaxed on revenue account (see Chapter 3 -

- ‘ Formatted: Font: 11 pt, Not ‘

capital/revenuedistinction for many financial arrangements. Bold, Not Italic

DB [ Formatted: Heading 4 J
Thelegislative approach
1.39  Division 230 tells ataxpayer how to work out the amount of - {(peteted: 1. )

gain or loss in an income year using the following steps:
» identify afinancid arrangement (step 1);

» determine whether an exclusion from the Division appliesto
gains and losses from the financial arrangement (step 2);

13
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* determine which tax method will apply to the financial
arrangement and, using rel evant tax-timing treatments, work
out the gains and | osses from the financial arrangement for
each income year (step 3); and

 determine whether the gains or losses from the financial
arrangement are assessable or deductibl e (step 4).

Identification of a financial arrangement

//{Deleted: 140. ]

141  Subdivision 230-A provides the test for determining whether an //{De'eted: LA J

arrangement is afinancial arrangement [ Schedule 1, item 1, section 230-50]. In
this context an arrangement consists of all therights and obligations
(including contingent rights or obligations [Schedule 1, item 1, section 230-90]),
that are appropriately considered to be part of the same arrangement.
Section 230-60 sets out the factorsto be considered when determining
what rights or obligations comprise an arrangement or two or more
separate arrangements [Schedule 1, item 1, section 230-60]. Importantly,
whether thereis one or more arrangements takes into account normal
commercial understandings,

~ [ Formatted: Font: Not Italic J

142 Under thistest, relevant rights and obligations under an P {(peteted: 142. )

arrangement comprise a financial arrangement to the extent they are ‘ cash
settlable’ legal or equitablerights or obligations to receive or provide
financial benefits, or combinati ons thereof, and the arrangement does not
consist of any other subsisting non-insignificant rights or obligations
[Schedule 1, item 1, subsections 230-5(1) and 230-50(1)], The meaning of theterm - [ Formatted: Font: 11 pt, Not J
‘cash settlabl€’, and its relationship to money or money equival ence, and Bold, Not Italic

to intentions, purposes and commercial practices, is defined by thistest,

and explained in Chapter 2 [Schedule 1, item 1, subsection 230-50(2)] .

/,{Deleted: 143, ]

143 Some common examples of financial arrangements are: -

A2

PR

» debt-type arrangements, including |oans, bonds, promissory
notes and debentures; and

Formatted: Tabs: Not at 4 cm ‘

* risk-shifting derivatives, induding swaps, forwards and
options.

//{Deleted: 144. ]

arrangement [Schedule 1, item 1, paragraph 230-5(2)(b) and section 230-55], but not
all tax-timing methods will apply to equity interests (for instance, an
equity interest will not be subject to the accruals or realisation tax-timing
methods) [Schedule 1, item 1, paragraph 230-45(2)(€)] .
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Background and framework

1.45 A simple delayed settlement isa financial arrangement, where J, -- [ Formatted: No bullets or

numbering

the payment occurs some time after the relevant thing is delivered. Thisis
because from the time of delivery the only subsisting rights and
obligations under such an arrangement are cash settlable. However,

where the period between delivery and the time for payment is

12 months or less, gains and |osses from the financid arrangement are
excluded from Division 230 [Schedule 1, item 1, section 230-400]. More
complex financial arrangementsinclude hybrid financia arrangements.

146  Arrangements which are not ‘financial arrangements’ under the Jl//{De'eted: 146,

definition include arrangements for the purchase of property (except
property that isitself a financial arrangement), goods or services, where
payment is made on entering into the arrangement but delivery of the
property, goods or servicesisdeferred (usualy referred to as
prepayments). Thisis because such arrangements have non-insignifi cant
non-cash settlablerights and obligations throughout the life of the
arrangement. This fact, together with the exclusion for deferred payments
of less than 12 months (discussed above), would mean that most
construction contracts, contracts for the provision of services and
arrangements known as farm-out arrangements would generally be
excluded from the operation of Division 230.

_{ eleted: 1.47.

)
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)

» foreign currency;

|--- ‘ Formatted: Tabs: Not at 4 cm ‘

* non-equity shares; and

» commodities and offsetting commaodity contracts held by
traders.

[Schedule 1, item 1, Subdivision 2305 | em
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)
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149  Jnaddition, the permanent establishments in Australia of an |

Formatted: Referencing style,
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offshore banking unit are treated as one person for the purpose of . { Doloted: 145,

)

Divison 230. The other permanent establishments of the offshore

banking unit aretreated as separate persons. This meansthat financial ((Deleted: 149.

)

arrangements between permanent establishments of an offshore banking
unit can be subject to Division 230 [Schedule 1, item 1, section 230-40]. This
refl ects the treatment of permanent establishments of an offshore banking
unit under Part 111 of Division 9A of the I TAA 1936.
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. . . __{ Formatted: Don't keep
Determine whether an exclusion applies to the arrangement P [ ormatted: bont keep lines J

together

- { Deleted: 1.50.

150 A number of financial arrangements have gainsand lossesfrom

them excluded from the provisions of Division 230. The main categories
of excluded arrangements are:

 finanda arrangements hed by individuals that are not
qualifying securities, and qualifying securities held by
individua s which have aremaining life at thetime of
acquisition of 12 months or | ess [Schedule 1, item 1,
paragraph 230-5(2)(a) and section 230-405];

. . - . . ----1F tted: Tabs: Not at 4
« finanda arrangements held by entitieswhose businessis ormatted: Tabs: Total 4em

essentially financial in nature with less than $20 million
aggregated annual turnover, or other entities (other than
individuals) with less than $100 million aggregated annual
turnover, which are not qualifying securities, and qualifying
securities held by such entities which have aremaining life at
thetime of acquisition of 12 months or less [Schedule 1, item 1,
paragraph 230-5(2)(a) and section 230-405];

 short-term financial arrangements where a non-monetary
amount (property, goods or services) is involved [Schedule 1,
item 1, section 230-400]; and

» gainson the forgiveness of commercia debts[Schedule1,
item 1, section 230-420].

151  Other particular arrangements have gains and losses excluded -~ {(peteted: 151 )

from the Division to the extent to which they arise from specific rights

and obligations that are leasing or licensing arrangements over real and

intellectual property, certain interestsin partnerships or trusts, certain

insurance policies, certain rights or obligations under a workers'

compensation scheme, certain guarantees or indemnities, personal

arrangements and personal injury, certain superannuation and pension

income arrangements, interests in a controlled foreign company, interests

in aforeign investment fund, retirement village residence and services

contracts, arrangements under which residential care or flexible careis

provided, proceeds from certain ‘ earn-out’ business sal es, arrangements to

which Division 16L applies, arrangements to which section 121EK

applies, aright to receive, or obligation to provide, a farm management

deposit where the taxpayer is the owner of that deposit, jnterestsin =~~~ __{ Deleted: and )
forestry-managed investment schemes which are deductible under
Division 394. Thelist of specific exclusions may be added to by
regulation. [Schedule 1, item 1, section 230-410 and subsections 230-425(3) and (4)]
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Background and framework

152 If an arrangement is excluded, other provisions of the tax law

may apply-to-the-arrangement. —-- -

153 Chapter 2 explains what financial arrangements havether gains l -

and losses excluded from Division 230.

Apply the appropriate tax method to work out the gain or loss for the
income year

— compounding accruals [Schedule 1, item 1, Subdivision 230-B]; |

and/or;

» Elective methods:

155 Useof any of the dlective methods requires that the taxpayer _

have financial reports prepared and audited in accordance with rel evant
financial accounting and auditing standards.

I

-
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Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

Diagram 1: Hierarchy of tax treatments (excluding balancing

adjustments)
Elective hedging
A\ 4
g Elective financial reports
T
IS
< v
L% Electivefair vaue
A\ 4
Elective retranslation
v)
B Accruals
<
[9)
IS
(O]
=
5
_CP A\ 4
5 Reslisation
v Z

156  Aswdl asthe abovetax methods, abalancing adjustmentis

generally required to be cal culated when ataxpayer ceasesto have a
financial arrangement, or transfers part of a financial arrangement to

adjustment may also arise where an dection ceases to apply to afinancial
arrangement [Schedule 1, item 1, sections 230-210, 230-250 and 230-380] .

157  Thetax methods determine the basis for cal culating what

amounts are assessabl e or deductible in each income year. [Schedule 1,

item 1, section 230-45]

Electivefair value method

158  Thededive fair value method alocates gains and lossesfroma .

financial arrangement to each income year in accordance with changesin
thefair value. If adopted, the method appliesto all financial arrangements
acquired intheincome year in which the election is made, or in alater

18
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Background and framework

income year, that are dassified or designated as at fair value through
profit or loss for the purposes of relevant accounting standards, where
they arereported in financia reports prepared and audited in accordance
with relevant accounting and auditing standards. This method is elective,
but once a taxpayer electsto apply it to arrangements reported in its
financial reports, the e ection generally appliesto those arrangements for
all futureincome years. An dection will cease to apply to afinancia
arrangement where relevant criteria are no longer satisfied [Schedule 1,

item 1, Subdivision 230-C]. A baancing adjustment must be made if the fair
value e ection ceases [Schedule 1, item 1, section 230-210].

/,{Deleted: 1.59. ]
159  Chapter 6 explainsthe fair viuemethod in moredetail. 1
Electiveforeign exchange retranslation method
160 Thedledtive retransiation method allocates gainsand losses |+~ (2eieted: 160, )

from changes in the val ue of foreign currency to the income year in which
the change occurs. The elective foreign exchange retranslation method

may apply to:

» al relevant arrangementsthat are subject to retranslation
treatment under arelevant accounting standard and which are
reported in arelevant financial report prepared and audited in
accordance with relevant accounting and auditing stendards | - { Deleted: the ]

[Schedule 1, item 1, Subdivision 230-D] and which are acquired in
the year in which the eection is made or later years; or

« designated qualifying foreign exchange accounts [Schedule 1, "1' ~~ 7| Formatted: Tabs: Not at 4 cm ‘

item 1, Subdivision 230-D].

1.61  Theeffect of applying this Subdivision is that, for tax-timing l//{De'eted: L1 )

purposes, thetaxpayer will generally recognise gains and losses from the -
foreign currency component independently of gains and losses from the
rest of the arrangement. Accordingly, this method may apply in addition

to other tax-timing methods.

l//{Deleted: 162. ]

1.63  Anentity can makeaforegn currency retranslation election in l/’{De'eted: 163 )

respect of a qualifying foreign exchange account after it starts to have the
account. In such cases, a balancing adjustment is required to bring to
account any unrealised foreign currency gains or losses on the account.
Likethefair value e ection, the foreign exchange retranslation election
will ceaseto apply whererelevant criteriaare no longer satisfied and a
balancing adjustment will be necessary when the foreign currency

retrand ation el ection ceases to have effect [Schedule 1, item 1, section 230-250].

{ Formatted: right footer, Left J

~
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It should be noted that the balancing adjustment in relation to the
cessation of the foreign currency retranslation e ection captures only the
foreign currency component of the rd evant financial arrangement.

164  Chapter 7 explainsthe dective foreign exchange retrandation -~ {(peteted: 164.

method in detail. For taxpayers subject to Division 230, foreign currency
denominated arrangements excluded from the operation of Division 230
can be retranslated under the retranslation provisionsin Division 775.

Elective hedging method

165  Thededive hedging method alocatesgainsand lossesfroma -~ {(peteted: 5.

hedging financial arrangement on abasis that corresponds with the gains
and losses from the relevant hedged item. The hedging rules provide for
both tax-timing and tax classification (ie, capital, revenue, assessable,
exempt, non-assessabl e non-exempt) matching. The scope of the hedging
treatment is determined by the coverage of ‘hedging financia
arrangements’ defined for accounting standards purposes but, as well,
may include certain other financia arrangements. To usethe dective
hedging method the taxpayer must have financia reports prepared and
audited in accordance with relevant financia accounting and auditing
standards [Schedule 1, item 1, Subdivision 230-E], and must meet certain other
requirements, including record keeping and hedge effectiveness criteria.

166  Thebalancing adjustment required under Subdivision 230-G is //{De'eted: 166

not required in relation to afinancid arrangement that is covered by the
hedging financial arrangement dection. [Schedule 1, item 1,

subsection 230-3902)] - { eteted: 1

,{Deleted: 1.67.

1.67 Chapter 8 explains the e ective hedging method in detail.

AA

Election to rely on financial reports

| 168  Thedectiontorely on financia reports determines gains and //{De'eted: 168

losses from financia arrangements by reference to relevant accounting
standards. This election effectivdy aigns the tax treatment of relevant
arrangements to the accounting treatment.

1.69  To makethis eection the taxpayer needs to have financial . - {(peteted: 160,

reports which are prepared and audited in accordance with rel evant
accounting and auditing standards. Other requirementsinclude that the
relevant auditor’s report must be unqualified, and meeting certain
standardsin relation to accounting systems and contrals.

1.70  Further, the eection can only apply to afinanda arrangement if -~ {(peteted: 170.

it is reasonably expected that the difference between the amount of the
overal gain or loss and its al ocation over time derived from using the

20



Background and framework

accounting reports and that which would be determined under the other
provisions of Division 230 would reasonably be expected not to be
substantial. [Schedule 1, item 1, Subdivision 230-F]

171 A balanding adjustment is required when the election to rely on Jlx/{De'eted: L )

financial reports ceases to apply. [Schedule 1, item 1, section 230-380]

| peleted: 172, )
1.72 Chapter 9 explains the financial reports eection in detail. ‘

173 All financial arrangements within the scope of Division 230 | - (Deteted: 173, )

(after taking into account any exceptions or additions) will have gains and
losses worked out using the accruals or realisation methods unless:

» anéeective method appliesto the arrangement. However, in
the case of the e ective foreign currency retranslation method
(where that method applies to determine the foreign currency
gain or | oss from the arrangement) the accruas or redisation
treatment may still apply to determine the non-foreign
currency gain or loss component of the financia
arrangement; or

» thearrangement isan equity interest or is aright to receive or
an obligation to provide an equity interest and that right or
obligation isnot ‘ cash settlable’ .

Compounding accrual s method

1.74  The compounding accruas method allocates gains and losses l - peteted: 174. )

from afi nanC|aJ arrangement to income years according to an implicit rate
of return. Thisrate of return is commercialy known as the ‘internal rate
of return’ or the ‘ effective interest rate’. The compounding accruals
method applies when an overall, or aparticular, gain or loss from a
financia arrangement is sufficiently certain. Anamount or vaueis
‘sufficiently certain’ if it is‘fixed or determinablewith reasonable

accuracy’. [Schedule 1, item 1, sections 230-105, 230-110, 230-120 and 230-135]

1.75  Where material changes are madeto terms or conditions or l - eteted: 1.75. )

circumstances that affect arrangements, taxpayers are required to make
fresh assessments of gains and |osses subject to accrual streatment. In
certain circumstances they may need to re-estimate re evant gains and

losses. [Schedule 1, item 1, sections 230-155 and 230-160)

1.76 A running balancing adjustment is made to correct for any Jlx/{De'eted: L76. )

underestimation or overestimation resulting from application of the
accruals method. [Schedule 1, item 1, section 230-145]

{ Formatted: right footer, Left J
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| 177 Chapter 4 explains the compounding accrua s method in more - { Deleted: 1.77 .

defail.  ®-- - -

Realisation method

| 1.78  Theredisation method allocates gains and |osses to income //{De'eted: L78.

years when they occur, which will generally be when the relevant
financial benefit representing the gain or loss is dueto be provided or
received, as the case may be. This method appliesto the extent that the

compounding accrua s method or the e ective methods do not apply.
[Schedule 1, item 1, subsections 230-45(2) and 230-105(5) and section 230-150]

/,{ Deleted: 1.79 .
‘ 1.79 Chapter 4 explains the realisation method in more detail . -

o A T LAMIA T I IV T AT AT T A i T e e oo oo -

| 1.80  Gains and losses a taxpayer makes when they ceaseto hold a s {(peteted: 10.

financial arrangement (induding if they transfer part of afinancial
arrangement) other than ahedging financial arrangement are recognised
using the balancing adjustment provisions, and not under any of the other
methods (see Chapter 10). [Schedule 1, item 1, subsection 230-45(1),

Subdivision 230-G]

| 181  However, whileataxpayer holds a financial arrangement, gains //{De'eted: 181

and losses they make from that arrangement can be ca culated under the
accruals or redlisation methods or any of the elective methods (subject to
therelevant criteriabeing satisfied). [Schedule 1, item 1, subsection 230-45(1)]

- { Deleted: 1.82.

| 182  Amongst the eective methods, the elective hedging method, to

the extent that it is applicable, takes priority over the other elective
methods. Subject to this, if an dectionto rdy on financid reportsis

made, gains and | osses from all relevant financial arrangements are [F Po——
_ - Formatted: Font: p

1.83  Wherethefair value treatment appliesto thewhole of afinancia -~ {peteted: 13.

arrangement, the taxpayer does not have to consider other tax-timing
methods (except to the extent to which the d ective hedging method or the
electionto rey on financia reports appliesto the financial arrangement).
[Schedule 1, item 1, subsection 230-45(3)]
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Background and framework

1.84  However, if thefair vauetreatment appliesto only apart of a |//{Deleted: 184. )
financial arrangement-thentheother part isdeemed-to-be a-separate------ o

financial arrangement and must be subject to another tax-timing treatment.
[Schedule 1, item 1, section 230-200]

1.85  Theforeign exchange retranslation method may apply to l//{De'etedi 185. )

determine the foreign currency component of gainsor lossesfroma
financial arrangement only if none of the other e ective methods apply to
that arrangement [Schedule 1, item 1, subsection 230-45(4)], If theretrandlation | -

method and other € ective methods do not apply, the foreign currency gain
or loss may betaxed on areadisation basis.

Formatted: Font: 11 pt, Not
Bold, Not Italic

1.86  Jfthefinancia arrangement is subject to one of the elective l//{De'eted: 186. )

methods (other than the retranslati on method), the accruals and realisation
methods will not apply. Where the foreign exchange retranslation method
appliesto the financia arrangement, the accruals or realisation methods
will also apply to determine any gains or |osses from the financial
arrangement, to the extent they are not attributabl e to currency exchange

movements. [Schedule 1, item 1, subsection 230-45(2)]

l//{Deleted: 187. ]

187 Neither the accruals, realisation, nor retranslation methods will
apply to afinancial arrangement that is an equity interest, or to other
‘equity’ financial arrangements within the meaning of

subsection 230-55(2). The hedging method will only apply to a financial
arrangement that is an equity interest if it isa foreign currency hedge and
isissued by the taxpayer. [Schedule1, item 1, paragraph 230-45(2)(e) and
sections 230-230 and 230-285]

l//{Deleted: 188. ]

188  Findly, therealisation method will gpply toagain or lossfroma_

financial arrangement only where the accrual's method does not apply.
[Schedule 1, item 1, subsection 230-105(5)]

If the year is the final holding year, work out any gain or loss from
ceasing to have the financial arrangement

1.89  Jnthelast year that ataxpayer holds afinancial arrangement, the l | Deteted: 189 )

taxpayer needsto work out thegain or loss it makes from ceasing to hold
thefinancial arrangement. Thisis to ensurethat thetotal gain assessable,
or thetotal | oss deductible, on the arrangement reflects the actual gain or
| 0SS [Schedule 1, item 1, section 230-385 and subsection 230-45(1)], Chapter 10 |-

addresses the treatment of gains and | osses from ceasing to hold a
financial arrangement.

Formatted: Font: 11 pt, Not
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Integrity rules

Consistency

1.90 Gains and | osses must be worked out consistently for each
financial arrangement through time. This means that the methods used
should be used consistently both from year to year for a particular
financial arrangement (subj ect to a particular method ceasing to apply, for
example where the requirements for its application are no longer met), and
where the taxpayer is entitled to choose to apply a method in a particul ar
manner they must usethe same manner for all financial arrangements that
are of asimilar nature. [Schedule1, item 1, section 230-85]

Value shifting

1.91 Broadly, the value shifting rules prevent inappropriate tax
conseguences where, under a scheme, valueis shifted from equity or loan
interests. Gains which are reduced, or |osses which areincreased, in this
manner areto be disregarded under Division 230 in determining tax
outcomes for financia arrangements. [Schedule 1, item 1, section 230-427]

Arm’slength rules

1.92 Broadly, Division 230 will incorporate arm’s | ength rules that
are consistent with those that apply to arrangements not covered by the
Division. [Schedule 1, item 1, sections 230-441 and 230-442]

Application and transitional provisions

1.93 The ruleswill applytoflnanclal arrangements acquired on or

A taxpayer may also e ect to apply the rulesto financia arrangements
acquired on or after the first day of the first income year starting on or

194 A taxpayer may decttoapply therulescontainedin
Division 230 to existing arrangements (ie, to those financial arrangements
which the taxpayer acquired before the start of the first applicableincome
year but still held at that time). Such an election may giveriseto an
amount in the nature of atransitional ‘balancing adjustment’ if the amount
taken into account under the ITAA 1936 and the ITAA 1997 prior to the
application of Division 230 differs from the amount that would have been
taken into account under Division 230 if it had applied from the
commencement of the arrangement. The transitiona balancing

adjustment is to be spread over the first applicableincome year and the
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Background and framework

|

)

next threeincome years [Schedule 1, Part 3, items 9710 99], The electionto | - [ Formatted: Font: 11 pt, Not
apply Division 230 to existing arrangements does not extend to the Bold, Not Italic

alignment of tax classification treatment for gains and | osses from hedging

financial arrangements under Subdivision 230-E where the taxpayer first

started to hold the arrangement prior to the commencement of

Division 230 [Schedule 1, Part 3, subitem 121(7)]. Chapter 13 explainsthe |-~ { peleted: 99

application and transitional provisionsin more detail. - “{ Deleted: 12
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Chapter 2
Definition of ‘financial arrangement’

Outline of chapter

which taxation applies. Gainsand losses in relation to a financial

arrangement are taken into account in determining taxableincome,

2.2 This chapter sets out:

« the meaning and scope of theterm ‘financia arrangement’;

« which financial arrangements are specifically excepted from

the operati on of Division 230; and

« theadditional operation of Division 230 to certain things,

Overview of the definition of ‘financial arrangement’

2.3 A Division 230 financia arrangement is an arrangement where

therights and obligations under that arrangement are cash settable.

24 Besides financial arrangements Division 230 will also apply to

certain arrangements that are not financia arrangements but have very

similar characteristics. For example, foreign currency and non-equity

shares.

25 However, the gains and | osses from certain financia

arrangements, such as short term arrangements and arrangements where

thereis no significant deferral of gains are not subject to tax under

Division 230.

2.6 Often, the time to determine whether an arrangement isa

financial arrangement will be at the time the arrangement comes into

existence or commencesto be held. However, Division 230 aso provides

for testing throughout the life of financial arrangements.

27
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Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

Cash settable rights and obligations

Additional

2.7 In the context of Division 230 obligations and rights are cash
settable where they may be settled by money or money equival ent.

2.8 Basically, money is cash or a unit of Australian currency. A
money equiva ent typicaly has aliquidity that is similar to that of cash.
Examples of money equival ent include bonds and | oans.

29 However, an arrangement will not be afinancia arrangement if
the cash settabl e rights and obligati ons are insignificant compared to other
rights and obligations under the arrangement or if the cash settablerights
and obligations no longer exist.

operation of Division 230

2.10 The operation of Division 230 to extends to assets and contracts
that would be Division 230 financia arrangements to ensure they are not
inappropriately excluded from Division 230. While they may not be cash
settable financial arrangements, they share some of the characteristics of
such arrangements, for example because of their money-like nature or the
way they are dealt with by parties to the arrangement.

211 The additional operation of Division 230 applies to:

e equity interests;
« foreign currency;

* non-equity sharesin companies; and

« certain commodities and offsetting contracts held by dealers.

212 Although equity interests are financia arrangements may only
be subject to either the eective fair value method or the election to rely on
financial reports and in limited circumstances the € ective tax hedge
method.

Specifically excepted gains and losses of certain financial arrangements

2.13 The gains and losses of some financial arrangements are
specifically excepted from the application of Division 230 for reasons of
compliance costs or clarity. Such arrangements include:

¢ short term arrangements where amounts that are not money
eg short term trade credit; and

28

| Deleted: 2007




Definition of ‘financial arrangement’

— afinancia arrangement that is givenin exchange for
property or services ; or

— an arrangement where thereis 12 months or lessdelay in
payment after receipt of property or services; or

— arrangement is not a cash settlabl e financid arrangement;
or

— arrangement is not aderivative financial arrangement; or

— afair value € ection does not apply to the arrangement.

arrangements held by individuals and businesses that satisfy
theturnover tests wherethere is no significant deferral of tax;

2.14 There are also exceptions for various rights and/or obligations

including:

leasing or property arrangement;

an asset to which Division 250 applies;

interests in partnerships and trust;

lifeinsurance policies;

general insurance policies;

certain worker's compensation arrangements,

certain guarantees and indemnities;

personal arrangements and personal injury;

personal services
— deceased estates;

gifts under deed;

personal injury;

injury to reputation;

superannuation and pension income;

29
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215

aninterest in aforeign investment fund, foreign life policy or
acontrolled foreign company;

proceeds from certain business sales including ‘ earn-outs’;

infrastructure borrowings;

farm management deposits;

deemed interest payments to owners of offshore banking
units; and

forestry managed i nvestment schemes;

ceasing to hold financial arrangementsin certain
circumstances; and

forgiveness of commercial debts.

There are al so exceptions by way of clarification only which

include retirement village residence contracts, retirement village services

contracts and provision of residential or flexible care.

Context of amendments

What is a financial arrangement?

2.16

Jinancia innovation has spawned an endless variety of

arrangements under which financeis provided or risk is shifted. The
characteristics of such arrangements can mean that arrangements with
similar form can vary significantly in terms of therisks and benefits
involved, or that thereis very little differencein substance
notwithstanding that the form and the name given to the two are quite

different.

217

on thelega form of the arrangement to determineits tax treatment. This
isnot sustainabl ein the face of modern financia innovation. More
recently, specific areas of income tax law have been designed so that tax
treatments better reflect the economic and commercia characteristics of
arrangements. see, for exampl g, the debt/equity rulesin Division 974 of
the Income Tax Assessment Act 1997 (ITAA 1997).

distortionary tax treatment that can arise under the current tax law in
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Definition of ‘financial arrangement’

respect of economically similar financia arrangements — development of
aset of principlesto establish the definitional scope of financing and risk
shifting arrangements for the purposes of Division 230 has taken into
account the common economic substance underpinning all such
arrangements. Aswaell, account has been taken of the need to align tax
(to the greatest extent possible) with the commercial recognition of gains
and losses from financial arrangements. Centred on these foundations the
genera and broadly applicabledefinition of a‘financia arrangement’
adopted in Division 230 is intended to enhance tax neutrality, consistency
and the functiona effectiveness of thetax system.

l//{Deleted: 26. ]

would be to rely on the relevant definitionsin financial accounting
standards. For example, the scope of Australian Accounting Standard
AASB 132 Financial Instruments: Disclosure and Presentation

(AASB 132) isgoverned by the definition of theterm ‘financia
instrument” which, in turn, is based on definitions of theterms ‘financia
asset’ and ‘financial liability’. For measurement purposes, Australian
Accounting Standard AASB 139 Financial Instruments: Recognition and
Measurement (AA SB 139) adopts the same meaning of ‘financia
instrument’” asused in AASB 132.

2.20 _TheDivision 230 definition of ‘financial arrangement’ draws on lx/{De'eted: 27 )

and closely corresponds with the definitions in these accounting standards. -
A complete aignment was not considered appropriate after consideration
was given to arange of factors including those set out in the paragraphs

be ow.

221 TheAASB 132 definition of ‘financial instrument’ was l/{De'e‘ed: 28. )

developed in adifferent context to that relevant to thetax law. First, that -
standard is but one of a number of interrd ated standards that form a
broader financia accounting framework. These accounting standards

have different purposes to the incometax system.

7777777777777777777777777777777777777777777777777777 l//{Deleted: 29, ]

question of scope appears to be based on rights and obligations under
individual contracts. However, the provision of finance and risk-shifting
can occur through arrangements that comprise one or more contracts
(eg, stapled securities) and by way of rights and obligations that are not
necessarily founded on contract.

223 Third, not al entities subject to Division 230 would be required Jl//{De'eted: 210 )

to prepare financid accounts which dassify arrangements based on the
definitionsin AASB 139. If the scope of the Division was based on the
scope of particular financia accounting standards, these entities would
need to understand, or obtain advice on, the scope of relevant financia

accounting standards, including changes to these standards and their

{ Formatted: right footer, Left J
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interpretation, merely for income tax purposes. Such entities may view
such compliance as burdensome and unfair.

- { Deleted: 2.11.

arrangement’ for the purposes of Division 230 is cast in terms of what
fundamental and common elements, in principle, characterise both the
provision of finance and the shifting or allocation of risk. In thisregard,
key common elements of dl financial arrangements are theright to
receive, or obligation to provide, afinancia benefit (irrespective of
whether the value or existence of the right or obligation is contingent on
some event or other thing) whichis:

P

* monetary in nature;

Formatted: dot point, No
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* non-monetary in nature and may be settled by money or a
money equivalent; or

 insubstance and effect monetary in nature.

225 Collectively, theserights and obligations are described in «. - peteted: 222.

—_—y T T T T S T T T T T . -7 <
“ Formatted:

Division 230 as ‘ cash settlable .
Left: 0cm

base-text-paragraph, Indent:

formal (Ieg) rights to receive, or obligations to provide, finendal "~ Deteted: 213.

benefits of a monetary nature would not facilitate tax neutrality and
consistency, or enablethe taxation of certain transactionsto be aligned
with commercial outcomes. In particular, this could occur where the right
toreceive, or the obligation to provide, afinancial benefitis of a
non-monetary nature but having regard to factors such asthe pricing,
terms and conditions of the arrangement, business practices, the intention
of the parties, or the nature of the activities rel ating to the arrangement,
thoserights and obligationswill belikely settled in monetary terms. This
iswhy the cash settlable rights and obligations re evant for Division 230
purposes include those whi ch are in substance or effect monetary in
nature.

- { Deleted: 2.14.

Division 230 is based on characteristics common to dl financial
arrangementsit will cope better with future financial innovation than
would a definition based on legal form or on lists of arrangements. In that
sense the definition is considered to be appropriately comprehensive and
durable.

Additions and exceptions {Daeted: 215,

228 Equity interests, induding rights to receive, and obligationsto  * -~ | Formatted:

fffffffffffffffffffffffffffffffffffffffffffffffffffff base-text-paragraph, Indent:

provide, equity interests, are specifically brought into the scope of Left: 0cm
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Division 230 as a separate category of financia arrangement. However,
gains and losses made from these * equity’ financial arrangementswill be
subject to Division 230 only in limited circumstances.

l//{ Deleted: 2.16 . ]

and ‘equity’ financial arrangements, specificinclusion provisions exist to
ensure that arrangements which can operatein asimilar way to these
defined financial arrangements are bought within the scope of

Division 230 — specifically, foreign currency, non-equity shares and
commodities and offsetting contracts held by traders in certain |
circumstances.

7777777777777777777777777777777777777777777777777777 l/,{ Deleted: 2.17 . ]

gains and | osses made from particular financia arrangements from being
subject to Division 230. For exampl e, there are circumstances in which an
arrangement that conceptually comes within the scope of the definition of
financial arrangement is covered by another specific area of theincome
tax law, and there are palicy reasons for it to continue to be so covered. In
such cases, gains and | osses from the arrangement are specifically
excluded from being dealt with under Division 230.

l//{ Deleted: 2.18- ]

excluding other types of arrangements from treatment under Division 230.
Those arrangements are d so the subject of either ageneral or specific
exclusion.

232 Thescopeo Division 230 should therefore be considered by |-~ Loeleted: 219. )

looking at what, by definition, is afinancial arrangement together with the -
exclusions and the additional operation of the Division.

2.33 The Board of Tax's “review of foreign source income anti-tax
deferral rules’ is currently considering the operation of thetax law in
relation to interests held in CFCs as well as FIFs and non-resident trusts
more widely. Consequently, how Division 230 should apply in relation to
interests in these entities will receive further consideration in the light of
outcomes of that review.

Unit of taxation

x:/{ Deleted: 2.20 . ]

234 Thedefinition of *financial arrangement’ isimportant becauseit * l .
determines the unit of taxation in respect of which gainsand losses are Formatted: )
recognised under Division 230. That is, the applicable tax-timing E:fsf'tg)g;f aragraph, Indent:
methods apply in relation to a defined financial arrangement (and to those :

arising from the additional operation of this Division) to determinethe

gainsand losses that will be subject to Division 230 (exduding financia
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arrangements from which the gains and | osses are covered by an

exception).

| 235 A finencial arrengement is an arrangement which at therdlevant -~ |09eted: 221 J
time sati sfies the definition of financial arrangement under Division 230
(see paragraph 2.24).

| 236 Typicaly, an arrangement will be congtituted by a contract. - peterea: 222. )

Generally, thiswould be the case for ordinary financial instruments,
common hybrid instruments and derivatives. However, the concept of
arrangement as used in Division 230 recognises that a contractual basis
may be insufficient to reflect the substance of an arrangement in all
circumstances. It is recognised that modern arrangements can be put
together in very complex ways and that their substance may be different
from their form.

2.37  Todeal with thevarious formsin which rdevant arrangements -~ {peteted: 223, J

may take, what rights and obligations congtitute the rel evant arrangement
for Division 230 purposes (ie, the arrangement to be tested to determine
whether itis or is not afinancial arrangement), is based on various factors.
These factors go to the substance of these rights and obligations and the

facts and circumstances surrounding them.

Summary of new law

238 A finandal arrangement is defined asa cash setfableright to -~ | 0¢1eted: 224 )
receive, or obligation to provide, a financia benefit, or a combination of Eormatﬁed: N
such rights and obligations (irrespective of whether the value or existence e paragraph. Indent:

of theright or obligation is contingent on some event or other thing)
which exist under an arrangement. An exception will apply where, under
the same arrangement, there are other rights and obligations that are not
insignificant (ie, the cash settlabl e rights and/or obligations otherwise
comprising the financia arrangement must be the only rights and/or
obligations of any significance subsisting under the arrangement before a
financial arrangement will arise).

239 Arighttoreceiveafinancial benit or an obligation to provide -~ | 2eleted: 225. )
afinancial benefit will be cash settlable where the financial benefit is
broadly:
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Definition of ‘financial arrangement’

amanner that resultsin receiving or paying money or a
money equivalent, when regard is given to factors such as:

Formatted: Tabs: Not at 4.75
cm

— thetaxpayer's intended way of settling theright or "i o
obligation;

— thepractice by which thetaxpayer settles similar rights |
and/or obligations;

— thetaxpayer’s dealings with respect to the rights or |
obligations or similar rights and/or obligations; or

— theliquidity of the financial benefit, or the ability to cash |
sdttletheright or obligation, wherethe financial benefit is
to be provided or received other than as part of the
taxpayer’s expected purchase, sale or usage reguirements.

240 pivision 230 does not generally apply to gains and losses from |-~ [ Deleted: 22 )
arrangements that do not satisfy this definition of a financial arrangement. W Formatted:
L L . . . base-text-paragraph, Indent:
However, equity interests (and certain rights and obligationsto equity Left 0cm
interests that are not otherwise financial arrangements) are a separate
category of afinancial arrangement that will have gains and | osses dedlt
with under Division 230in limited circumstances. In addition, specific
inclusion provisions exist to ensure that arrangements which can operate
inasimilar way to thesetypes of financial arrangements are bought within
the scope of Division 230.
241 Division 230 also provides for various exceptionswhich take | -~ (Deleted: 227- )
gainsand losses from certain financia arrangements outsi de the scope of
the Division. /{ Formatted: Don't keep lines J
together
Comparison of key features of new law and current law
New law Current law «| - {Formatted Table )
The definition of * financial There is no comprehensive definition
arrangement’ is based on rights to of financia arrangement, which
receive, or obligationsto pay, creates gaps, distortions and
financial benefits that are cash anomaliesin tax treatments.
settlable.
Specific additionsinclude certain |
arrangementsthat have asimilar
effect or operation to these financial
arrangements.
Some financial arrangements have Certain types and classes of financial |
ther gains and losses disregarded for | arrangements are not specifically { Formatted: right footer, Left ]
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New law Current law

the purposes of Division 230 for
compliance, administrative or other
policy reasons.

Arrangements comprising a number
of different rights and obligations are
generally determined on a
stand-alone contractua basis where
theform of the contract is consistent
with its substance.

addressed.

Arrangements are generally treated
based on legal form.

The ability to cope with financia
innovation isincreased.

It isinadequate to deal with financial
innovation.

Detailed explanation of new law

242 Whether or not a particular arrangement isafinancial

arrangement will depend on whether or not it satisfies:
» theprincipa financial arrangement definition dealing with

cash sdttlablerights and obligations to financial benefits

(acash settlable financial arrangement), or

» thesecondary financia arrangement definition dealing with

equity interests and rights and obligations to equity interests

(an equity financial arrangement).

An entity can have rightsto receive financial benefits and/or obligations
to provide financial benefits. Accordingly, an entity can be either aholder
of afinancial arrangement that isan asset or an issuer of afinancial
arrangement that is aliability.

[Schedule 1, item 1, sections 230-50 and 230-55]

The arrangement that is being tested

financial arrangement are satisfied, the particular arrangement being
tested must be determined.

244 Anarrangement, asdefinedintheITAA 1997,isabroad =
concept. It includes any arrangement, agreement, understanding, promise
or undertaking, whether express or implied. Moreover, it does not need to

be enforceabl e, or intended to be enforceabl e, by legal proceedings.
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245 Division 230 modifies this broad notion of an arrangement, | /{Deleted: 231, ]
providing guidance-asto whi eh-specific rights ane-obligations wit-make- - -~

up the rel evant arrangement to be tested for the purposes of the Division. |
[Schedule 1, item 1, subsection 230-60(4)] A7
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However, for straightforward situations, an arrangement will often be
contract based. So too for Division 230 purposes, a contract will often
define the boundaries of arelevant arrangement. Thisis wherethe form
of the contract is consistent with its substance.

247 Thevarious rights and obligations subsisting under a contract l | Deteted: 233. )

will typically constitute the relevant arrangement for the purposes of
Division 230. That is, the contract is typically viewed on a‘stand-alone’
basis. In this context, the contract is neither aggregated with another
contract (or contracts), nor disaggregated into component parts, when
determining the relevant arrangement to be considered under

Division 230.

248  Onthisbasis, al cash flows under an instrument will typically lx/{De'eted: 234 )

form part of the one arrangement and will not bedisaggregatedto
represent separate arrangements. For example, in the usua case, aright to
receive dividends will form part of a share instrument, and an obligation

to pay interest will form part of aloan agreement.

7777777777777777777777777777777777777777777777777777 l//{Deleted: 2.35, ]

inconsistent with the economic or commercia substance of an
arrangement. This could arise where, for instance, one or more rights and
obligations under separate formal contracts (whether or not they come into
existence at the sametime) are intended to giveriseto asingle
arrangement (such asthe case with a stapled security). Division 230is
directed at reflecting the commercial and economi ¢ substance of
arrangements; ‘commercia’ in this sense refers to non-tax factors driving
the way in which the particular arrangement is structured.

250 Which rights and/or obligations comprise the relevant Jl/’{De'eted: 236, )

arrangement for Division 230 purposesis aquestion of fact and degree.
To determine whether a number of rights and/or obligations arise under

one or more arrangements, regard is to be given to the:
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 nature of those rights and/or obligations, when considered "I o
separately and in combination (including having regard to the
substance and character of the rights and/or obligations);

» termsand conditions of the rights and/or obligations, |
including those relating to any payment or other
consideration for them, both when considered separately and

{ Formatted: right footer, Left J
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when considered in combination (including having regard to
thelegal terms of the rights and/or obligationsin their
economic context, including those relating to the amount and
timing of the consideration to be paid or received, and the
pricing of those rights and/or obligations relativeto what
would otherwise be expected of such rights and/or
obligations, when considered separate y and together);

circumstances surrounding the creation of those rights and/or
obligations and their proposed exercise or performance,
(including what can reasonably be seen as the purposes of
one or more of the parties invol ved), when the rights and/or
obligations are considered separately and when considered in
combination (also taking into account the context in which
the rights and/or obligations were created and are antici pated
to cease, when consideration is given to one or more of the
relevant parties intentions);

whether the rights and/or obligations can be dealt with
separatel y or whether they must be dealt with together
(eg, the separate interests that comprise a stapl ed security
cannot be separately dedt with);

norma commercial understandings and practices in relation
to the rights and/or obligations when considered separately
and when considered in combination, including whether
commercially they are regarded as separate things or as a
group or a seriesthat forms a whole (a comparison with
similar or typical commercial arrangements may help
determine the commercid understanding of the rd evant
rights and/or obligations under consideration); and

objects of Division 230 (and so having regard to minimising
the extent to which the tax treatment of relevant
arrangements distorts commercia decision making, more
closdly aligning the tax and commercial treatment of rel evant
arrangements, and minimising compliance costs).

Oz Co borrowsin pounds sterling from Bank Co. To hedge its

exposure to pounds sterling, Oz Co aso enters a cross currency
swap. Without this exposure being hedged, Bank Co would not

lend to Oz Coin pounds sterling.

38
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The fact that the swap and the borrowing may not have been
entered into without the other, is not sufficient for them to
comprise one arrangement. A consideration of the following
factors:

 thenature of theloan and the swap, and therights and
obligations which comprisethem, differ;

 theloan and the swap are not contractually bound together
(ie, amongst other things the termination of onewill not
automatically lead to the termination of the other, such that
their creation and performance times may differ);

» thepayment terms and conditions, including the
counterparties and relevant dates may differ;

» thecommercial effect of the loan or theswap can be, and is
typically, understood without reference to the other;

» commercialy theloan and the swap are regarded as separate
arrangements, and each can be defeased or assigned to athird
party separately; and

* treating the loan and swap as separate arrangements would
not defeat the obj ects of the Division,

revea sthat for the purpose of Division 230 the loan and the
swap should be treated as separate arrangements, each of which
may be assessed to determine whether or not it is afinancial
arrangement subject to the Division (subsection 230-60(4)).

Later inthis chapter, in Example 2.17, consideration is given to
whether Oz Co’s hedge and |oan are, when considered
separately, financia arrangements.

Hamish Co holds a convertible note that pays coupon payments
at afloating rate over the life of the note. At maturity of the
note, Hamish Co has the option to convert the note and rece ve
ordinary shares of theissuing company. If Hamish Co chooses
not to take this option, it will receive areturn of its original
investment in the note on maturity instead of the note converting
into ordinary shares.

Hamish Co does not have the sole or dominant purpose of
entering into the convertible note to receive the shares.

39
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Economically, Hamish Co’s convertible note represents one
arrangement that comprises both a fixed income security
(similar to abond) and an equity derivative embedded in the
security (the option to convert).

However, in light of the fact that:

norma commercial practiceisfor the holder of a convertible
noteto deal with the note as one arrangement;

packaged as a note the vari ous components of the convertible
note have the nature of them being only one arrangement;

theterms and conditions indicate the arrangement, whilst
having the same effect as its separate components, must be
dealt with together and contain no provision for separate
assignment of the various embedded rights and obligations;

therights and obligations under the notes were created under
the one arrangement and at the sametime, and are proposed
to extinguish together on maturity;,

it would be reasonabl e to assumethat Hamish Co intends to
dea with its rights and obligations under the note together
and not separatey. Arguably, commercial understandings
would suggest that where taxpayers intend on dealing with a
fixed income security and an equity derivative separately,
they would be more inclined to enter into an arrangement that
comprises an equity linked debt security with equity
warrants, which is economically similar to a convertible note
with the exception that norma commercial understanding is
that the equity warrants are detachabl e and may be dealt with
separately; and

the objectives of more dosdy aligning tax and commercial
treatment of relevant arrangements,

Hamish Co’s rights and obligations under the convertible note
will be taken to comprise one arrangement (subsection 230-
60(4)).

Whether or not Hamish Co’ s convertible note arrangement is a
financid arrangement is considered later in this chapter, in
Example2.17.
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At the end of the 2010 income year High Hope Co, acompany
with an aggregated turnover of $3 billion, purchases afiveyear { Deleted: 2008 )
index-linked bond with a face value of A$100 from the issuer,
XYZ Co, for its face value (A$100). Theindex-linked bond
pays coupons cal culated by reference to movementsin the
United States of America (US) consumer price index (CPI).
Specifically, theindex-linked bond pays annual coupons of 7 per
cent of the face value of the bond, adjusted upwards or
downwards according to the percentage movement on the US
CPI. If the percentage movement in the CPI in the rel evant
period falls below theinitid set percentage, no coupon will be
paid inthat period. The bond contains no separate or detachable
option. The bond will pay A$100 on redemption (at the end of

l//{Deleted: 2013 )

Based on history the US CPI is expected to increase by 2 per
cent per annum over the rd evant five-year period.

Having regard to the features of High Hope Co's CPI
indexed-linked bond and the circumstances surrounding this
arrangement, it will betreated as a single arrangement for the
purposes of Division 230, having regard to the fact that (see
subsection 230-60(4)):

+ therights and obligations under the CPI index-linked bond
arededt with together as one arrangement;

» thetermsand conditions reflect those of a common
commercial arrangement that is commercially treated asa
single arrangement;

» norma commercial practiceisto view CPI index-linked
bonds as one arrangement, and High Hope Co’s bond is
consistent with other such bonds commonly available; and

* treating High Hopes Co’s bond as such would be consistent
with the obj ects of the Division.

Whether or not High Hope Co's CPI index-linked bond, as a
single arrangement, isa financial arrangement, is set out later in
this chapter, in Example 2.17.

For similar reasonsto those listed in relation to High Hope Co's
CPI indexed-linked bond, typical equity linked bonds, where the
coupon return is based on the movement in an equity interest or

{ Formatted: right footer, Left J
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basket of equity interests, would also constitute the one
arrangement.

However, other arrangements where areturn based on a share or
index movement is artificially or unusually attached to what
would otherwise be a stand-al one arrangement may not, having
regard to the factors set out in subsection 230-60(4), be treated
as being the one arrangement for the purposes of Division 230.

LA Coentersinto a contract to purchase an office building from
Vendor Co. LA Co aso arranges to acquire a significant
amount of office furniture from Vendor Co. Both the building
and the office furniture are delivered at the sametime, but
Vendor Co agrees to defer payment of the building for two
years. The office furnitureis paid for at thetime of delivery.
Whilethis transaction may have been structured under the one
contract, the purchase of the office building and the purchase of
the furniture, taking into account the following factors, are
treated as separate arrangements (see subsection 230-60(4)):

* The payment terms and timeline for performance of each, are™

significantly different.

» They can be commerdcialy understood separatdy, and could
be negotiated separatdy.

» Having regard to the objects of the Division, and the fact that
accounting would treat the deferred arrangement differently
to that which was paid for on delivery, each purchase should
betrested as a separate arrangement.

Therefore, the contract entered into by LA Co represents two
separate arrangements. Each of these arrangements will haveto
be separatdy tested to determine whether it isafinancia
arrangement as defined within the Division. For adiscussion on
whether or not LA Co's arrangements are financia
arrangements, see Example2.17.

A typical cash-based sal e and repurchase agreement involves the
sd e of a cash-based security (such as abond or bank bill) and a
simultaneous agreement to buy it, or substantially the same
security, back at an agreed future date for an agreed price (which
may be the sale price plus alender’ s return). The combined sale
and repurchase arrangement is often referred to as a ‘repo’.

42

//,{Deleted: 2007 )

/,{Deleted: Example 2.4 ]

Formatted: Indent: Left: 1.9
cm

- - - Formatted: Space Before: 0

pt, After: O pt

.- Deleted: Example2.5
A )

Formatted: Indent: Left: 1.9
cm




Definition of ‘financial arrangement’

In terms of subsecti on 230-60(4):
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such that the sal e of the security would not be entered into
without entering into the repurchase agreement.

» Thetermsand conditions of the repo suggest that, in |
substance, it is one arrangement.

» Thepartiesto arepo would ordinarily view the sale and |
repurchase rights and/or obligations together, and intend that
they be considered together.

» Itwould be unlikely for the sale rights and/or obligationsto
be dealt with separatdy to the repurchase rights and/or
obligations.

* Normal commercia understandings and practices are that the |
sd e and repurchase rights and/or obligationswould be
viewed as being integrally related to each other. For
example, AASB 139 would consider them in combination
and not de-recogni se the security because the seller retains
substantially all the risks and rewards of ownership (see
paragraph AG51(b) of AASB 139).

» Treatment of the repo as an arrangement under
subsection 230-60(4) is consistent with the substance of the
situation and, accordingly, with the objects of Division 230.

In the circumstances, typical repos would constitute one
arrangement for the purposes of Division 230.

Right or obligation to morethan one financial benefit

«l /{Deleted: 2.37.

obligation to provide two or more financial benefits, is taken for the Formatted:
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Retail er Pty Ltd opens a current account with Bank Ltd on 1 T Egrmaﬁw: Indent: Left: 1.9

July 2010. Under theterms of the account, Retailer Pty Ltd may
make deposits and withdrawals at any time, provided it does not
overdraw the account. Interest is calculated daily (on the
minimum daily balance) and payable on 31 July each year. If
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the account is closed, interest cal culated up until thedateit is
closed becomes payable at that time. Theinterest rateisset in
advance and can change at any time at Bank Ltd’s discretion.

A bank account isasingle debt existing between the customer
and the banker in their respective capacities as creditor and
debtor (Foley v Hill [1843-1860] All ER 16). Theright to
receive the balance of the bank account is therefore taken to be
the oneright. However, that right isin relation to each dollar
that comprises the balance of the account. Each dollar isa
relevant financia benefit. Hence, for the purposes of the
Division, Retailer Pty Ltd is taken to have a separateright to
receive each dollar that comprises the balance of the account
(subsection 230-60(1)).

Having regard to the features of Retailer Pty Ltd' s bank account
and the dircumstances surrounding this arrangement, it will be
treated as a single arrangement for the purposes of Division 230,
having regard to the fact that (see subsection 230-60(4)):
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« therightsand obligations under thebank account aredealt *~ [ ot, After: 0 pt

with together as one arrangement;

» thetermsand conditions reflect those of a common
commercial arrangement that is commercially treated asa
single arrangement;

» normal commercial practiceisto view the bank account as
one arrangement, and Retailer Pty Ltd’s bank account is
consistent with other such accounts that are commonly
available; and

 treating Retailer Pty Ltd's bank account as such would be
consistent with the objects of the Division.

As explained in Example 2.17, Retailer Pty Ltd’s bank account
with Bank Ltd is a cash settlabl e financial arrangement.

I stherelevant arrangement subject to Division 230?

252 Thereevant arrangement for Division 230 purposes, determined - -~ {(Deteted: 238.

using the principles set out above, must meet the definition of a‘financial ) Eormtat?d:r e et
arrangement’ beforeit will be subject to Division 230. As mentioned Lot o oy ragrapn. Indent

above, whether or not the relevant arrangement is a financial arrangement
will depend on whether or not it satisfies:
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Background
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* debt instruments such as bonds, loans, bills of exchange and "I
promissory notes, whether Australian dollar or foreign
currency denominated; and

* derivatives such as options, forwards and swaps.
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arrangements — isthat a party to the arrangement has either arightto ‘ W Formatted:
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or some combination thereof.

2.55 Therights and obligations embodied in such arrangements _
represent a promise by one party to the arrangement to provide something
of economic value that is money or a money equivalent and a
corresponding right of another party to receive something of economic
valuethat is money or amoney equivaent. Financially and economically,
the value embodied in these commercia arrangementsis based on the

time value of money and risk.
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associated with an arrangement arein respect of anon-monetary item, itis
possible that theway in which the arrangement is settled or dealt with will
have the same effect as the provision or receipt of afinancial benefit that
isin respect of money or a money equivalent.
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benefits that are non-monetary, may, through business practices, settle
these rights or obligations with money, a money equivalent or by transfer
or entry into another financial arrangement (monetary financial benefits).
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In other cases, taxpayers may by intention settle non-monetary rights and
obligationsin away that result in the receipt or payment of monetary
financial benefits. Even without this practice or intention, a non-monetary
right or obligation that is able to be settled in monetary financial benefits
may have the same effect as a monetary right or obligation if the taxpayer
did not have the sole or dominant purpose of receiving or providing that
non-monetary thing as part of its expected purchase, sa e or usage
requirementsin the ordinary course of business.

258 n other circumstances taxpayers may enter into arrangements -~ {(peteted: 244, )

giving riseto highly liquid non-monetary rights and obligations which are
readily convertible to money or amoney equivalent, and which are not

entered into for the purpose of their ordinary business dealings or usage.

259 Therewill also be circumstances where ataxpayer might carry -~ {(peteted: 245. )

on, for profit, abusiness as dealer or trader in therights and obligationsin
respect of financial benefits of a non-monetary nature. An exampl e of
such aded er would be one who deals in rights to commodities with the
objective of profiting from differencesin the buy and sell margins from
holding offsetting positions, or through short-term strategies seeking to

exploit fluctuations in the price of therightsto the commaodity.

2.60 __Thearrangements described above, in substance and effect have -~ { Detete: 246. J

identical consequences to those of monetary arrangements — that is, they,
through the conduct of the parties, give riseto rights and obligations to
provide financia benefits that are monetary in nature. The concept of a
cash settlablefinancial arrangement, as set out in section 230-50, seeks to
bring within the scope of the Division those arrangements that in
commercial and economic terms refl ect these attributes.

What is a cash settlable financial arrangement?

«_ - Deleted: 247 )
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 in comparison to these rights and/or obligations, the entity
does not also have one or more non-insignificant rights
and/or obligations that:

«-

Formatted: Tabs: Not at 4.75 ‘
cm
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— arenot rightsto receive, or obligations to provide, a
financa benefit.

the entity’ s subsisting rights and obligations under an arrangement, then at { Deleted: 248 .

that time, by definition, the entity will have a financial arrangement that
consists (only) of any of its cash settlablelegal or equitable rightsto
receive, and obligations to provide, afinancial benefit under that
arrangement (however, see paragraph 2.49). Inincluding only cash
settlabl e rights and obligations, the financial arrangement as defined may
be narrower than the arrangement being tested, which is determined under

Additional rights and obligations or financial benefits may be taken into
account

defined will only comprisethe cash settlabl e rights to receive, and
obligations to provide, financial benefits under the arrangement.

Typicaly whether the cash settlabl e rights or obligationsto financial
benefits are recel ved or provided under the financial arrangement is
determined from the contractual terms of the arrangement. Although, as
discussed at paragraph 2.42, the concept of what isthe arrangement can be
modified by the application of subsection 230-60(4). Thisisdetermined
on a case— by casebasis. However, for the purpose of working out any
gainor loss from that financial arrangement, financial benefits the
taxpayer receives or provides (or has aright or obligation to do so) which
play an integral rolein determining whether again or loss is made from
the financial arrangement, are also taken to be rel evant rights and
obligations under that financia arrangement. These rules ensure that an
appropriate cost or amount of proceedsis allocated to the cash settlable
financial arrangement, _These rules operate only for thepurposeof
assisting in working out any gain or loss from thefinancial arrangement
and are not intended to broaden what congtitutes the financial arrangement
as determined under section 230-50 or section 230-55. Therules are
described in more detail in Chapter 3. [Schedule 1, item 1, section 230-65]

Relevant rights and obligations

2.64 Jtiscritical to the definition of a* cash settlable’ financial tl

arrangement that there be one or more cash settlablerightsto receive, or
obligations to provide, a financial benefit. The term financial benefit as
defined in the ITAA 1997 means anything of economic value. Economic
val ue encapsul ates money, money equivd ent and non-monetary items.

~
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| 2.65 A right to receive, or an obligation to provide, afinancial benefit //{Deleted: 251,

for the purposes of Division-230 witl exist irrespective of whether the---- -~
value or existence of the right or obligation to the financia benefitis
contingent on some event or other thing. For example, aparty that issues

an option assumes an obligation to provide a financia benefit,
notwithstanding that the value or existence of the obligation is contingent

on the exercise of the option. [Schedule 1, item 1, section 230-90]

- { Deleted: 2.52 .

fundamental to the definition of a‘ cash settlable’ financial arrangement
that the rel evant rights and obligations be cash settlable. The general
limitation of the scope of cash settlable financial arrangementsto cash
settlable rightsto receive, or obligations to provide, financia benefits
supportstherelatively close correspondence between tax and commercial
outcomes to financial arrangements.

- { Deleted: 2.53.

way that makes it cash settlable, whether or not aparticular right or
obligation is a cash settlabl e right or obligation must be determined from
the relevant taxpayer’ s perspective. That is, the question of whether or
not an arrangement is a cash settlable financia arrangement isare aive
question, needing to be determined separatel y from the viewpoint of each
relevant taxpayer. This means that a particular taxpayer may have a cash
settlable financial arrangement, but the relevant counterparty’ s
corresponding rights and obligations under that arrangement may or may
not amount to a cash settlable financid arrangement from their
perspective.

Definition of cash settlable

2.68 Cash settlabl e rights and obligations natural ly ind ude those ol { Deleted: 254.

rights and obligations to the receipt or payment of money or a money | Formatted:

equivalent. However, limiting cash settlable rights and obligations to only Left: 0 cm

base-text-paragraph, Indent:

monetary rights and obligations would not appropriately reflect the
circumstances where ‘ cash-like rights and obligations aredeat with in
the same way as monetary rights and obligations, as discussed in the
background above. Accordingly, cash settlable rights and obligations
include al of the following.

Money or a money equivalent

-« /{Deleted: 255,

receive money, or an obligation to provide money, istakentobea‘cash | Formatted:
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2.70 A money equivalent for the purposes of Division 230 is |

defineda®------------""""""""""""" ~

» aright to receive money, or something that is a money "I -

equivalent; and
+ acash settlable financial arrangement. ‘

[Schedule 1, item 21, subsection 995-1(1) of the | TAA 1997]

271 Because of this definition of * money equivalent’, a cash settlable™ l «

right or obligation includes aright to receive, or obligation to provide, a
financial arrangement which itself meets the test for a cash settlable
financial arrangement, in addition to aright to receive, or obligation to
provide, aright to such afinancia arrangement, or aright to receive
money.

2.72 Money in its simplest form isaunit of Australian currency. An ,l*

item that is a money equivalent will typically have a degree of proximity
to cash. Some exampl es would include bonds, |oans and other forms of
financial accommodation.

debt by theissue of a bond

Qil Co has an outstanding |oan owing to Grease Co of $100,000

which isdue on 20 June2011. Under theterms of theloan Oil |

Coisentitled to issueafive-year zero-coupon bond with aface
value of $150,000 in satisfaction of that oan obligation.

Oil Co's option to settleits obligation under theloan by the
provision of the bond is a contingent obligation to provide a
bond (contingent in the sensethat it is subject to Oil Co
choosing to settl e the loan through the provision of the bond
instead of satisfying its loan obligation by the provision of
money).

The five-year bond isboth aright to receive money (being the
right to receive its $150,000 face, or redemption, value) and is
itsef a cash settlable financia arrangement (in that it consists
only of cash settlablerightsto receive, and/or obligations to
provide, financial benefits). Assuch, Oil Co's contingent
obligation to provide the bond setisfi es both limbs of the
definition of ‘money equivaent’.

Qil Co therefore has an arrangement consisting of its contingent,
cash settlable, obligation to provide Grease Co with $100,000

49

/{Deleted: 2.56. ]

Formatted: dot point, No
bullets or numbering, Tabs: Not
at 4cm + 9.14 cm

:/{Deleted: 257- ]

base-text-paragraph, Indent:

| Formatted:
Left: 0cm

/{Deleted: 2.58- ]

~ Deleted: cashor ]

«[ /{Deleted: Example 2.7:

| Formatted: Indent: Left: 1.9
cm

]
\\{ Deleted: ]
)

- { Deleted: 2010

{ Formatted: right footer, Left J




_{ Deleted: 2007 )
Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008 ’

(being its loan obligation) and its contingent, cash settlable,
obligation to provide Grease Co with a money equiva ent (being
its contingent option to provide the bond in satisfaction of this
loan obligation). (Notethat the settlement of either one of these
obligations, being alternative obligations, would effectively bea
settlement of that obligation and an extinguishment of the
alternative obligation.)

Example 2.17 explains that these obligations satisfy the
definition of a ' cash settlable financia arrangement’.

$\K/{Deleted: Example2.8 ]

non-monetary amount - \{Formatted: Indent: Left: 1.9 J
cm

Kramer Co entersinto an agreement with Diamond Co under
which Kramer Co receives $10,000, in consideration for
assuming an obligation to pay Diamond Co a cash amount in
five yearstime, determined by a formulathat is based on a
commodity value.

The fact that Kramer Co's obligation to pay a monetary amount
is calculated by reference to a change in anon-monetary
variable does not prevent it from being a cash settlable
obligation to provide a financial benefit (specificaly, it isan
obligation to pay money).

Whether or not Kramer Co’s arrangement is a cash settlable
financia arrangement is discussed in Example 2.17.

Non-monetary financial benefits

273 Jn certain situations, even though therights and obligations -~ L0cleted: 2%0- )
associated with an arrangement arein respect of anon-monetary item, itis EOrmattEf’: b Indent.
possible that theway in which the arrangement is settled or dealt with will e paragraph. Indent:

have the same effect as the provision or receipt of afinancial benefit that
ismoney or amoney equiva ent. For exampl e, in some cases, taxpayers
holding rights or obligations to financia benefits that are non-monetary,
may intend to settle, or have a practice of settling, these rights or
obligations with money, a money equivalent or by cessation of, or entry
into, another cash settlable financial arrangement. These types of rights
and obligations, amongst others having asimilar effect, are captured
within the definition of ‘ cash settlable’ as follows.




Definition of ‘financial arrangement’

Intention to settle with money or money equivalent, or by starting or
ceasing to have another financial arrangement (monetary items)

2.74  Whereataxpayer hasan obligation to provide anon-monetary tl«f/{De'eted: 260 )

financial benefit that they intend to settle by the provision of money,a | Formatted:
. . . base-text-paragraph, Indent:
money equival ent, or by the starting or ceasing to have ancther cash Left- 0cm
settlable financial arrangement (the provision of ‘monetary items’), that
obligation will be taken to be cash settlable. This confirms the economic
substance of such an arrangement. [Schedule1, item 1, paragraph 230-50(2)(c)]

///{Deleted: 2.61. ]

the taxpayer intends to satisfy by the rece pt of money, a money
equivalent, or by starting or ceasing to have another cash settlable
financial arrangement (the receipt of ‘monetary items') will betreated as

being a cash settlableright to receive a financial benefit, [Schedule1,item1, | - [ Formatted: Font: 11 pt, Not J
Bold, Not Italic
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above a'so encapsulates set-off of monetary rights and obligations or the
waiving of a present right to recelve money or amoney equivalent.
Similarly, thereceipt of a monetary item will include the extingui shment
of a present obligation to provide a monetary item and ard evant set-off.
[Schedule 1, item 1, paragraphs 230-50(2)(b) and (c) and section 230-70]

277 What ismeant by satisfy or settle also takes its commercial l//{De'eted: 263- )

mesaning, so there must in substance be a satisfaction or settlement of the
relevant right or obligation as such. For example, a penalty for
non-performance may in substance settle an obligation to deliver or aright
to receive a non-monetary thing, if the amount of the penalty is based on
changesin the price of that non-monetary thing. However, afixed penaty
for such non-performance will often not amount to settlement of the

relevant right or obligation (see Example 2.10).

Practice of settling with monetary items

278 \Whereataxpayer hasan obligation to provide anon-monetary < | -~ (2ekted: 261 )
financial benefit, but they have a practice of settling similar obligations Formatted:
.. . . . . base-text-paragraph, Indent:
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paragraphs 2.60, 2.62 and 2.63), the obligation will be taken to be
a cash settlable financial benefit. Likewise, aright toreceivea
non-monetary financia benefit will betaken to be cash settlablewhere
thetaxpayer has a practi ce of settling similar rights by the receipt of a

monetary item (in the sense explained in paragraphs 2.61t0 2.63), |- ‘ Formatted: Font: 11 pt, Not ‘
[Schedule 1, item 1, paragraph 230-50(2)(d)] Bold, Not Italic
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| Example2.9: Practiceto settle futures contract by cash payment - \%/{Deleted: Example 2.9 ]
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OreCo usualy entersinto nickel futures contracts with the
Metals Exchange, whereby Ore Co will agreeto sell aset
quantity of nickel for an agreed price. The contracts require
delivery of the underlying commodity. However, the practice as
between Ore Co and the Mea s Exchangeisto settle these
contracts by cash payment equal to the difference between the
agreed price for that quantity of nickel and the prevailing market
price for that nickd at the exchange date.

Ore Co currently has a futures contract with the M etals
Exchange under which it has an obligation to provide two tonnes
of nickel at $40,000 per tonne for delivery in six monthstime.
Were the market value of the nickel to be $45,000 per tonne at
the settlement date, Ore Co's prior practice with similar
contracts would suggest that it will pay the M etals Exchange
$10,000 rather than providing the nickel (in full satisfaction of
both its obligation to provide nickel worth $90,000 and its right
to receive $80,000 from the M etal s Exchange). Likewise, were
the market price of nickel tofall to $35,000 per tonne, OreCo's
previous practice with its nickd futures contracts would suggest
that it will receive $10,000 from the M etals Exchange (in full
satisfaction of both its obligation to provide the nickd worth
$70,000 and its right to recei ve $80,000 from the M etals
Exchange).

OreCoin fact intends to satisfy this particular contract through
theddivery of the nickel. Nonethd ess, because Ore Co hasa
practice of settling similar obligations by the provision of money
or amoney equivd ent (including where relevant by the
extinguishment of itsright to otherwisereceive a greater sum
from the M etal s Exchange, where the prevailing market priceis
less than the agreed price), its obligation to provide the nickel is
taken to be cash settlable.

Example 2.17 explainsthat Ore Co’s arrangement is a cash
settlable financial arrangement.

. /,{Deleted: Example 2.10 ]
ExampleZ.lQ Take'or'pay pena]ty clause /\/\\“ Formatted: Indent: Left: 1.9 ‘

cm

Kanga Co, a deep sea mining company, enters into a take-or-pay
arrangement to supply natural gas on a monthly basisto Roo Co,
afud processing company, over aperiod of 4 years. Under the
arrangement, Roo Co isrequired to pay apenalty for any
delivery it refuses to accept below a set threshold. AsRoo Co's
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demand for natural gas varies widely from month to month in
linewith demand for its fuel products, it is not uncommon for
the penalty to beinvoked.

The penalty is based on a fixed fee determined at the
commencement of the arrangement (indexed by the CPI
annually), multiplied by the difference between the vol ume of
natura gas delivered and the specified threshold.

Under this arrangement, Roo Co has aright to receive natural
gas on a monthly basis and an obligation to provide payment on
delivery of the natural gas, as well asa contingent obligation to
provide an amount of money as a penalty for non-receipt, if
non-receipt occurs because it refuses to accept at | east the
threshold amount.

The payment of the penalty, in the event that Roo Co requires
delivery of avolume of natural gas bel ow the specified monthly
threshold, is afixed fee arrangement that is not dependent on the
actua market price of the underlying item at the timeit isto be
supplied. In these circumstances, the payment of the penalty
does not amount to adealing of a non-monetary nature in Roo
Co’sright to receive the non-monetary thing, being a volume of
natura gas that it had agreed to take.

Notwithstanding Roo Co’s history of having such a penalty
clause exercised against it, payments under such penalty dauses
arenot in satisfaction or settlement of aright to recelve anon-
monetary thing. Accordingly, no part of itsright to receivethe
non-monetary thing (the natural gas) under this arrangement isa
cash settlableright.

Whether or not Roo Co' s take-or-pay arrangement is a cash
settlable financial arrangement is discussed in Example 2.17.

Dealing for profit froma dealer’s margin and/or short-term price
fluctuations

2.79 Therewill be circumstances where ataxpayer might carryona
business as adealer or trader in rightsto receive, or obligations to provide,
non-monetary financia benefits for profit. An example of such adealer
would be onewho deals in rights to recelve commodities with the
objective of profiting from differencesin the buy and sell margins from
holding offsetting positions, or through short-term strategies seeking to
exploit fluctuations in price of the commaodity (and thusin the value of the

rights and/or obligations).
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2.80 Where ataxpayer ‘deals’ with aright to receive, or an obligation

to provid&;-a non-monetary financid -benefit; or with-simitarrightsor---- - =7
obligations, for the purpose of:

» generating a profit from short-term changes in price; and/or

 thepurpose of generating aprofit from adeaer's margin,

theright or obligation will betaken to be cash settlable. [Scheduled,item1, *~

paragraph 230-50(2)(e)]

281 Note that the rel evant dealing, for the purpose of thisaspect of -~

the definition of ‘ cash settlabl €, must be with the relevant rights and
obligations themselves, and not in respect of the parti cular non-monetary
financial benefitsthat the taxpayer has theright to receive, or obligation to
provide. This means, for example, that adeaing by a taxpayer with a
physical item of trading stock it has aright to receive, or ataxpayer’'s
dealings in items of trading stock similar to that which it has aright to
receive, would not be rd evant dealings for the purpose of this aspect of
the definition of cash settlable.

sense where, for example:

+ thetaxpayer dealswith the non-monetary right or obligation, ¥~
or similar rights and obligations, on a short-term basis with
the purpose of taking advantage of price fluctuations;

+ thetaxpayer frequently deals with similar non-monetary
rights or obligations for short-term price fluctuation gains or
ded er’s margins, or

» thetaxpayer acquirestherights or obligations, or similar
rights or obligations, and offsets the resulting risk by entering
into offsetting arrangements that provide the taxpayer with a
profit margin.

[Schedule 1, item 1, note to subsection 230-50(2)]

Highly liquid rights and/or obligations readily convertible into money or
money equivalent

receive, or an obligation to provide, under the arrangement is:

+ readily convertibleinto an amount of money or a money
equivalent; and
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» thereisamarket for the financial benefit that has a high |
degree of liquidity, (a‘liquid financia benefit’), and

* dther:

Formatted: Tabs: Not at 4.75
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— thetaxpayer had a purpose of liquidating or converting
thefinancia benefit into money or a money equivalent
(purpose of converting); or

— theamount of money or money equival ent the financial |
benefit is convertibleinto isa set amount or is not subject
to asubstantia risk of changesin value (set value),

theright to receive, or obligation to provide, theliquid financial benefit "1' - Egrmamd' Indent: Left: 2
will be economically equival ent to aright to receive or obligation to

provide cash (or amoney equivalent). Such aright or obligation will

therefore be taken to be a cash settlableright or obligation. [Schedule1, | - - { Formatted: Font: 11 pt, Not
item 1, paragraph 230-50(2)(f) and subsection 230-50(3)] Bold, Not Italic
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or if it isan amount of foreign currency that is readily convertible into the
functional currency of thetaxpayer. A right to receive, or an obligation to
provide, afinanca benefit that is apublicly traded security for which the
market is not very active will gtill be readily convertible to cash and
subject to ahighly liquid market if the number of shares or other units of
the security theright or obligation isfor, is small rdative to the daily
transaction volume for that security. A right to receive, or an obligation to
provide, that same security would not be so readily convertible if the
number of shares or unitstheright or obligation isfor islarge rdative to
thedaily transaction volume for that security. [Schedule 1,item1, |- ‘ Formatted: Font: (Default) ‘
subparagraph 230-50(3)(c)(ii)] TimesNewRoman

Purpose of converting

2.85  Wherethetaxpayer does not intend to deal with such aliquid tlx:/{De'eted: 2 )

financial benefit as part of its ordinary business requirements, but rather Formatted: )
intends to liquidate or convert the financial benefit into money or a money pase-text-paragraph, Indent:
equivalent, it isappropriatethat it be treated in asimilar manner as aright

to receive money or amoney equivaent. However, wherethe taxpayer

intends to provide or receive such afinancial benefit as part of its ordinary

business requirements (in the sense that the taxpayer plansto deal with the

financial benefit as a non-monetary item and not as a substitute for

money), it will not betreated as being like money despite it being readily

convertible to cash. [Schedule 1, item 1, subparagraph 230-50(3)(c)(ii)]
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Set value

| 286 Theexception tothis ordinary course of business exclusion will * -
occur where the value of the highly liquid thing is predetermined. That is,
the value the taxpayer has aright to receive or an obligation to provide, as
represented by the thing that isreadily convertible into money or a money
equivalent, is either known or not subj ect to a substantial risk of changein
vaue. Inthissituation, the highly liquid non-monetary thing is aproxy

for that value of money or a money equivalent. [Schedulel, item 1,

subparagraph 230-50(3)(c)(i)]

Henry Group Ltd entersinto aforward contract under which it
will acquire 10,000 Kaye Co shares in 18 months for $200,000.
Henry Group Ltd has an obligation to make alarge cash
payment in 18 months time under a separate arrangement, and
has entered into this forward contract with the view that the
value of Kaye Co shares will increase at ahigher rate than other
prevailing investment options. Henry Group Ltd is not
acquiring these shares as part of its ordinary course of business,
and irrespective of their valuein 18 months time intends to
dispose of the Kaye Co shares as soon as they are ddivered, due
to its cash requirements at that time.

Henry Group Ltd does not have an intention, practice or ability
to settlethis contract anyway other than through ddivery of the
shares. Henry Group Ltd does not deal with its rights under this
forward contract. Nor does Henry Group Ltd deal with any of
itssimilar rights to recei ve shares (under other arrangements) in
order to generate a profit from short-term price movements or
from adealer’smargin.

Kaye Co shares arelisted on anational stock exchange and
subject to high trading volumes. That is, they are subject to a
highly liquid market, and are readily convertibleinto money or a
money equivalent.

Henry Group Ltd’sright to receive 10,000 Kaye Co shares, from
thetime Henry Group Ltd startsto have this right under its

arrangement, is a cash settlableright. Thisisbecauseitisaright

to receive afinancial benefit that is readily convertible into
money, and that is subject to ahighly liquid market, that Henry
Group Ltd intendsto convert into money by disposing of it. In
determining whether thisis a cash settlabl e financia
arrangement, because Henry Group Ltd intends to convert the
Kaye Co shares and thisis not part of the ordinary course of its
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business, it is hot rel evant that the precise value of the financial
benefit owed by Kaye Co to Henry Group Ltd, in the form of
10,000 shares, is unknown (paragraph 230-50(2)(f) and
subparagraph 230-50(3)(c)(ii)).,

l - { Formatted: Not Highlight

Example 2.17 explainsthat Henry Group Ltd’ s arrangement
under the forward contract is a cash settlable financial
arrangement.

Notethat on these facts if Henry Group Ltd did not intend to
dispose of the Kaye Co shares but instead intended to hold them
for areasonabletime, itsright to receive these shares under the
arrangement would not be a cash settlableright. Thisis because
their vaue between the time Henry Group Ltd acquired the right
and when it will be satisfied is not set, and will be subject toa
substantial risk of changesin value. However, had Henry Group |
Ltd instead contracted to acquire $200,000 worth of Kaye Co
shares, determined at thetime of ddivery, theright would still
be cash settlable (paragraph 230-50(2)(f) and subparagraph 230-
50(3)(9)(i))-

The ability to settle a non-monetary right and/or obligation with a

monetary item, where the non-monetary itemis not part of the expected
purchase sale or usage requirements

287 Whereatarpayer hasaright toreceive, or an obligationto  * | -~ [Oeletedi 2. )
provide, a non-monetary financial benefit that it is abl e to settle by the Formatted: )
receipt or provision of amonetary item (in the sense explained in E:ftetgxctnf aragraph, Indent:
paragraphs 2.60 to 2.63), theright or obligation will be taken to be cash

settlable if the taxpayer does not have the sole or dominant purpose of

entering into the arrangement to receive or provide the relevant

non-monetary financia benefit as part of its expected purchase, sale or

usage requirements. [Schedule 1, item 1, paragraph 230-50(2)(g)]

l//{Deleted: 2.74. ]

provided in satisfaction of aright under an arrangement, but the taxpayer
isableto instead receive amonetary payment in satisfaction of that right,
and thetaxpayer isindifferent asto what it receives, theright will be a
cash settlableright. [Schedule 1, item 1, paragraph 230-50(2)(g)]

Example2.12; An obligation is not cash settlable merely duetoan tlx/{De'eted: Example2.12
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On 1 June 2011, Cereal Co entersinto aforward contract with - { Deteted: 2009

Corn Co-operdative to deliver on 20 June 2012, 200 bushels of - { Deleted: 2010

corn for $10,000. Under theterms of the forward contract,
Cerea Co has the choice of delivering 200 bushels of corn or
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settling the forward contract by the payment of an amount of
cash (referableto the value of corn).

Under this forward contract, Cereal Co therefore hasa
contingent obligation to provide a non-monetary financial
benefit (200 bushel s of corn) and an alternative contingent
obligation to pay an amount of money.

Cerea Co doesnot intend to settleits forward contract in cash,
nor does it have the practice of settling similar arrangements
other than by ddivering the corn. Cered Coisnotadederin
rights or obligations such as those under this forward contract.

The contract was entered into as part of Cereal Co’s expected
sd e requirements, and thus despite being able to be settled by a
monetary payment, Cereal Co's obligation to provide 200
bushels of cornisnot cash settlable. This obligation is not
insignificant in comparison with Corn Co’s other rights and
obligations under the forward contract.

For thereasons given in Example 2.17, Cereal Co's arrangement
is therefore not a cash settlable financial arrangement.

Commercid Textiles Co entersinto a contract to purchase a new
warehouse. Thisisnot in the ordinary course of its business of
manufacturing. Under the arrangement Commercial Textiles Co
has aright to receive the warehouse, and a corresponding
obligation to pay the contract price for it.

The terms of the agreement also provide that should the vendor
default on the agreement, it will pay Commercial TextilesCo a
cash payment in full satisfaction of its rights and obligations
under the agreement. Because of the specific terms, this has the
effect that Commercial Textiles Co’sright to receivethe
warehouse under the agreement is able to, in the appropriate
circumstances, be settled by a payment of money.

Because Commercial Textile Co entered into the agreement with
the purpose of acquiring the warehouse as part of its expected
purchase and usage requirements (albeit not part of its ordinary
requirements), itsright to receive the warehouse will not be
deemed to be cash settlable. Thisis despite the ability for this
right, in certain circumstances, to be satisfied by the vendor
paying a money amount. Accordingly, the only cash settlable
rights and/or obligations under this arrangement is Commercia
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Textile Co’s obligation to pay the contract price, and its
contingent right to receive a cash payment from the vendor in
the event of default. Itsright to receive the warehouse under the
arrangement is not cash settlabl e within the meaning of
subsection 230-50(2).

As explained in Example 2.17, this has the effect that
Commercid Textile Co's arrangement is not a cash settlable
financid arrangement.

289  Aright or obligation having avaluelimited by a set amount of  * l
money, or referable to aset amount of money, will not necessarily be a
cash settlable right or obligation.

Example2.14 Consumer |oyalty points and gift certificates «}‘

Yvonneisan individual who, dueto the particular financial
arrangements rel evant to her business, has d ected to have her
gains and losses from finanda arrangements be subj ect to
Division 230 under subsection 230-405(5) (see discussion in
paragraphs 2.117 and 2.118).

In addition to her main businesstransactions, Yvonneis
awarded points as part of a consumer loyalty programme (‘the
programme’) of which sheisamember. Under the terms of the
programme, and subject to certain digibility requirements and
thresholds, sheis entitled to redeem these points for various
products and services, or gift certificates with a prescribed cash
face value, exchangeable by her for goods and services. Asher
points have an economic value, Y vonnetherefore has aright to
receive financia benefits under the programme.

Thisright isnot money or a money equivalent. Y vonne does
not have the practice, intention or ability to settle her right to
receive financid benefits under the programme by receiving
money, amoney equival ent, or by starting or ceasing to have
another financial arrangement. Y vonne cannot deal in her right
toreceive financia benefits under the programme (or under any
gift certificate she acquires). The financial benefits she has a
right to receive, including to the gift certificates with a set cash
face value, are not readily convertible into money or a money
equival ent, nor are subject to aliquid market.

Yvonne€' s rights under the programme, and under any gift
certificates acquired, are not cash settlable and, as explained in
Example 2.17, therefore do not constitute a cash settlable
financid arrangement.
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that isnot afinancial benefit are insignificant; or
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financid benefits, that are not insignifi cant when compared
to the cash settlable rights and obligations to financial
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insignificant must be cash settlable rights to receive and/or
obligationsto provide, financia benefits.

Formatted: Tabs: Not at 4 cm
+ 9.14cm

Font: 11 pt, Not Bold, Not Italic

291 This further demonstrates that whether or not an arrangement is .

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, N

afinancial arrangement may change over time. At thepoint intimewhen .
the only rights and obligations remaining under an arrangement are cash { Deleted: 2.77 .

base-text-paragraph no

| Formatted:
N numbers

« ,{Formatted: Referencing style, J

settlabl e rights and/or obligations to receive or provide financial benefits, Formatted:
the arrangement will be a cash settlable financial arrangement, whichis base-text-paragraph, Indent:
comprised of those cash settlablerights and obligations. Note further that Left: 0cm

for the purpose of working out any gain or loss from the cash settlable
financial arrangement, other financial benefits which play an integral role
in determining whether a gain or lossis made from the financial
arrangement, are also taken to be relevant rights and obligations under that

financial arrangement: see paragraph 2.49, [Schedule1,item1, __ -1 Formatted: Font: 11 pt, Not
Bold, Not Italic

2.92  Anarrangement such asthiswill not be precluded frombeinga -~ {(peteted: 278 )

cash settlablefinancial arrangement merely because the arrangement al'so
consists of other rights and obligations that are insignificant when
compared to those cash settlabl e rights and obligations comprising the

financial arrangement. However, during any period any other, non-cash




Definition of ‘financial arrangement’

settable, rights or obligations under the arrangement subsist and are not
insignificant when compared to the cash settabl e rights and/or obligations

to financia benefits under the arrangement, the arrangement will not be a

cash settlable financial arrangement. [Schedule 1, item 1, |-

Formatted: Font: 11 pt, Not ‘
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293 Theintent of this exception s to ensure that arrangementsthat | -~ (0e1oted: 279, )
predominantly relate to transactions that invol ve one side of the

arrangement being of a monetary nature and the other side being

non-monetary are excluded from the definition of a‘financial

arrangement’.

Example2.15; Nofinancial arrangement wherethereisan |- Aosteres: Exampieass |
outstanding non-monetary benefit { Esrmaﬁw: Indent: Left: 1.9 J

Bill Co entersinto an agreement on 1 July 2006 to sell land to
Jim Co for $100,000. At thetime of the agreement, Bill Cohas | - { Formatted: Font: 11 pt ]
aright to receive afinancial benefit of a monetary nature

(ie, $100,000) and an obligation to provide a non-monetary
benefit (title to theland). As Bill Co's obligation to providethe
land is not insignificant when compared to itsright to receive
payment from Jim Co, the entire arrangement will not constitute
afinancial arrangement.

The arrangement may | ater become afinancid arrangement if,
after delivery of theland, payment to Bill Co remains
outstanding. If payment remains outstanding after theland is
delivered, the only subsisting rights and/or obligations under the
arrangement will be Bill Co’s (cash settlable) right to receive
payment from Jim Co. Note further, though, that if payment is
due within 12 months of ddlivery of theland, Division 230 will

294 What is or is not an insignificant right or obligation to provide a tlx:/{Deleted: 2%, ]

financial benefit of anon-monetary natureisto bedetermined by thefacts | Formatted:
and circumstances of each case, the purpose of the arrangement, the Lot o oy ragrapn. et
intention of the partiesto the arrangement and the objects of Division 230.

295  Theeffect of this exception to the definition of a ' cash settlable Jl/{De'e‘ed: 281. )

financial arrangement’ isthat many arrangements for the supply of
property or goods or services will not, be cash settlable financial
arrangements. Most prepayments for property or goods or services (other
than the situations where the property or goods or services are themselves
cash settlable) are excluded. However, asillustrated in Example 2.15, this
exclusion will not extend to periods after the obligation to provide, or

right to receive, property or services has been satisfied, and the cash
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settlable amount to be paid or received as consideration remains
outstanding. As such, the definition of a cash settlable financial
arrangement will extend to deferred settlement arrangements where
property or services that the taxpayer had a non-cash settlableright or
obligation to receive or provide has been delivered, and only the payment
remains outstanding. However, gains and | osses from these deferred
settlement arrangements where the rel evant property or services are not
money or a money equiva ent, will not be subject to Division 230 unless
payment is deferred in excess of 12 months after receipt or ddlivery of that
property or services. (This matter isdiscussed in further detail in
paragraphs 2.102 to 2.107.)

Testing time for the existence of afinancial arrangement

2.96 Generally, it will be necessary to classify aset of rightsor

obligations as a financia arrangement or a non-financial arrangement at
thetimethat arrangement comes into existence or commences to be held.

ceaseto beheld at times different to other rights and/or obligations under
the arrangement. This can occur even wherethereis no new agreement
between a party to the arrangement and another party (either the
counterparty or athird party). Over theterm of an arrangement, as
illustrated above, there may be a point in time where afinancial benefit of
amonetary nature and financia benefit of a non-monetary nature co-exist,
but at alater point in time only the monetary or non-monetary financial
benefits exist.

not being a cash settlable financial arrangement at a particular time but
becoming a cash settlable financial arrangement at another time. Asa
result, when an arrangement moves from having some non-cash settlable
rights and/or obligationsthat are not insignificant (whether or not there
are also cash settlable rights and/or obligations) to effectively having only
cash settlable rights and/or obligations, or vice versa, thereis aneed to
re-assess whether the arrangement (even where there is no new agreement
between parties to the arrangement) is a financial arrangement.
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Steam Co entersinto an arrangement with Big Co to acquire a
train for $1 million. Steam Co's obligation to pay for thetrain is
a cash settlable obligation to provide afinancia benefit, and its
right to receive thetrain from Big Co is not cash settlable.
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Scenario l: Thetrainisddivered and payment is made at the
sametime.

Under this scenario, thereisno financial arrangement as under
the arrangement thereis, until the time of settlement, a non-
insignificant non-cash settlable right, and after settlement there
areno subsisting rights or obligations under the arrangement.

Scenario 2: Theterms of the agreement are such that the train
will be ddivered to Steam Co immediately, but payment will be
deferred for 18 months.

Under this Scenario, thereisafinancial arrangement
immediatdy after delivery of thetrain (which is at the date of
contract) as, at thistime, the only subsisting rights and
obligations under the arrangement are cash settlable.

Scenario 3: Theterms of the agreement are such that the train
will be ddivered to Steam Co after 12 months, and payment will
be deferred for 18 months (ie, six months after delivery of the
train).

Under this Scenario, thereisalso afinancia arrangement
immediately after delivery of thetrain, which in this caseis 12
months after the date of the contract. Until thistime, the
arrangement includes a non-insignificant non-cash settlable right
(being theright to receive delivery of thetrain). After thetime
at which thetrain is delivered, the only subsisting rights and/or
obligations under the arrangement are cash settlable (the
obligation to pay for thetrain), and thus from this time the
arrangement is afinancial arrangement. However, because the
time between delivery of the train and the date that payment is
dueislessthan 12 months, any gains and losses from this
financid arrangement will not be subject to Division 230 (see

Scenario 4: Under the terms of the arrangement, the train must
be ddivered in 12 months time and payment is to be made at
that time. However Steam Co and Big Co agreeto defer
payment for three years after delivery.

Similarly to above, until delivery of the train thereis no

financid arrangement, as the arrangement includes a subsisting
right that is not cash settlable, and is not insignificant in reaion
to the other rights and obligations under the arrangement (the
right toreceivethetrain). After delivery, by agreement, the only
rights and/or obligations that remain are those of a monetary
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nature. At thistime, afinancial arrangement will comeinto
existence. Because the time between ddivery of thetrain and
the date that payment is dueis more than 12 months, any gains
and losses from this financia arrangement will be subject to
Division 230.
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Continuation of Example 2.1 — Loan and hedge (cash settlable
financial arrangement)

0Oz Co’'sloan and cross-currency swap would both be cash
settlable financial arrangements, as from inception both
arrangements consist only of cash settabl e rights and obligations
toreceive or provide financial benefits.

Continuation of Example 2.2 — Convertible note (cash settlable
financial arrangement)

Hamish Co's convertible noteis a cash settlable financial
arrangement. Thisis because under this arrangement Hamish
has theright to receive cash coupon payments, and the ability to
redeem the note upon maturity by receiving a payment of
money, and Hamish Co did not have the sol e or dominant
purpose when entering into the arrangement of receiving the
shares on conversion instead (subsection 230-50(1) and
paragraph 230-50(2)(g)).

Jf Hamish Co's convertible noteis also an equity interest, it will, -~ (051t
satisfy the definition of an ‘ equity financia arrangement’_(see  ~._ | Formatted: Font: ltalic
subsection 230-55(1)), and therefore will only besubjectfjoa ~{ Deleted: dso

limited operation of Division 230 (see paragraphs2,103and - { Deleted: only

105 t0 2407 for further ciscussion on the limited operation of - {(osterea: 8
Division 230 to ‘ equity financial arrangements’). \i\{D leted: 92
N eleted:

Continuation of Example 2.3 — CPI index-linked bond (cash { Deleted: 95
settlablefinancial arrangement)

J JU U

The rights and obligations under High Hope Co’s index-linked
bond (being theright to receive the coupon payments, as
adjusted for the index movement) and theright to receivethe
face value of the bond on maturity) are al cash settlable and so
the arrangement is a cash settlable financial arrangement
(section 230-50).
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Continuation of Example 2.4 — Two arrangements under the
one contract (only one cash settlable financial arrangement)

In this example, LA Co has an arrangement to purchase an
office building which ispaid for two years after ddivery, and an
arrangement to purchase offi ce furniture paid for at the time of
delivery.

The office furniture arrangement is not afinancial arrangement
at any timeas, at al times under the arrangement, LA Co's
subsi sting rights and obligations include a significant non-cash
settlableright to receive furniture (section 230-50).

arrangement after delivery of the office building, as from this
time the only rights and/or obligations subsisting under the
arrangement is LA Co's cash settlable obligation to pay Vendor
Co for the building (section 230-50).

Continuation of Example 2.6 — Interest bearing bank account "I o

(cash settlable financial arrangement)

l//{Deleted: . ]

Formatted: Don't keep with
next

Retailer Pty Ltd’s rights and obligations under its current - l -~ {(peteted: . )

account held with Bank Ltd consist entirdy of itsrightsto
receive financid benefitstotalling the amount standing to the
credit of its account, as explained in Example 2.6.

financia benefit) isa’ cash settable right to afinancia benefit
because the benefit is money (paragraph 230-50(2)(a)).

comprise a cash settlable financia arrangement (section 230-
50).

Continuation of Example 2.7 — Option to settle by money "i o

equivalent: satisfaction of a debt by the issue of a bond (cash
settlablefinancial arrangement)

Oil Co'sloan to Grease Co is a cash settlable financial
arrangement consisting of its contingent obligation to provide
Grease Co with $100,000 and its contingent cash settlable
obligation to provide Grease Co with the bond (section 230-50).
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Continuation of Example 2.8 — Value of a monetary item
determined by a non-monetary amount (cash settlable financial
arrangement)

Kramer Co's agreement with Diamond Co is a cash settlable
financia arrangement, as from itsinception all of Kramer Co's
rights and obligations under this agreement are cash settlable
and in respect of financia benefits (section 230-50).

Continuation of Example 2.9 — Practice to settle futures
contract by cash payment (cash settlable financial arrangement)

Ore Co's futures contract with the Metals Exchangeis a cash
sdttlable financial arrangement consisting of itsright to receivea
st payment from the Metals Exchange, and its cash settlable
obligation to provide nickel to the Metal’s Exchange. OreCo
has no rights or obligations under this arrangement that are not
cash settl abl e (section 230-50).

Continuation of Example 2.10 — Take or pay arrangement (not
a cash settlable financial arrangement)

Roo Co's agreement with Kanga Coisto receive natural gasin
exchange for making apayment for the gas. Asexplained in
Example 2.10, no part of Roo Co'sright to receive naturd gasis
cash settlable. Becausethisright is not insignificant when
compared to Roo Co's other rights and obligations under the
arrangement, its take-or-pay arrangement with Kanga Cois not a
cash settlabl e financial arrangement (paragraphs 230-50(1)(d)(e)
and (f)).

Continuation of Example 2.11 — Right to receive shares
(cash settlable financial arrangement)

Henry Group Ltd’s rights and obligations under its forward
contract comprise a right to receive 10,000 shares in Kaye Co,
and an obligation to pay $200,000. For thereasons givenin
Example2.11, Henry Group Ltd’ sright to receive 10,000 Kaye
Co sharesisa cash settlableright.

Henry Group Ltd’s arrangement under the forward contract will
therefore be a cash settlable financial arrangement, within the
meaning of section 230-50, comprised by its cash settlable right
to receive 10,000 Kaye Co shares and its cash settlable
obligation to pay $200,000. Henry Group Ltd has no rights or
obligations under this arrangement that are not cash settlable
(section 230-50).
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If Henry Group Co's right to receive Kaye Co shares was not
cash settlable, its forward contract would not be a cash settlable
financid arrangement as itsright to recel ve Kaye Co sharesis
not insignificant when compared to Henry Group Ltd's other
rights and obligations under the arrangement (paragraphs 230-
50(1)(d)(e) and (f)).

Continuation of Example 2.12 — Obligation is not cash settlable
merely due to an ability to cash settle (not a cash settlable
financial arrangement)

cash settlable financial arrangement despite having a cash
settlableright to receive $10,000 and an option to settleits
obligation to provide corn with a cash payment (a cash settlable
obligation). Cereal Co's forward contract isnot a cash settlable
financiad arrangement because Cereal Co may also settleits
obligation under the contract by providing corn. This aternative
obligation, despite being ableto be settled in cash, is not a cash
settlable obligation dueto Cereal Co’'s purpose at the time of
entering into the arrangement as explained in Example 2.12.
Therefore, for the duration of the arrangement, Cereal Co hasa
non-insignificant non-cash settlabl e obligation to provide 200
bushels of Corn, in addition to its other rights and obligations
under the arrangement which are cash settlable.

settlable obligation for the duration of its arrangement, its
arrangement with Corn Co-operative is not a cash settlable
financid arrangement (section 230-50).

Continuation of Example 2.13 — Damages or compensation
payments (not a cash settlable financial arrangement)

Commercid Textile Co'sright to receive the warehouse is not,
for the reasons given in Example 2.13, a cash settlableright.
Because this non-cash settlable right to receive thewarehouseis
not insignificant in comparison to Commercial Textile Co's
other rights and obligations under the arrangement, its
warehouse purchase arrangement is not a cash settlable financial
arrangement within the meaning of section 230-50.
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Continuation of Example 2.14 — Consumer loyalty points and
gift certificates (not a cash settlable financial arrangement)

Because Y vonne has no cash settable rights or obligati ons under
her arrangement as described, that arrangement is not a cash
sdttlable financial arrangement.

Equity interest is a financial arrangement

Equity interest financial arrangements

2.99 An ‘equity interest’, asdefined in the ITAA 1997, isaso a -

of the I TAA 1997 in the case of acompany (contained within

Division 974 of the ITAA 1997 dealing with debt and equity interests),
and by section 820-930 of the ITAA 1997 in the case of a partnership or
trust (contained within Subdivision 820-J of the ITAA 1997, dedling with

equity interestsin atrust or partnership under thethin capitalisation rules),
[Schedule 1, item 7, subsection 820-930(1)]

2.101 _Oncedetermined under these other provisionsofthe
ITAA 1997, an equity interest in its entirety will constitute arelevant
financial arrangement under subsection 230-55(1). [Schedule 1, item 1,

subsection 230-55(1)]

2.102__ An equity interest will comprisea financia arrangement under
subsection 230-55(1), even if it comprises an arrangement that failsto
satisfy the definition of afinancial arrangement under section 230-50.
Such an arrangement, being an equity interest or part of an equity interest,
will be subject to thelimited scope of Division 230 that applies to equity

Financial arrangements consisting of aright or obligation to an equity
interest

combination of such rights and/or obligations will also be an equity
financial arrangement, if such aright, obligation or combination does not
already meet the definition of a cash settlablefinancial arrangement in
section 230-50. [Schedule 1, item 1, subsection 230-55(2)]

2.104 ) ikewise, aright or obligation toreceiveor providesucha _
financial arrangement (or a combination of these rights and/or obligations,
whether or not together with other rights and/or obligations to other equity

interests) will also be afinancia arrangement if it is not already a cash
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Definition of ‘financial arrangement’

settlable financial arrangement (or part of a cash settlable financia
arrangement) under section 230-50. [Schedule 1, item 1, paragraph 230-55(2)(b)]

77777777777777777777777777777777777777 l//{ Deleted: 2.91. }

arrangement is constituted by the relevant right, obligation or combination
explained above. However, for the purpose of working out any gain or
loss from equity financial arrangements, other financial benefits which
play an integral rolein determining whether again or loss is made from
the financial arrangement, are also taken to be rel evant rights and

obligations under that financia arrangement (see paragraph 2.49),
[Schedule 1, item 1, subsection 230-55(2) and section 230-65]
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Limited scope of Division 230 to equity financial arrangements
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settlable financial arrangements.. Asa general rule, other aress of the |
income tax law — such as the capital gains, imputation and general

income provisions — largdly provide an adequate basis for recognising

the gains and losses, induding dividends, from equity interests.
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realisation methods for calculating gains and | osses from
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and Schedule 1, item 1, paragraph 230-5(2)(b);

» aforegn exchangeretranslation electionin
Subdivision 230-D [Schedule 1, item 1, subsection 230-230(1)]; Of

» ahedging financia arrangement eection in |
Subdivision 230-E, except to the extent it isaforeign
currency hedge issued by the taxpayer (as explained in
Chapter 8) [Schedule 1, item 1, subsection 230-285(1) and Schedule 1
item 1, subsection 230-260(6)].
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made such an e ection) and/or the eection to rey on financial reportsin
Subdivision 230-F (where the taxpayer has made such an eection) and /
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el ection under Subdivision 230-E (where the taxpayer has made such an

eection) if:
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| » thetaxpayer isrequired by the accounting standards (or
comparabl e foreign standards) to classify or designatethe

equity financial arrangement as at fair value through profit or

loss; and
- wherethefinandia arrangement isan equity interest, the < { Formatted: dot point
taxpayer is not theissuer of that interest, (except wherethe - { Deleted:

equity financial arrangement is aforeign currency hedge
under subsection 230-260(6) [ Schedule 1, item 1, paragraph

subsection 230-365(1)]

-

2.109 __ Findly, an equity financid arrangement will only besubjectto
the bal ancing adjustment in Subdivision 230-G if it is otherwise subject to
either thefair value election or the election to rely on financia reports, as
explained above. [Schedule 1, item 1, subsection 230-390(1)]

| 2.110  Thefair value dection and the dection to rely on financial

reports are explained in more detail in Chapters 6 and 9.

Additional operation of Division 230

| 2.111  Theapplication of Subdivision 230-J extends the operation of

Division 230 to arrangements that would not otherwise satisfy the
definition of afinancia arrangement. The extended operation of

Division 230 appliesto:

certain commodities held by traders for the purposes of
dedling, and fair valued through profit or loss for accounting

offsetting commodity contracts held by traders that are
entered into for the purpose of dealing in a commodity
through the performance of offsetting contracts, and fair
valued through profit or loss for accounting purposes
Schedule 1, item 1, subsection 230-445(4)].

as though these assets were aright that constituted a financial arrangement
or, with respect to offsetting commodity contracts, the contracts were a
financial arrangement..
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Definition of ‘financial arrangement’

2112  Theextended operation of the Division to these assets and -
offsettingteontr acts-is-directed-at ensuring that these arrangements-arenot- -

inappropriatel y excluded from the scope of Division 230._While tfey may ~

not be cash settabl e financial arrangements, they share some of the
characteristics of such arrangements, for exampl e because of their money-
like nature of the way they are dealt with by the parties to the

arrangement.

2113 ]

» foreign currency asaright that constituted a financial
arrangement [ Schedule 1, item 1, subsection 230-445(1)];

* anon-equity sharein a company asif the share were aright |
that congtituted a financia arrangement. A non-equity share
is defined in subsection 6(1) of the ITAA 1936 asalegd
form sharethat is not an equity interest in the company. A
sharewill not be an equity interest if it is characterised as, or
forms part of alarger interest that is characterised as, a debt
interest under Subdivision 974-B of the ITAA 1997
[Schedule 1, item 1, subsection 230-445(2)]; and

afinancial arrangement where all of the following are
satisfied [ Schedule 1, item 1, subsection 230-445(3)]:

it ishdd by ataxpayer who trades or dealsin that
commaodity, and who holds the rd evant commodity for
the purposes of dealing in the commaodity;

that taxpayer also trades or deals in financial |
arrangements whose val ue changes in responseto the
price or value of that commodity;

the taxpayer has made a fair value e ection (see Chapter 6) |
or an eection to rely on financial reports (see Chapter 9);
and

the commodity is an asset that the taxpayer is required to |
designate or dassify as at fair vauethrough profit or loss
initsfinancia reports, in accordance with the Australian
Accounting Standards (or comparabl e foreign accounting
standards if the Australian standards do not apply).

party asif the contract where afinancial arrangement if:

2.114 Division 230 also appliesto a contract to which ataxpayer isa ‘

-

71*1

_ ,{ Deleted: 2.98 .

Formatted:
base-text-paragraph, Indent:
Left: 0cm

: Deleted: tha give rise to cash
settlable rights and obligations to
financial benefits

1 Formatted: Default Paragraph
Font

T { Deleted: 2.99 .

1 Formatted: dot point, No

at 4cm + 9.14cm

bullets or numbering, Tabs: Not

_ ,{ Deleted: compromised

Formatted: Tabs: Not at 4.75
cm

1

J

)

/{ Formatted: right footer, Left



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008 -

» thetaxpayer has aright to receive or an obligation to provide
acommodity under the contract; and

» thetaxpayer has apractice of dealing in the commodity using
offsetting contracts of that nature;

» thetaxpayer does not have as their sole or dominant reason
for entering into the contract, the purpose of receiving or
delivery the commodity as part of the taxpayer’s expected
purchase, sa e or usage requirements;

» thefair value method or the financial reports method applies
to financial arrangements that ataxpayer starts to have when
they enter into the contract; and.

» thecontract is an asset or liability that the taxpayer is
required by accounting standards or comparabl e foreign
accounting standards to dlassify or designatein their financial
reports as at fair value through profit or loss[Schedule 1, item 1,
subsection 230-445(4)].

Specific disaggregation provisions

2.115  Onceafinancial arrangement has been determined, thereare -~
specific disaggregation provisions in Division 230 that apply in particular
circumstances, which may operate to split the financial arrangement into

two financial arrangements. An example of thisis where an entity el ects

fair value tax treatment and has hybrid financia arrangementsin respect

of which the host and derivati ve components have dissimilar economic

item 1, section 230-200]

Exceptions for certain financial arrangements

of other financial arrangements. While thesefinancia arrangements meet
the essential characteristics of the definition of afinancia arrangement,
there are administrative, compliance or other policy reasons for effectivey
excluding them from Division 230.

Short-term arrangements where non-monetary amounts are involved

certain short-term financial arrangements. A key feature of financing is
where one party to an arrangement performs its part in advance of another
party. However, wherethedeay in performanceisreatively short it

72

\

| Deleted: 2007

Formatted: Space Before: 0
pt
.-

~{ Deleted: 2.100.

) —

1 Formatted:
base-text-paragraph, Indent:
Left: 0.cm, Don't keep with

L next

- Formatted: Font: 11 pt, Not

LBoId, Not Italic

Formatted: Space Before: 0
|_Pt, Don't keep lines together

JL

«_ - peleted: 2101,

=

Formatted:
base-text-paragraph, Indent:
Left: 0.cm, Don't keep with

| next, Don't keep lines together )

) —

«_ | Deteted: 2.102.

| Formatted:
base-text-paragraph, Indent:

Left: 0cm




Definition of ‘financial arrangement’

could be said that the financing component is usually subservient to the
purpose of providing goods or services. For compliance and
administrative reasons, Division 230 will not apply to the gains and | osses
that arise from financia arrangements which satisfy al of theitems listed
be ow.

Financial arrangement consideration for property or services

2118
under the financial arrangement are consideration for property (including
goods) or services:

« that the taxpayer has acquired from (or provided to) another
person; and

that is not money or a money equivalent (see

[Schedule 1, item 1, paragraph 230-400(b)]

No more than 12 months delay in payment

2119

property or services (or asubstantial proportion of them), until thetime
thetaxpayer is to provide (or receive) the consideration (or a substantial
proportion of it), is not more than 12 months. [Schedule 1, item 1,
paragraph 230-400(c)]

The arrangement is a cash settlable financial arrangement

2120 _Thearrangement is a cash settlable financial arrangement, as

described abovein this Chapter. [Schedule 1, item 1, paragraph 230-400(a) and
section 230-50]

The arrangement is not a derivative financial arrangement

2121
arrangement for any income year [Schedule 1, item 1, paragraph 230-400(d)] .
Derivative financia arrangements are arrangements that:

» changeinvauein responseto achange in a specified
variable or variables; and

requirelittle or no net investment, in that the net investment
is smaller than that required for other types of financia
arrangements, besides other derivative financia
arrangements, that would be expected to have similar results
to changesin market factors (see Chapter 8).
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| [Schedule 1, item 1, subsection 230-305(1)] - [ Er‘;rma“w: Indent: Left: 2 J
Thefair value election does not apply
| 2122  Thefar valuededtion doesnot apply tothefinandd .-{petetea: 2107, )

arrangement [Schedule 1, item 1, paragraph 230-400(e)]. For a discussion of the -
fair value eection, see Chapter 6.
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Example2.18; Short-term trade credits e

Formatted: Indent: Left: 1.9 J

cm

Manufacturer Co sdlls widgets (which are not money or a money
equival ent) to Retailer Co on 90-day terms. That is, Retailer Co
has 90 days after delivery of thewidgets to pay for them.
Manufacturer Co does not recognise gains and | osses from these
contracts on the basis of fair value through profit or |oss under
AASB 139.

For the 90-day period, it could be said that Manufacturer Cois
financing Retailer Co’s purchase of the widgets. During this
period Manufacturer Co's only subsisting rights and obligations
under these contractsisits right to receive payment for the
widgets. From thetime of ddivery, Manufacturer Co therefore
has a cash settlable financial arrangement (under section 230-
50).

However, the period between delivery of the widgets and the
time for payment is not more than 12 months. Asthe contracts
arenot subject to afair value d ection under section 230-180, the
gains or losses arising from these financia arrangements will be
disregarded for Division 230 purposes (pursuant to section 230-

400).
Example2.19; Continuation of Example 2.11 — forward contract « -~ { peteted: Example19 )
over shares - {Formatted: Indent: Left: 1.9 J

cm

In Example 2.11, Henry Group Ltd entered into a forward
contract under which it will acquire 10,000 Kaye Co sharesin
18 months for consideration of $200,000. As explained in
Example2.17, Henry Group Ltd’' s arrangement under the
forward contract is a cash settlable financial arrangement.

On settlement of this contract, Henry Group Ltd receives
property (Kaye Co shares) and is obliged to make payment
immediately (ie thereisno delay, so that the period between
acquisition of the property, and the time Kaye Co is to provide
the $200,000 consideration, is not more than 12 months).
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Notwithstanding that Henry Group Ltd’ s right to receive the
sharesis a cash settlable right (as explained in Example 2.11),
the shares are not money or a money equiva ent as defined (see

l//{Deleted: 56). ]

Accordingly, assuming Henry Group Ltd has not made a fair
value eection that could apply to this arrangement, it will be
subject to the exception for short-term arrangements where non-
monetary amounts are involved, unlessit isaderivative
financiad arrangement (section 230-400).

Henry Group Ltd’s financial arrangement isitsrights and
obligations under the forward contract, which isa forward
purchase of shares. The vaue of this arrangement changes over
timein response to changes in the value of Kaye Co shares.
Henry Group Ltd would have either paid a premium of an
amount | ess than the val ue of 10,000 Kaye Co shares at that
time, or received a premium of less than this amount, or paid or
received nothing at thetime of entering into the forward
contract. Thiswill be considerably |ess than the amount Henry
Group Ltd would have otherwise had to pay at the time of entry
into the forward contract wereit to have purchased those shares
at that time. Further, the shares would be expected to have
similar responses to changes in market factors asthe forward
contract.

Henry Group Ltd’s financial arrangement constituted by its cash
settlablerights and obligations under the forward contract is
therefore aderivative financial arrangement, and not subject to
this exception for short-term arrangements where non-monetary
amounts areinvolved (paragraph 230-400(d) and subsection
230-305(1)).

2123 Where an arrangement otherwi se satisfi es the requirements for tlx:/{De'eted: 2108 )

the exception for short-term arrangements where non-monetary amounts Formatted: )
areinvolved, but the deferral of payment from the time the property or E:ftetgxctnf aragraph, Indent:
servicesisreceived or provided is more than 12 months, Division 230 will

apply to the financid arrangement constituted by the ‘ deferred settlement’

or trade credit arrangement. (See Chapters 3 and 11 for an explanation of

how Division 230 interacts with the other provisions of the ITAA 1997 or

the ITAA 1936 that may apply to the rd evant property or servicesin these

cases). [Schedule 1, item 1, section 230-440]

{ Formatted: right footer, Left J
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thereis no significant deferral cm
2.124  For compliance cost reasons, gains and losses from finandal ~ * -~ { Deteted: 2100,

I ndividuals and those businesses that satisfy the turnover tessswhere .- - [ Formatted: Indent: Left: 0 J

arrangements of individuals and those businesses that satisfy therelevant | Formatted: _
turnover test will not be subject to Division 230, except to the extent that: pase-text-paragraph, Indent:

Formatted: dot point, No
bullets or numbering, Tabs: Not
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» thefinancial arrangement isa qualifying security with a
remaining term of more than 12 months at the time the
taxpayer started to have it [Schedule 1, item 1, paragraph 230-
405(1)(b)]; or

+ thetaxpayer has made an e ection to have Division 230 apply
to al their financial arrangements, and the taxpayer started to
havethe financial arrangement in or after the year of making
that eection [Schedule 1, item 1, subsection 230-405(4)].

2125 To havegains and losses from finandial arangements subjectfo * -~ (CS1ed: 2110, )
this exception, the taxpayer must be : Formatted:
base-text-paragraph, Indent:
oo - Left: 0cm, Don't keep with
* anindividua,; nixt e, Dot ieep
: o _ , | Formatted: dot point, S
» an authorised deposit-taking institution, securitisation vehicle B;’{OT;‘ § pt, fﬁ;’,‘?'”o pt'?aﬁ,f,
or entity which isrequired to register under the Financial bullets or numbering, Tabs: Not
Sector (Collection of Data) Act 2001, (or would be required at 4cm+ 9.14 cm

to so register if the entity were a corporation) with an
aggregated turnover of less than $20 million; or

» another entity with an aggregated turnover of less than

$100 million.
[Schedule 1, item 1, paragraph 230-405(1)(a) and subsections 230-405(2) and
230-405(3)]
2126 :Aggregated tumover is defined in section 328-115 of the <~ {eleted: 2111 )
ITAA 1997, and for the purpose of this Division 230 test it carries the Eormtatﬁed: et
. S ase-text-paragraph, Indent:
same meaning. In summary, an entity’s aggregated turnover for an Left 0cm

income year isthe sum of therelevant annual turnovers (adjusted in
particular circumstances) of the entity, its connected entities and affiliates.
Amongst other things, this definition ensures that where an entity does not
carry on its business for an entireincome year, its aggregated turnover is
worked out using a reasonabl e estimate of what it would beif that entity
carried on business for the whole of the relevant income year.

///{Deleted: 2112, )

turnover test is specified, and may vary for different entities. An entity
determines whether or not it meets this turnover test for a particular
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Definition of ‘financial arrangement’

income year (the relevant income year) for the purpose of this exception
based on:

* itsturnover in theimmediately preceding income year,
(worked out at the end of that income year) [Schedule 1, item 1,
subparagraphs 230-405(2) (b)(ii) and (3)(b)(ii)]; Or

«i --- [ Formatted: Tabs: Not at 9.14 J
cm

» wherethe entity only came into existence during the |
particular income year, itsturnover asworked out at the end
of that rel evant income year [Schedule 1, item 1,
subparagraphs 230-405(2) (b) (i) and (3)(b)(i)] -

2128 The gainsand losses from thefinandia arrengements of these | .-~ {Deteted: 2113- )

taxpayers (individuas, and entities falling be ow the rd evant turnover Formatted: )

threshold) will not be subject to Division 230, except in the situations set E:fstetg’gnf a;i%:lpgef';ieng

out below, [Schedulel,item 1, subsections230-405(1)and (4] pt, After: 0 pt, Tabs: Not at 4
AN cm

2129 Wherean entity that is below therelevant threshold, in the ) { Formatted: Font: 11 pt, Not J

income year it starts to have the financial arrangement, meets the relevant Bold, Not Italic

threshold in alater year, the Division will not apply to the gains or losses
from that financial arrangement (unless the entity has made an irrevocable
election to apply the Division to al its financia arrangementsin or before
theincome vear it started to have the financial arrangement (see
paragraphs 2.132-2.133)). Similarly, where an entity that meetsthe
relevant threshold in the income year it starts to have the financial
arrangement and falls bel ow the threshold in alater income year, the
Division will continueto apply to the gains or losses from the financia
arrangement in that later year (assuming that it still has the arrangement)
[Schedule 1, item 1, subsections 230-405(1)].

Qualifying securities of more than 12 months

2.130  Gains and losses from afinancial arrangement of an individual *l{ Deleted: 2114 )

or entity falling below the relevant turnover threshold may still besubject Formatted:
to Division 230 where that arrangement isa qualifying security’ within Lofts © e Space After: o pt
the meaning of Division 16E of Part 111 of the ITAA 1936. [Schedule1,

item 1, paragraph 230-405(1)(b), definition of ‘ qualifying security’ in

subsection 159GP(1) of the | TAA 1936]

l{ Deleted: 2.115. )

of issue, is reasonably likely to result in the sum of the payments
(excluding periodicinterest as defined in subsection 159GP(6) of the
ITAA 1936) exceeding the statutorily established formulain
subsection 159GP(1) of the ITAA 1936.

2132 Whereanindividual or entity falling below therelevant turover |-~ Deleted: 2116. )

threshold starts to have a qualifying security, and it is otherwise a
financial arrangement that would be subject to Division 230, its gains and

/{Formatted: right footer, Left J
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losses will not be excluded from the Division under section 230-405,
where that security has more than 12 months remaining of itsterm at the
time when the taxpayer starts to have the qualifying security. Thatis,
these qualifying securities will have gains and | osses on them subject to
Division 230. [Schedule 1, item 1, paragraph 230-405(1)(b)]

Irrevocable election to have Division 230 apply to all financial assetsand *~ { Formatted: space tter: 0 pt

liabilities

2.133  Thosetaxpayers referred toin paragraph 2.110 may makean ~ ~- -~ peteted: 2117. )

election to have Division 230 apply to all their gains and losses from their Formatted:
financial arrangements. The election once made isirrevocable and applies et 0 oy G Afters 0 pt
todl financia arrangements ataxpayer acquires, or otherwise startsto

have (such as afinancia arrangement the taxpayer createg), intheincome - { Deleted: ) ]

year in which the eection is made and for subsequent income years.
[Schedule 1, item 1, subsections 230-405(4) and (5)]

~_{ eleted: 2118. )

threshold who makes this e ection will have the gains and losses from all
of thefinancial arrangements it startsto havein or after theincome year in
which the dection is made, not just its rd evant qualifying securities,
subject to Division 230, unless those arrangements are otherwi se subject
to another exception (such as those discussed be ow).

Exceptions for various rights and/or obligations

2.135  Division 230 does not apply to ataxpayer’ sgains and |osses “;K:/{De'eted: 219, )

from afinancial arrangement for an income year to the extent that the Formatted:
rights and/or obligations under that arrangement are subject to any of the Lot o oy ragrapn. Indent
foll owing exceptions.

T [ Formatted: Heading 4 J
Leasing or property arrangement
2.136 ost leasing arrangements will not be cash settlable financial ~ * - ,5/{De'eted: 2120- )

arrangements, as under the arrangement the taxpayer will have not Formatted: )
insignificant non-cash settlable rights or obligations (the lessee' s right to pase-text-paragraph, Indent:
use the rd evant thing being |l eased, and thelessor’ s obligation to allow,

and be deprived of, such use). However, to the extent that particular

leasing arrangements do satisfy the definition of afinancial arrangement,

theleasing or property exception will apply to aright or obligation arising

under:

Formatted: dot point, No
bullets or numbering, Tabs: Not
at 4cm + 9.14 cm
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» aluxury car leaseunder Division 42A of Schedule 2E to the
ITAA 1936 [Schedule 1, item 1, paragraph 230-410(2)(a)];

» sdeand loan arrangements to which Division 240 of the
ITAA 1997 applies[Schedule 1, item 1, paragraph 230-410(2)(b)];
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which Division 250 of the ITAA 1997 applies[Schedule 1, item bullets or numbering, Tabs: Not

» anarrangement dealing with assets put to tax preferred useto, |- -- ( Formatted: dot point, No
1, paragraph 230-410(2)(ba)]; OF at 4om + 9.14 cm

* anarrangement that:

P B [ Formatted: Tabs: Not at 4.75 J

— isalicenceto use or cm

— insubstance or effect, depends on the use of a specific
asset, and gives aright to control the use of that specific
asset, where that asset is,

goods or apersonal chattel (other than money or a money
equiva ent — see paragraph 2,69), red property, or |-~ { Deleted: 56 )

intell ectual property [Schedule 1, item 1, paragraphs 230-410(2)(c)
and (d)].

$lx/{Deleted: 2121, )
Schedul e 2E to the ITAA 1936 excludes hire purchase agreements and Eormatmfii b Indent.
short-term hiring arrangements. The leases that are subject to this el o baragraph, Indent:
Division aretreated as anctiona sale (generally for the cost of the

vehicle) and aloan transaction. The Division contains specific rulesto

determine the finance charge under this notional |oan, and how the

notional loan isto betreated for tax purposes. Division 230 will not

disturb the tax trestment of arrangements subject to Division 42A of

Schedule 2E to the ITAA 1936.

777777777777777777777777777777777777777777777777777 [//{Deleted: 2122 ]

arrangements (such as hire purchase agreements) as a sale of property,
combined with aloan, by the notional seler to the notiond buyer, to
finance the purchase price. Amongst other things, this Division
determines the notional interest on this notiona 1oan, and how it istrested
for tax purposes. Division 230 will not disturb the tax treatment of
arrangements subject to Division 240 of the ITAA 1997.

2139 Thethird category under this exclusion broadly coverslicences |-~ (Deleted: 2123, )

and leases over goods (other than money or amoney equivd ent), real
property, and intellectual property.

2.140  Goods, personal chattels, real and intellectual property take their Jl//{De'eted: 2124, )

ordinary meaning, and so in a broad sense cover personal property (other -
than money or a money equiva ent), land, and interests in land and rights
in respect of creative and intellectual effort including copyright, registered

designs, patents and trademarks.
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2.142__ What is meant by thereferenceto afunds manageranda -~ | dsoappliestoaright that is, or

custodian takes on its ordinary commercial meaning. A responsible entity that is carried by, an interest in a
of aregistered scheme drawsits meaning from the Corporations Law. It "l;‘lsi‘ gt’_’ 300"’159‘:"12 ng
isthe company named in the Australian Securities and Investments ?hmgon';’?};:sﬁﬁme{;ﬁ;“f’hf
Commission’s record of the scheme' s registration as the responsibl e entity trust, if that trust is managed by a
or temporary responsible entity of a managed investment scheme funds manager or custodian, or a

. . . responsible entity of a registered
registered under section 601EB of the Corporations Act 2001, Ina scheme. [Schedule 1, item 1,
general sense, a managed investment scheme as defined under the .| paragraph 230-410(3)(c)]f
Corporations Act 2001 covers (subject to certain exceptions) a scheme N 2127 J
where the contribution made by members to acquire interests in the { Formatted: Font: ltalic )

scheme are pool ed and used to produce benefits for members, wherethe
members do not have day-to-day control of the operation of the scheme
(see section 9 of the Corporations Act 2001).

2.143  The exception for multi-class trusts that are managed by afunds //{De'eted: 2128 )

manager or custodian promotes competitive neutrality, avoidingthe
unnecessary creation of multiple singl e class trusts that are managed by
the same funds manager, custodian or responsible entity. [Schedule1, item 1,

paragraph 230-410(3)(c)]

. : : : , _{ Deleted: 2.129.
2.144 _ Wherearight carried by such an interest in a partnership or trust -~ {etete )

as explained above (or a corresponding obligation) isaright (or
obligation) under afinancid arrangement that is subject to either afair
value eection or an dection torely on financia reports, this exception for
certain interestsin apartnership or trust will not apply to that right (or

obligation). [Schedule 1, item 1, subsection 230-410(4)]
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Certain insurance palicies

2.145 _ Aright or obligation under alifeinsurance policy or ageneral = * -~ )
insurance policy is subject to an exception from Division 230. [Schedule 1, Formatted: )
item 1, subsections 230-410(5) and (6)] pase-text-paragraph, Indent;

2146 Theexception for certain insurance policies appliesto boththe -~ { Deleted: 2131,
issuer and the holder of an insurance policy. Accordingly, the exception
can apply to alife insurance company, a general insurance company,
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certain life insurance policyholders and certain general insurance
policyholders.

l//{Deleted: 2132, ]

exceptions ensure that Division 230 does not apply to rights and
obligations under lifeinsurance policies and generd insurance policies.
Theserights and obligations may also be taken into account under the
insurance taxation rules in Division 320 of the ITAA 1997, Division 321
of Schedule2Jto the ITAA 1936 and Division 15 of Part |11 of the

ITAA 1936. To this extent, the exceptions have the effect of preventing
the application of both Division 230 and the specific insurance provisions
to an excepted policy right or obligation.

2.148  The exception does not extend to investments (other than l - {(peteted: 2133 )

investments by way of a policy covered by the exceptions) that support
the palicy liabilities of the insurance company from the operation of

Division 230 of the ITAA 1997.

Exception for lifeinsurance policies

_{ Deleted: 2.134. )
: “ Formatted:

2.149 A right or obligation under alifeinsurance policy issubjectto  *
an exception. This exception ensures that Division 230 does not apply to
rights and obligations under those life insurance policies that are subj ect

to taxation under Division 320 of the ITAA 1997. [Schedule 1, item 1,
subsection 230-410(5)]

base-text-paragraph, Indent:
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2.150  The exception does not gpply to alifeinsurance policy if the lx/{De'eted: 2135, )

policy isan annuity that is a qualifying security and the entity isnot alife
insurance company (as defined by the ITAA 1997) that istheinsurer.
Therefore, the holder of such a security would not be eigible for the

exception.

l//{Deleted: 2.136- ]

apply in respect of an annuity if it is an ‘ingigible annuity’ within the
meaning of Division 16E of Part |11 of the I TAA 1936 (as these annuities
arenot qualifying securities).

2.152 A lifeinsurance policy is defined in subsection 995-1(1) of the l//{De'eted: 2137 )

ITAA 1997 to have the meaning given to the expression ‘life policy’ in
the Life Insurance Act 1995, but includes:
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» acontract madein the course of carrying on businessthat is "1' o
life insurance business because of adeclaration in force
under section 12A or 12B of the Life Insurance Act 1995;
and
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 asinking fund policy within the meaning of the Life

Insurance Act 1995.
- /,{Deleted: Example 2.20 ]
Example2.2Q; A lifeinsurance policy that is subject to exception /‘Tormmed; Indent: Left: 1.9 J
cm

Biancaisan individua who has el ected under

subsection 230-405(5) to have al of her gains and | osses from

financid arrangementsthat are not otherwise excepted, subject

to Division 230. She holds an endowment life insurance policy

issued to her by alifeinsurance company in her own right. Asa

result of the application of subsecti on 230-410(5), Division 230

will not apply to any gain or loss that Bianca makes under the

policy.
Exception for general insurance policies
2153 A right or obligation under ageneral insurance policy issubject -~ eIeted: 213 )
to an exception, except wherethe policy is a derivative financia Eorma“e“: b Indent.
arrangement and the taxpayer is not a general insurance company as el o baragraph, Indent:
defined by the ITAA 1997. [Schedule 1, item 1, subsection 230-410(6)]
2154 This exception ensuresthat Division 230 does not apply torights -~ |2e1oted: 21%9. )
and obligations under those general insurance policies that are subject to
taxation under Division 321 of Schedule2J to the ITAA 1936.
2155 A general insurance policy is defined in subsection 995-1(1) of -~ [2e1eted: 2140, )
the ITAA 1997 to mean a palicy of insurance that isnot alifeinsurance
policy or an annuity instrument. Theterm ‘palicy of insurance is not
defined and thereforetakes its ordinary meaning. It may include a policy
of reinsurance. Exampl es of genera insurance policiesinclude fire, theft,
injury, accidental damage, negligence, storm and professional indemnity
insurance.
2156 Theactivities of ageneral insurance company can besplitinto -~ {(Deteted: 2141 )

underwriting and investment activities. As previously stated, investment
activitiesinvolving financial arrangementswill generally be subject to
Division 230. The underwriting activities of a general insurance company
(to the extent that they would otherwi se be subject to Division 230) will
usualy be the subject of this exception and would therefore be excluded
from the operation of Division 230.

-
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2157__A right or obligation i reltion to an outstanding dlaims libility -~ (DeIeted: 2142 )
for certain workers' compensation liabilities is subject to an exception. EOrmattedi b Indent.
This exception ensures that Division 230 does not apply to rights el o baragraph. Indent:

or obligations arising under these workers' compensation liabilities that
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are subject to the taxation treatment set out under Division 323 of
Schedule2Jto the ITAA 1936. [Schedule 1, item 1, subsection 230-410(7)]

2158 Division 323 of Schedule 2Jto the ITAA 1936 pecifiesthe | -~ (Deleted: 2145 )
taxation treatment of outstanding claims liabilities for workers
compensation liahilities of companies that are not required by law to

insure, and do not insure, againg liability for such daims (‘sdf insurers’).

. . . < |-~ Formatted: Don't keep lines
Certain guarantees and indemnities together
2.159 A right or obligation under a guarantee or indemnity will be ~ * K::{De'eted: 2144.

subject to an exception unless: Formatted:
base-text-paragraph, Indent:

. . . . . Left: 0cm, Don't keep with
» thefinancia arrangement isthe subject of a fair value *\|\ next, Don't keep lines together

election, or an eection to rely on financia reports (see *{ Formatted: dot point, No
Chapters 6 and 9) [Schedule 1, item 1, paragraph 230-410(8)(a)]; bullets or numbering, Don't
| keep with next, Don't keep lines

together, Tabs: Not at 4 cm +

+ thefinancia arrangement isa derivative financial

arrangement (see paragraph 2.106 and Chapter 8) for any 914 om
income year [Schedule 1, item 1, paragraph 230-410(8)(b)]; Or
» theactud guarantee or indemnity isitsdf giveninrelaionto |
ancther financial arrangement [Schedule 1, item 1,
paragraph 230-410(8)(c)].
2160 Whet ismeent by a“quarantee’ or an indemnity takesonits < |~ (oleted: 2165 )
ordinary meaning to include a promiseto answer for the debt or default of Eormtat?d: N
another, or to make good a loss suffered through athird party. Lot o oy ragrapn. et
Example 2.21; Cash settlable guarantee - ‘>ij{De'eted: Example221 J
7777777777777777777777777777777777777777777777777 T Formatted: Indent: Left: 1.9 ‘
On 1 September 2010 Gez Co entersintoan arangementto | =T
acquire afleet of carsfor usein its business. Both delivery of ~~{(Deteted: 2008 )

the vehicles and payment occurs on 1 October 2008. Under the
arrangement, from the date of delivery, Gez Co continues to
have a subsisting right to be indemnified against the cost of
repairing a specified range of potential faults that may arisein
the vehicles, for aperiod of three years.

Gez Cois an entity with ardevant aggregated turnover in excess
of $100 million, that has not made any d ections under Division
230.

Asthe contingent right to receive a payment under this
indemnity clausein the arrangement is a cash-settlable right
under paragraph 230-50(2)(a), and it isthe only subsisting right
or obligation Gez Co has under its fleet purchase arrangement,
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from the time of delivery of thefleet cars, Gez Co has a cash
settlable financial arrangement.

However, the only right under Gez Co’s arrangement isaright
under an indemnity, that is not a derivative financial
arrangement and that is not subject to arelevant election under
Division 230. Further, itisnot anindemnity in relaionto a
financid arrangement (as the obligation of Gez Co to pay the
cost of repairing the potential faultsit is being indemnified for,
does not itself arise under afinancial arrangement).

Assuch, any gains or losses Gez Co makes from its financial
arrangement constituted by itsrights under theindemnity will
not be subject to Division 230.

2161 An example of wheretthis exception would not apply iswherea < -~ Looieted: 2146, )
guaranteeis provided in respect of aloan agreement. Astheloan EOrmattEf’: b Indent.
agreement isitsdlf afinandia arrangement, the guarantee would be el o baragraph, Indent:
subject to Division 230. [Schedule 1, item 1, paragraph 230-410(8)(c)]

Personal arrangements and personal injury

2162 _Cartain persond arangements and arrangementsin respect of -+~ . oeleted: 2147 )
personal injuries will not havetheir gains and losses subject to EOrmattEf’: b Indent.
Division 230. Spexifically, rights and obligations under a financia el o baragraph. Indent:

arrangement are the subject of an exception in the following
circumstances.

Personal services

| peteted: 2143. )

consideration, for the provision of personal servicesis the subject of an
exception [Schedule 1, item 1, paragraph 230-410(9)(a)]. Personal services are
broadly the provision of personal effort, labour or skill of an individual.

Deceased estates

~_{ Deleted: 2.149. )

deceased estate is the subject of an exception [Schedule 1, item 1,

paragraph 230-410(9)(b)]. Rights and obligations arising from the
administration of a deceased estateinclude those arising under awill as
well as those arising through common law or legislatively, such asin the
case of an intestate estate.
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Giftsunder deed

2165 A right to receive, or an obligation to provide, a gift under a

deed, isthe subject of an exception. [Schedule 1, item 1,
paragraph 230-410(9)(c)]

M aintenance amounts

~_{ Deleted: 2.151. )

by way of maintenance:

» toanindividua whoisaspouse or former spouse of the "1' o
person ligbleto provide the financial benefit;

cm

Formatted: Tabs: Not at 9.14 ‘

* to, or for the benefit of, an individual who isa child (or who |
was a child), of the person ligbleto provide the financial
benefit; or

* to, or for the benefit of, an individual who isa child (or who |
was a child) of aspouse or former spouse of the person liable
to provide thefinancia benefit,

isthe subject of an exception [Schedule 1, item 1, paragraph 230-410(9)(d)]

2.167  Jnthis context, maintenance refers to a financial benefit paidto, l | Deteted: 2152, )

or for the rdevant individual, to assist in that individua’s support. A right
to receive or an obligation to providea financial benefit by way of
maintenance may include periodic payments, lump sum payments, and/or

atransfer of property.

Personal injury

l//{Deleted: 2153, )

in rdation to personal injury to anindividua is the subject of an exception
[Schedule 1, item 1, paragraph 230-410(9)(e)]. Personal injury includes any
injury or disease sustained to an individual’ s person.

2169  Whereataxpayer hasaright to receive, or an obligationto | - (peteted: 2154 )

provide, afinancia benefit in relation to personal injury of an individual,
the exception will apply eveniif:

Formatted: Tabs: Not at 9.14 ‘

» thepersonal injury isinthe form of awrong to the individual ‘I om

or anillness of theindividua; and/or

* theperson to whom the financial benefit is provided is not |
theindividua who was injured.

-
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[Schedule 1, item 1, subsection 230-410(10)] cm
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Injury to reputation

_{ Deleted: 2.155_

inreation to an injury to an individual’ s reputation isthe subject of an
exception [Schedule 1, item 1, paragraph 230-410(9)(f)]. Such rights or
obligations may arise, for example, from defamation actions.

Superannuation and pension income

- { Deleted: 2.156 .

will be subject to an exception if that right or obligation arises from a Formatted:
, . . ; . base-text-paragraph, Indent:
person’s membership of a superannuation or pension scheme. This may Left- 0cm

include the right of adependant of a member to receive financial benefits
(or the corresponding obligation to provide financial benefits to that
dependant). It may asoincludetheright or obligation arising from an
interest in a complying or non-complying superannuation fund, a pooled
superannuation trust or an approved deposit fund. [Schedule 1, item 1,
subsection 230-410(11)]

2172 This exception ensuresthat Division 230 does not apply torights -~ {(Deteted: 2157

and obligations that arise under certain superannuation or pension
schemes and that where rd evant the primacy of other provisions (such as
those contained in Division 295 of the ITAA 1997) in respect of those
rights and obligations are preserved.

Aninterest in a foreign investment fund, foreign life policy or a controlled
foreign company

- { Deleted: 2.158 .

arrangement for any income year to the extent that the rights and/or
obligations under the arrangement arise under an interest in aforeign
investment fund or an interest in aforeign life assurance policy (both as
defined in Part X1 of the I TAA 1936). [Schedule1, item 1,

subsection 230-410(12)]

- { Deleted: 2.159 .

foreign company or foreign trust. An interestin aforeign company
includes an interest in acompany that is a controlled foreign company.
Therefore, the exception covers not only an interest in a foreign company
to which Part X1 of the I TAA 1936 applies, but aso includes an interest in
aforeign company to which the controlled foreign company rulesin

Part X of the ITAA 1936 applies.

. . L «_ -7 Deleted: 2160 .
2175 . Theserdevant interestsin foreign investment funds and e {

controlled foreign companies arein abroad sense akin to equity interests. h Egsr:“_tiif;;ragraph Indent:
As set out in paragraphs 2,98 to 2,101, Division 230 only has alimited Left: 0cm ’ ‘

operation in respect of financial arrangements that are equity interests.

. o | Deleted: %2
This exception for rel evant interests in foreign investment funds and > { s

\{ Deleted: 95
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controlled foreign companies ensures that they are not given an
inappropriate treatment under Division 230.

Proceeds from certain business sales ' .Fr%?ﬁftfiﬂ Hoeigwl?%gﬁ't keep
with next, Tabs: Not at 4.23
2176 Aright to receive, or an obligation to provide, financial benefits * cm

arising from thedirect or indirect sa e of business, including thoserights

or obligations arising from the sale of sharesin a company (or interestsin *( Formatted:

atrust) that operates the business, may be the subject of an exception. base-text-paragraph, Indent:
These rights and obligations will only be the subject of this exception Left: 0cm

where the amounts or the values of the financial benefits to be received or

provided are contingent on the economi c performance of the business

after the sale. [Schedule 1, item 1, subsection 230-410(13)]

"~ { Deleted: 2.161. )

2.177  This exception applies to exclude arrangements commonly l - (peteted: 2162 )

l//{Deleted: 2163 )

financial benefitsis treated as being two separate rights (see Chapter 3)
[Schedule 1, item 1, subsection 230-60(1)]. This means that if an earn-out
arrangement includes aright to receive afixed amount, plus aright to
receive an amount that is contingent on the economic performance of a
business that has been sold, thelatter right will itsd f be subject to this
exception. Division 230 can continue to apply to the arrangement to the
extent that any rights or obligations (including theright to receive afixed
amount) are not subject to this (or any other) exception.

Infrastructure borrowings

2179 Division 16L of the ITAA 1936 broadly providestax *‘Lr/{De'e‘ed: 2164 )

concessions for infrastructure borrowings in respect of which acertificae Eormtat?d:r eoh Indent:
has been issued by the Devel opment Allowance Authority. Whilst no new Lot 0 .cm Tabs: Not at 423
certificates have beenissued in the last 10 years, existing arrangementsin cm

respect of previously issued certificates can be traded or novated, so can

start to become new arrangements in the hands of different taxpayers.

_{ eleted: 2.165. )

—_—

ITAA 1936 isthat interest derived from infrastructure borrowings is tax
exempt, whilst any interest incurred by an investor on funds borrowed for
the purpose of investing in infrastructure borrowings may be deductible as
if the interest derived from infrastructure borrowings were not exempt.

2.181  Often arrangements under which an investor may borrow to l - Detetea: 2166 )

invest in infrastructure borrowings are packaged together withthe
infrastructure bond itsd f, such that under Division 230 it may be
considered to be the one arrangement. Such an arrangement may (dueto

certainty of cash flows) have an overall gain for the purposes of
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Subdivision 230-B (the accrua rules). However, this gain (which should
essentially be exempt) may have been calculated by taking into account
outgoings that would otherwise be deductible.

_{ eleted: 2.167.

any new infrastructure arrangements, its treatment of infrastructure
borrowings only continuesto have residual application. It nevertheless
continues to have application to relevant arrangements which are excluded
from Division 230.

- { Deleted: 2.168 .

from applying during thefirst 15 years of an infrastructure borrowing.
After thistimeit may start to have application. Division 16E will
continueto apply to those arrangements that are subject to Division 16L,
asappropriate. [Schedule 1, item 1, subsection 230-410(14)]

‘ 2.183  Notealso that Division 16E of the ITAA 1936 isonly excluded .

Farm management deposits

2.184 A right to receive, or obligation to provide, financial benefits t;K:/{De'eted: 2169,

arising under a farm management deposit (within the meaning of ‘ EOrmtaﬁ_edir eoh. Indent:
Schedule 2G to the ITAA 1936) isthe subject of an exception, provided Lot o oy ragrapn, Indent

theright or obligation is held by the owner of the farm management
deposit. This exception therefore does not apply to a financial institution

with whom the farm management deposit ishdd. [Schedule 1, item 1,
subsection 230-410(15)]

2.185  Broadly speaking, afarm management deposit is an account | peteted: 2170.

hedd with afinancia institution which enables the rd evant primary
producer owner to deduct amounts deposited into such an account in the
year of deposit, while requiring that amounts when repaid beincluded in
assessableincome. In this way, farm management deposits are tax-linked,
financial risk management tools, designed to alow primary producers to
set asideincome from profitabl e years for subsequent * draw-down’ in
low-income years.

_{ peleted: 2.171.

farm management deposits, which is the reason for this exception.

Rights and obligations to which section 121EK applies

| 2.187  Jn certain dircumstances, the owner of an offshore banking unit t:x:/{De'eted: 217z,

will be deemed to have received a payment in the nature of interest. The ) Eormtat?d: e et
deemed interest is assessabl eincomein the hands of the owner of the Lot 0 .cm Tabs: Not at 423
offshore banking unit. An exception has been included in Division 230 so cm

that aright or obligation that gives rise to a deemed interest payment is
not a financial arrangement to which Division 230 applies. [Schedulel,
item 1, subsection 230-410(16)]
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Forestry managed investment schemes

2188  Division 394 of the ITAA 1997 broadly providesthat initial  *
investorsin forestry managed investment schemes (forestry schemes) will
receive atax deduction equal to 100 per cent of their contributions and
subsequent investors will receive atax deduction for their ongoing
contributions to forestry schemes, provided that at least 70 per cent of the
scheme manager’ s expenditure under the schemeis expenditure
attributabl e to establishing, tending and felling trees for harvesting (direct

forestry expenditure).

2189  Subsection 394-15(3) of the ITAA 1997 definesaforestry _
interest in a forestry managed investment schemeto be aright to benefits
produced by the scheme (whether the right is actual, prospective or
contingent and whether it is enforceable or not). A right to receive, or
obligation to provide, financial benefits arising under aforestry interest in
aforestry managed investment scheme would ordinarily be a financial
arrangement as it constitutes a cash settlable right to receive, or obligation
to provide, such benefits. An exception from Division 230 has been
inserted for situations where the investor can claim deductions under
section 394-10. [Schedule 1, item 1, subsection 230-410(17)]

Regul ation-making power for exceptions

enabl e regulations to be made that specify a right or obligation asbeing
the subject of an exception. [Schedule 1, item 1, subsection 230-410(18)]

Ceasing to hold financial arrangementsin certain circumstances

allowed as revenue losses under Division 230 as aresult of the disposal
(including partial disposal) or redemption (including partial redemption)
of afinancial arrangement, whereit can be objectively concluded that a
reason for the disposal or redemption was an apprehension or belief that
theissuer, or other partiesto the arrangement, would likely be unable or
unwilling to discharge their obligations to make payments under the
financial arrangement.

afinancia arrangement); and

+ thetaxpayer makes aloss, in the context of Division 230 (see
Chapter 3) from ceasing to have thefinanca arrangement
(or relevant part); and

~
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ability to acquire an identica financial arrangement in the
ordinary course of trading on a securities market; and

arrangement in the course of trading on a securities
market; and

it would be concluded that thetaxpayer ceased to havethe
financid arrangement (whether a marketabl e security or not)
wholly or partly becausethere was an gpprehension or belief
that the other party or other partiesto the financial
arrangement were, or would belikely to be, unable or
unwilling to discharge all their liabilities to pay amounts
under the financia arrangement.
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may till betreated as a capital 10ss under the CGT provisions. [Schedule 1, .
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provides that where a taxpayer makes again from afinancial arrangement

from the forgiveness of a debt in accordance with the commercial debt

forgiveness provisions, that gain is decreased by:
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paragraph 245-85(2)(a) of Schedule 2C tothe ITAA 1936
where section 245-90 — dealing with agreementsto forgo
capital losses or revenue deductions — does not apply; or

+ thedebt'sprovisional net forgiven amount. Thisisin |
accordance with paragraph 245-85(2)(b) — where
section 245-90 applies.
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[Schedule 1, item 1, paragraph 230-425(4)(a)]. These terms take their meaning
from section 195-1 of the A New Tax System (Goods and Services)
Act 1999. That definition providesthat aresidential premisesina
retirement village existsif:

» thepremises are occupied by one or more persons as amain

residence;

» accommodation in the premises isintended to be for persons
who are at least 55 years old, or who are a certain age that is

more than 55 years; and

 thepremisesindude communal facilities for use by the

residents of the premises;

but excludes,,

» premises used, or intended to be used, for the provision of
residential care (within the meaning of the Aged Care
Act 1997) by an gpproved provider (within the meaning of

that Act); and

» ‘commercial residential premises’ as defined in section 195-1
of the A New Tax System (Goods and Services) Act 1999.

Retirement village services contracts

contract’ isthe subject of an exception [Schedule 1, item 1,

subsection 230-425(1), paragraph 230-425(3)(b)]. A retirement village services
contract isa contract under which aretirement village resident is provided
with general or personal services in theretirement village [Schedule 1,

item 1, paragraph 230-425(4)(b)].

Provision of residential or flexiblecare

exception is intended to exclude gains and losses from rights or
obligations arising under an accommodation bond style arrangement
arising from residential or flexible care.

' Residential car€' is defined to have the same meaning asin

section 41-3 of the Aged Care Act 1997, while‘flexible care’ is defined
under section 49-3 of the Aged Care Act 1997. Residentid care covers
persona and/or nursing care provided to individuasin residential care
facilities, but does not cover such carewhen it is provided viaa hospital,

<-
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Definition of ‘financial arrangement’

personal residence, psychiatric facility or a non-aged care facility.
Flexible carerefersto aternative care provided in the same setting as
residential care.
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Chapter 3

Tax treatment of gains and losses from
financial arrangements

Outline of chapter

31 JThis chapter explains: I

» why Division 23Q,recognises gains and | osses rather than, for

exampl e, receipts and outgoings;

« therevenue character of those gains and | osses;
 theelements of again or |oss; and |

« which gains and losses are disregarded.

Overview of TOFA gains and losses

3.2 This overview summarises the tax treatment of gains and |osses
from financial arrangements. A detailed technical explanation is provided
|ater in the Chapter.

33 Gains and | osses from financia arrangements are important for
the purposes of Division 230 because the tax treatment of financial
arrangements depends on gains and | osses made from them and, not, for
exampl e, on receipts and outgoings. Thus, ataxpayer subject to Division
230 may be required toindude a gain in their assessable income and may
be alowed adeduction for such alosswhereit is made in deriving or
producing assessable income or in carrying on business for the purpose of
deriving assessable income.

34 This means that anet amount, for exampl e, the money received
(the proceeds) minus the money provided (the cost) under afinancia
arrangement may beincduded as assessabl eincome when that net amount
isagain and claimed as an allowable deduction when that net amount isa
| oss.

35 Basically, the cost of afinancial arrangement will bethe total of
the financial benefits provided or to be provided to acquire such
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arrangement. Conversdly, the proceeds from a financial arrangement will
bethetota of thefinancial benefits received from having such an
arrangement including those at maturity of the arrangement or the disposal

of the arrangement.

3.6 There are specia rulesthat ensure that where a financial
arrangement is received as consideration or provided as consideration for
the provision of athing (for exampl e this could be trading stock or a CGT)

asset thething istaken to have been received or provided for its market
value. These specid rules are intended to provide an appropriate value for
determining the tax consequences of transactions rel ating to the thing
under provisions of the ITAA 1936 and ITAA 1997(including Division
230..

37 However, Division 230 will not apply to all gains and |losses
from financial arrangements. Division 230 will not apply to gains and
losses in respect of financial arrangements that are not subject to Division
230 nor to thegains and losses of financial arrangements held by
taxpayers that are not subject to Division 230.

3.8 Some of these specific exceptions areto put it beyond doubt that
Division 230 will not apply to those financial arrangements while others
have been included to ensure that Division 230 does not apply to
taxpayers with relatively simple tax affairs for reasons of compliance
costs, or for other administrative or policy reasons.

39 Division 230 will not contain adefinition of a‘gain’ or a‘loss'.
However, asagenera rulea‘gan’ or a‘loss from afinancial
arrangement may be cal culated as foll ows.

e Cdculatethe money received from a financial arrangement
induding that received at maturity or upon disposal.

¢ Calculatethe cost of thefinancial arrangement induding
those expenses at maturity or upon disposal.

¢ Deduct the amount at step 2 from the amount at step 1.

3.10 Therewill be a gain from afinancia arrangement if the amount
at step 3is positive. On the other hand, there will be aloss from a
financial arrangement if the amount at step 3 is negative.

3.11 Division 230 will contain rules for determining the amount at
step 2 and rules for alocating this amount to the amount in step 1 so as to
ensure that the appropriate amount of gain or lossis subject to Division
230.

9%
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Tax treatment of gainsand losses from financial arrangements

3.12 The cost all ocation rul es attribute the appropriate cost to rel evant
financial benefit(s) in certain circumstances, for example with respect to
amountsthat are interest or anountsin the nature of interest or returnsin
the form of dividends paid on debt interests.  The rules are particularly
important in ensuring that the correct particular certain gains or |0sses,
rather than overall gains and | osses, are taken into account under Division
230. The cost allocation rules correctly attribute costs by using
appropriate and commercialy accepted valuation techniques that consider
the cash flows under the arrangement and therisk and present value of
those cash flows.

3.13 The amount of this gain or | oss assessable or deductiblein a
particular tax year will be determined by the tax accounting treatment
(accrua gredisation, fair value, hedging, retranslation or financial reports)
and the balancing adjustment where appli cabl e that appliesto aparticular
financial arrangement.

3.14 Some gains and |osses, such as those from gaining or producing
exempt income or non-assessabl e non-exempt (NANE) income, are
disregarded under Division 230. Asaregainsin the form of franked
distributions or rights to franked distributions and gains to the extent that
itis subject to foregn resident withholding tax Other rules maintain the
existing treatment of certain foreign income of Australian entities and of
dividends on debt interests. Thereisaspecial rule when afinancia
benefit is for interest or asubstitute for interest or are returnsin the form
of dividends paid or provided on adebt interest such as non- equity shares
in acompany to ensurewhen itisreceived itisagain and whenitis
provided it isaloss. Other gains and | osses that are disregarded under
Division 230 are those from financial arrangements having a domestic or

private nature.

3.15 Under Division 230 gains and losses from financial
arrangements will usualy be on revenue account instead of capital
account. This treastment will simplify the characterisation of such gains
and losses prevent disputes that might otherwise occur under the existing
law about whether such gains and [0ss are on revenue account or on

capital account.

3.16 Division 230 will contain anti-overlap rulesto ensure that gains
and losses from financial arrangements are not doubl e-counted for income
tax purposes. However, these rules will not prevent Division 230 gains
and losses being used to cal culate other amounts for income tax purposes.
For instance, such amounts may be used in cal culating thresholds where

appropriate.
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Context of amendments

Gains and losses from financial arrangements

317  Under current incometax law, the taxation of financial I {(peteted: 32

arrangementsis based on an amalgam of provisions, including the
ordinary income provision (section 6-5 of the Income Tax Assessment
Act 1997 (ITAA 1997)), the general deduction provision (section 8-1 of
the ITAA 1997) and various specific provisions.

- { Deleted: 3.3.

318 Theapplication of the ordinary income and general deduction
provisionsto financial arrangements may not aways produce appropriate
results. Because of the complexity in the structure of many financial
arrangements, greater clarity, consistency and coherency can be obtained
by only recognising gains and losses from relevant financia arrangements

for incometax purposes.

- { Deleted: 34.

3.19 «The concept of gain or loss connotes the appropriate offsetting
of the cost (broadly, financial benefits provided under the financial
arrangement) against proceeds (broadly, financial benefits received under
thefinancial arrangement). However, in recognising that again or lossis

anet concept, it isimportant to note that:

«- -~ | Formatted: dot point, No
bullets or numbering

» thegain or loss may be recognised despite not all offsetting

amounts being fully known (eg, again or losswill be
recognised under the accruals method if it is known with
sufficient certainty to be of at least a certain amount);

» whilst an overdl gain or losswill often be ableto be
determined for afinancial arrangement as awhole, more than
one gain or loss may be made from afinancial arrangement;

» amerereceipt of afinancial benefit or payment of afinancial
benefit may itself represent again or lossif no offsetting
financid benefits are reasonably attributable to that particular
receipt or payment;

» apayment need not bereceived in order to make again
(eg, thereceipt of afinancia benefit includes the reduction or
saving of an amount of aliability);

» gainsand losses can be made from holding afinancial
arrangement, as wd | as on the cessation or disposa of that
financiad arrangement; and
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» thegain or lossisto be calculated in nomina, rather than
present value, terms. Therefore, in determining the gain or ]
loss from the financtd -arrangement, thefinanciak benefitsto - -
be received or provided under the arrangement should, be
taken into account at the value they have at thetime théy are--1 { J
received or provided, and should not be 8iscounted-totheir---4- - _ {Delete 0 or will have ]
present values when dtaxpayer-first starts to havethe ------- - ’ ’ )

)
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A typica option requires the payment of apremium at thetime
the arrangement is entered into.

Formatted: Tabs: Not at 1.27 ‘

However, the mere payment of the premium does not represent a* i | em

loss for the purchaser of the option (the option holder). While
the premium is an outgoing of the option holder, itisan
outgoing which is reasonably attributable to any financial
benefits that may be received under the option agreement.
Likewise, the mere receipt of the option premium does not yet
produce a gain for theissuer of the option.

That is, thegain or loss on atypicd option is calcul ated by |
offsetting the cost or proceeds represented by the premium

against the net amounts, if any, received or paid from disposal or
exercise of that option.

For example, as part of its speculative activities, U-mine Co |
acquires an option to purchase US$100,000 in 18 months time

for aset amount of Australian dollars, by paying a A$2,000

option premium. U-mine Co will not make again or loss from

its option arrangement until itsrights under the option agreement
cease (eg, through being disposed of, exercised or expiring).

Note, however, that some of thetax-timing methodsin Division
230 may apply to calculate again or aloss from the arrangement
beforethistime.

Character of gains and losses from financial arrangements

320  Jfthetax framework in Division 230 did not clarify that gains lx/{De'eted: 35 )

and losses from financial arrangements are to be on revenue account
unless subject to aspecific rule, existing tests and factors would need to
be considered in determining the character of gains and losses from a
particular financia arrangement. The revenue/capital distinction in the
incometax law is often a very difficult distinction to make, relying on

factors such as purpose, the degree of periodicity, and the circumstances

{ Formatted: right footer, Left J
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in which the relevant amount is found in the hands of the particular
taxpayer. Determining the character of the gains and losses agai nst
factors such as these can be very demanding and complex and the
outcome may be uncertain.

- { Deleted: 36.

321 Jnthisregard, certainty asto the character of somegainsand
losses from financia arrangements has been provided by a number of
existing specific provisions. Specifically, revenue treatment has been

provided by:

Formatted: dot point, No
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» sections 26BB and 70B of the Income Tax Assessment A

Act 1936 (ITAA 1936), in relation to the disposal of
traditional securities;

» Division 3B of theI TAA 1936, in relation to foreign
currency gains and | osses; and

» Division 775 of the ITAA 1997, in relation to foreign
currency denominated arrangements (with limited
exceptions).

322  Complexity will befurther reduced by removing the e {(peteted: 37.

capital/revenuedistinction in respect of financial arrangements by taxing
all gains and | osses on revenue account under Division 230. An exception
to the requirement that again or loss from afinancia arrangement will
always be on revenue account is contained within the hedging financial
arrangements election, and is applicabl e to certain hedging financial
arrangements. Under this exception, thetax characterisation of a hedging
financial arrangement may be based on the characterisation already given
to the hedged item under the taxation law, and to that extent will not of
itself increase compl exity to any significant extent.

323  Jnaddition, any gains and | osses to which Division 230 //{De'eted: 38

expressly does not apply (such as through an exception as set out in
Subdivision 230-H as explained in Chapter 2) will fall for consideration
under the existing tax law. Thismeanstheir tax treatment, including their
character, isto be determined by any residual operation of the ITAA 1936
and the TAA 1997.

Nexus test for losses

324  Tobedeductible, the current income tax law requires a //{De'eted: 39

sufficient nexus between losses and the gaining or producing of assessabl e

e { Deleted:

income. This concept is preserved under Division 230,
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producing assessableincome, or necessarily madein carrying
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3.27 (Gains and | osses made from borrowings used for privateor
domestic purposes or by individuals from derivative financial
arrangements held or used for private or domestic purposes are

disregarded.

328  Gainsand losses from finandia arrangements are recognised l | Deteted: 313 ]

only once for tax purposes.
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Comparison of key features of new law and current law

New law Current law
Unless subject to specified Thereislack of clarity astowhether
exemption, or as provided for under | thebasisfor taxation is gainsand
the hedging financial arrangement losses made under an arrangement,
method, all gains and losses from or receipts and outgoings, or some
financial arrangementsare on combination thereof.
revenue account. There is a complex mixture of
Unless subject to specified revenue and capital account
exemption, all gainsfrom financial treatment for gains and losses from
arrangements are assessable. many financia arrangements, often
Unless subject to specified involviqg uncertainty asto
exemption, all losses from financial | @PPropriate treament.
arrangements made in deriving Gains and losses on disposal of
assessable income are deductible. liabilities are not systematically

addressed.

Detailed explanation of new law

Determining the gain or loss from a financial arrangement

3.29 Jhevarioustax-timing methods availableunder
Division 230, discussed in detail in later chapters of this explanatory
memorandum, are used to determine the timing and quantum of gains and

losses made from a financial arrangement. [Schedule 1, item 1, section 230-45]

3.30 Unless otherwise specified, the gain or loss recognised over the .

life of the financial arrangement isthetotal gain or loss. In some cases,
recognition of thetotal gain or loss may come about through a
combination of provisionsin Division 230 (eg, the compounding accruals
method in Subdivision 230-B and the balancing adjustment required when
thetaxpayer ceases to have afinancial arrangement in

Subdivision 230-G). [Schedule 1, item 1, section 230-45]

331  Theconcept of gain or |oss connotes the appropriate offsetting

of the cost (financial benefits provided or to be provided, or rights to
financial benefits forgone under the financial arrangement) against
proceeds (financial benefitsreceived or to bereceived, or obligations to

pay financia benefits saved under the financial arrangement). [Schedule 1,
item 1, sections 230-75 and 230-80]
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 thecosts of the financial arrangement (financial benefits *1 bullets or numbering

provided or to be provided, either under the financial
arrangement or which areintegra to the calculation of again
or loss from the arrangement); and

* theproceeds from the financia arrangement (financial |
benefits received or to be received, either under the financia
arrangement or which areintegra to the calculation of again

or loss from the arrangement, or the amount of such gainor |- { Deleted: ). )
l0ss).
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3.33  Thecosts of, and proceeds from, the financial arrangement l{ Deleted: 3.18 .

naturally incdude financia benefits provided and/or receivedin -~
sati sfaction of the obligations and/or rights that comprise the rel evant
financial arrangement. These will befinancia benefits received and/or

provided under the rd evant financial arrangement.
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arrangement also include financial benefitsin addition to those financial
benefits provided or received under the financial arrangement.
Specificaly, the costs of, and proceeds from, the financial arrangement
will alsoinclude other financial benefits received or provided (or those
which the taxpayer is entitled to receive or obliged to provide) that play an
integral rolein determining whether the taxpayer will make again or loss
(or again or loss of aparticular amount) from thefinancial arrangement.

335  Forthispurpose afinancia benefit received or provided (or a l{ Deleted: 320. ]

financial benefit which the taxpayer is entitled to receive or obligedto
provide) will beintegral to determining whether the taxpayer will make a { Deleted: . This
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amount than the interest income that is to be received by the bank from

porrower. T

3.36

acquire the financial arrangement (including, for example, any application
or processing charges, in addition to the specific consideration for the
relevant rights and obligations under the arrangement) and amounts
received on transfer or cessation of all or part of the financia

In this scenario, Steam Co has afinancial arrangement
consisting entirely of its obligation to pay $1 million to Big Co,
which it started to have as consideration for, and at the time of,
receiving delivery of the train from Big Co.

The proceeds Steam Co receives (thetrain that was delivered)
for starting to have this obligation, is integra to the calculation
of thegain or loss that is made from its financial arrangement
constituted by Steam Co’s outstanding obligation. Accordingly,
thetrain (valued at thetimeit is received by Steam Co), isa
financia benefit that Steam Co istaken to have had theright to
receive under its financial arrangement, broadly for the purpose
of determining any gains and losses Steam Co makes from that
arrangement (subsection 230-65(2)).

337  Moregenerdly, what is considered to beintegral or essential to
financial arrangement can be determined by commercially accepted
principles and the relevant facts and circumstances of each arrangement. ‘\ W
However, the costs of, or proceeds from, the financial arrangement, where 1
they areintegra to the cal culation of again or loss from the arrangement, 1
need not necessarily be provided or received from parties to the particular !

3.38 It is possiblethat a financial benefit could be considered integral \
to more than one financia arrangement. An example would be where a

fixed and indivisible feeis to be provided to acquire either one or more
financial arrangements. In this circumstance, it will be necessary to

apporti on on areasonabl e basis the actual amount of the financial benefit
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fi nand a bgneﬂts provided, or to be provided, in b other provisions of the I TAA 1936
consideration for (or that are integral to) the satisfaction or x and the ITAA 1997 where a
other cessation of that obligation. " financial arrangement (or part of a
! financial arrangement) whose
. . < gains and | osses are subject to
Cost or proceeds where a financial arrangement starts or ceasesto be i Division 230 iis received or
held as consideration for providing or acquiring something else f provided &s consideration in some
! other tax-relevant transaction. Ina
. . | broad sense, the provision ensures
3-40 . As meﬂtl,czne,q n p@[@g@h}l-?@ ,”J? costs or 9[999,99,3,9“,@,. ,,,,, ‘ that the consideration received or
financial arrangement include financial benefits provided or received in provided for that other thing, is
sati sfaction of the obligations or rights comprising the financial ﬁ?ﬁ;”cﬁ‘;b;::ggﬁ’géf e g\j ;L‘f
arrangement. |f afinancia arrangement is started or ceased as part of the financial arrangement)
consideration for the provision or acquisition of a something € se (whether used as consideration. [Schedule
money or not) thefinancial benefits may include that thing but, if they do ;hg‘a('g)]lﬁsubsec“o"s 230-440(1)
not, section 230-65 would operate to deem the thing to be provided or 3.26 . Section 230-440 will not
received under the financial arrangement. The costs of, or proceeds from, aaplséwhertefgans?;d 'OSSS“O":
. . . . I Inancial arran N
afinancial arrangement that started or ceased to be held as consideration et 25 Consicoration andey the.
for providing or acquiring something is (or includes) the market val ue of transaction are not subject to
the relevant thing when it is provided or acquired. Division 230. This meanstht, for
example, where ataxpayer
) ) ) ) ) provides an asset to another party
341 The primary function of section 230-440 is to provide in exchange for aright to receive a
appropriateinteraction between the provisions of Division 230 and the ."%?;iﬁﬁﬁe”ﬁé’ﬁzﬁ&"ﬁéﬁfé party
other provisions of the I TAA 1936 and the ITAA 1997 (including financia arrangement), in
Division 230) if the thing is also afinancial arrangement) wherea circumstances where gains and
financial arrangement (or part of afinancial arrangement) whose gains losses from that right are not
q - p T . - g . subject to Division 230 (eg, under
and losses are subject to Division 230 is provided or received as section 230-405 because of the
taxpayer’s traits, or under (. [3]

consideration for athing. 1n abroad sense, the provision ensures that the
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amount of the benefit taken to be obtained or provided for thething is, for
the purposes of this Act, the market value of thething at thetimeit is
provided or acquired. For the reasons given abovein paragraph 1.41, this
will result in asymmetry between the cost or proceeds of the financial
arrangement started or ceased and the amount for which the thing is taken
to have been acquired or disposed of. [Schedule 1, item 1,

subsections 230-440(1) and (2)]

342 Section 230-440 will not apply where gains and | osses from the
relevant financial arrangement which is consideration for thething are not
subject to Division 230. This means that, for example, where a taxpayer
provides an asset to another party as consideration for aright to receive a
payment of money from that party in the future (a cash settlable financial
arrangement), in circumstances where gains and losses from that right are
not subject to Division 230 (eg, under section 230-405 because of the
taxpayer’ straits, or under section 230-400 because of the period for which
theright will be outstanding), secti on 230-440 will have no application in
resetting the amount taken to have been received for that asset for tax
purposes. Section 230-440 only applies in respect of dealings with
financial arrangements that are themselves dealt with under Division 230.
[Schedule 1, item 1, paragraphs 230-440(1)(a) and (4)(a)]

343 The impact of the operation of section 230-440 upon the tax
treatment of athing for which arelevant financial arrangement is
consideration is discussed in detail in Chapter 11.

3.44 Asindicated above in paragraph 1.43, section 230-440 ensures
that there is symmetry between the cost or proceeds of the financia
arrangement and the acquisition or disposal consideration for thething. In
other words, section 230-440 ensures symmetry between the following
two amounts for tax purposes:

the cost or proceeds of the financial arrangement that is either
started or ceased as consideration for the thing acquired or
provided under the relevant transaction (these costs or proceeds
are used to determine the amount of the gain or |oss on the
financial arrangement), and

the amount for which thething is taken to have been acquired or
disposed of (eg, the cost base of, or capital proceeds for,a CGT

asset, used to determine the amount of the capital gain or loss on
that asset).

3.45 This symmetry is required to ensure that, where both Division
230 and another provision of theincome tax law apply to a particular
transaction, thereis no overlap or gap between the operation of the
Division and the operation of that other provision. Symmetry is also
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required to ensure that, where Division 230 appliesto afinancia
arrangement whose acquisition or disposal is part of another financial
arrangement also taxed under Division 230, each financia arrangement
is (separated y and cumulatively with the other financial arrangement)
treated appropriately: seethe discussion below under the heading Things

that arefinancial arrangements.

3.46 The effect of section 230-440 isthat the cost of the financial
arrangement (which includes the market value of the thing provided)
determined by thefinancia benefits provided equals the proceeds
received for the provision of the thing for tax purposes. Similarly, the
proceeds of thefinancia arrangement (which incudes the market value
of thething acquired) determined by the financial ben€fits received
equals the cost of the acquisition of the thing for tax purposes [Schedule 1,

item 1, subsection 230-440(2)
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part of afinancial arrangement is dso afinancia arrangement. The
effect of section 230-440 isto treat this financial arrangement (whichis
the relevant thing for the purposes of the section) as having been dealt
with for its market value. [Schedule 1, item 1, subsection 230-440(2)]

Example 3.5; Exchange of Bonds under a forward contract

On 1 July 2010 Money Co enters into aforward contract with
Option Co to exchangeits Bond A for Options Co’s Bond B on
30 June 2012 the date on which the exchange takes places. At
thetime of exchange, Bond A has a market value of $100 and
Bond B has a market value of $110. Assumethat Money Co
acquired Bond A for $80 and Bond B has aface value of $130
with maturity at 30 June 2013.

In this bond swap there arethree financia arrangements: the two
financi al arrangements being exchanged as consideration for
each other, and an overarching financia arrangement, being the
forward contract (afinancial arrangement under section 230-50).
Each bond is also athing for whose acquisition or disposal the
relevant part of the forward contract (ie, the obligation to
deliver, or right to receive, the other bond) is started as
consideration. (Alternatively, the consideration for each bond is
the bond for which it is exchanged: in other words, starting to
hold the other bond is the consideration for the provision of the
bonds as things.) In other words, the bonds are things to which
section 230-440 applies. Because Division 230 applies to the
overarching financial arrangement, the exclusion in subsection
230-440(3) does not apply. Therefore subsection 230-440(2)
ensures that the amount of the proceeds received by Money Co
for disposing of Bond A isits $100 market value (which isalso
the cost provided by Option Co for acquiring Bond A) whilethe
cost provided by Money Co for acquiring Bond B is taken to be
its $110 market value (which would also be the proceeds by
Option Co for disposing of Bond B).

When the exchange occurs two balancing adjustment events
arise for Money Co:

1- Rights/obligations under the forward contract ceases:

The normal cost and proceeds rul es apply to determine the
gains or losses made from the forward contract ceasing.

Financia benefit provided: Bond A with market value of
$100
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Financia benefit received: Bond B with market value of

$110

Division 230 gain under section 230-385: $10

2- Bond A istransferred

Financial benefit provided: $80

Financial benefit received: $100 (deemed amount under

section 230-440)

Division 230 gain under section 230-385: $20

At 30 June 2012 Money Co has atotal Division 230 gain of

$30

Assuming that Money Co holds Bond B until 30/06/13 when

Bond B matures, a balancing adjustment event will arise:

Financial benefit provided: $110 (deemed amount under

section 230-440)
Financial benefit received: $130

Division 230 gain under section 230-385: $20

At 30 June 2013 Money Co has a Division 230 gain of $20.

Overall, Money Co has made a Division 230 gain of $50. This

matches the economic outcome because M oney Co provided

$80 (for Bond A) and received $130 (on maturity of Bond B).

3.49 The following exampl e shows the symmetry between the

proceeds received for Bond A (paragraph 230-440(2)(a)) and the cost of

the forward contract being the financial benefits provided in satisfaction

of the obligation under the forward contract. Similarly the exampl e shows

the symmetry between the cost of Bond B (paragraph 230-440(2)(b)) and

the proceeds recei ved under the forward contract being thefinancia

benefits received in satisfaction of theright to receive $120.

Example 3.6.__Forward sale of a bond

On 1 July 2010 Share Co entersinto a forward contract with

DdtaCotosdl itsBond A for $120 on 30 June 2012. At the

time of the sale, Bond A has a market value of $130. Share

Co acquired Bond A for $100.
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For the purposes of applying Divisions 230 to Share Co, there
aretwo finandia arrangements being the forward contract and
Bond A.

Forward contract financial arrangement

For the purposes of determining Share Co' sgain or |oss on the
forward contract, Division 230 picks up the financial benefits
provided and received in satisfaction of the obligation and
right under the forward. In this example, the financial benefits
provided and received are Bond A and $120 respectively. The
value of these financial benefitsis determined by the normal
cost and proceedsrules. Therefore Share Co will make a $10
loss on the forward contract comprising the financial benefits
provided (being the market value of the bond at thetime it was
provided) and the financial benefit received (being $120).

Bond financial arrangement

Section 230-440 appliesto Bond A as athing because Share
Co starts to have part of the forward contract (theright to
receive $120) as consideration for providing Bond
A(subsection 230-440(1)). Share Co will betaken to have
obtained a bene€fit for providing Bond A equd to the market
value of Bond A at thetimeit is provided (ie $130)
(subsection 230-440(2)). Therefore Share Co makes a $30
ganonBond A.

Overdl, Share Co has made anet gain of $20. Thisgainis
consistent with the economic substance of the two financial
arangements. That is, Share Co provided $100 for acquiring
Bond A and received $120 for ceasing to hold Bond A.

Wher e an overar ching financial arrangement is not a Division 230 financial arrangement

3.50 As explained above in paragraph 3.46, the purpose of section
230-440 isto ensure appropriate interacti ons through symmetry between
the cost and proceeds of both the relevant thing and the financial
arrangement started or ceased as consideration. A thing for the purposes
of section 230-440 may be a financial arrangement whose gains and
losses are the subject of Division 230. The value of thisthing may not
be reflected in either the cost of, or the proceeds from, an overarching
arrangement that isitself a financial arrangement whose gains and |osses
arethe subject of Division 230. In such acase, no symmetrical outcome
is reqguired and section 230-440 is prevented from applying to thething
Schedule 1, item 1, subsections 230-440(3)].
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Example 3.7:__Exchange of shares

On 1 July 2010 Finance Co entersinto an arrangement with
Business Co to exchange its Share A with Business Co's Share
B on 30 June 2012. Finance Co fair values both Share A and
Share B, but not the agreement (the overarching financial

arrangement).

Both Share A and Share B are financial arrangements to which
Division 230 applies pursuant to subsection 230-55(1).
However, the exchange contract is not a Division 230 financial
arrangement becauseit is not fair valued nor subject to the
financi al reports € ection (and the shares are not cash settlable).
In other words, the overarching financial arrangement is not
subject to Division 230 .

Unlike example 3.5, there is no overarching financial
arrangement to which section 230-440 needs to apply to ensure
appropriate interaction between the arrangements. Therefore,
subsection 230-440(3) operates to prevent the application of
subsection 230-440(2) to Share A and Share B. Instead the
ordinary cost and proceeds rules in the incometax law will
apply so that, absent unusual features of the arrangement, the
value of Share B will constitute the proceeds for the disposal of
Share A, and vice versa.

Things that are not consideration for afinancial arrangement but are
connected to it

351 Sometimes a financial arrangement may be started or ceased not
as consideration (in adirect or contractual sense) for athing, but

neverthd ess in circumstances whereit is necessary to provide symmetry
between the cost/proceeds of both the financial arrangement and thething.

If section 230-440 is not triggered in such circumstances, the gains or
| osses that arise under other provisions of the Act in reation to the thing
may duplicate the gains or |osses generated from the financial

arrangement.

352 An exampl e of this type of situation is an entity acquiring aright
to do something (whichis the ‘thing’ for section 230-440 purposes) as
consideration for a payment (deductible under section 8-1 of the ITAA
1997) and that payment obligation being subsequently satisfied by the
issue of afinancial arrangement. Although the financial arrangement is
issued as consideration for satisfaction of the payment (or the
extinguishment of an obligation) thereis a dear causal connection
between the acquisition of thething and the issue of the financial
arrangement. This is because the payment is consideration for the thing
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and this payment is satisfied by the issue of the financial instrument. In
terms of the substance or effect, the financial arrangement isissued in
exchange for the acquisition of the thing.

353 Subsection 230-440(8) applies to ensure that, in this situation,
the deduction availabl e for the payment and thegain or loss available
under Division 230 properly refl ects the economic gain or | oss on the tota
transaction. In this example, the benefit deemed to have been provided
for the thing (i e the deductibl e payment) will be taken by subsecti on 230-
440(2) to bethe market value of thething at thetimeit is acquired.
Subsection 230-440(8) requires a determination of what, in effect, the
entity acquiring the thing starts or ceases to have the financial

arrangement for.

Allocation of coststo proceeds

7777777777777777777777777777777777777777777777777777 l/,/{ Deleted: 3.40. ]

financial arrangement involves an allocation of the cost of that
arrangement to any proceeds taken to be from that arrangement (or, more
specifically, an alocation of the financial benefits taken to be received
and provided under that financial arrangement). Where thereis more than
onegain or loss made from thefinancia arrangement over itslifetime
(eg, where an overall gain or loss cannot be determined from thefinancia
arrangement at its inception, but there are severa particular gains and
losses made from the arrangement over its lifetime (see Chapter 4), itis
particularly important that the financial benefits provided, or to be
provided, under the financia arrangement are appropriately dlocated to
therelevant financial benefits received, or to be received, under that
financial arrangement.

355  Theattribution of the costs of thefinancial arrangement to the tlx:/{ Deleted: 341. )
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 thenature of the rights and obligations under the financial *'i o
arrangement;
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 therisksassodiated with each of the rights, obligations and |
financia benefits under the arrangement; and

+ thetime value of money. ‘

[Schedule 1, item 1, subsections 230-75(4) and 230-80(4)]
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3.56 Requiring that the attribution of cost and proceeds refl ect /{Deleted: 342, ]
val uati on"prineiptes that-taked nto aceount the ti me value-of money, does-- -~
not mean that the value of the financial benefits used to determine the

overall gain or loss from the arrangement can be discounted. Rather, a
relevant cost amount isto be appropriately spread, taking into account the
time value of money, when being allocated in its entirety to relevant

proceed amounts. It does not go so far as to say that the cost and proceeds
(and the corresponding cd culation of gain or loss) can be discounted to
present value. The cal culation of the gain or loss from the financial
arrangement is specifically to be conducted in nomina (and not present

value) terms. [Schedule 1, item 1, subsections 230-75(1) and (4) and

230-80(1) and (4)]
357 Jmportantly, this requiresthat thevalue of therelevant financid -~ (Loeleted: 343- )
benefit must be determined as at thetimewhen it is (or isto be) received
or provided.
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Under an arrangement, Cat Co receives $100 from Dog Co, in
return for assuming an obligation to pay Dog Co $150in three
yearstime. Cat Co has afinancial arrangement consisting of its
cash settlable obligation to pay $150. At thetime of assuming
this obligation, Cat Co's obligation to pay Dog Co has a present

value of $100.
From thegtart of the arrangement, Cat Co's obligationisnot -~ | Ocleted: o ]
valued in present value terms but is taken for the purposes of
Division 230 to be an obligation to pay $150.
//{Deleted: In addition, as ]

Asthe proceeds for assuming thisobligation are integral to _
caculating Cat Co's gain or loss from thefinancid arrangement,
Cat Coistaken to have received the $100 finand a benefit it
received in relation to this arrangement, under the arrangement
(section 230-65).

At the time of entering the arrangement, then, Cat Cois
sufficiently certain that it will make a $50 loss (calculated in
nominal terms) from the arrangement.

However, after one year, Cat Co novatesitsobligationto Bird -~ {(peteted: intothearrangement ]

Co, in return for providing a bond to Bird Co. The value of both
the outstanding obligation and the bond at thetime of novation
is$130. Thebond is dueto mature several years after thetime

of novation, for its face value of $200.
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Being integra to calculating the gain or loss Cat Co makes on its | {Deleted Again, being

financi & arrangement; Cat Co s takento have provided the - ---

bond under its financial arrangement with Dog Co. It does not
matter that Cat Co provided the bond to an entity (Bird Co) that
isathird party to its arrangement with Dog Co (subsection 230-
65(1)).

Jhefinancia benefit that Cat Coin fact provides (the bond) is

taken to be $130. Thisisthe value of the financia benefits that
Cat Co, a thetimeit provides them, has given to Bird Co and
therefore the amount taken to have been provided by Cat Co
under the arrangement pursuant to section 230-65. Subsection
230-80(1) makesit dear that it isthe gain or loss, and not the
individua financial benefits that arein fact provided or in fact
received, that must be calculated in nominal terms. It would be
ananomaly if Cat Co were taken to have provided $200 to
extinguish its obligation to Dog Co.

Cat Cowill therefore make a$30 | oss from its financial

arrangement rather than its expected $50 | oss.

The reguirement that the gain or loss must be calculated in
nominal termsis designed to ensure that the outcomeis not that
Cat Co makes no loss from the arrangement. Without such a
requirement, it may be argued that, as the present value of Cat
Co’'s obligation to pay $150 under the financial arrangement
was, when it was incurred, only $100, no gain or lossis made as
Cat Co also received $100 under the arrangement. Such an
approach is not permissible under sections 230-75 and 230-80.

3.58

provided under an arrangenent is, for exampl e an asset that itself consists

of a series of future cash flows, the financia benefit being the asset isto
be taken into account in determining again or loss from the financial
arrangement at its market value when received or provided. The cash
flows it represents are not amounts provided under the relevant financia
arrangement, or that are integral to calculating the gain or loss from the
relevant financial arrangement. The requirement that a gain or loss from
thefinancial arrangement be cal culated in nomind terms does not go so
far asto suggest that where the financia benefit provided under the
arrangement is such an asset, its value must be represented by the dollar
sum of its expected cash flows.
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440, which operatesto set the
value of the proceeds tha Cat Co
receives upon ceasing to have its
obligation (as explained above, in
substitution for the amounts
otherwise determined), would not
dter the outcomein this exampleif
the market value (determined
under that provision) of the bond
Cat Co providesto Bird Co at the
timeit is provided, and of its
outstanding obligation to Dog Co
a the time of novation, is also
$130.1
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an obligation to provide afinancial benefit is provided in the form of
waiving aright toreceive a financia benefit from someone e se, the
amount of those financial benefitsistaken to be the market value of the

section 230-70]_The following exampl e provides an illustration of the

valuation rule where afinancia benefit is received or provided in theform {

of awaver.

Example 3.9:_Value of afinancial benefit in theform of a waiver

LA Co has an outstanding debt owing to AH Co of $200 which
isto be paidin 2 yearstime. The debt has a current market
value of $150. At the sametimeit holds abond (a separate
financial arrangement) issued by AH Co that has a market value
of $150 (and face value of $250). In an agreement between the
parties LA Co agrees to waive itsright to receive payment under
the bond in full satisfaction of theamountsit owes on the
outstanding debt of $200.

In determining any gain or |oss on the extinguishment of the
debt owed by LA Co, it will betaken to have provided a
financia benefit (being the waiving of its right to receive
payment on the bond of $250 in the future) which is equal to the
mar ket value of thebond at the time of the waiver. The
valuation rulein 230-70 will ensurethat LA Co takesinto
account the market value of the waived bond ($150) and not its
nominal value ($250) when calculating the gain or loss it makes
on the extinguishment of the debt.

Allocation of cost and proceeds may also occur within a particular
tax-timing method

360  Under some of thetax-timing methods, the allocation of costs
and proceedsis required for determining particular gains and losses from
afinancia arrangement over the period for which it ished (whilst other
tax-timing methods have their own methodol ogy for determining gains
and losses from the financial arrangement over thisperiod). It istherefore
critical to refer to the rel evant tax-timing method to determine thetiming
and quantum of re evant gains and | osses from a financial arrangement.

A special rulefor interest for particular gains and losses, and realised
gains and losses

361 As mentioned above, many of the tax-timing methods have their .

own methodol ogy for determining what isthegain or loss that is made
from afinancial arrangement, and under these methods, together with the
balancing adjustment in Subdivision 230-G where rd evant, the entire gain
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Tax treatment of gainsand losses from financial arrangements

or loss from the financial arrangement will be brought to account under
Division 230. However, the methodol ogies in Subdivision 230-B
(accrud s and redlisation methods) will largely rely on the core provisions
in Subdivision 230-A to determine what is therd evant gain or lossin the
appropriate circumstance. Asindicated in paragraph 3.40, the allocation
of financial benefits received, to those provided in order to determine the
quantum of the relevant gain or loss, will be particularly i mportant where
thereis more than one gain or loss from the financial arrangement. In an
accruals and realisation sense, thiswill be relevant for determining
particular gains and losses, and in determining gains and losses made
under therealisation method.

form of dividends paid or provided on adebt interest, it isintended that
thisfinancial benefit (or cash flow) itself beagain or aloss. These cash
flows under the current law are typically treated on a gross basis. For
Division 230 to disturb this treatment in those provisions looking to
recognise particular gains and | osses or realised gains and losseswould in
some instances be unnecessarily burdensome, and in others produce
unintended consequences. It isthereforeintended that in abroad sense
the current trestment of these cash flows not bedisturbed in these
circumstances.

363  However, despitethisintention, economicallyand
commercially, interest receipts and payments are reasonably attributed a
cost, and so too would they be under the ordinary operation of

subsecti ons 230-75(1), (2) and (4) and subsecti ons 230-80(1), (2) and (4).
For example, an arrangement costing $100 for an interest stream together
with a$100 return on maturity would economically have a portion of the
$100 cost attributed to theright to receive $100 in the future (broadly
speaking, a cost reasonably approximating the present value of that right),
and the balance of the $100 cost will be attributed to theright to receive
theinterest cash flows. Because section 230-75 takes into account the
time value of money when attributing cost to proceeds (as discussed in

of cost to proceeds for the purpose of subsections 230-75(1), (2) and (4), |

[Schedule 1, item 1, subsections 230-75(1), (2) and (4)]

flows representing interest receipts (or payments), special rules are
contained in subsections 230-75(3) and 230-80(3). Theserules ensure
that no costs (or proceeds) are alocated to the receipt (or payment) of
interest (or an amount in the nature of, or in substitution for, interest or are
returns in the form of dividends paid or provided on a debt interest)) when
determining the relevant gain or loss on such areceipt (or payment).
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Under these rules, which apply only in calculating a particular gain or |oss
under the accruals methodology, or again or loss that occurs under the
realisation method, the receipt of an amount of, in the nature of, or in
subsgtitution for, interest, will represent againinits entirety. Likewise, the
payment of an amount that is interest, interest in nature, or in substitution
for interest, will bealoss made under afinancia arrangement in its

entirety for the purpose of these methods, [Schedulel,item1, - ‘ Formatted: Default Paragraph ‘
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365  Astheserulesonly apply for thepurpose of determininga
particular gain or |oss under the accruals methodol ogy or for determining .
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cessation or relevant partia disposal of afinancial arrangement.

[Schedule 1, item 1, paragraphs 230-75(3)(a) and (b) and 230-80(3)(a) and (b),

subsection 230-170(2), and section 230-395]

366  Jnaddition, theacquisition of an interest stream of itsdlf will not -~ eteted: 352. )

invoke these rules so asto deny that income stream from having any cost.
Thisisbecausein the hands of the acquirer, the ‘interest’ incomeisa
series of cash flows that it has simply acquired. Not being connected with
any loan, provision of credit or borrowing of sorts of the relevant
taxpayer, these paymentsin isolation are not interest, interest in nature, or
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non-

ITAA 1997) ensuresthat foreign residents are only taxed on their gains J - - { Deleted:

U

from financial arangements that have an Ausiralian source|Schedule L item | _ - { peleted: aforeign
1, subsection 230-15(7)] Tl { Doleted:

369  Under Division 230, losses from finandial arrangementsare -~ Deteted: 355,
deductibl e to the extent that they are made in gaining or producing

assessable income or are necessarily made in carrying on a business for

the purpose of gaining or producing assessabl eincome, unless otherwise

specified. [Schedule 1, item 1, subsection 230-15(2)]

370 Thisrulereflectsthe current generdl deductionrulein |- {eteted: 365,

section 8-1 of the ITAA 1997 with the exception that it generally does not
deny deductions for aloss of a capital nature. Thisis consistent with an
object of Division 230, which isto generally ignore distinctions between |
capita and revenue. [Schedule 1, item 1, subparagraph 230-10(b)(ii)]

Dividends paid on debt interests

1357,

3.71  Asnoted above, therulein subsection 230-15(2) reflectsthe l -~ { Deteted:

current general deduction rulein section 8-1 of the ITAA 1997 —in
particular the ‘nexus’ aspects of section 8-1. Hence, the caselaw in
respect of the nexus aspects would a so apply in determining whether
losses made from a financial arrangement will satisfy thetest for
deductibility in subsection 230-15(2). Given the nexus requirements,
deductions may not be all owable where alossis made from interests
(including debt/equity hybrids) that satisfy the debt test under

Division 974 of the ITAA 1997 (eg, an interest that would be an equity

: mandatorily

redeemabl e preference share) where the | oss represents the application of
income derived (ie, a post-derivation outlay). Such outlays may be
dividends paid in respect of the relevant interest (see Commissioner of
Taxation v Boulder Perseverance (1937) 58 CLR 223).

3.72 Jrurther, although the rule in subsection 230-15(2) generally will Jl

1358,

not deny deductions for |osses of a capital nature (which may otherwise
have denied deductibility for dividends paid on debt interests because they
could be said to be of acapital nature), thereis case law that suggests that
such dividend payments are not made for the purpose of gaining or
producing assessable income (see Macquarie Finance Limited v
Commissioner of Taxation [2005] FCAFC 205). Rather, these dividend
payments may be said to be outgoings relevant to theraising of permanent
additional capital. This means that such payments, which are themsdves
thelosses made on financial arrangementsthat are debt interests, could be
prevented from deductibility under subsection 230-15(2) becauseit could
be said that they were not madein gaining or producing assessableincome
or necessarily madein carrying on a business for the purpose of gaining or

producing assessable income.
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3.73 In respect of section 8-1, in order to address these i ssues,

section 25-85 of the I TAA 1997 specifically-provides for deductibility-in - -
respect of dividends (subject to certain restrictions). Section 25-85 will
not apply to financial benefits paid or received in respect of financial
arrangementsthat are debt interests due to the operation of the
anti-overlap rulein subsection 230-25 (which is explained further be ow).
However, the effect of section 25-85 is refl ected in subsections 230-15(4)
to(6). Thatis, if thefinancial arrangement is a debt interest

(as determined under Division 974 of the ITAA 1997), theloss made at
thetimeadividend is paid on that debt interest is not denied deductibility
merdy becausethe financia benefit (ie, the dividend) is contingent on the
economic performance of the taxpayer or a connected entity of the
taxpayer; or that thedividend is considered to secure a permanent or
enduring benefit for thetaxpayer. [Schedule 1, item 1, subsection 230-15(4)]

3.74  Asarevenuesafeguard it is necessary to prevent excessive _
deductibl e payments on debt/equity hybrids that satisfy the debt test. The
same risk to the revenue identified in respect of section 25-85 of the
ITAA 1997 exists under Division 230 — that is, that a company could
distributeits profits as deductible paymentsin lieu of frankable dividends
by making the distribution in respect of ahybrid that has been artificially
characterised as debt. The artificidity of the characterisation would be
indicated by areturn on the interest considerably in excess of the interest
payabl e on an equivalent interest without any equity component

(ie, straight debt). The deduction allowablein these circumstancesis
capped by reference to the rate of return on an equival ent straight debt
interest, increased by a margin to recogni se the premium paid for the
increased risk of non-payment because of the contingency. That rate of
return is referred to asthe * benchmark rate of return’, and the marginis
150 basis points [Schedule 1, item 1, subsection 230-15(5)]. The margin may be
increased or decreased by reference to regul ations made under

subsection 25-85(6) of the ITAA 1997 [Schedule 1, item 1,

subsection 230-15(6)].

Gains and losses relating to exempt and non-assessable non-exempt

income

3.75 To the extent that again made from a financial arrangement is
refl ected by income which theincome tax law considersto be exempt
income, thegain isdisregarded by Division 230. [Schedule 1, item 1,
subsection 230-30(1A)(a)] A corresponding situation applies in respect of
non-assessabl e non-exempt income. [Schedule 1, item 1, paragraph 230-
30(1A)(b)]
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A2

Gains and losses of a private or domestic nature

Losses

376  Alossfromafinancia arrangement will bedisregarded under

Divison 230if itismadein gaining or producing exempt income or
non-assessable non-exempt income. [Schedule 1, item 1, subsection 230-30(1)]

3.77 An exception to thisgeneral ruleislosses from finandial =~
arrangements made by Australian entities in deriving foreign source
income that is non-assessabl e non-exempt under section 23Al, 23AJ or
23AK of thel TAA 1936, wherethelossisa cost in relaion to a debt
interest covered by paragraph (a) of the definition of ‘debt deduction’ in
subsection 820-40(1) of the ITAA 1997 (the ‘thin capitalisation’

treatment maintains the current treatment of such costs under
section 25-90 of the ITAA 1997.

3.78  Under Division 230, gains and |osses from certain financial

arrangements having a private or domestic purpose will bedisregarded.

3.79 The specific arrangements subj ect to this exclusion are:

- - - _ - - _ - -~ - - -2 - - - - . T ________

» aborrowing or provision of credit under an arrangement
wherethe taxpayer is the borrower, or is provided with the
credit, to the extent that the borrowing or provision of credit
is used for private or domestic purposes; and

» derivative financial arrangements of individuds, to the extent
they are held or used for private or domestic purposes.

[Schedule 1, item 1, subsection 230-30(3)] * |

Private or domestic borrowings

380 A gainor loss made from an arrangement under which financeis
raised by the taxpayer (ie, wherethe taxpayer has borrowed funds or has
been provided with credit) will be disregarded to the extent the financeis
used for aprivate or domestic purpose. [Schedulel, item 1,

paragraph 230-30(3)(a)]

381 JTheintended operation of this exceptionisto excludefrom
Division 230, gains and losses madein respect of borrowings and other

forms of raising finance used to fund private or domestic arrangements. It
does not include an arrangement under which the taxpayer isthe provider,

rather than the recipient, of the finance.

N ESL
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3.82 A borrowing is broadly defined in subsection 995-1(1) of the i { Deleted: 3.68 .
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unsecured. The provision of creditis asimilarly broad concept, entailing

afinancia contribution to the taxpayer in respect of which the taxpayer

pays areturn.
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383  Jndetermining whether borrowed funds, or credit provided, have -
been used for a private or domestic purpose, it isimportant to consider al
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addition to the taxpayer’ sintention.
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(subsection 230-405(4)). ' .
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After making this election, Hoathen borrows $50,000. $30,000 - [ Formatted: Font: 11 pt

of the borrowed funds are to acquire a second-hand prime-mover
truck as part of thetrading stock of Hoa s Haulage, and the
remaining $20,000 funds Hoa s personal oversess travels.

- [ Formatted: Font: 11 pt

JTheinterest payments Hoa makes on repayment of theloanare -
losses made from a financial arrangement (see Chapter 2).

However, 40 per cent of thelosses made re ate to a borrowing

that was used for aprivate purpose. Accordingly, despite being
losses made from a financial arrangement to which Division 230
applies, 40 per cent of Hoa sinterest payments will be denied

deductibility under paragraph 230-30(3)(a).

(Notethat it isnot necessary for Hoa to make a subsection 230-
405(4) eectionin order to obtain a deduction for the cost of that
part of the borrowed funds used to acquire the prime-mover
truck under other provisions of the Act.)

Derivatives held for private or domestic purposes

- { Deleted: 3.70 .

384  Under Division 230, again or loss made by anindividual froma .
derivative financia arrangement, to the extent that it ished or used for
private or domestic purposes, will also be disregarded. [Schedule 1, item 1,

paragraph 230-30(3)(b)]
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3.85 Whilst individua s will not be compul sorily subject to | _{ Deleted: 3.71. )
Division 230-except inTelation to their quatifying seeurities they-may-----
elect to have all of their financid arrangements subject to the Division

(see Chapter 2). [Schedule 1, item 1, subsection 230-405(4)]
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3.86 Derivative financial arrangements are arrangements that:

» changeinvauein responseto a change in a specified
variable or variables; and

» requirelittle or no net investment, in that the net investment
is smaller than that required for other types of financia
arrangements, except other derivative financial arrangements,
that would be expected to have similar resultsto changesin
market factors (see Chapter 8).
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Gains and losses to which Division 230 does not apply
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1, note to subsections 230-30(1A) and (1B)
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Gains and losses from financial arrangements generally on revenue

account

391  Astheabove paragraphs haveillustrated, by being generally

assessable or deductible, gains and losses from financial arrangements are
typically taxed on revenue account under Division 230.

3.92 Under existing | egislation, not only arethere questions of fact
and law in determining the appropriate character of gains and losses, but
also potentially difficult apportionment issues because gains and | osses

can be attributable to both periodic and non-periodic cash flows.

393  Putting al gains and losses on revenue account, other than
where an exception or exclusion applies, simplifies the determination of
thetax treatment. It is dso consistent with the operation of some existing

tax provisions relating to financial arrangements (eg, see the provisions

3.9 However, adifferent character may be attributed tothe gainsand .

losses of afinancid arrangement that is a hedging financial arrangement,
if the hedging financial arrangement method is applied to take account of
those gains and | osses from a financial arrangement. Under this method,
thegain or loss from the hedging financial arrangement will in most
instances be aligned with the tax treatment of the underlying hedged item.
[Schedule 1, item 1, section 230-270]

3.95 Jfthehedging financial arrangement method specifically
providesthat again or loss on ahedging financia arrangement isto be
dealt with in a particular way (whether or not by providing that it be on
capital account), thistakes priority over the trestment provided for in the
genera rulefor thetaxation of gains and losses from financia
arrangements. [Schedule 1, item 1, subsections 230-260(1) and 230-270(3) and
section 230-45]

3.96 Jror amore comprehensive discussion of the hedging financial

arrangement method (including what are hedging financial arrangements
and hedged items), refer to Chapter 8.

397  Financid arrangementswhich havetheir gainsand losses

specifically excluded from the operation of Division 230 may also be
taxed on capital account.
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taken into account under Division 230; and

» any associated financia benefits making up the calculation of
that gain or loss,

i ividi 1---1F o : Left: 2
are not taken into account more than once under Division 230, and are not ‘1 ormatted: ndent: Left ‘

included in assessableincome or allowable as a deduction under a =
provision of the ITAA 1936 or the ITAA 1997 outside of Division 230.
[Schedule 1, item 1, sections 230-20 and 230-25]
/,{Deleted: 384, ]

3.99 These anti-overlap rules ensurethat:
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» gainsand losses from financial arrangements are recogni sed
only once for tax purposes;

» totheextent that again or loss from afinancial arrangement
is, or will be, assessabl e or deductible under Division 230, or
dealt with under the hedging rules, this takes priority over
other provisions of the ITAA 1936 or the I TAA 1997; and
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the ITAA 1936 or the ITAA 1997 will have residual
operation unless otherwise specified (ie, Division 230 does
not represent an exclusive code for the taxation of gains and
losses from financial arrangements).
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 dedt with in accordance with subsection 230-270(4),

again under Division 230, or under any other provision of the ITAA 1936 ¥~
or thel TAA 1997, in any income year. [Schedulel, item 1,
subsections 230-20(1), (3) and (4)]

Formatted: Keep with next,
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3.101  For example, this means for foreign residents that where a - - Defeted: 385 . )

hedged item is ordinary or statutory income from an Australian source the
hedge gain or loss will be subject to tax in Australia. On the other hand,
where ahedged item is ordinary or statutory income from a non-
Australian source, thehedge gain or loss will not be subject to tax in

Australia

3.102 Inaddition, no part of the amount or value of any financial
benefits taken into account in determining an assessable gain or deductible
loss under Division 230, or again or loss dealt with in accordance with
subsecti on 230-270(4), can be ether included in assessable income or
allowabl e as a deducti on under any other provision of the ITAA 1936 or
the ITAA 1997 in any income year. [Schedule 1, item 1, subsection 230-25(2)]

Relevance for other parts of the Act

3.103 Theintention of theanti-overlap ruleisto ensurethat gainsand - {Deteted: 387 }

losses from financia arrangements (including any component parts of
such gains and losses) are only recognised once for tax purposes. It isnot
intended to restrict the other workings of the ITAA 1936 or the

ITAA 1997. In thisregard, the anti-overlap rule does not prevent such
gainsand losses (or any financial benefits taken into account in
determining them) from being used to work out other tax-rel evant
amounts, aslong as no part of any gain or loss from a financial
arrangement is dealt with more than once. [Schedule 1, item 1,

subsection 230-20(2)]

Financial arrangements used as consideration in other dealings

3.104  Jnkeeping with thisintention, the anti-overlap ruledoesnotgo -~ ~{Deteted: 388 )

so far asto provide that where a taxpayer istaken to have received or
provided a financial benefit asthe cost or proceeds for a particular
financial arrangement, that a financial benefit of an equal value cannot be
assessable or deductible elsewhere. For instance, in Example 3.4, Bill Co
istaken to have received capital proceeds on disposal of itsland equal to
the market value of the financial arrangement it startsto have. Bill Cois
also taken to have started to have that financial arrangement by providing
an amount of that same value. In this example, even though thevalues are
the same, they arein respect of different financial benefits (one being the
financial benefit received for theland and the other be ng the financial
benefit provided for starting to have the financial arrangement).
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Subsections 230-25(3) and (4) clarify thispoint for the avoidance of
doubt. [Schedule1, item 1, subsections 230-25(3) and (4)]

Bad debts

3105 Whereafinancial arrangement arises in respect of the provision
of goods, services or other property on deferred payment terms (and
section 230-400, dealing with certain short-term arrangements, does not
apply), aspecia ruleisrequired to allow adeduction under section 25-35
if the rd evant debt that arises on provision of those goods, services or
other property goes bad. Thisisbecause, despitethe amount taken to
have been received for the provision of such property or services being a
different financial benefit from that taken to have been provided for
starting to have thefinancid arrangement (as described in

goods, services or other property is provided isin fact satisfied by the
acquisition of the financia arrangement.

3.106  Thevaluethat isincluded in assessableincomein respect of the
provision of the goods, services or other property is determined under
section 230-440 (see explanation above and in Chapter 11). For the
specia ruleto apply, the financial benefit (as determined under

section 230-440) must have been brought to account as assessabl e income
under a provision outside of Division 230 [Schedule 1, item 1,

paragraph 230-25(5)(a)]. Where this amount is written-off as a bad debt by
thetaxpayer, a deduction for the value of thefinancial benefit the taxpayer
istaken to have provided to acquire thefinancial arrangement isto be
claimed under section 25-35 of the ITAA 1997 (subject to therelevant
restrictions in that section) [Schedule 1, item 1, subsection 230-25(5)] .

3.107  Jfagainhas beeninduded in thetaxpayer's assessable income
under Division 230, and an amount that includes or representsthat gain

has been written off as abad debt, specific provisionsin

Subdivision 230-B will apply to recognise aloss under Division 230 to the

extent of the gain previously brought to account (see Chapter 4).

arrangement (eg, by disposing of the debt to athird party), after it has
written-off the relevant debt as bad and claimed the deduction available
under section 25-35, the balancing adjustment under Subdivision 230-G is
adjusted to take this previously claimed deduction into account.
Therefore, in cd culating an amount of again or oss on the relevant
ceased financia arrangement, the amount of any deduction that has been
claimed under section 25-35 of the ITAA 1997 is to be taken into account
under step 1(b) of the method statement in section 230-395

(see Chapter 10) [Schedule 1, item 1, subsection 230-395(7)]. Thisruleis

consi stent with the underlying policy in sections 230-20 and 230-25, that
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amounts are not to be included in assessableincome or alowable as a
deduction more than once under the ITAA 1936 or the I TAA 1997.

Exempt income

3.109  Subsection 6-20(2) of the ITAA 1997 provides that amounts
of ordinary incomethat are excluded from being assessable income, are
exempt income. This means that absent a special rule, an amount

(rightly) excluded from being double counted under section 230-20 or
section 230-25, may arguably go to reducing a taxpayer’stax lossesin
addition to being dealt with under Division 230 (eg, if afinancial benefit
isitself an amount of ordinary income, but istaken into account in
determining the amount of aloss from a financia arrangement).
Subsections 230-20(5) and 230-25(6) ensure that just because an amount
of again or afinancia benefit is excluded from being assessable income
under other provisions of the Act, this of itself will not make those
amounts exempt income.  [Schedule 1, item 1, subsections 230-20(5)and
230-25(6)]

pursuant to section 230-15 may itself specifically be made exempt income
or non-assessabl e non-exempt income under another provision of the Act.
In these circumstances, Division 6 of the ITAA 1997 (and in particular
sections 6-20 and 6-23 of the ITAA 1997) ensures that the amount is

not assessabl e, but rather will be exempt income or non-assessable
non-exempt income as provided for.

Threshold calculations

3111 By only requiring that gains and | osses from fi U@UQ?J, ,,,,,,,,,
arrangements (or any financial benefits taken into account in determini ng
them) not be taken into account more than once in working out a
taxpayer’ s taxable income, the anti-overlap rules do not prevent these

amounts from being included in other cal culations,

128

_{ Deleted: 2007

- [ Formatted: Heading 4

- { Deleted: 3.93-

1 Formatted: Font: 11 pt, Not

‘ Bold, Not Italic

- { Deleted: 3.94-

- [ Formatted: Heading 4

- { Deleted: 3.95.

-
Deleted: For example, these
amounts can beincluded in
calculations for various tax-
thresholds, such asthe thin
capitalisation tests in Division 820
of theITAA 1997 and similar
threshold tests such as the
calculations for tainted income
under the controlled foreign
corporation rulesin Division 7 of

L Part X of the ITAA 1936.

LY
{ Deleted: <#>1

{ Formatted: Normal

L




Chapter 4
The compou

nding accruals and

realisation methods

Outline of chapter

41 Thi

the rational e for compounding accruals and realisation tax
treatment;

compounding accrual s or the redisation method to afinancial

arrangement;

realisation method should apply to again or loss arising from

afinancia arrangement; and

adjustment provisions.

Overview of compounding accruals and realisation methods

4.2 The compounding accruals and realisation methods are the

default methods of taxati on under Division 230. These tax timing methods

will apply to those financial arrangements that are not subject to any of the

€ ective tax timing methods. The accrua stax timing method will apply

wheretherei

sasufficiently certain overall gain or loss or asufficiently

certain particular gain or lossin respect of afinancia arrangement. |f

thereis neither a sufficiently certain overall gain or loss nor a sufficiently

certain particular gain or lossin respect of afinancia arrangement then it

will be subject to the realisation method.
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43 An example of a sufficiently certain particular gainiswhere a
contingency under an interest rate swap becomes settled it, becomes
certain that a payment will be made and that this will giveriseto acertain

gan.

4.4 If neither a sufficiently certain overall gain or loss nor a
sufficiently certain particular gain or loss arises in respect of afinancial
arrangement, the gains and losses in respect of that financial arrangement
will be cd culated using the redisation tax timing method.

Accruals method

45 I n essence, the compounding accruals tax timing method spreads
gains and losses over the period of time to which they relate. In respect of
income vears, thisis done by allocating the gains or |osses to the particular
income yearsto which they relate.

46 Within the accruals method there are two main methods of
spreading the gains and losses. Thefirst method applies wherethereisa
sufficiently certain overall gain or loss. The second method applies where
thereisasufficiently certain particular gain or loss.

47 A sufficiently certain overal gain will only arise where the
sufficiently certain financia benefits that the taxpayer isto receive exceed
the cost of the financial arrangement, that is, the sufficiently certain
financial benefitsthat ataxpayer isto provide (or vice versafor an overall

loss).

48 When a sufficiently certain overall gain or loss does not arisein
respect of afinancia arrangement the compounding accruals method will
apply if thereis a sufficiently certain particular gain or loss under that
financial arrangement in respect of a particular financial benefit or
financial benefits.

49 A sufficiently certain particular gain or loss arises from a
financial benefit that the taxpayer isto receive or provide under the
arrangement, if it is sufficiently certain at a particular time before that
financial benefit isto bereceived or provided that the taxpayer will make

that gain or | oss.

4.10 The accruals method isintended to bring to account sufficiently
certain overal gains or losses and sufficiently certain particular gains or
losses to prevent inappropriate deferral in relation to the recognition of that

ganorloss.

Spreading using the effective interest rate method
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411 The sufficiently certain gains or losses are usually spread using a
method identical to the ‘ effecti ve interest rate€ method required by AASB
139. The'effectiveinterest rat€ method is a method of calculating the
amortised cost of a financial instrument and of alocating the interest
income or interest expense over the relevant time period (usually the term
of the financial instrument). The ‘effectiveinterest rat€ istherate that
gives anet present value of nil. It isthe sameastheinternal rate of return.

412 There are specific rules in the compounding accruals method
with respect to certain gains or losses from fees and costs (‘ portfolio fees')
arising from financial arrangements that are part of a portfolio of similar
financial arrangements. If €igible, ataxpayer can make an irrevocable

€ ection to spread the portfolio fees over a period that equa s the average
life of the portfolio of which the financial arrangement is apart.

Spreading using other methods

413 It is possible to use another method to accrue asufficiently
certain gain or loss but the outcome under the aternative method (such as
straight line spreading method) must approximate the outcome under the
compounding accruals method.

The realisation method

4.14 The redlisation method brings to account gains or losses in the
income year in which the gain or loss occurs. Generaly, again or loss
occurs when the last of the financial benefitsis provided or isto be
provided, that is, when the gain or |oss comes home to the taxpayer.

Reassessment of whether accruals or realisation method

4.15 A taxpayer is only required to reassess whether the accruals or
realisation method is appropriate y applied to again or losswherethereis
amateria change in the terms and conditions of the arrangement, or the
circumstances affecting the arrangement. Whether a changeis a material
change depends on the facts and circumstances of the relevant
arrangement.

Re-estimation of accrued gain or loss

4.16 Generally, for many financial arrangements, the compounding
accruals method will apply to the relevant gain or loss for theterm of the
financial arrangement. However, it may be necessary to re-estimate the
accrued gain or loss during theterm of the financial arrangement. An
exampl e is where circumstances change such that certain financial

,{ Formatted: right footer, Left ]
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benefits are no longer contingent which changes the amount of the gain or
lossthat is sufficiently certain.

417 It will be necessary to re-estimate again or loss from afinancial
arrangement if:

* the compounding accruals method applies to that gain or
loss; and

* thereisamateria changeto the circumstancesthat affect the
estimate, in respect of an amount or value of afinancial
benefit or thetiming of the provision of afinancial benefit.

Running balancing adjustments

4.18 Running balancing adjustments are needed because the accruals
method applies to estimated cash flows which may differ from the actual
cash flows. The running balancing adjustments are to ensure that the
correct amount of gain or lossis subject to tax over thelife of the financia

arrangement.

4.19 When afinancia benefit is received or provided (or thetime
comes for the financial benefit to bereceived or provided), abalancing
adjustment may be required. A running bal ance adjustment is the
difference between the estimated value of a financid benefit and the
amount that a taxpayer receives or provides. The running balance
adjustment will be included in assessable incomeif the estimated value of
the financial benefit isless than the actua financial benefit or allowed as a
deduction if the estimated value of the financia benefit exceeds the actual
financial benefit.

Context of amendments

420 Under the current law, the scope of accrualstax trestment has
broadened through legislative and judicial devel opments over recent
decades. However, the current accruals systemisincomplete and has not
adapted sufficiently to be ableto dedl effectively with the rapid pace of
financial innovation over this period. The application of the compounding
accruas method under Division 230 will further broaden the scope of
accruastax treatment. This further broadening mainly reflects the need to
modernise the tax treatment of financial arrangementsin order for it to
appropriately apply to newer, innovative financia arrangements and also
for it to operatein ageneraly consistent manner for both traditional
arrangements and hybrid financial arrangements.
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The compounding accruals and realisation methods

421  Theredisation tax treatment has provided a basic treatment that | ~_{ Deleted: 43. )
applies when no-cther tax-timing treatment is appropriate. - This rolefor--- -~
realisation treatment isto remain essentially unchanged.

422  ngenera, the setting of the borderline between the realisation l - {Deleted: 44. J

regime and the accruals regime in Division 230 takes into account theneed
to prevent manipulation and tax deferral, and the need to avoid the early
and premature taxation of significant, unsystematic gains and | osses that

may not be realised.

What is accruals?

423  Compounding accruasin the context of the taxation of financial * l - {Deteted: 45- )

arrangements refers to the all ocation or spreading of gains or losses over {Formatted Indent: Left: 1.9 J
time, wherethegain or loss is cal culated by reference to known or cm, Tabs: 3.4 cm, List tab
estimated future amounts (represented by the financial benefits under the

arrangement) and on the assumption that the entity will continue to have

the arrangement for its remaining term.

424  Compounding accruals, in this sense, isin contrast to the concept l - (Deteted: 46. )

of fair value, which ca culatesthe gain or lossin each period by effectively
assuming that the entity ceases to have the financial arrangement, which it
holds, at the end of each income period and starts to haveit at the
beginning of the next period. Thisdistinction between compounding
accruasand fair value is important becauseit means that the vol tility
which can arise when gains and | osses are accounted for on afair value
basis can be smoothed by spreading (using the compounding accruas
method) the estimated gains or |osses over anumber of income periods.

425  Thissmoothing meansthat — relative to the outcomes from the l -~ eteted: 47 J

fair value tax method — taxpayers will generally not be required to pay tax
on unsystematic gains that may not be realised. Thelikelihood of this
happening is further reduced by the principlewhich governs the
crcumstancesin which the accrual s method should apply. In principle, it
should apply to spread estimated gains and |osses that are sufficiently
certain. The gains and losses that are so spread are then the subj ect of
taxation.

426  Theperiod over which the sufficiently certain gains or losses are l - Deteted: 43. )

intended to be spread is the period to which thegains or losses relate. The
intended basis of alocation of therelevant gain or |oss under this accruals
(spreading) principlereflects the financial concept of interest on interest,
or compound interest. For the purpose of Division 230, thisform of

accrud isreferred to as‘ compounding accruals'.
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4.27 The * compounding accruals’ alocation methodology is
conceptudthy-identicat to the effectiveinterest method- adopted by------- -
Accounting Standard AASB 139 Financial Instruments: Recognition and
Measurement (AASB 139) — that is, the financia accounting accruals
methodol ogy used to all ocate gains and | osses from |oans, recei vabl es, and
held-to-maturity investments.

Why is compounding accruals important?

428 A compounding accruas principleisimportant for incometax  *
purposes for two reasons. First, it moves tax outcomes closer to

commercia (accounting) outcomes with attendant opportunities to reduce
compliance costs. Second, and rd ated to the first, it reduces tax deferral

and tax arbitrage opportunities.

429  )f thetax system reied only on aredisation tax method totax all

financial arrangements, opportunitieswould be created for taxpayersto
delay the taxation of gains, and to bring forward | osses and related tax

430  Compounding accruals methods generally recognisesufficiently
certain (known or estimated) future gains and | osses over thelife of a
financial arrangement. Such gains and losses, which are sufficiently

certain to occur, can be subject to taxation on a compounding accruals
(spreading) basis, rather than at realisation and will be brought to account
under the compounding accruals method without significant unexpected,

and potentially adverse, tax-based cash flow impacts on the taxpayer.

When does accruals treatment apply under the current income tax law?

4.31 Under the current income tax law, the main specific accrualsrule™
isfound in Division 16E of Part |11 of the Income Tax Assessment
Act 1936 (ITAA 1936). Asdiscussed below, Division 16E islimited in

scope and is quite prescriptivein its operation.

432 Apart from Division 16E, the question of whether accrualsor
reglisation applies to a particular financial arrangement largely depends on
the operation of the ordinary income and general deduction provisionsin
sections 6-5 and 8-1 of the Income Tax Assessment Act 1997 (ITAA 1997)
respectively. For income, theissue turns on when theincomeis ‘derived’
and, for deductions, the issueturns on when aloss or outgoing is
‘incurred’.

4.33 Whilst there is some authority for losses or outgoings to be

incurred on an accruasbasisin certain situations, there is very little clarity -
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The compounding accruals and realisation methods

on whether, for example, interest or discount income is subject to accruals
or realisation tax trestment. However, under Taxation Ruling TR 93/27,
the Commissioner of Taxation has ruled that theinterest income and
expense of afinancid institution may be brought to account on an accruals
basis.

Division 16E of the | TAA 1936

the then-existing distortions and tax deferral opportunities arising out of
long term (more than 12 months) discounted and deferred interest

securities. Before theintroduction of Division 16E, ataxpayer (eg, a
financial institution) could issue long term debt instruments, which

deferred payment of interest until maturity, but could claim a deduction for
interest on an accruasbasis. However, anon-financia institution that held
those instruments did not haveto pay tax on theinterest until the cash was
received at maturity. The purpose of Division 16E was to remove such tax
deferral opportunities by bringing theinterest to tax on an accruals basis,

435  Jngeneral, Division 16E appliesto qualifying securitieswhere
the non-periodic (ie, deferred) receipts are reasonably likely to exceed the
payment needed to acquire the security. In broad terms, Division 16E
spreads discount and deferred interest income to the holder, and
corresponding expense to theissuer, of the security on a semi-annual

compounding basis.

436  Division 16E hasarelatively narrow scope. Where Division 16E
does not apply, the tax-timing treatment of discount income and discount
expense remains uncertain. There are gaps in the appli cation of

Division 16E — for instancein the case of premiums and market discounts

that arise after issuance when the security is not a qualifying security.

437  Thereisgenera uncertainty over whether, and if so how,

accrual stax treatment applies to various financia arrangements, including
swaps, other derivatives, and hybrid arrangements.

4.38 JThe incomplete coverage of Division 16E |eaves complexity,

anomalies and opportunities for tax deferral, avoidance and manipul ation.

What is realisation?

439  Redlisation tax trestment has been a common and traditional -

basis for recognising gains and | osses from financial arrangements under
the current law.

440  Theredlisation method appliesin Division 230 to bring to

account gains or losses in theincome year in which the gain or loss occurs.
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Generally, again or loss occurs when the last of the financial benefits that
aretaken into account in cal culating the relevant gain or lossis provided or
is to be provided — that is when the gain or loss comes home to the
taxpayer. Hence, if again or loss under afinancia arrangement is subject
to the realisation method, and a number of financial benefits are to be
provided under the arrangement, there may be anumber of separate gains
or losses brought to account under that method at different pointsin time.

441  Theapplication of the realisation method is distinguished from
circumstances where the taxpayer must apply the balancing adjustment
provisionsin Subdivision 230-G. The balancing adjustment applies where
the taxpayer ceases to have all of their rights or obligations under an
arrangement or where the taxpayer transfers some or all of their rights and
obligations under the arrangement — that is when the financial
arrangement is disposed of or partly disposed of. The redisation method
generally applies where particular rights or obligations come to an end
through performance of those rights or obligations. Chapter 10 discusses
the consequences of disposing of financial arrangements.

4.42 Jtis possiblefor both the compounding accruals method and the

reglisation method to apply to gains or losses arising from a single
financial arrangement. This may occur because some of thefinancia
benefits under the financia arrangement are sufficiently certain and others
arenot. The sufficiently certain financial benefits may giveriseto either
an overal, or aparticular, gain or loss that will be subject to the
compounding accruals method and the remaining financia benefitsthat are
not sufficiently certain in regards to occurrence or asto amount will, at the
appropriatetime, giveriseto again or lossthat is brought to account under
the realisation method.

Summary of new law
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financial arrangement should be brought to account for tax purposes.
Where none of the el ections available under Division 230 have been made,
the compounding accruals method or the realisation method will apply.

444 The assessment of whether compounding accruals tax trestment
is appropriate or not for any particular financial arrangement is to be based
on an objective evaluation of the relevant considerations. In particular,
regard must be had to the terms and conditions of the financial

arrangement, accepted pricing and val uation techniques and the economic,

or commercial, substance or effect of the financial arrangement.
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The compounding accruals method

445  Under Subdivision 230-B, ataxpayer must applythe o] (ooterea: 427, )
compounding accruals tax-timing method to again, or loss, from a T Formatted: Indent: Left: 1.9 ‘
cm, Tabs: 3.4 cm, List tab

financial arrangement when there is sufficient certainty that such again, or
loss, will occur. Thegain or loss may either beagain or lossin respect of
the entire financial arrangement (a ‘ sufficiently certain overall gain or
loss') or again or loss madein respect of particular financial benefits (a
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446  Thesufficiently certain overall gain or lossisdetermined by
reference to the difference between the sum of dl known and expected
outlays (payments) and all known and expected inflows (receipts). These
inflows and outflows are represented by the financia benefitsto be
received and provided under therd evant financial arrangement. A
sufficiently certain overall gain will only arise if expected inflows under an
arrangement will exceed al known and expected outlays such that there
will beagain of at least a specific amount. The converseistruefor a
sufficiently certain overall loss.

447 A sufficiently certain particular gain or loss can also arise under l//{De'eted: ik )

afinancial arrangement in respect of a particular financial benefit or ~~( Deteted: particuiar )
particular financial benefits. Such again or loss may arise where:
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+ itissufficiently certain at the time when the taxpayer starts to"l .
have the arrangement, but before the taxpayer isto receive or
providethe financial benefit or benefits; or

* it becomes sufficiently certain after the time the taxpayer |
starts to have the arrangement, but before the taxpayer isto
receive or provide the financial benefit.

448  )f thereisamaterial changeto circumstances, or totermsand l .o~ Deete: 40,

conditions, adjustments may be required to be made to theamount of the { Formatted: Indent: Left: 1.9 J
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Such material changes may also affect whether the compounding accruals

method will continue to apply to again or loss, or if the realisation method

becomes more appropriate.

449  Jndividualsand entities (other than an individual) which fall [/{De'e‘ed: 431, )

bel ow the turnover threshold in section 230-405, will only be subject to
Division 230 in respect of afinancial arrangement that has aterm of more
than 12 months and isa‘ qualifying security’, within the meaning of that
termin Division 16E of theITAA 1936. However, such taxpayers can
make an election for Division 230 to apply to al of their financial

arrangements (see Chapter 2).
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4.50 The spreading of the sufficiently certain gain or loss for tax
purposes s-done using-a compoeunding accruats method; or amethod ----- -
whose results approxi mate those obtained using the prescribed method.

451

arrangement, or to some of the financia benefits under the financial
arrangement because thegain or lossin respect of those benefitsis not
sufficiently certain, then the reglisation method applies to bring to account
those gains or losses arising from that financial arrangement or part
thereof.

The realisation method

452
under the realisation method in Subdivision 230-B when no other tax-
timing method is appropriate and:

» when afinancid benefitisreceived or provided under the
financid arrangement; or

« if afinancial benefit isnot received or provided at thetimeit
is due, when thetime comes for that financia benefit to be
received or provided under the financial arrangement.

453

difference between the amount received or provided, or the amount which
isto bereceived or provided, and the cost of the financial arrangement
which is atributable to that financial benefit. The general approach under
Division 230 to determining whether realisati on tax-timing treatment for a
gain or lossis appropriate, and the basi s of applying the realisation
tax-timing treatment, is largely unchanged from the existing law. That is,
the realisation tax-timing treatment applies where other tax-timing
treatments are inappropriate. Gains and | osses that are subject to the
realisation method, are recognised in the income year in which thetime
comes for the last of the financial benefits which are taken into account in
calculating the gain or | oss received or provided — or the income year in
which the financid benefit is actually received or provided (ie, thetime at
which the gain or loss occurs for Division 230 purposes).
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Accruals Diagram 1:
Application (Part 2)
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overall gain or loss is bueral gainor lossis arising from the arising from the “{ Formatted: Space Before: 2 ‘
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lossis allocated? The gains and losses certain particular gains become due and payable
from the other financial and losses) are allocated or due and receivable are
benefits that are not over the period to which recognised on a
sufficiently certain may they reate. realisation basis.
be recognised on a
realisation basis.
Dividetheperiodinto | | ,Dividethe periodinto | | » Pividetheperiodio | | rnggisnoaoerua | - Deleted: 1 )
_ equal intervals not equal intervals not ‘which the gain or loss treatment for gainsand | "~ { Deleted: 1 )
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thoseintervals using a those intervals using a to those intervals using a Gains or losses are taken " { Formatted- Space Before: 2
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Comparison of key features of new law and current law

New law

Current law

If one of the elective tax-timing
methods does not apply to afinancial
arrangement, the compounding
accruds tax trestment will apply if
thefinancial arrangement hasa
sufficiently certain gain or loss. The
sufficiently certain gain or loss may
include both periodic (such as
interest-like amounts) and
non-periodic amounts (such as
discounts or premiums).

A method that approximates the

results of the compounding accruas
method can be used.

Touse an accruals method under
Division 16E a‘qualifying security’
requires an ‘eigible return’.

An ‘eligible return’ on a security is,
at thetime of the security’ sissue,
either known (in the case of afixed
return security) or, the paymentsto
be made — other than periodic
interest — to the holder are
reasonably likely (in the case of a
variable return security) to exceed
theissue price of the security.

Other requirements of aqudifying
security arethat it must have aterm
which islonger than oneyear and, in
the case of afixed return security, an
eligible return of more than

1.5 per cent per year.

An election can be made to spread

portfolio fees arising from financial
arrangements, which are part of a
portfolio of similar financial
arrangements, over a period that
equals the average life of the
portfolio. Theelection is
irrevocable.

The realisation tax-timing treatment

The realisation treatment applies

applies where other basic tax-timing

where an accruals treatment does not

treatments (compounding accruals,

apply.

eectivefair value, elective
retranslation and elective use of
financial reports) will not apply. It
will apply in those circumstances to
the extent to which the hedging
election does not apply.

Detailed explanation of new law

454

properly recognise gains or | osses from financial arrangements by
allocating such gains or | 0sses to appropriate periods of time[Schedule 1,
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reports) will not apply. It will
gpply in those circumstances to the
extent to which the hedging
election does not apply.
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item 1, paragraph 230-100(a)]. The compounding accruals method provided
for in Subdivision 230-B is also intended to reflect commercia accounting
concepts, so as to reduce compliance costs for taxpayers [Schedule 1, item 1,
paragraph 230-100(b)].

455  The compounding accruals method is aso intended to minimise

tax deferral, which could occur under aredlisation method [Schedule 1,

item 1, paragraph 230-100(c)]. Thisis reflected in the main object of
Subdivision 230-B, as proper alocation of gains and | osses to the periods
to which they rel ate a so reduces tax deferral.

456 [The question of whether accruals or realisation treastmentis
applicableto afinancial arrangement is determined by the nature of the
terms, conditions, pricing and valuation techniques used; the nature of the
financia benefits under the arrangement; and whether thereis sufficient

certainty in respect of thegain or loss.

Application of the accruals and realisation methods to individuals and
certain entities

457 Generally, Division 230 does not apply to individuds, or to -

made [Schedule 1, item 1, subsection 230-405(5)]. However, if an individual or
an entity which has not made an €l ection under subsection 230-405(5) has
afinancid arrangement that is a‘ quaifying security’ within the meaning
of Division 16E of the ITAA 1936, and that security has aremaining term
after acquisition of more than 12 months, the accruals or reaisation
method under Division 230 may apply to that financial arrangement
[Schedule 1, item 1, subsection 230-405(1)]. The application of Division 230 to
individuals and to entities that satisfy theturnover test is further discussed
in Chapter 2.

4.58  Wheresuch an entity has aqualifying security that is afinancial _
arrangement, the accruals method will apply to bring to account the gain or
loss from the qualifying security only wherethe gain or loss satisfiesthe
conditions for being a sufficiently certain overall gain or loss [Schedule 1,

item 1, subsection 230-110(1)]. The compounding accruals method will not
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arrangement held by such an entity [Schedule 1, item 1, subsection 230-115(4)], - { Deleted:

459  Theexclusion of individuals and those relevant entities from the

a compliance cost saving in respect of such instruments. The requirement
to have to attribute parti cular financial benefitsthat are provided, or that
are expected to be provided (outlays), to those that are received, or that are
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The compounding accruals and realisation methods

expected to be received (inflows), is avoided by the application of the
sufficiently certain overall gain or loss concept. A sufficiently certain

overall gain can only arise where the sufficiently certain financial benefits
that are to be received exceed the sufficiently certain financial benefits that
areto be provided (or vice versafor aloss) [Schedule 1, item 1,

subsection 23q:110(1)]. Hence, under the overall gain or loss concept, all of | - { Deleted: - ]
the‘cost’ of the financial benefitsthat are to be provided under the

financial arrangement will be automatically attributed to those sufficiently
certain financial benefitsthat areto be received at the start of the
arrangement. Thiswill bethe case even if, economically, some part of the
‘cost’ of the financia arrangement could be attributed to other financial
benefits, under the financial arrangement, which are not sufficiently certain |
at the start of the arrangement. For further discussion on attribution of
financia benefits under Division 230, see Chapter 3.

460  Jncases wherethereisasufficiently certain overall gain or loss I -~ {(Deteted: 442. )

under a qualifying security held by taxpayers which would not otherwise
be subject to Division 230, and there are one or more financial benefits
that become sufficiently certain after the start of the qualifying security,
the realisation method will apply to gains or losses arising from those

financial benefits. [Schedule 1, item 1, subsection 230-105(5)]

461  However, if theindividual, or the entity that satisfies the turnover [///{De'eted: 443 J

test, makes an election under subsection 230-405(4) to have Divison 230
apply toits financid arrangements, then the compounding accruals method
may apply to particular gains or losses made under the rel evant qualifying

security. [Schedule 1, item 1, paragraph 230-105(4)(c)]

When to use the compounding accruals method?

462  Jfan entity doesnot opt for one of the dectivetax-timng |~ {petetea: 4,
methods in Division 230 to apply to its rdevant financial arrangements, or {mea“w: Indent: Left: 1.9 J
cm, Tabs: 3.4 cm, List tab

the entity does make such a choice but no d ective method appliesto a

particular financial arrangement, the default tax-timing method will be

ether the compounding accruals or realisation method, or a combination of

these methods, which will be applied to bring to account gains or losses

made from the particular financial arrangement [Schedule 1, item 1, ‘ e
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subsection 230-45(2)]. The compounding accruals method applies where
thereisasufficiently certain gain or loss from the financial arrangement.
A gainor loss arising from a financial arrangement will be sufficiently
certain if the financial benefits used to calculatethat gain or loss are

themsel ves sufficiently certain (see paragraphs 4,65 to 4,88). | {(peteted: 78 )
777777777777777777777 ““{Deleted: 98 ]
463  Jfthefinancial arengement isdenominated inaforeign - { Deteted: 445. )

currency, and a retranslation € ection has been made by the taxpayer, the
accruasor realisation tax treatments may still apply to thegain or lossto
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the extent that it is not subject to the retranslation dection. [Schedule1, __--| Formatted: Referencing style,
Font: 11 pt, Not Bold, Not Italic

//{Deleted: 4.46. J

4.64  Jfthehedging financial arrangement method appliestoa -
financial arrangement, and that arrangement isa foreign currency hedge o { Deleted: the J
that isa‘debt interest’ (asdefined in Division 974 of the ITAA 1997), only
thegain or loss that is attributable to movementsin currency exchange
rates, in respect of the outstanding balance in relation to the debt interest,

is brought to account under the hedging financia arrangement el ection
[Schedule 1, item 1, subsection 230-260(6)]. The gain or loss that may arise from
the foreign currency hedge, other than that specified under the hedging
rules and absent any other dections under Division 230, would then be
subject to the accruals or realisation methods as appropriate [Schedule 1,

item 1, paragraph 230-45()(¢), P { Deleted: J
Sufficiently certain gain and loss — an overview
465  For the purposes of theaccruals provisions, gainsand losses ~ * -~ { Deleted: 447, )

which arise from financial arrangements may be an overall gainor lossor T Formatted: Indent: Left: 1.9 ‘
aparticular gain or loss. That gain or lossis cal culated with reference to cm, Tabs: 3.4 cm, List tab
sufficiently certain financia benefits which areto bereceived and

provided under the financia arrangement.

466  Finanda arrangements may incorporate financial benefitsthat -~ {(peteted: 448. )

are paid or received on aperiodic and/or non-periodic basis. Most
commonly, but not always, financial benefits are represented by cash
inflows (for rightsto receive) and cash outflows (for obligationsto pay).
For example, an annual interest payment on abond would be a financial
benefit that would be paid on a periodic basis. A non-periodic financial
benefit would be represented by the end payment (return) of aninitial
outlay when abond reaches full term, or by apartia return of theinitial
outlay. Hybrid financia arrangements may also comprise both periodic
and non-periodic financia benefits — a convertible note, or an
equity-linked bond, usudly incorporates both periodic and non-periodic
payments. If financial benefits are periodic, generaly, subject to the facts
and circumstances of each case, such benefits could be reasonably
expected to be paid or received.

///{Deleted: 4.49. J

4.67  Both periodic and non-periodic finandial benefits may befixedin
terms of amount and the time at which they will be paid or received

(ie, they are completdy certain) or they may be sufficiently certain, or they
may not be sufficiently certain. Consequently, within the one financial
arrangement there may be a mixture of different financial benefits some of

which are sufficiently certain and some of which arenot.

468  Anoverall gainor lossisthat gain or loss generated by the entire 4,//{De'eted: 450, )

financial arrangement. An overall gain, whichisdetermined at inception,
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can only arisewhere all of the sufficiently certain financial benefits that
areto bereceived will exceed the total of all of the sufficiently certain
financia benefitsthat are to be provided (or vice versa for aloss). Hence,
generally, an overall gain or losswill be calculated with referenceto al of
the financial benefits under the arrangement because those financial
benefits are sufficiently certain at the start of the arrangement. There may
be circumstances where an overall gain (or loss) arises from afinancia
arrangement, despite some of the financial benefits under the arrangement
being not sufficiently certain. An exampl e of thisis wherethe total
magnitude of an overall gain or |oss may be unknown at inception,
because of the existence of a contingent payment within the arrangement,
but it may be known that an overall gain or | oss of at least a specific
amount will bemade. Thisamount would be subject to the accruals
method [Schedule 1, item 1, subsection 230-110(1)]. The compounding accruals
method will apply to spread the sufficiently certain overall gain or loss
over thelife of the arrangement [Schedule 1, item 1, subsection 230-130(1)].

469  The concept of an overall gain or loss of at least aparticular l - {eleted: 451, )

amount is required in the accrual s provisions for two reasons:

« first, it isintended policy that where an overal gain or loss of"'|' )
at least a specific amount would be made from afinancia
arrangement, and that financial arrangement has an
embedded option, none of the cost of the arrangement should
be attributed to that embedded option; and

Formatted: Tabs: Not at 4 cm ‘

» second, the overall gain or loss concept isintended to ddliver |
compliance cost savings by not requiring taxpayers to apply
complex cal cul ations to attribute the cost of the financial
arrangement to expected financial benefitswhereit is clear
that again or loss of at | east a specific amount will be made
from the financial arrangement.

470 A particular gain or loss is that gain or loss generated from a jlx/{De'eted: 452,

particular event under the arrangement (eg, the payment of a periodic { Formatted: Indent: Left: 1.9 J
return). Assuch, there could be several particular gains or losses arising cm, Tabs: 3.4 cm, List tab
under the one financial arrangement. For some financia arrangements (eg,
hybrids) which may involve a mixture of both ‘sufficiently certain’ and
‘not sufficiently certain’ financia benefits, it may not be possibleto
determine at inception the expected overall gain or loss. It may, however,
be possible to estimate a sufficiently certain particular gain or loss that
will be made from such arrangements in advance of the time at which the
rdevant financia benefitswill be received or provided. Those particular
gains or losses would then be subject to compounding accruas treatment.
Those periodic payments that may not become known in advance of
payment or receipt with sufficient certainty will giveriseto gains or losses
that will be subject to realisation tax treatment.

{ Formatted: right footer, Left J
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471 The particular gain or loss concept encapsul ates one of thekey

obj ects of-the-accrua stnethodol ogy-— that-is; gains er tossesaretobe ----
recognised as they become sufficiently certain and are to be attributed to

the period to which that particular gain or loss relates [Schedule 1, item 1,
paragraph 230-100(a)]. By recognising gains and losses in this manner,
inappropriate deferral of gains and bringing forward of lossesis avoided.

Sufficiently certain overall gain and loss

PN

4.72 A taxpayer must allocateagain or lossfrom afinancial B
arrangement using the compounding accrua s method when thereis
sufficient certainty, at the time thetaxpayer starts to have the arrangement,
that the taxpayer will make an overall gain or |oss under the arrangement
[Schedule 1, item 1, subsection 230-105(2)]. An overall gain will only arise
wherethe sufficiently certain financial benefits that the taxpayer isto
receive exceed the cost of thefinancial arrangement, that is, the

sufficiently certain financial benefits that ataxpayer is to provide (or

vice versa for an overall 10ss) [Schedule 1, item 1, note to

4.73 Jnthissense, the overall gain or |oss necessarily requires that the

entire‘cost’ (ie, the financial benefits that have been or are to be provided)
of the financial arrangement be attributed to those sufficiently certain
financial benefitsthat areto bereceived. Thiswill bethe case despitethe
fact that economically some of that cost may be attributabl e to other
financial benefitsthat are not sufficiently certain at the start of the
arrangement. [Schedule 1, item 1, note to paragraph 230-110(1)]

4.74  )ncalculating the sufficiently certain overall gain or lossit must
be assumed that the taxpayer will have the financia arrangement for the
rest of itslife [Schedule 1, item 1, paragraph 230-110(2)(a)]. Generally, thelife
of afinancia arrangement isdictated by the period between thetimethe
arrangement is created or acquired and its maturity date. This could also
be referred to as the ‘ estimated life’ of the arrangement. If, for example, a
financial arrangement has no defined maturity date (eg, because it may last
in perpetuity) then thelife of the arrangement is taken to span the period
into perpetuity. Thisassumption isimportant because, as was noted
above, an overdl gain or lossis generaly generated from the entire
arrangement.

4.75  Theaccruals provisions deding with overall gainsand lossesare .

modified in circumstances where the financial arrangement that givesrise
to the overall gain or lossis part of aportfolio of similar financia
arrangements. In order to access portfolio treatment the taxpayer will need
to make an irrevocabl e el ection and meet certain digibility requirements.
[Schedule 1, item 1, section 230-137]. Where an irrevocable e ection is made, the
portfolio fees from the financial arrangement are spread over the average
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The compounding accruals and realisation methods

life of the portfolio rather than under the general accrualsrules for overdl
gains and |0sses [Schedule 1, item 1, subsections 230-138(3), (4) and (5)]. The
portfolio treatment of feesis discussed in detail at paragraphs 4.149 to
4.162.

4.76 If thereisafinancia benefit that may reduce or eiminate an
otherwise sufficiently certain overall gain or overal loss, it may bethe
casethat it cannot be concluded with sufficient certainty that there will be
an overall gain or overall loss of at least a parti cular amount [Schedule 1,
item 1, paragraph 230-110(2)(b)]. The overdl gain or loss must be of at least a
specific amount because it would be inappropriate to have a taxpayer
accrue an amount of again or losswhere thereisinsufficient certainty that
itwill beredised. If thereisasufficient risk that afinancia benefit, that is
itself not sufficiently certain at the start of the arrangement, may in fact
reduce an amount of again or decrease an amount of aloss (such that part
of the estimated gain or loss would never have been made), then it would
be inappropriate to require an accrual of the otherwise sufficiently certain
overal unrealised gain or unredised loss. (At the sametime, there may be

<-
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477 However, there may still beasufficiently certain overall gainor
loss which should be subject to the accruas method, despitethe fact that
there may be some financia benefits that are not sufficiently certain. Of
particular relevanceis the situation where the effect of those financial
benefits which are not sufficiently certain will beto increase the amount of
the sufficiently certain overall gain or loss. Thisis because, in such
situations, thereis sufficient certainty that the estimated overall gain or
overal losswill be made, and the uncertainty generated by the financial
benefit that is not sufficiently certain relates to whether the estimated gain
or estimated loss will in fact be more than the specific amount of the
overal gain or loss of at least a certain amount. In these circumstances,
the accruas method is applied to the estimated overall gain or overall |oss
that is known with sufficient certainty at the start of the arrangement. In
other situations, the financial benefits that are not sufficiently certain may
be such that the likelihood of them reducing or eliminating an otherwise
sufficiently certain overall gain or lossis artificid or ‘immaterialy

remote .

4.78  Once the contingency isresolved, in respect of thosefinancia
benefits which are not sufficiently certain at the start of the arrangement
(as they become sufficiently certain), one of two outcomes may arise.

First, the effect of those benefits becoming sufficiently certain may affect
the amount of the previously estimated overall gain or loss so that afresh
determination of the overall gain or lossisrequired. If thisisthe case,

then the implications of such an event are covered by the re-estimation
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_{ Deleted: 2007

4.79 Alternatively, the financial benefitsthat become sufficiently
certain may themselvesgiverise to again or 1 ess,separate to the estimated
overal gain or overdl loss. If thefinancial benefits give riseto aseparate
gain or loss, that gain or | oss may be ether:

» accrued as asufficiently certain particular gain or loss (where
thefinancia benefit becomes sufficiently certain beforeitis
received or provided) [Schedule 1, item 1, subsection 230-105(3)];

or

* brought to account under the realisation method (where the
uncertainty surrounding the financia benefit is resolved at
thetimeit is rece ved or paid, or thetime comes for it to be
received or paid) [Schedule 1, item 1, subsection 230-105(5)].

4.80  PBroadly, arrangements which have the following characteristics

may give riseto asufficiently certain overdl gain (for the holder) or
overall loss (for theissuer):

 periodic returns under the arrangement are determined and
set in advance of the period to which they relate and are paid
inarrears,

 theinitial outlay will be returned at maturity; and

« if thereare cash flows (financial benefits) that are not known
at the start of the arrangement, those cash flows will not have
the effect of reducing the estimated overall gain or |oss.

481  Often periodic returns are calculated with referenceto avariable
(such as an interest rate) or therate of change of avariable (such asthe
consumer priceindex (CPl)). This ‘feature’ which can affect the quantum
of financial benefits arising under a financial arrangement will not of itself
affect whether thereisan overall gain or overal loss from the
arrangement. Thisis becausein calculating the relevant gain or loss on a
financial arrangement, the taxpayer is required to assume that the variable
or therate of change of the variabl e affecting the quantum of thefinancial
benefit will remain constant for the period of the arrangement [Schedule 1,
item 1, subsections 230-120(4) and (5)]. In this sense, the fact that the variable or
the rate of change of the variable may vary, and hence may practically
affect the amount of the gain or |oss, is overcome by the required
assumption. Any discrepancy between the assumed variable rate and the
actual variablerate, provided the difference isinsignificant, will be
brought to account under the running balancing adjustment mechanism
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4.82 Example 4.3 provides further guidance on when an overall gain

or lossmay-arise - -~~~ -

sufficiently certain particular gainorloss e

4.83

gain or loss that arises from afinancial benefit that the taxpayer isto
receive or provide under the arrangement, if it is sufficiently certain at a
particular time before that financial benefit isto be received or provided
that the taxpayer will make that gain or |0ss[Schedule 1, item 1,

is no inappropriate deferral in relation to the recognition of that particular
gain or |0ss [Schedule 1, item 1, paragraphs 230-100(a) and (c)].

sufficiently certain at a particular timethat again or loss of a particular
amount, or at least a particular amount, will be made when:

» thetaxpayer receives aparticular financia benefit or oneof ~
the taxpayer’s rights ceases under the arrangement [Schedule 1,
item 1, paragraph 230-115(1)(c)]; Or

» thetaxpayer providesa particular financia benefit or one of
the taxpayer’s obligations ceases under the arrangement
[Schedule 1, item 1, paragraph 230-115(1)(d)].

That is, the occurrence of one of the events listed above may giverisetoa™
gainorloss. To caculatethat gain or loss, which isanet concept for

these purposes, there must be an offsetting of costs with proceeds. Aswas
discussed in Chapter 3, economically under an arrangement, some part of
the financial benefits the taxpayer has provided under the arrangement can
be said to be reasonably attributable to the financa benefits that the
taxpayer istoreceive. Thisprincipleisencapsulated in sections 230-75
and 230-80 (about apportionment of financial benefits on receipt or
payment of particular financial benefits), which will apply to calculatethe
note to subsection 230-115(2)]. Such apportionment must take into account the
nature of therights and obligations, risks associated with each of the
rights, obligations and financia benefits and the time value of money (for
further discussion see Chapter 3).

least a particular amount [Schedule 1, item 1, paragraphs 230-115(1)(a) and (b)].
Therefore, in working out whether, at a particular time, thereisa

suffidiently certain particular gain or |oss, the taxpayer must haveregardto | -
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therisk that a particular financial benefit which is not sufficiently certain
at that time will reduce or diminate the amount of the gain or loss

[Schedule 1, item 1, paragraph 230-115(2)(a)]._For thesamereasons asoutlined - - { Deleted: Schedule
in paragraph 4,76, this reguirement ensuresthat taxpayersare not required _ (‘peteted: 57

to recognise gains or losses that may never be made, to the extent to which

- { Deleted: 4.67 .

‘ they are not sufficiently certain.

4.86  [Further, under this attribution process, afinanda benefitisnotto .

be taken into account more than once in determining the gain or loss that
will arise from asingle financial arrangement [Schedule 1, item 1,

| paragraphs 230-115(2)(b) and (c)] ., This means that, to the extent to which a - [ Formatted: Font: 11 pt

financia benefit that the taxpayer has or will provide under the
arrangement has been all ocated to a financial benefit that is to be received,
that financia benefit that has or will be provided (or that part of the
financia benefit that has or will be provided) is not to be taken into
account (apportioned) to another financial benefit that isto bereceived.
To recognise a particular financial benefit (or part thereof) more than once
in respect of asingle financia arrangement would result in the taxpayer
recognising the same gain or loss more than once. Such an outcomeis
inappropriate, since economically the taxpayer has only made the gain or
loss once.

Can there be more than one sufficiently certain gain or loss for asingle
financial arrangement?

| 487  tispossiblefor thereto be morethan onesufficiently certain =~ - K:/{De'eted: 468

gain or loss that is to be brought to account in respect of asingle financial { Formatted: Indent: Left: 1.9
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| 488  Thissituation can arise because, despitethe fact that some of the -~ {peteted: 4.

financial benefits under afinancial arrangement are not sufficiently certain
at the start of the arrangement, the financia benefits that are sufficiently

certain at that time are such that they giveriseto a sufficiently certain

overall gain or loss (see discussion in paragraphs 4,72t04,82). Whenthe - { Deleted: 54
other financia benefits under the financial arrangement not taken into ST { Deleted: 63

account in determining the sufficiently certain overall gain or loss become
sufficiently certain before they are dueto be paid or received, a separate

suffidently certain particular gain or lossmay arise. Thissufficiently _~{ Deleted: particuiar
certain particular gain or lossis separate and distinct from the overall gain =~~~ - { Deleted: particular

or loss calculated at the start of the arrangement and will be accrued
separatel y from that overal gain or loss. The ‘anti-overlap’ provision in
paragraphs 230-115(2)(b) and (c) — which requiresthat a particular
financia benefit should not be taken into account more than once under a
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financial arrangement — operates to ensure that thereis no double
counting of gains or | osses.

I//{Deleted: Example4.1 ]

redemption value

Investor Co acquires from Issuer Co a 10-year bond for
$100,000. Theterms of the bond providethat Investor Cois
entitled to annual interest payments of 8 per cent per annum,
subject to Issuer Co agreeing to make the payment. At maturity,
Investor Cois entitled to receive 120 per cent of theinvestment
amount. Both entities exceed the turnover threshold in section
230-405.

Tax implicationsfor I nvestor Co

When Investor Co startsto hold the financial arrangement, it
must determineif it has asufficiently certain gain or | oss that
would be subject to the accruas method. The rel evant financial
benefits are:

 thepayment of $120,000 at the end of 10 years (cd culated
with reference to the guaranteed payment of 120 per cent of
theinvestment amount); and

» eachindividual interest payment over the term of the bond
(which is subject to Issuer Co agreeing to make the
payment).

Asdiscussed below, asufficiently certain gain or lossis
determined only by reference to financial benefitsthat are
sufficiently certain (subsection 230-120(1)), A financial benefit | - [ Formatted: J
is sufficiently certain if it is reasonably expected that the base-text-paragraph Char3
financid benefit will bereceived or provided (assuming the

bond ishdd for itslife— ie, until maturity) and that the amount

or value of the financial benefit is fixed or determinable with

reasonabl e accuracy (subsection 230-120(2)), Applyingthese | -1
criterig, it can be said that only the financial benefit represented

by the payment of $120,000 dueto be paid at the end of the 10

years can be said to be sufficiently certain at the start of the

arrangement.

Formatted:
base-text-paragraph Char3

Hence, Investor Co has a sufficiently certain overall gain at the
start of the arrangement because the financial benefit that it is
sufficiently certain to receive exceeds the cost of the financial
arrangement. The cost of thefinancial arrangement is
represented by the $100,000 Investor Co paid to acquirethe

{ Formatted: right footer, Left J
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bond. That financial benefit isintegral to cal culating the overall
gain or loss and hence is taken to be afinancia benefit provided
amount of the difference between the sufficiently certain
financid benefit provided and the financia benefit received is
the sufficiently certain overall gain of $20,000 (ie, $120,000 less
$100,000). Therightstotheinterest payments over the next 10
years, which are themse ves subject to a contingency, such that
it would not be reasonabl e to expect that those benefits will be
received, will not have the effect of reducing this overall gain of
$20,000. In fact, the contingent interest payments, if received,
will have the effect of increasing the amount of the gain made
on the financdia arrangement as awhole. Hence, the
compounding accruals method will apply to bring the overall
sufficiently certain gain of $20,000, which is calcul ated at the
start of the arrangement, to account over the life of the bond
(subsection 230-130(1)).

If, some time after Investor Co acquires the bond, Issuer Co
determines that it will make an interest payment two years
before the payment is due, then once that determination is made,
that financial benefit which represents the interest payment
becomes sufficiently certain. From Investor Co’s perspective,
the amount of thegain is equal to the value of the entire interest
payment (the relevant financial benefit) (subsection 230-75(3))

A _

compounding accrual s method would apply to bring to account
the amount of the gain over the next two years.

Tax implicationsfor Issuer Co

From Issuer Co’s perspectiveit has asufficiently certain overal
loss at the start of the arrangement of $20,000 (represented by
the shortfall between the proceeds received from theissue of the
bond and the payment required on redemption of thebond). The
relevant financia benefits will be sufficiently certain at the start
of the arrangement for the same reasons as outlined above.
Provided the requirements of section 230-15 are satisfied, that
overal lossisto be accrued over thelife of the bond.

Further, on making the determination to pay interest, a
determination. Provided theparticular loss satisfiesthe
requirements of section 230-15, Issuer Co will apply the
compounding accrual s method to that loss to determine the
amount of the deduction for each income year over the next two
years.
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If Issuer Co wereto make a further separate determination to

pay interest, that determination may give riseto athird, and
separate sufficiently particular certain gain (for Investor Co), or
loss (forissuer-€o0); that 1 staken to be-made-under-thebond.-----
Depending on the circumstances surrounding this further
determination, that gain or |oss may be subject to either the
accruals or realisation methods.

Application of the accruals method to particular situations— swaps

489 A commonexampleof afinancial arrangement where
sufficiently certain parti cular gains or |osses may arise over the period of
the arrangement isa swap. In general terms, a swap is an agreement
between two parties under which they exchange cash flows over time. The
value of the cash flows is often cal culated based on a notional principal .

Often swapswill have no upfront payments.

490  Atagenerd leve, asisthe casewith dl financial arrangements,

beforeit can be assessed which tax-timing method might apply to bring to
account the relevant gain or | oss under the swap, it is necessary to decide
whether ataxpayer’s rights and obligations under aswap constitutes a
single, aggregate arrangement or two separate arrangements [Schedule 1, item
1, subsection 230-60(4)]. Oneanalysisisthat there are separate arrangements
which are represented by, first, the rights (together with the corresponding
obligations of the counterparty) and, second, the obligations (together with
the corresponding rights of the counterparty). Each of thesetwo possible
financial arrangements are often referred to as the separate ‘legs’ of the

swap.

491 Whether anumber of rights or obligations constitute one or more

arrangements is aquestion of fact and degree (see Chapter 2 for further
discussion). Having regard to the factors outlined in subsection 230-60(4),
aswap finandal arrangement (comprising dl of the taxpayer’s rights and
obligations) isto be considered as one arrangement. Thisflows from the
genera nature, terms and conditions of the financial arrangement and the
purpose of most swap arrangements. The terms and conditions of many
swap arrangements often require net settlement and, commercially, swaps
generally derive their intended result when viewed as a whol e arrangement
—that is, considering both ‘legs’ in combination [Schedule 1, item 1,

492 Jnstandard interest rate swaps, therelevant fixed and floating
rates are determined at the reset dates which occur at the beginning of each
of the calculation periods. Commonly, theterms of ‘standard’ swap
agreements require payment of the net difference between the fixed and
floating payments at the end of the relevant period. Assuming that none of
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the el ecti ve tax-timing methods under Division 230 have been chosen, the
question arises as to whether the gains or losses on the swap should be
subject to the compounding accruals or realisation method.

493 Likevarigble (floating) rate debt instruments, the taxpayer is
required to assume — in relation to the floating interest rate leg of a
standard interest rate swap — that the variable interest rate will remain
constant for the entire period of the arrangement [Schedule 1, item 1,

of the swap can be estimated and the net flow (outcome) calculated. The
net result of those cash flows represents a sufficiently certain overall gain
or loss from such swap arrangements. The sufficiently certain gain or loss
isan overall gain or loss because, by virtue of the assumption that the
interest rate stays fixed, all of thefinancia benefits under the arrangement
are sufficiently certain at the start of the arrangement.

4.94  Thisnet result, the overall gain or loss, isthen subject tothe
compounding accruals method. Any difference between the value of a
financia benefit which is determined by reference to the rate fixed by the
operation of subsection 230-120(4), and the value of that financial benefit
at thetimeit is received or provided, will be brought to account under the
running balancing adjustment provisions (section 230-145). If therewasto
be amaterial changein the variableinterest rate, the taxpayer may need to
re-estimate the amount of the gain or loss from the swap arrangement
which isto be accrued in the remaining period of the arrangement.

losses or gains or | osses to which the realisation method would apply.
Consistent with the general operation of the provisions, the principlesin
Subdivision 230-B are relevant to determining which of the compounding

| osses?

Party A entersinto athree-year swap arrangement with Party B.
Under the terms of the swap arrangement, Party A makes
periodic payments and Party B is either required to make, or
entitled to receive, asingle payment at the end of the swap
arrangement. The amount or value of Party B’s payment or
receipt is calculated by reference to the movement of a share
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The compounding accruals and realisation methods

price over thethree-year life of the swap. Such swaps are
sometimes referred to as atotal return swap. Any estimated gain
or losswould haveto takeinto account a financial benefit, the
value of which is dependent on the movement in the share price.
Under the terms of the swap arrangement, this amount will not
be known until the time the payment isdue. Share prices are
relatively volatile and are not known ahead of time with
sufficient certainty.

No sufficiently certain gain or loss can be calculated on this
swap at the start of, or during, the arrangement. Accordingly,
both parti es will recognise gains or losses made under the
arrangement on arealisation basis for thewholeterm of the
swap arrangement. Importantly, the fact that Party A makes
periodic payments — of either a certain or uncertain amount —
does not |ead to the conclusion that again or loss is realised
when the payments are due and payable. Whether again or |oss
is made on such dates depends on the extent to which the
payment or receipt by Party B at the end of the swap
arrangement can be said to be attributable to those periodic
payments (subsection 230-80(2)). In turn, this depends on the
application of theattribution principles in subsection 230-80(4)
(seethediscussionin Chapter 3). Generaly, because gains or
losses are anet concept, a determination of the amount of again
or loss requires the attribution of the cost of a financial
arrangement to the proceeds that arise from that arrangement.

From Party A’s point of view, having regard to the risks
associated with receiving apayment from Party B — indeed it is
commercially possiblethat Party A will haveto make a further
payment under the swap at the end of the three-year period —
and the fact that any Party B payment can only be made at
maturity, and it is not onein respect of which an assumption has
to be made under subsection 230-120(4) (about holding certain
variabl es constant), no attribution of cost is possibl e (note that
thisis not to say that thereis an attribution of no cost).
Accordingly, it cannot be said that thereisa gain or loss when
the Party A periodic payments are made. Thisrefl ectsthe
position that these payments can be broadly characterised as
instalments of the price payable for the right to any obligation of
Party B to make a payment, rather than constituting periodic
gains or l0osses in themsel ves.

Therefore, in the circumstances of this parti cular swap
arrangement, any gain or lossis realised at the maturity of the
total return swap arrangement.
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When isafinancial benefit sufficiently certain?

487 The compounding accruals method only appliesto bringto  * -~ |Ocleted 47 )
account a sufficiently certain overall gain or loss or agufficiently certain T Formatted: Indent: Left: 1.9 ‘
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sufficiently certain at a particular time, the taxpayer can only have regard { Deleted: particular )

to those financia benefits that the taxpayer is sufficiently certain to receive
or provide [Schedule 1, item 1, subsection 230-120(1)]. In this sense, the
borderline between the compounding accruals and realisation methodsis
encapsulated in the ‘sufficiently certain’ concept.

498 A financial benefit that isto be recsived or provided will be  * .- Leleted: 475- )
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 itisreasonably expected that the taxpayer will receive or
providethe financial benefit. This analysisisto bedoneon
the assumption that the taxpayer will have the financial
arrangement for the remaining term of itslife, or until
maturity. For discussion on what the relevant life of a
financial arrangement is, refer to paragraph 4,74 [schedule, - { Deleted: 56 )
item 1, paragraph 230-120(2)(a)]; and

» theamount or value of the financid benefit is, at that time,
fixed or determinabl e with reasonabl e accuracy [Schedule 1,
item 1, paragraph 230-120(2)(b)].

499  PBoth parts of thetest areintended to ensure that the taxpayer will * -~ {peteted: 450,

only accrue an estimated gain or loss made under afinancia arrangement Formatted: Indent: Left: 1.9 J
where thereis more than a mere expectation that the estimated gain or loss om, Tabs: 34 cm, Listta ]

will actually be made — the expectation must be quite firm,,
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inappropriate where again or loss can be estimated but there exists areal
possibility that the taxpayer may never make the rel evant estimated gain or
loss because of the circumstances that may affect whether or not certain
financia benefitswill actually bereceived or provided. In thissense, the
manner in which contingencies may affect such receipts or payments will
need to be considered,

//{Deleted: ]

4101 Jtwould be equally inappropriate to require ataxpayer to accrue -~ {(peteted: 422. )

an estimated gain or loss where the payment of a particular financial
benefit to be paid or received under the arrangement at a particular time
was certain, but where the amount or the value of the financial benefit
could not be estimated with reasonable accuracy. Notethat it isnot

sufficient that the amount or value of the financial benefit be fixed or
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determinable. 1t must be fixed and determinable with reasonable
accuracy.

4102 Jtisintended that whereall of the finandial benefits under the
financial arrangement are denominated in a particular foreign currency, the
financia benefits are not to be translated into the taxpayer’s functional
currency (generally, the Australian dollar) for the purposes of applying the
tests in subsection 230-120(2) [Schedule 1, item 1, subsection 230-120(8)]. This
requirement isto ensure that, in those particular circumstances,
uncertaintiesin rel ation to exchange rate movements are to beignored in
determining whether the rd evant financial benefits are sufficiently certain.
The special ruleisrequired because the definition of ‘specid accrual
amount’ appliesto amountsthat are to beincluded in the taxpayer’s
assessable income or allowable as adeduction. Thetest asto whether
financia benefits are sufficiently certainis applied prior to determining
whether an amount should be included in the taxpayer’ s assessable
income. Once a sufficiently certain gain or loss has been calculated, that
amount is taken to be a special accrual amount for the purposes of

applying thetranslation rules in Subdivision 960-C of the ITAA 1997
[Schedule 1, item 29, subsection 995-1(1), definition of ‘ special accrual amount’].

When isit reasonabl e to expect that a taxpayer will receive or provide a
financial benefit?

4.103  Thefirst limb of the sufficiently certain test is intended to - l

encapsulate, in a principled way, thelevel of certainty of cash flows which
are expected under the relevant financial arrangement. An analysis of this
typeinvolves an examination of the contingencies which particular
financial benefits are subject to and the extent to which this may affect
payment or receipt of thesefinancial benefits under the arrangement. The
analysisis focused on the probability of whether such benefitswill be
received or provided (if at all). Thisanalysiswill be different from the
analysis of contingencies within the context of the debt/equity borderline.
The design of the accruals/realisation borderline under Division 230 is
distinct from that of the debt/equity borderlinein Division 974 of the
ITAA 1997. Illustrative of this, the accruals/realisation borderline
addresses both derivatives and financing arrangements.

4.104  Theterm ‘reasonably expected' is not defined in thelegislation,

athough its meaning has been contemplated in a number of tax law cases.
In FC of Tv. Peabody (1994) 181 CLR 359 the court stated at 385 that:

‘A reasonabl e expectation requires more than a possibility. It
invol ves a prediction as to events which would have taken place
if the relevant scheme had not been entered into or carried out
and the prediction must be sufficiently reliable for it to be
regarded as reasonable.’
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| 4105 However, how much morelikely than a‘possibility’ is the - /{Deleted: 4.86. ]
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is to not accrue signifi cant unsystematic gains and losses on an unrealised
basis. Another objectiveisto prevent tax deferra. Inthelight of the
context of these joint objectives, there must be quite a firm expectation that
the financial benefit will be provided or received.

4106 The basis on which this expectation sto be considered isnot to -+~ L2e1eted: 497, )
be limited to the form of a particular financia arrangement. Rather,
whether a parti cular financial benefit will be received or provided, based
on the contingency which attaches to it or which it is subject to, isto be
considered by reference to the circumstances surrounding the rel evant
financial arrangement. In particular, the taxpayer isto have regard to:
P Formatted: Tabs: Not at 4 cm
» thetermsand conditions of the financial arrangement;
» accepted pricing and valuation techniques,
+ the economic and commercia substance and effect of the
financiad arrangement; and
+ contingencies that attach to other financid benefits that areto
be provided or received under the arrangement and any
interaction these contingenci es may have with the financia
benefits under consideration.
PR [ Formatted: Indent: Left: 2 J
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4108 Thetermsand conditions of thefinancial arrangement provide -~ {(peteted: 459, )

information on whether theright or obligation in relation to the financial
benefit is subject to a contingency. The effect of the contingency, in
relation to whether or not the financial benefit will actually be paid or
received, can also be determined from an examination of theterms and
conditions of the arrangement. For example, the terms and conditions of a
financial arrangement may require a particular outcome upon which the
satisfaction of a contingency depends. It could be said that the terms and
conditions of the financial arrangement constitutethe ‘legal form’ of the
arrangement.

4109  However, if the determination of whether it isressonableto -~ poteted: a0, )

expect that afinancial benefit isto bereceived or provided under the
arrangement were limited to an analysis of thelegd form of the
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arrangement, this could lead to different tax-timing treatments being
applied to financial arrangements that are equivalent in economic
substance. Thiswould encourage tax arbitrage and tax motivated
practices. To address thisissue, the taxpayer must ook at the substance
and effect of the terms and conditions and also have regard to factors
external to the terms and conditions of the arrangement. Under
paragraph 230-120(3)(a) this concept isto be applied on an objective basis.
For example, in this context, if the terms and conditions of the
arrangement include a contingency that is, in substance, artificia or
contrived, then on an obj ective basis those contingencies would be
effectively disregarded in determining whether it is reasonable to expect
that the financia benefit will be received or provided.

4110  Generally, subsection 230-120(2) requiresthat each financia
benefit be individually tested to determine whether it is sufficiently certain.
The situation may arise where a particular financia benefit, when tested in
isolation to the other financial benefits under the arrangement, would not
be considered to be sufficiently certain. However, when that financial
benefit (the ‘test financial benefit’) is considered together with other
financia benefits (the* group financial benefits’) under the financial
arrangement, contingencies attaching to the test financial benefit may be
nullified by the effect of the group financial benefits. Applying

paragraph 230-120(3)(b), the combined effect of the financial benefits may
be that a sufficiently certain gain or loss of at least a particular amount can
be cal culated in respect of the financia arrangement because the
contingencies attaching to all the financial benefits under the financial
arrangement may, in effect, create sufficiently certain rightsto receive or
obligations to provide. Consistent with the palicy that the substance and
effect of the termsand conditions of a financid arrangement areto be
taken into account, the test financial benefit isto betreated in such
crcumstances asif there were no contingency attaching to it (see

Example 4.4 for further discussion). [Schedulel,item 1,

subparagraph 230-120(3)(a)(iv) and paragraph 230-120(3)(b)]

4111  Theeconomic or commerdial substance and effect of the °
financia arrangement should also be taken into account [Schedule 1, item 1,
subparagraph 230-120(3)(a)(iii)]. This analysis would include consideration of
the circumstances surrounding the financia arrangement which may
involve the in-substance existence of a contingency (whichis not present
in the form of the terms and conditions of the arrangement) which may
affect whether a financial benefit will be received or provided. In this
context, regard could be had to anumber of factorsinc uding:

» prevailing market conditions at the time the financia h
arrangement was entered into or at subsequent materia
events;
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» theintended effect of the financia arrangement as
determined by reference to the intention of the parties
(determined objectively); and

» thenormal commercial understandings and practicesin
relation to similar instruments in the market.

4112  Regard should also behad to generally accepted pricingand ~~ ~ - x:/{De'eted: 4%,

val uati on techniques, and whether such techniques were used to establish { Formatted: Indent: Left: 1.9 J
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benefits [Schedule 1, item 1, subparagraph 230-120(3)(a)(i))]. Thisisanecessary

consideration when determining whether a financial benefit can be

reasonably expected to be received or provided because, where appropriate

and accepted pricing or valuati on techniques have been used, the pricing,

or valuation, of afinancial benefit may be indicative of the nature of a

contingency that affects the right to receive or the obligation to provide the

relevant financia benefit.
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provide, afinancial benefit, the existence or satisfaction of whichis
affected by a contingency (considered in the context of the other rights and
obligations comprising the financial arrangement), and the cost of such a
financia benefit islower than may be expected for a comparable and
certain financial benefit, this could indicate that a genuine contingency
existed (the outcome of which was uncertain). Hence, it may not be able
to be said that on an objective basisthere is a reasonabl e expectation that
the financial benefit will bereceived or provided, such that it could be
considered sufficiently certain.

What ismeant by ‘fixed or determinable with reasonable accuracy’ ?

4114 A finandia benefit will only betreated asbeing sufficiently ~ *- | Deteted: 455 )

certain where there is areasonable expectation that the financial benefit T Formatted: Indent: Left: 1.9 ‘
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or determinable with reasonable accuracy [Schedule 1, item 1,

paragraph 230-120(2)(b)]. The extent to which the value of the financial

benefit can be estimated, or can be said to be fixed or determinabl e with

reasonabl e accuracy, depends on a number of factors. Factors to which the

taxpayer should have particular regard are:
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» thetermsand conditions of the financial arrangement;

» whether accepted pricing and valuation techniques were used
or arerelevant in determining the value of thefinancia
benefits;
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 theeconomic or commercial substance and effect of the |
financiad arrangement; and

+ the contingencies that attach to the other financial benefits |
that areto be provided or recel ved under the arrangement.

[Schedule 1, item 1, subsection 230-120(3)]
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4116  Jnan accounting context, a ‘fixed or determinable payment in lx/{De'eted: 497

respect of held-to-maturity instruments, and | oans and recei vabl es, means
that a contractua arrangement defines the amounts and date of payments
to the holder, such as interest and principal payments. Such payments
would & so be considered to be ‘ fixed or determinable with reasonable

accuracy’ for the purposes of Division 230.
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4.117  Contingencies will not only affect whether it is sufficiently
certain that afinancial benefit will bereceived or provided — the amount
or value of a financia benefit may aso be the subject of a contingency or
uncertainty. A contingency only in respect of vaue, in itself, will not
aways preclude the value of afinancial benefit from being fixed or
determinabl e with reasonable accuracy (parti cularly due to the application
of the assumptionsin subsecti ons 230-120(4) and (5)). Additionaly, if the
value of afinancial benefit isnot specifically stated in the terms and
conditions of the financial arrangement, but the taxpayer can nonethe ess
estimate with ‘ reasonabl e accuracy’ the likely value of that financial
benefit, (eg, by referenceto other financia benefits) then the requirements
of paragraph 230-120(2)(b) are satisfied.

Holding certain variables constant

4118 Jnapplyingthe‘sufficiently certain’ testin - |- {odteted: ase.
subsection 230-120(2), certain assumptions are required to be made. The { FOV?agt?di L”de”ti_ Leﬂib 19 J
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afinancia benefit can be said to be fixed or determinable with reasonable
accuracy. Where cd culation of a financial benefit relies on a certain type
of variable (such asa floating interest rate) or arate of change of atype of
variable (such as a CPl), thetaxpayer is required to assumethat the
variable will remain constant at the valueit had at the particular time at
which the test was applied. [Schedule1,item 1, subsections 230-120(4) and (5)]
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| 4119  Theinception of the financial arrangement isnot necessarilythe | Deleted: 4.100. )
only timeat which-theva ue-of-a partieular variable sheutd betestedto - - -~
determinewhether it is fixed or determinabl e with reasonabl e accuracy
under paragraph 230-120(2)(b). For instance, therelevant financid benefit
may be subject to a contingency so that it is not reasonableto expect the
financia benefit will bereceived or provided at the start of the
arrangement — such a contingency may subsequently be resolved, so that
at alater time, and by virtue of the assumpti ons in subsection 230-120(4)
or (5), thefinancia benefit becomes sufficiently certain. The valuethe
variable has at the timethe financial benefit becomes sufficiently certainis
the value that should be held constant for the purposes of cal culating the
amount of the sufficiently certain overall or sufficiently certain particular
gain or 10ss. [Schedule 1, item 1, subsection 230-120(6)] - { Deleted: sufficiently certain

e ///{Deleted: 4101, ]

requires are-estimation of thegain or loss previously estimated, the
assumptionsin re aion to the variables to which subsections 230-120(4)
and (5) applied must bere-examined. The value which isto be hdd
constant for the purposes of a fresh determination of the gain or loss under
the re-estimation provisionsis the value of the varigble at thetime that the
re-estimation istriggered.

| 4121 Only thosevariables referred to in subsections 230-120(4) .~ petotea: 4102 J
and (5) are required to be held constant. From apolicy perspective, itis
considered that it is appropriateto require such variables to be hed
constant because:
| « thevariables specifically referred to are considered tobe = [ Formatted: Tabs: Not at 4 cm J
relatively ‘stable, in that their values areless likely to
fluctuate over alarge range, in the short to medium term;
|  thevariables are considered to be those which generally
increase over time, such that the value estimated at the
relevant test time would generally be the minimum va ue for
that variable over thelife of theinstrument; and
‘ » thevariables can bereliably measured.
Further examples of sufficiently certain gainsor losses
| 4122 Byway of further guidance, the following examplesprovide -~ Leleted 4103. )
illustrations of the sufficiently certain overal gain or loss, and the T FOV”T“agt?dé L”de”ti_ Leﬂib L9 ‘
| Sufficiently certain particular gain or loss, concepts and consider —for (SR S0 9B
some of the more common type examples — whether the accruals or - Deteted: particuar )

realisation methods are appropriate.
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Example4.3: Sufficiently certain overall gain or loss— CPI-linked |//{Deleted: Example 4.3 ]
bond e -

On 1 July 2010, Hristina Co, a company with a turnover of $3
billion, purchases a five-year security with a face value of
$100,000 from Jen Co. HristinaCois entitled to receive an
annual coupon of 7 per cent plus any percentage increasein the
Australian CPI. Aswell, Jen Cois obliged to pay Hristina Co
the face val ue of the bond ($100,000) at the end of the five
years. The CPI increased by 2.0 per cent in 2010. The historical
volatility of the CPI is very low. Based on history, and
anticipated stable monetary policy settings, the CPI is expected
to increase by between 2 and 3 per cent per annum over the next
five years.

It wasillustrated in Example 2.3 that a CPI-linked bond (that
was similar to the one purchased by Hristina Co), is taken to be
one arrangement — whi ch satisfies the definition of ‘ cash
sdtlable financial arrangement. Thisis because the rights and
obligations under an index-linked bond — being the right to
receive the coupon payments, as adjusted for the index
movement and theright to receive the face value of the bond on
maturity — are all cash settlable (subsection 230-50(2)).

The accruals method will apply to gains or losses from the bond

if thereis asufficiently certain overal gain or loss or a

sufficiently certain particular gain or loss, madefromthe |-~ { peleted: particuar )
financia arrangement (section 230-105). The sufficiently

certain gain or loss is calcul ated by reference only to financial

benefits that are sufficiently certain (subsection 230-120(1)) (see

paragraph 497 for further discussionp. - { Deleted: 106 ]
A financial benefit is sufficiently certain if:
 itisreasonably expected that Hristina Co will receivethe
financia benefit (assuming Hristina Co will continueto have
the CPI-linked bond until redemption — that is, for thelife of ( — )
the arangement), (paragraph 230-120)(@); and o\ ormaned o 1
» theamount, or value, of the financia benefit is fixed or
determinabl e with reasonabl e accuracy ( r—— )
(paragreph 230-120Q)0). .~ | e R

Certain assumptions are required to be made in determining
whether a particular financial benefit is sufficiently certain. In
particular, if the financial benefit depends on the changein a
variablethat is based on the CPI then therate of change of that

{ Formatted: right footer, Left J
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variabl eis taken to continue to be the rate of change for thelife

of thefinancid arrangement (subsection 230-120(5)), Hence, - [ Formatted: Font: 11 pt

for the purposes of determining if the coupon payments are
financid benefitswhich are sufficiently certain, this assumption
is applied to ensure that the coupons will satisfy the fixed or
determinabl e with reasonabl e accuracy test in paragraph 230-
120(2)(b).

Taking into account the terms and conditions of the
arrangement, and the economic or commercial substance and
effect of the arrangement, each of the financial benefits to be
received under the arrangement are sufficiently certain

(subsection 230-120(2)),, Thisis becausethe financia benefit - [ Formatted: Font: 11 pt

which isthe coupon payment that is paid each year istaken to be
9 per cent — 7 per cent guaranteed, plus the 2 per cent increase
in the CPI, which is assumed to continue to have the samerate
of increasethat it had at the time at which it is determined
whether the financia benefits are sufficiently certain, as per
subsection 230-120(5) — and Hristina Co is guaranteed to
receive the face value of the bond at maturity. Hence, Hristina
Cowill make asufficiently certain overal gain from the
arrangement of at least a particular amount, under

subsection 230-110(1).

- { Deleted: Example4.4:

Example 4.4, _Sufficiently certain particular gain or loss— Particular sufficiently

exchangeable note

On 1 January 2009 Company A issues 2,000 exchangeable notes
at par, each with aface value of $1,000, representing a total
investment of $2 million to Company B. Theterms and
conditions of the exchangeable note provide for interest to be
paid annually, at afixed rate of 6 per cent per annum. At the
end of year three, at the holder’s option, either the issuer will be
required to redeem the notes for their face value plus 5 per cent
(ie, $2.1 million), or the notes could be exchanged for a
specified number of shares in athird party company, Company
C. Company C’'s shares arelisted on the Australian Securities
Exchange (A SX).

Company A has an annua aggregated turnover of $200 million
and Company B has an annual aggregated turnover of $300
million. Neither Company A, nor Company B, has the sole or
dominant purpose of entering into the exchangeable notes to
deliver or rece ve the shares. Company B has not made any of
the el ections available under Division 230.
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For the purposes of theillustration, the commentary bel ow will
focus on the tax consequences for Company B.

I sthe exchangeable note a cash settlable financial
arrangement?

The characteristics of the exchangeabl e note are very similar to
those of the convertible notein Example 2.2. In that example, it
was established that the convertible notewas asingle
arrangement. The same reasoning would gpply in this case —
such that the exchangeabl e notes are also each asingle
arrangement. In particular:

» theterms and conditions indicatethat the arrangement, whilst
having the same effect as its separate components, must be
dealt with together, and contain no provision for the separate
assignment of the various embedded rights and obligations

+ therights and obligations under the notes were created under
the one arrangement, at the sametime, and will extinguish

it would be reasonableto assumethat Company B intendsto
dea with its rights and obligations under the note together,
and not separatey. (For the holder of such an exchangeable
note, objectively it may be concluded that the general and
principal purpose of entering into the exchangeable note isto
benefit from both the annual interest payments and from
holding aright to shares, the value of which may appreciate
in the future, after theright is exercised and the shares are
acquired) (subsection 230-60(4)),
Under this arrangement Company B has the right to receive cash
coupon payments and, upon maturity, aright to the redemption
amount — which isto be satisfied by receiving a payment of
money. Both of these rights are cash settlable (paragraph 230-
50(2)(a)). Company B also has aright to receive shares under
the arrangement — that right is still arelevant right even though
it issubject to a contingency. Theright isthe exercise of the
option by Company B (paragraph 230-90(a)). Theright to
receive shares is a cash settlabl eright, becausethere is a market
for the shares which has a high degree of liquidity and the shares
constitute theright to receive the financial benefit. Company B
also did not have asits sole or dominant purpose for entering
into the arrangement its purchase or usage requirementsin the
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ordinary course of its business (subsection 230-50(1) and
paragraph 230-50(2)(g)).

Hence, each of the exchangeabl e notes is a cash settlable
financid arrangement for the purposes of Division 230.

Istherea sufficiently certain gain or loss?

Given Company B has not made any of the d ections under
Division 230, the gains or losses from the exchangeable notes
may be subject to either the accruals or realisation methods. The
accruals method will apply to gains or losses from the
exchangeable noteif there is asufficiently certain overall gain or
the arrangement (section 230-105). Thesufficiently certain gain
or lossis cal culated by reference only to financid benefits that
are sufficiently certain (subsection 230-120(1)).

A financia benefit is sufficiently certain if:

 itisreasonableto expect that Company B will receive or
providethe financial benefit (assuming Company B will
continue to have the exchangeabl e notes until redemption —
ie, for the estimated life of the arrangement)
(paragraph 230-120(2)(a)); and

» theamount or value of the financia benefit isfixed or
determinabl e with reasonabl e accuracy
(paragraph 230-120(2)(b)).

Taking into account the terms and conditions of the
arrangement, and the economic or commercial substance and
effect of the arrangement, the interest payments can be said to be
sufficiently certain (subsection 230-120(2)). Thisis because at
the start of the arrangement, it is reasonable to expect that
Company B will rece ve an amount of interest that is
determinabl e with reasonabl e accuracy — this is because the
amount of interest is ableto be calculated as 6 per cent of the
origind amount invested.

The financial benefits which are represented by the sharesin
Company C, and the redemption amount, are not sufficiently
certain when taken on an individual basis. However, Company
B isrequired to have regard to contingencies which attach to
other financial benefits under the arrangement (subparagraph
230-120(3)(a)(iv)). Thismeansthat, in determining whether the
financia benefit represented by the redemption amount is
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sufficiently certain, Company B is required to take into account
the effect of the right to the sharesin Company C. When the
effect of the contingencies attaching to each of the financia
benefitsistaken into account, it could be objectively concluded
that at the end of the arrangement Company B would make a
gain of at least $100,000 — thisisthe gain made where the
redemption amount, as opposed to the shares, is taken.

Thisis because at the start of the arrangement, although the
amount of theactual gain made by Company B cannot be
calcul ated — because this would depend, amongst other things,
on the value of Company C’ s shares at the time of redemption
— Company B would not choose the shares if the market value
of the shares gaverise to a gain that was |ess than $100,000.

For the purposes of determining whether the right to the
redemption amount is sufficiently certain, it is appropriate to
treat that financial benefit asif it were not contingent (paragraph
230-120(3)(b)). Therefore, it could be said, on the basis of this
required assumption, that it is reasonable to expect that the
redemption amount will be received at the end of the
arrangement.

It isalso reasonabl eto attribute the cost of the exchangeable
notesto the final redemption amount. Hence, there will bea
sufficiently certain overall gain made from the exchangeabl e
notes of at least $100,000.

Further, the rulein subsecti on 230-75(3) applies to the interest
payments. Under thisrule, which appliesin calculating a
particular gain or loss under the accruals method, the receipt of
an amount of, in the nature of, or in substitution for, interest,
will represent againin its entirety (see Chapter 3 for further
discussion of thisrule). Were there no sufficiently certain gain,
theinterest payments would still be accrued because of the
operation of subsection 230-75(3). However, in this situation as
thereis dearly an overall sufficiently certain gain the interest
payments will form part of the overall sufficiently certain gain,
which is required to be accrued.

Both the sufficiently certain overall gain of $100,000 and the

sufficiently certain interest payments are to be brought to

account over thethree-year term of the notes on a compounding

accruals basis. | Deleted: 4.104. )
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determinabl e with reasonable accuracy. Thefinanca benefits under the

financial arrangement may be the subject of amaterial contingency.

Therefore, any gain or |oss under the arrangement cannot be determined

with sufficient certainty. Rather, any gains or |osses should be subject to
‘ the realisation method.

4124 Generally, for comparison and reference, consider the caseof an -+~ | O¢Ieted: 4105, )
ordinary share traded on a stock exchange. (Notethat ordinary shares are
‘equity interests and generally are not subject to Division 230 except
wherethe fair value or financial reports e ection applies [Schedule 1, item 1,
| paragraph 230-45(2)(e)]), Typicaly, an ordinary shareissubject tordatively -

Formatted: ‘
high price volatility, and the value of their expected future financial base-text-paragraph Char3
benefits is relative y uncertain; the gains or | osses from holding the share

aresimilarly uncertain. Hence, afinancial arrangement where the rel evant

financial benefits are directly linked to movementsin an individual share

price, or with returns (financial benefits) that are as uncertain as the returns

on an ordinary sharethat is traded on the ASX, would ordinarily not be

subject to the compounding accruals methodol ogy.

4125  Furthermore, in the case of afinancia arrangement wherethe -~ {peteted: 4106 )

rel evant values of the financia benefits are directly linked to movements
in abroad-based share priceindex (such as the ASX All Ordinaries Index),
or are as uncertain as are the returns based on that index, such gains or
losses would not ordinarily be subject to compounding accruas treatment,

but would instead be brought to account on arealisation basis.

Calculation of a gain or loss

| 4126  Asdiscussed in Chapter 3, to work out if thereis again or loss t:x:/{De'eted: 4107 J

arising from a financial arrangement, ataxpayer is generally required to | Formatted: Indent: Left: 1.9
| cm, Tabs: 3.4 cm, List tab
compare:

| « thefinancia benefits which the taxpayer has provided, or ~ *~ Formatted: Tabs: Not at 4 cm ‘

which areto be provided, or rights to financid benefits
surrendered under the financial arrangement (the ‘cost’); with

| + thefinancia benefits which are received, or which areto be
received, or the obligationsto transfer financia benefits
under the financia arrangement (the ‘ proceeds’).

| 4127  The comparison recognises that again or loss, for the purposes of * - -~ { Deteted: 4.108. )

Division 230, isanet concept. Asisdiscussed in Chapter 3, thereisa T Formatted: Indent: Left: 1.9 ‘
requirement that the taxpayer make a reasonabl e (in other words, an cm, Tabs: 3.4 cm, List tab

obj ectively supportabl €) allocation of costs to proceeds. In particular,

subsection 230-120(1) requires that for the purposes of Division 230, to

determine whether again or lossis sufficiently certain at a particular time,
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only those financial benefitsthat are sufficiently certain to be received or
provided under the arrangement can be taken into account, unless gains or
losses whi ch are not sufficiently certain may lead to an over-accrual of a
sufficiently certain gain or | oss (see earlier discussion). In thissense, the
test in subsection 230-120(1) is focused on those financid benefits that are
yet to bereceived or provided. It does not necessarily preclude, in the
calculation of therelevant gain or 1oss, the taxpayer from taking into
account financid benefits aready received or provided under the
arrangement. Such financial benefits are, by the very fact that they have
been provided or received, taken to be certain for the purposes of
determining whether again or lossis sufficiently certain at a particular
time — although such financial benefits, or part thereof, should not be
attributed or included in the cal culation of asufficiently certain gain or
loss morethan once. [Schedule 1, item 1, subsection 230-120(9)]

I//{Deleted: 4109, )

certain overal gain or loss requires that the entire value of the costsof the ~ { Deleted: 50 )
arrangement be attributed to those financial benefits that are sufficiently

certain at the start of the arrangement. The concept of aparticular gain or

loss necessarily requires that the financia benefits which represent the cost

of the financial arrangement be reasonably attributed to the sufficiently

certain financial benefit that will give riseto again or |0oss [Schedule 1,

item 1, sections 230-75 and 230-80]. Whether the attri bution of those financial

benefits provided is reasonabl e is determined by taking into account the

factorslisted in subsection 230-75(4). Chapter 3 further discusses the

attribution process.

///{Deleted: 4.110. ]

[Schedule 1, item 1, paragraph 230-115(2)(b)]. Practically this will mean that
wherethereis a sufficiently certain overall gain or loss calculated for a
financial arrangement with reference to some, but not all, of thefinancial
benefits which areto be received (because some of those financial benefits
are not sufficiently certain at the start of the arrangement), then once those
financia benefits become suffic ently certain, the amount of thegain or
loss on that financial benefit will reflect the entire value of the financial
benefit. Thisisbecauseall of the cost of the financia arrangement would
have been attributed to the cal culation of the sufficiently certain overall
gain or loss.

disregarded when cal culating agufficiently certain particular gainor loss | - { Deleted: particular ]

The compounding accruals method

| _{ peteted: 4111.

are sufficiently certain to occur [Schedule 1, item 1, section 230-105]. In order | Formatted: Indent: Left: 1.9
cm, Tabs: 3.4 cm, List tab
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to ‘spread’ the sufficiently certain gain or loss, the taxpayer needsto
establish:

-

» aperiod over which the gain or loss should be spread;

» themethod used to alocate thegain or loss to particular
intervals within the period established; and

» how towork out an allocation of part of again or lossthat is
allocated to an intervd that straddl es two income years.

Period over which the gain or lossisto be spread

Relevant period for a sufficiently certain overall gain or l0ss

4.131 )fitisestablished that thereisasufficiently certain overal gain ™ -

or loss from a financia arrangement, that gain or lossis to be spread
(recognised) over aperiod that starts when the taxpayer startsto have the
financial arrangement and ends when thetaxpayer ceases to have the
financial arrangement. [Schedule 1, item 1, subsection 230-130(1)]

4.132  Jnsome instances, the period over which thefinandal
arrangement is held will not be known at the start of the arrangement —
for example, in the case of financid arrangementsthat last in perpetuity.
For the purposes of determining the start and the end of the arrangement,
the taxpayer must assume that they will continueto have the financial
arrangement for therest of thelife of the financia arrangement [Schedule 1,
item 1, subsection 230-130(1)]. Hence, thelife of such afinancial arrangement
starts at the time the taxpayer acquires or creates the arrangement and ends
in perpetuity.

4.133 Theperiod stated in paragraph 4,136 is the appropriate period

~~~{ Deleted: 112

over which the overal gain or | oss should be spread because, consistent
with the genera policy underpinning the accruals method in

Subdivision 230-B, thisisthe period to which that overall gain or |oss
rdates. Thispolicy is encapsulated in the principles stated in the
However, where all financid benefits become sufficiently certain
following the start of a financial arrangement, such that the overall gain or
loss, or gain or loss of at least aparticular amount, arising on the financia
arrangement becomes known with sufficient certainty, that gain or loss
from the time at which it becomes certain to thetime at which the
arrangement matures, or for therest of itslife, as per

paragraph 230-110(2)(a).
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Therelevant period for a sufficiently certain particular gain or lossthat
arises from a financial benefit

4‘1//{Deleted: 4115, )
arises from aparticular financial benefit, the relevant period over which T Formatted: Indent: Left: 1.9 ‘
that gain or lossisto be spread is the period to which the gain or loss cm, Tabs: 3.4 cm, List tab
rdaes. In determining the period to which that gain or loss relates, regard

must be had to the pricing, terms and conditions of the financial

arrangement [Schedule 1, item 1, subsection 230-130(2)]. The pricing, terms and

conditions, amongst other considerations, will give an indication of what

the financial benefit was provided for or received for, and hence a

reference point to which period that financial benefit relates. Under the

to arise from that particular financial benefit, and so, generally, the period
to which the financia benefit relates would also bethe period to which the
particular gain or loss rd ates, except in cases of deferral of payment where
the time vaue of money may not be fully refl ected.

4.135  Despitethe general requirement to allocate thegain or lossto the
period to which it rel ates, a specific boundary is placed on when that

period can start and when that period can end. The period over which the
sufficiently certain gain or lossisto be spread must not start earlier than
the time at whi ch the taxpayer starts to have the financial arrangement nor
earlier than the beginning of theincome year in which the gain or loss
becomes sufficiently certain [Schedule 1, item 1, subsection 230-130(3)].
Additionally, the end of the period over which thegain or lossisto be
spread must not end | ater than:

Formatted: dot point, No
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 thetimethe taxpayer will ceaseto havethe financia
arrangement [ Schedule 1, item 1, paragraph 230-130(4)(a)];

 theend of theincome year in which the particular financial |
benefit that givesriseto thegain or lossis to be received or
provided [ Schedule 1, item 1, subparagraph 230-130(4)(b)(i)]; O

» theend of theincome year during which the right or |
obligation (the cessation of which givesriseto the gain or
loss) isto cease [Schedule 1, item 1, subparagraph 230-130(4)(b)(ii)] .

- Deleted: Example4.5 ]

Spices Ltd invests $1,000 into athree-year debt interest on

30 June 2010. Theterms providethat if the profitsin Tech Co
areat acertain leve on 30 June 2012, then on 30 June 2013,
$2,000 is payabl e on redemption.
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| Deleted: 2007

Assumethat the profits of Tech Co achievethelevels required
on 30 June 2012.

In the present case, thereisasufficiently certain gain for Spices
Ltd under thefinancial arrangement determinable at 30 June
2012. On 30 June 2012, it isreasonably expected that Spices
Ltd will receive afixed and determinabl e amount of $2,000.
This financia benefit is therefore sufficiently certain. Itis
reasonabl eto attribute the entire cost of the debt interest to the
financia benefit that becomes sufficiently certain on 30 June
2012. Hence, at that timeit is sufficiently certain that Spices
Ltd will make aparticular gain of $1,000.

Consistent with the period specified in subsection 230-130(4),
the period will end on 30 June 2013 — thetime a which Spices
Ltd will redeem the investment and hence thetime at which
Spices Ltd will receivethefinancia benefit.

Having regard to the pricing, terms and conditions of the

financia arrangement, the period over which the sufficiently - { Deleted: particular

certain particular gain of $1,000 is to be alocated will
commence on 1 July 2011 (the start of the income year in which
the gain becomes sufficiently certain (paragraph 230-130(3)(b))
and end on 30 June 2013 (paragraph 230-130(4)(b)).

How the gain or lossis spread

_{ peteted: 4.117.
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4.136  Once the entire period over which therelevant gain or loss

should be spread is determined, the method used to spread that gain or loss
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4137  Onthe other hand, ataxpayer may use a different method, the

J

results of which approximates those obtained under the specified
compounding accruals method [Schedule 1, item 1, paragraph 230-135(2)(b)].
The gain or loss must be allocated to interval s that are the same length and
do not exceed 12 months. However, the first and last interval may be
shorter than the other interval S [ Schedule 1, item 1, subsection 230-135(3)].

_{ Deleted: 4.118.

Fixing of amount and rate for interval

4,138 Inallocating thegain or lossto an interval it is necessary to
determine therate of return and the amount to which the rate of returnisto

be applied for a given interval [Schedule 1, item 1, subsection 230-135(2A) &
(3A)L.
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4,139 The amount to which the rate of returnisto be applied can be
adjusted for reasons other than a fresh all ocation of the gain or [oss under
paragraph 230-160(5)(a). 1n determining the amount it is necessary to
have regard to both the amount (or value) and timing of the financial
benefits that are to be taken into account in working out the gain or [0ss
that is to be allocated to each interva and were provided or received by
you during theinterval [Schedule 1, item 1, subsection 230-135(3B). An example
of the application of thisisruleis where aborrower has made an early
repayment of part of the principal on a home or personal loan that has the
effect of reducing the current outstanding amount to which the interest rate
on theloan isto be applied in alocating the gain or loss for that interval.

4140  Whichever method is chosen, the method isto be applied to h

spread the gain or loss on the assumption that the taxpayer will continueto
havethe financia arrangement for the rest of the arrangement’s life.
[Schedule 1, item 1, subsection 230-135(4)]_An exception to thisrule appliesto
‘portfolio fees' asdiscussed at paragraphs 4.149 to 4.162.

4141  Generally, to apply the compounding accruals method, a _
taxpayer estimates the rate of return (the discount rate) that equates the net
present value of all relevant cash flows (financia benefits) to zero. A
taxpayer applies that rate to theinitia investment, to provide an estimated
year-by-year gain which forms the basis for taxation. Although the
discount rate is determined by reference to net present values,

Division 230 applies to gains or losses so that the total nomind gains or
losses are brought to account [Schedule 1, item 1, subsections 230-75(1) and
230-80(1)]. However, in making such an alocation of the gain or loss to the
re evant intervals, regard must be had to the financia benefitsthat areto
be provided or received in each of those intervals [Schedule 1, item 1,

giveriseto an overal gain, the allocation of parts of that overall gainto al
of there evant intervals should take into account the fact that these
paymentswill be madein the intervals towards the start of the
arrangement.

4.142  For the purposes of applying the compounding accruals method,
thelength of a particular compounding interval isnot prescribed, but it
cannot exceed 12 months [Schedule 1, item 1, paragraph 230-135(3)(a)]. Each of
theintervals must be of the same length, except for thefirst and last
interval which may be shorter than the other intervals used [Schedule 1,

item 1, paragraph 230-135(3)(b)]. Thefirst and last interval may be shorter than
the other intervals during the accrual period because the financial
arrangement may have been created or acquired part way through the
financial year of thetaxpayer, and not a a designated interval. Equally,
the rd evant financial arrangement may cease partway through an interval
period. For example, adesignated interval may be athree-month period,
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consistent with afinancial quarter. That is, an interval might have
otherwise started on 1 July and ended on 30 September. However, the
financia arrangement may have been acquired on 10 August. The
taxpayer could still useintervasthat are consistent with afinancial
quarter, but the first interva will be from 10 August to 30 September — a
lesser period that the other intervals in the accrual period.

- { Deleted: Example 4.6

bond without a periodic payment

John Doe invests $100 in a zero coupon bond that will pay $120
at maturity in four yearstime. The bond sati sfies the definition
of ‘qualifying security’ for the purposes of Division 16E in the
ITAA 1936. Thebond, by itsterms, satisfiesthe definition of
‘financia arrangement’ for Division 230 purposes.

- -~ Formatted: Indent: Left: 2

Figure4.1: Zero coupon bond — representation of the holder’s N om

financial benefits $

l Time

$

Thisis represented diagrammatically in Figure 4.1 by the return
of theinvestment extending beyond the cost (shown as the small
horizontal dash).

This bond would be subject to the compounding accruals
method becausethereis asufficiently certain overall gain that
arises at the time the bond startsto be held by John Doe. The
overall gainis sufficiently certain becauseit isreasonable to
expect that, assuming John Doe holds the bond for itslife(ie,
until maturity) the financial benefitswill be received under the
arrangement and those benefits have a fixed value (section 230-
120). For the purposes of accruing the gain, John Doe has
chosen a 12-month compounding peri od.

To work out the part of the overall gain or loss that isto be
recognised in each income year:

» Estimateall cash flows asin column (c) of Table4.1.
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» Calculatethediscount rate at which the net present value of
those cash flowsis zero. Thisdiscount rateis aso known as
theinternal rate of return, or the effective interest rate. In
this exampleit is4.66 per cent per year.

» Apply thediscount rateto the cost of the financia
arrangement on a compounding basis to create column (b).

Thisisthegain or loss from the compounding accruals method
each year. Effectively thegain of $20is spread on a
compounding accrual s basis over the four-year period as shown

in column (b).
Table4.1, Accrual of sufficiently certain overallgain
Year | Amortised | Accrued Cash Amortised cost (year -
cost (year interest flows end)
start) due
@ (b) (© (@ + (b) - (9

0 $0.00 $0.00 | —$100.00 $100.00

1 $100.00 $4.66 $0.00 $104.66

2 $104.66 $4.88 $0.00 $109.54

3 $109.54 $5.11 $0.00 $114.65

4 $114.65 $5.35 $120.00 $0.00

Methods other than a compounding accrual s method

-

method may be used to spread a sufficiently certain gain or |oss where the
outcome under that method approxi mates the outcome under the
compounding accruals method. The focus of the provisionisin relation to
the method used and not only the result from the application of that
method. This means that taxpayer will not have to do two separate

calcul ations — one under the prescribed method, and one under the
aternative method — as long as the aternative method can be shown to
have approximated what would have been the outcome under the
compounding accruals method.

4.144  Indetermining whether a method gives riseto resultswhich
approxi mate those obtained under the compounding accruas method,
regard must be had to the length of the period over which thegain or loss
istobe spread. For example, the straight-line spreading method could be
used for short-term financial arrangements, such as 90-day hills or
arrangements which pay interest at |east annually, and which have been

acquired for face value. [Schedule 1, item 1, paragraph 230-135(2)(b)]

175

/,{Deleted: Table4.1: ]
- { Formatted Table J
{//{Deleted: 4.121 - ]

"'| Formatted: Indent: Left: 1.9
cm, Tabs: 3.4 cm, List tab

l//{Deleted: 4122, )

{ Formatted: right footer, Left J




| Deleted: 2007

‘ Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

| 4145  Generdly, thegain and loss worked out under the compounding { Deleted: 4.123.

accruals method will bethe same-asthe-amounts cal cutated-under-the- ---- -~
‘effectiveinterest rat€ method required by AASB 139. The opportunity to
usethe' effective interest rate’ method for the purposes of applying the
compounding accruals method accords with the objective of minimising
compliance costs for taxpayers wherever possible. [Schedule1, item 1,

paragraph 230-100(b)]

_{ Deleted: 4.124.

4.146  Theeffectiveinterest rate method is amethod of calculating the
amortised cost of a financial instrument and of alocating the interest

income or interest expense over the relevant time period (usually theterm

of the financial instrument). In most cases, the financial instrument that is
captured under AASB 139 will bethe same as the financial arrangement

that is subject to Division 230.

4147  The'effectiveinterest rat€ istheratethat exactly discounts - Deteted: 4.125.

estimated future cash payments or receipts through the expected life of the
financial arrangement, to the net carrying amount of the financial
instrument. When calculating the effective interest rate, an entity shall
estimate cash flows considering all contractua terms of the financial
instrument but shall not consider future credit losses. The calculation
includes al fees and points paid or received between partiesto the contract
that are an integral part of the effective interest rate, transaction costs, and
other premiums and discounts (Paragraph 9 of the AASB 139).

_ ,{ Deleted: 4.126 .

| 4.148  The requirements of the compounding accruals method replicate
those € ements of the effectiveinterest rate method. For example, itis
specifically stated that financial benefits received and provided under a
financial arrangement to another party are specificaly included in the
financial arrangement if it isintegral to determining whether the taxpayer
has again or loss from the arrangement_or the amount of such gain or oss.
[Schedule 1, item 1, section 230-65]

Election to spread part of an overall gain or loss froma financial
arrangement that arises from portfolio fees wher e the financial
arrangement is part of a portfolio of similar arrangements

4,149 Generaly, if it is established that thereis asufficiently certain
overdl gain or loss from a financial arrangement, that gain or lossisto be
spread (recognised) over aperiod that commences when the taxpayer starts
to have the financial arrangement and ends when the taxpayer ceases to
havethefinancia arrangement (as discussed at paragraphs 4.72 to 4.74)
[Schedule 1, item 1, subsection 230-110(1) and subsection 230-130(1)].

4150 However, thisrule has been modified by way of anirrevocable
e ection in circumstances where the overall gain or | oss from the financial
arrangement arises in part from fees referred to as ‘ portfolio fees and the
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financial arrangement is part of a portfolio of similar financia
arrangements [Schedule 1, item 1, section 230-137, paragraphs 230-138(1)(a) and (f)
and subsection 230-138(4)].

4,151 Inthese cases, the portfolio fees from the financial arrangement
are spread over the average life of the portfolio rather than from the period
the financial arrangement started and ceased to be held [Schedule 1, item 1,
subsection 230-138(3) & (5)]. An example of a portfolio of similar financia
arangements is a portfolio of similar home loans held by abank. An
application or establishment fee payable on the homeloan is an example of
aportfolio fee to which the modified accruas rul e applies.

4,152 The€dection can only be made for an income year if the
taxpayer has prepared audited financial reportsin accordance with the
accounting standards (or comparabl e standards) [Schedule 1, item 1, subsection
230-137(1))]. The e ection applies to financid arrangements that the
taxpayer startsto havein the year of the election or subsequent years
following the € ection [Schedule 1, item 1, paragraphs 230-138(1)(a)& (b)]:

4,153 Thedection applies only to portfolio fees arising from a
financial arrangement that is part of a portfolio of similar financial
arrangements [Schedule 1, item 1, subsection 230-137(2) and 230-138(3)]. What is
meant by ‘similar’ in the context of a portfolio of financia arrangementsis
to be determined by reference to the terms, conditions such astenure,
pricing and risk profile of the financial arrangements. An example could
be a portfolio of similar home mortgages or credit card rece vables hed by
abank or financial institution.

4154  The 'portfolio fees arethose feesthat (in the absence of the
‘portfolio fee' eection) would form part of the overall gain or loss from
the financial arrangement under section 230-110(1) [Schedule 1, item 1,
paragraph 230-138(1)(c)]. Specifically, for the purpose of the portfolio fee

€ ection, that part of the overall gain or loss arising from the financia
arrangement to the extent that it arises from thefeesis treated as a separate
overall gain (feesgain or loss) from the financia arrangement [Schedule 1,
item 1, subsection 230-138(2)].

4,155  Further, the fees must play an integral rolein determining the
amount of the overall gain or loss from the financia arrangement. What is
integral is determined by the nature and rol e of thefeein relation to the
financial arrangement that gives riseto the overall gain or |0ss. [Schedule 1,
item 1, paragraph 230-138(1)(e)].
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The net fees are not significant relati ve to the amount of the overal gain
or loss from the financial arrangement

4156  The net amount of the portfolio fee must not be signifi cant
reative to the overall gain or loss from the financial arrangement. The net
feeis used because portfolio fees include both fee (income) and costs
(expenses). Examples of typical feesthat would beincluded in aportfolio
of fees are establishment fees, |egal fees, search fees, brokerage
commission (costs), and valuation (costs).

4,157 Astheportfolio treatment of fees will modify the genera rule
relating to the period over which thegain or loss is spread (in some cases
shortening the ‘spread’ period) it is areguirement that the net portfolio
fees areinsignificant relative to the overall gain or loss (that exdudes the
net portfolio fee) from the financia arrangement (which typicaly mainly
consist of interest income). What is not significant is determined on an
obj ective basis depending on the facts and circumstances, for example it
could be said that net portfolio fees of $1000 on a home loan which gives
riseto interest income of $100,000 would not be significant relative to the
overall gain ontheloan. The testing time for determining whether the net
feeisinsignificant is at the start of the financial arrangement [ Schedule 1,
item 1, paragraph 230-138(1)].

How isthe average life of the portfolio determined

4,158 The peiod over which thefees are spread is the averagelife of
the portfolio. The period is to be determined beforethe feeis payable or
receivable and must be reasonabl e and objective[Schedule 1, item 1,
paragraphs 230-138(3)(b)-(d)]. What is considered reasonabl e and objective
would depend on the facts and circumstances of each portfolio, and would
include the assumpti ons made and methodology used to determinethe
average life of the portfolio, for example quantitative data or anaysis
(based on historica data) on the expected early repayment of similar
financial arrangements.

4,159 The basis of determining the period over which to spread the
portfolio must accord with the spreading of the fees for the purposes of the
profit and loss statement in the audited financid reports of the taxpayer
[Schedule 1, item 1, paragraphs 230-138(3)(a)]. It would be considered that the
basis of determining the period for spreading the portfolio fee accords with
the audited financial reports if the basis determined does not result in a
qualification to the audited report of the taxpayer with respect to the period
determined.

4160 The method of spreading the fee must aso be reasonabl e and
obj ective and be determined before the fee is payabl e or receivable.
Further, the method of spreading the portfolio fees must accord with the
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spreading of the fees in the profit and | oss statement in the audited
financial reports [Schedule 1, item 1, subsection 230-138(4)].

4161 What is considered reasonabl e and objective would depend on
the facts and circumstances of each type of fee, and would include the
assumptions made or methodology used to determine what portion of the
fee (income or expense) isto be spread. For example, it may be that
expenses that relatein part to unsuccessful loans such aslegal or

valuati ons expenses may be spread on a percentage basis as determined by
historic loan success rate data. It would be considered that the method of
spreading of portfolio fee accords with the audited financial accountsif the
method used does not result in agualification of the audited accounts
because of the manner in which the portfolio fees have been spread.

Transitional e ection to apply Division 230 to existing financia
arrangements- application of portfolio treatment to existing financial
arrangements

4162 A taxpayer will not be prevented from applying the ‘portfolid
treatment (to spread the fees) arising from a financia arrangement that
existed prior to thefirst income year in which Division 230 appliesto the
taxpayer, and that taxpayer still has at thetimethe Division first appliesto
the taxpayer. In these cases, the el ection in section 230-137 isableto be
made despite the fact that the taxpayer started to have the financial
arrangement before the first income year in which the Division applies to
the taxpayer [Schedule 1, Part 3, subitem 121(4B)].

Allocating gain or loss to income years

4163  That part of again or loss that has been alocated, pursuant to the*lx/{ Deleted: 4127 . )

compounding accruals or other acceptable method, to a particular interval
must be brought to account under section 230-15 as:

<

e assessableincome; or

« anallowable deduction, provided the | oss requirementsin
section 230-15 are satisfied,

in the income year in which theinterva fals. [Schedule 1, item 1, ‘/|”
subsection 230-140(1)]

4.164  )f therelevant interval straddles an income year, such that it *lx

starts in one income year and ends in the subsequent income year, the part
of thegain or loss that relates to that interval must be alocated between
the income years on areasonable basis. The red evant amount that is
brought to account under section 230-15 is so much of that part of thegain

or loss that has been alocated to each income year. [Schedule 1, item 1,
subsection 230-140(2)]
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Running balancing adjustment

| 4.165  Asnoted above, the amount of again or loss that is subject tothe ™ - -~
“ Formatted: Indent: Left: 1.9 ‘

compounding accruals provisionsis cal culated using sufficiently certain
financial benefits, the values of which were fixed or determinabl e with
reasonabl e accuracy at a particular point intime. That is, the values of the
rdevant financial benefitswere estimated. Over time, the financial
benefits that areto be received or provided under the financia arrangement
will bereceived or paid. At thetimeafinancial benefit isreceived or
provided (or the time comes for the financial benefit to be received or
provided), a balancing adjustment may be required.

4.166  Thedifference between the estimated vaue of afinancial benefit -~

and the amount that a taxpayer receives or provides will be brought to
account by the application of the running balancing adjustment as either a
gain or loss for the purposes of Division 230. This means that the taxpayer
will recognise an amount of assessabl e income or, where the relevant loss
requirements are satisfied, an alowabl e deduction which is equal to the

rd evant excess or shortfall. The excess or shortfall is brought to account
for tax purposes in theincome year in which the time for the financia
benefit to be received or provided occurs, or at the time the financial
benefit is actualy received or provided if thisis earlier. [Schedulel,item 1,
section 230-145]

| 4.167  Morespecificaly, by virtue of the running balancing adjustment, -~

an amount of aloss may be recogni sed where the compounding accruas
method applied to the financial arrangement at a particular time and the
taxpayer:

| » wassufficiently certain that they would receive afinancial  *

benefit of at |east a particular amount and, at thetime when
thefinancial benefit isreceived or isto bereceived, the
amount received isanil amount or an amount that was less
than the estimated amount of the financia benefit [Schedule 1,
item 1, subsection 230-145(1)]; Or

» wassufficiently certain that they would provide a financia
benefit of at |east a particular amount and, at thetime when
thefinancia benefit is provided or isto be provided, the
amount provided is more than the estimated value of the
financi al benefit [Schedule 1, item 1, subsection 230-145(4)].

4.168  FEqualy, the running balancing adjustment will applyincases -~
“ Formatted: Indent: Left: 1.9 ‘

where an amount of again is recognised where the compounding accruals
method applied to the financial arrangement and, at a particular time, the
taxpayer:
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benefit of at least a particular amount and, at thetime when bullets or numbering, Tabs: Not
thefinancia benefit is received or isto bereceived, the at 4 cm

amount received is more than the estimated amount of the

financial benefit [Schedule 1, item 1, subsection 230-145(2)]; or

» wassufficiently certain that they would receive a financial ¢| ( Formatted: dot point, No

» wassufficiently certain that they would provide a financial |
benefit of at |east a particular amount and, at thetime when
thefinancia benefit is provided or isto be provided, the
amount provided isnil or lessthan the estimated value of the
financial benefit [Schedule 1, item 1, subsection 230-145(3)].

Re-estimation of gain or loss

4169  Whether afinancial arrangement will be subject to the - x:/{De'eted: 4133 )

compounding accruals method is to be determined initialy at thetime T Formatted: Indent: Left: 1.9 ‘
when the taxpayer starts to have the financial arrangement or when cm, Tabs: 3.4 cm, List tab
specific financia benefits become sufficiently certain so asto giveriseto a

sufficiently certain particular gain or loss. Generally, for many financial |-~ { Deleted: particular )
arrangements, the taxpayer will apply the compounding accrua s method to
the relevant gain or loss for the term of the financial arrangement.
However, some circumstances may arise where, during the term of the
financial arrangement, the cal cul ation of the gain or loss to be accrued
must bere-estimated. For example, previoudy contingent amounts that
are no longer contingent may affect the amount of the gain or lossthat is
sufficiently certain to occur under the financial arrangement.

When isre-estimation necessary?

4170 A taxpayer isrequired to re-estimate a gain or loss froma *‘lx{{De'eted' 4134 )

finencia arrangement if: - ( Formatted: Indent: Left: 1.9
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» thereisamaterial changeto the circumstances that affect the |
estimate, in respect of an amount or value of afinancial
benefit or the timing of the provision of a financia benefit.

Thetaxpayer isrequired to make that re-estimation as soon as practicable ‘|
after they become aware of the relevant material changes to the
circumstances. [Schedule 1, item 1, subsection 230-160(1)]
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| 4171  Reevant circumstanceswhich would requireare-estimation . { Deleted: 4.135. )
include, but are not limitedto: -~~~ ="~ { Formatted: Indent: Left: 1.9
cm, Keep with next, Keep lines
| + amateria changein market conditionswhichisrelevantto ™. | together, Tabs: 3.4 cm, List
the amount or value of financid benefitsthat areto be N tab
received or provided under the financial arrangement Formatted: dot point, No
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[Schedule 1, item 1, paragraph 230-160(2)(a)]; laarllitcsnsr numbering, Tabs: Not

| + the cash flow or flows which were previously estimated
become known [Schedule 1, item 1, paragraph 230-160(2)(b)] ;

| » theright to, or part of aright to, afinancia benefit under the
financid arrangement is written off as a bad debt [Schedule 1,
item 1, paragraph 230-160(2)(c)]; and

| » are-assessment of the gains or losses to which the
compounding accrual s method should apply (pursuant to
section 230-155) being undertaken and it beng determined
that the compounding accrua s method was till the
appropriate method to apply to those gains or losses
[Schedule 1, item 1, paragraph 230-160(2)(d)].

4172 A taxpayer isnot required to re-estimate the amount of the gain “:yf/{De'eted: 4136 )

or lossif the changein the value or amount of thefinancial benefit or the T Formatted: Indent: Left: 1.9 ‘
timing of thefinancial benefit is not significant. Therequirement isthat a cm, Tabs: 3.4 cm, List tab
change to those circumstances affecting a financia benefit is a material

change. Whether there has been amaterial changeisa question of fact

which depends on the rel evant circumstances of each situation. An

example iswhere there is a change to circumstances such that a cash flow

which was previously estimated becomes known, but wherethe difference

between the estimated val ue of the cash flow and the actua value of the

cash flow issmall or negligiblein nominal terms. In such an instance, the

changewould not be material. Hence, are-estimation isnot requiredin

such asituation and the taxpayer will continue to accrue the originaly

calcul ated sufficiently certain gain or loss. In such casesthe small

differences between the estimated values and the actua values of the

rd evant financial benefitswill be brought to account by way of the

running balancing adjustment in section 230-145.

4173  Under section 230-160, a re-estimation is only donewhere a I {peteted: 4137 )

changein the circumstances will materially affect the amount or value or
timing of afinancial benefit that was used to cal culate a gain or loss made
from the financial arrangement. However, if, consistent with ataxpayer’s
accounting systems, are-estimation is still required wherethereisa
changein circumstances which gives rise to an insignificant difference
between the value of estimated cash flows and the value when those cash
flows become known, a taxpayer may still apply the re-estimation
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provisionsto therd evant financial arrangement. That re-estimation can be
done where the method used in the taxpayer’ s accounting systems

approxi mates the results under the compounding accruals method.
Generaly, if the changes are insignificant, then it may be considered that
the results are a reasonabl e approxi mation of the method under

Subdivision 230-B. Such apractice must be adopted consistently — that
is, if are-estimation isto be done for insignificant differences between
estimated and actual vaues for financia benefitsin relation to a particul ar
financial arrangement, that re-estimati on must be done for all similar
financial arrangements. [Schedule 1, item 1, section 230-85]

The case of impairment is to be distinguished from cases where

v

4.175

rights to financia benefits have been written-off as a bad debt. The o
taxpayer will re-estimate the re evant gain from the financial arrangement '
only where such rights have been written-off as abad debt. Taxation \
Ruling 92/18 provides guidance as to when adebt isa bad debt. A debt \
will not be abad debt if itis simply doubtful that the debt will be
recovered [Schedule 1, item 1, paragraph 230-160(2)(c)]. Further, the amount of '
thelossthat is available where abad debt is written-off is limited to the \

- { Deleted: 4.138 .

extent provided for in thelegislation. L

1 Deleted: or/and where the

relevant right to receive a
particular financial benefit or
benefitsis impaired (within the
meaning of the accounting
standards). Inthis context, AASB
139 specifies the criteriafor

impai rment of relevant financial
assets which would be relevant
considerations for financia
arrangements under Division 230,
and whether rights to receive
certain financial benefits under
such financid arrangements would
be impaired

\
(Deleted: 4139,

Re-estimation where thereis a partial disposal

appliesto gains or | osses made from the financial arrangement, and the
bal ancing adjustment under Subdivision 230-G is madein reation to the
same financial arrangement. The re-estimation is made wherethe

bal ancing adjustment in Subdivision 230-G applied because a
proportionate share of the rights or obligations or particular rights or
obligations under the arrangement were transferred to another person

|

prescribed under section 230-170 should be used to re-estimate the
rd evant gain or loss that will be made from the financial arrangement
[Schedule 1, item 1, paragraph 230-160(1)(c)].

4.177

to account, at the time of disposal of the relevant rights and obligations, a
gain or loss referabl eto those rights and obligations. The re-estimation
provisions are triggered because the transfer of one or more rights and/or
obligations would be expected to materialy affect the amount or value and
timing of financial benefits that were taken into account in cal culating the
amount of the originally determined sufficiently certain gain or loss. It
would be inappropriate then to allow that same amount of gain or lossto
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be recognised under the re-estimation. This would have been the outcome
if the provisionsin section 230-160 wereto apply without adjustment.

- { eleted: 4.142. )

was aright to an interest stream, Subdivision 230-G will have
appropriately allocated a cost to that interest income stream disposed of,
and calculated a gain or loss with reference to that cost and the proceeds
received for thedisposal. The requirement to disregard the specia rulesin
relation to interest or things in the nature of interest in

subsections 230-75(3) and 230-80(3) is intended to ensure that the
remaining gain or lossto be accrued can appropriately take account of that
part of the cost of the financial arrangement that has been attributed to the
portion disposed of. [Schedule 1, item 1, subsection 230-170(2)]

Nature of a re-estimation

| 4179 A re-egtimation for the purposes of Division 230 involvestwo -~~~ {peteted: 4.143- )

parts — first, a fresh determination of the amount of the gain or lossanda T Formatted: Indent: Left: 1.9 ‘
reall ocation of the remaining part of that revised amount over the cm, Tabs: 3.4 cm, List tab
remaining part of theaccrual period. [Schedule 1, item 1, subsection 230-160(4)]

| 4180 The calculation of the re-estimate) gain or losswill requirea -~ | Ocleted: 4244 )
comparison of the values of the relevant sufficiently certain financial
benefits that are to be received and provided by the taxpayer using

| the re-estimated values where relevant (see paragraphs 4,126 to 4,129 fora - { Deleted: 107 )
discussion on the cal culation of gains and losses). A ‘baancing " { Deleted: 110 )

adjustment’ isrecognised at the time the re-estimation is doneif the
method in paragraph 230-165(5)(a) is used. This balancing adjustment
will ensurethat, at the time of re-estimation, thereis a correction made
such that only the vaue of the actual gain or loss which is made by the
taxpayer is brought to account under Division 230 during thelife of the
arrangement, so that alarge adjustment will not be required at the end of
arrangement.

4181 Jnsituationswherethereis apartia disposa of a financial I {peteted: 4145 )

arrangement by way of atransfer of one or more rights and/or obligations
inrelation to financial benefits, a fresh determination of the amount of the
gainor lossisalso required. In making a fresh determination, the taxpayer
isrequired to disregard those financial benefitsto the extent to which they
are reasonably attributable to the proportionate share or right or obligation
that were transferred [Schedule 1, item 1, subparagraph 230-170(2)(a)(i)], The ___ - Formatted:

taxpayer is also required to disregard amounts of the gain or loss that have base-text-paragraph Char3,
already been allocated to intervals ending before the re-estimation is made, Font: 11 pt

to the extent to which that part of thegain or lossis reasonably attributable

to the part of thefinancid arrangement that was transferred [Schedule 1, item

1, subparagraph 230-170(2)(a)(ii)]. Disregarding such financia benefits and
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proportionate amounts of the rdevant gain or loss will ensure that thereis
no double recognition of amountsin the reca culated gain or loss.

. . . . < |- -1 Formatted: Keep lines
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+ the second method isto maintain the amount to which the |
rate of return was applied prior to the re-estimation and
adjust the rate of return that is applied to that amount.
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(revised) cash flows, discounted at the rate of return that isbeing
maintained. This adjusted amount becomes the amortised cost to which
the maintained rate of return will be applied to cdculate the amount of the
remaining gain or lossthat isto be accrued. [Schedule, item 1,

paragraph 23Q:1605)@®] - /{ Deleted: - ]
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4.184  The second method requires an adjustment of therate of return
and maintai ning the amount to which that rate of return will be applied.
That amount isthe amortised cost of the arrangement at the time of the
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under which the fresh allocation can be made on the basis that the rate of
return is adjusted whil ethe amount to which that rateisto be applied is
maintained — thereis an implication that the amount cannot be changed
other than under the alternative basis of fresh allocation found in

paragraph 230-160(5)(a)). That will not be the case.
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4186 Theamount can be adjusted for reasons other than a fresh
alocation under paragraph 230-160(5)(a)). Indeed, this adjustment is
often an essential & ement of working out, under section 230-135, the
compounding accruals gain or loss for agiven interval. Subsection
230-135(3B) in particular darifies that the amount to which the rate of
return is applied should have regard to financial benefits provided or
received during theinterval. Accordingly, this amount can change because
of, for example, a particular repayment of aloan or the non-payment of
interest during the interval.

4187  Theobject of thetwo methodsisto bring there-estimated gainor™

loss to account on an appropriate basis such that thegain or lossis
properly accounted for over thewhole period over which the gain or lossis
spread. Compliance cost issues would ariseif the taxpayer isrequired to
amend prior year's returns each time are-estimation of an amount is
required. Hence, the object of the fresh all ocation isto ensure that the
remaining part of the re-estimated gain or loss is allocated to the remaining
intervals under the financial arrangement. That is, the fresh alocation of
the remaining gain or | oss applies from the income year in which the
taxpayer makes the re-estimation until the end of the relevant accrual
period. A wash-up of over-accrued or under-accrued amountsis achieved
by way of a specific balancing adjustment where the first method aboveis
used [Schedule 1, item 1, section 230-165]. The balancing adjustment that is
made on are-estimation isto be distinguished from the running balancing
adjustment, which applies during thelife of the arrangement as financial
benefits which were estimated become known (see discussion at

running balancing adjustment rul e in section 230-145 are taken to have
been allocated to intervals ending before the re-estimation was done.

4.188  Onceaparticular basis for afresh alocation has been adopted in__
respect of afinancia arrangement, the taxpayer must apply the same basis

to al other re-estimations of gains or losses in respect of al of their

financial arrangements [Schedule 1, item 1, subsection 230-160(6)]. This
requirement is intended to address tax planning opportunities that may

have arisen if the taxpayer were able to choose which method to apply on

an arrangement-by-arrangement basis. Thisruleis also reflected in the
consistency principle in section 230-85, which requires a particular method

to be applied consistently to afinancid arrangement for al income years
[Schedule 1, item 1, section 230-85].

4.189  The same consistency ruleis not relevant wheretherehasbeena
partial disposal of afinancia arrangement by way of atransfer of one or
more rights and/or obligations under the arrangement to another person.

In such situations, the taxpayer is required to re-allocate the remaining part

of therecalculated gain or loss (that has not aready been allocated to

intervals occurring before the time of re-estimati on) over the remaining
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part of the accrual period by maintaining the rel evant rate of return and
adjusting the amount to which that rateis applied. The adjusted amount is
egual to the present value of the estimated future cash flows discounted at
the maintained rate of return. [Schedule 1, item 1, subsection 230-170(3)]

4190 If thereisanimpairment (within the meaning of the accounting
standards) of the financial arrangement or financial asset or financial
liability that forms part of the financial arrangement, are-estimation is
required to be made in accordance with paragraph 230-160(5)(b) [Schedule
1, item 1, subsections 230-160(7) and (8)]. A |oss that arises because of the
impairment is not deductible for that income year nor ableto be accrued in
alater interval. [Schedule 1, item 1, subsection 230-160(9)]

Balancing adjustment if the rate of return maintained

4191 Whereataxpayer has chosen to make a fresh allocation of the t{vf/{ Deleted: 4.152. )

re-estimated gain or | oss by maintaining the original rate of return and Formatted: Indent: Left: 1.9 ‘
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the case of apartid disposa, an amount is brought to account in the

income year in which the re-estimation is made [Schedule 1, item 1,

subsection 230-165(1)]. The adjustment is intended to capture the amount of

the difference between the amount of the re-estimated gain or 1oss which

should have been brought to account up until the time of re-estimation and

the amount of the previously estimated gain or loss which had been

brought to account. A similar adjustment is made under the accounting

standard AASB 139, where afinancia instrument is subject to the

effectiveinterest rate method (eg, see paragraph AG 8 of AASB 139).

4192  On applying the balancing adjustment provisions, a gain will l - Deteted: 4153, ]
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to that increase [Schedule 1, item 1, paragraph 230-165(1)(a)]; OF

* there-estimated amount is aloss and the amount to which the |
maintained rate of return is applied decreasesin vaueasa
result of there-estimation. The amount of thegain is equal
to that decrease [Schedule 1, item 1, paragraph 230-165(1)(d)] .
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aresult of the re-estimation. The amount of thelossis equa
to that decrease [Schedule 1, item 1, paragraph 230 165(1)(b)]; Or

the re-estimated amount is aloss and the amount to which the
maintained rate of return isapplied increasesin valueasa
result of the re-estimation. The amount of thelossis equal to
that increase [Schedule 1, item 1, paragraph 230-165(1)(c)] .

| 4194  Thegain o lossthat ismadeon applyingthebalancing <. poteted: asse. )
adjustment provision in subsection 230-165(1) is brought to account as T Formatted: Indent: Left: 1.9 ‘
cm, Tabs: 3.4 cm, List tab

assessabl e income or an alowabl e deduction (provided theloss
requirements of section 230-15 are satisfied) in theincome year in which
the re-estimation is made.

4195 | peteted: 4.156. )

and/or obligations under the arrangement, no bal ancing adjustment, other
than that under Subdivision 230-G, is available for the reasons provided in

) - { eleted: 141 )

- { Deleted: Example4.7 ]

security with non-periodic cash flows

FLD Finance Co buys afour-year security for $1,000 at the
beginning of theincome year (year 1). FLD Finance Co has an
annual turnover of $40 million and has not made any elections
under Division 230.

Under the security, FLD Finance Co is entitled to fixed cash
flows at theend of years 1, 2, 3 and 4 as outlined in Table4.2.
FLD Finance Cois aso entitled to additiona contingent
amounts payabl e at the end of each of these years; the
contingency does not relateto credit risk. Assumethat the
contingent amounts are sufficiently certain (because despitethe
contingency, it is reasonabl e to expect that the financia benefits
will be received) and that, as a result, the foll owing amounts will
be added to the fixed payments at the ends of years 1, 2, 3 and 4:
$20, $30, $60 and $100. A summary of expected cash flows
from the arrangement are outlined in Table 4.2.

//{Deleted: Table4.2 ]

Year

Fixed cash
flows

Estimated cash
flows

Total cash flow
for theyear

—$1,000.00

$0.00

—$1,000.00

$20.00

$20.00

$40.00

“«- - { Formatted Table
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2 $20.00 $30.00 $50.00 | |
3 $20.00 $60.00 $80.00 | |
$1,000 $100.00 $1100 | |

Thiswill mean that FLD Finance Co will have an overall gain of
$270 from the arrangement that must be accrued over the life of
the arrangement.

Based on the estimated values of the financial benefits, the
internal rate of return of the security is 6.58 per cent per annum®.

Assumethat inincome years 1 and 2, FLD Finance Co receives
the amounts that it estimated it would receive. However, &t the
beginning of income year 3, FLD Finance Co determines that
the contingent amountsin that year and income year 4 will be
fixed at $40 and $70 respectivey because the contingency that
relatesto that part of those payments has been resolved. Hence,
for those years, the entire amount of the fixed cash flows will
instead be $60 and $70 respectively.

Thisis asituation in which there would be arequirement to re-
estimate the amount of gain that FLD Finance Co will make
under the arrangement because the previously estimated cash
flows have become known (paragraph 230-160(2)(b)).

If there was no re-estimation during the term of the security, the
tax cal culations would have been as shown in Table4.3.

/{ Deleted: » ]

//{ Deleted: » ]

//:///{ Deleted: » ]

! Thisisthe interest rate (r) that satisfies the following equation: {(Deleted: » )
= —$1000 + 40/(1 + r)} + $50/(1 + r} + $80/1 + r)® + $1,100/(L + r)}. Jf { Formatted: right footer, Left ]




_{ Deleted: 2007

‘ Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

| Table4.3: Theamountsthat would have been accrued if therewas no.. - __{ Deleted: Tavle43

re-estimation-------------- oo B Formatted: Table Heading
(outside table), Space After: 0
| Year | Amortised Gain Cash flows | Amortisedcost |*~. | pt
cost (year (year end) ) { Formatted Table
start)
(@ (b) (©) (@ + (b) — (0
0 $0.00 $0.00 —$1,000.00 $1,000.00
1 $1,000.00 $65.83 $40.00 $1,025.83
2 $1,025.83 $67.53 $50.00 $1,043.36
3 $1,043.37 $68.69 $80.00 $1,032.06
4 $1,032.06 $67.94 $1,100.00 $0.00

Application of there-estimation provisions
Making a re-estimation in such circumstances involves:

+ afresh determination of the amount of the gain
(subsection 230-160(4)); and

» areapplication of the accruals method to the redetermined
gain to make a fresh allocation of that redetermined gain.
The redlocation of the redetermined gain applies only to that
part of the gain that has not dready been all ocated to
intervals ending before the re-estimation is made (subsection
230-160(4)).

FLD Finance Co chooses to apply the first method —
maintaining the original rate of return and adjusting the amount
to which that rateisto be applied (paragraph 230-160(5)(a)).

Making a fresh determination of the amount of the gain

The fresh determination of the gain would be ca culated with
reference to the revised values of the financial benefits under the
financiad arrangement. That amount would be:

—$1,000 principa pad at the start of the arrangement;
plus

$220 representing the value of cash flows over the period of
the arrangement;

plus

$1,000 return of the principal at the end of the arrangement.
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The redetermined gain would therefore be $220.

FLD Finance Co must reapply the accruas method to the gain or

lossto make a fresh allocation of that part of the redetermined
gain that has not already been all ocated to intervals ending
before the re-estimation is made. An amount of $133.36 has
already been brought to account in intervals ending before the
re-estimation is made. Hence the remaining amount of the
redetermined gain is $86.64 (i e, $220 less $133.36).

FLD Finance Co makesthat fresh allocation by maintaining the
rate of return being used and adjusting the amount to which the

rate of return is applied. The adjusted amount comprises the
present value of the estimated future cash flows, discounted at

the maintained rate of return (ie, 6.58 per cent per annum). This

resultsin an adjusted tax cost of $998.19.

Assuming that there are no further re-estimations, and that
FLD Finance Co receives the revised cash flows, the tax
caculations for income years 3 and 4 would — based on

applying the originally determined rate of return to the adjusted

(amortised cost) amount — be as follows.

paragraph 230-160(5)(a)

Year | Amortised cost | Gain Cash Amortised cost
(year start) flows (year end)
(@ (b) (© @ + (b -(©
3 $998.19 | $65.71 $60.00 $1,003.90
4 $1,003.91 | $66.09 | $1,070.00 $0.00

Under this method, FLD Finance Cois aso required to make a

balancing adjustment at thetime of the re-estimation
(subsection 230-165(1)). The amount of the balancing

adjustment is equal to the difference between the amount which

-]
«'\

FLD Finance Co applied to the maintained rate of return, and the

adjusted amount to which the maintained rate of return isto be

applied. The amount to which FLD Finance Co would have,
instead, applied the origind rate of return is$1,043.36. The

balancing adjustment that isto be applied in these circumstances
will bring to account the difference between that amount and the
adjusted tax cost of $998.19. That difference, $45.18, isaloss

that would be recognised in income year 3 — the income year in

which the re-estimation is made (paragraph 230-165(1)(b)).
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Calculation required wheremethod under
paragraph 230-165(5)(b) is applied

If, instead, FLD Finance Co had chosen to apply the second
method of adjusting the rate of return and maintaining the
amount to which that rateisto be applied, the following

ca culation would bedone. Firgtly, the relevant gain or loss
must bere-estimated. This calculation would be no different
from the method under paragraph 230-160(5)(a). Hence, there-
estimated gain will be $220.

FLD Finance Co must reapply the accruas method to the gain or
lossto make a fresh allocation of that part of the redetermined
gain that has not already been all ocated to intervals ending
before the re-estimation is made. Hence the remaining amount
of theredetermined gain is $86.64.

FLD Finance Co makesthat fresh allocation by adjusting the
rate of return and maintaining the amount to which the
recalculated rate of returnis applied. FLD Finance Co does this
by cal culating anew internal rate of return, based on the
amortised cost of $1043.37, and the expected future cash flows
of $60in year 3 and $1,070 in year 4. The adjusted rate of
return for these future cash flows will be 4.18 per cent”.

2 Thisisthe interest rate (r) that satisfies the following equation. { Deleted: »

0 = —$1043.37 + $60/(1 + )} + $1070/(1 + r)>. .~ { Deleted: »
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Assuming that there are no further re-estimations and that

FLD Finance Co receives the revised cash flows, the tax
caculations for income years 3 and 4 would, under the method
in paragraph 230-160(5)(b), be:

Table45; Amountstobeaccrued using methodin =~ B I - {Deteted: Taviess )
paragraph 230-160(5)(b)
Year | Amortised cost | Gain Cash Amortised cost | < | T {FOVmatted Table J
(year start) flows (year end)
(a) (b) (© (@ + (b) - () |
3 $1,043.37 | $4365 |  $60.00 $1027.02 | |
$1027.02 | $4298 | $1070 $000 | |
The amount that is brought to account under this method over
the remaining two yearsis equal to the amount of the remaining
part of the redetermined gain — that is, again of $86.63.
Limit on balancing adjustment amount wherethe re-estimation is
triggered by a bad debt write-off
4196 Theaccruas method appliesto gans or losseswhichare | {odeted a7 )

calculated on anet basis. If adebt or part of the debt (whichis afinancia
arrangement) goes bad, difficulties arise as to how to identify the effect
that the financial benefits, which have become bad should have, in respect
of the amount of the estimated gain which should now be accrued. Thisis
because the effect of some of the financial benefits going bad isthat the
overal or particular gain which was previously sufficiently certain would
have been alesser amount, had it been known at that timethat the rel evant
financia benefits were going to go bad — hence, the value which should
have been all ocated to each of theintervals, in the entire accrua period,
would have been a different amount.

4.197  Thepolicy intent of this provision isto provideadeduction, by
way of aba ancing adjustment, which is limited to an amount that is
referableto that part of the gain or |oss which was previously bought to
account in respect of the financial arrangement and which is reasonably
attributableto the right, or part of theright, to the financial benefit that has
been written off as bad. It isnot intended that the balancing adjustment
under section 230-165 apply to effectively allow a deduction for doubtful
debts, or of an amount of capital (eg, the principa investment provided
under the debt). Thispolicy intent isalso reflected in the specific
exclusion from the re-estimation provisions, wherethere-estimation is
triggered by an impairment of the financial arrangement (within the

meaning of that term in the Australian accounting standards). [Schedule 1,
item 1, paragraph 230-160(3)(b)]
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4198 A ‘bad debt’ for the purposes of Division 230 is intended to be

the same toncept asthat encompassed i n-section-25-35 of the FFTAA 1997 - -~

Where the re-estimation istriggered by abad debt write-off, the amount of
the ba ancing adjustment deduction, which would have otherwise been
calcul ated under subsection 230-160(5), isinstead limited to the amount of
the gain that has already been assessed under Division 230, to the extent
that the gain was reasonably attributable to the financial benefit which was
written off as bad [Schedule 1, item 1, subsection 230-165(3)]. The limit to the
deduction alowed under subsection 230-165(1) applies where:

+ thetaxpayer has written off, as abad debt, aright to receivea
financid benefit or part of afinancia benefit. Generaly,
provided abona fide commercial decision istaken by a
taxpayer asto thelikelihood of the non-recovery of a debt, it
will be accepted that the debt isbad for these purposes
(see Taxation Ruling TR 92/18 for guiddines); and

+ theright isnot one of the foll owing:

— aright in respect of money which the taxpayer lent in the
ordinary course of their business of lending money (note
that theterm ‘business’ is defined in subsection 995-1(1)
of theI TAA 1997); or

— aright which is onethat the taxpayer bought in the
ordinary course of their business of lending money.

[Schedule 1, item 1, subsection 230-165(2)]
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subsection 230-165(1) is available. Further, if thetaxpayer has bought a
right to receive a financial benefit in the ordinary course of their business
of lending money (ie, the taxpayer bought a debt) the policy intention isto
provide a deduction, limited to the cost of acquiring the right [Schedule 1,
item 1, subsection 230-165(5)]. This reflects the policy in section 25-35 of the
ITAA 1997, which isintended to be replicated for the purposes of
Subdivision 230-B. Further, an exception to the anti-overlap rulein
section 230-25 is specifically induded — to allow a deduction for a bad
debt write-off where the amount of a financial benefit wasincluded ina
taxpayer’ s assessabl e income under aprovision outside of Division 230
(see Chapter 3 for further discussion).

4200 Therearespedial rulescontained in subsection 25-35(5) of the
ITAA 1997 which affect ataxpayer’s entitlement to a bad debt deduction
under section 25-35 or which may result in deducti ons under that section
being reversed. It isintended that the same adjustments apply to bad debt
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deductions which are allowabl e under Division 230, as opposed to

section 25-35. The fact that the deduction for the bad debt is recognised
under section 230-15, rather than section 25-35, should not result in such
adjustments being ignored for the purposes of the ITAA 1997. Thisis
achieved by requiring that the deduction allowabl e under Division 230, in
respect of the balancing adjustment, be treated as a deduction of a bad debt

for the purposes of the ITAA 1936 and the ITAA 1997. [Schedule 1, item 1,
subsection 230-165(6)]

When to use the realisation method

4.201  Therealisation tax-timing treatment gppliesto financial

arrangements which are not the subject of the elective fair value method or
where

» thetaxpayer has elected to rely on their financia accounts
under Subdivision 230-F; or

» thefinancial arrangement isan equity interest for the
purposes of Division 974 of the ITAA 1997.

4.202  Theredlisation method may have residual applicetion inreation * [ -
“ Formatted: Indent: Left: 1.9 ‘

to afi nanC|aJ arrangement, to the extent to whi ch the following methods do
not apply to that financial arrangement:

 the compounding accruals method;

» theelectivereranslation method — in respect of foreign
currency gains and | osses; and

* theelective hedging regime.
[Schedule 1, item 1, subsection 230-45(2)]

4.203 ,G@?[‘?UYJP,‘%[@?J'ﬁ'?ﬂmﬁh@ ,W'U,%QE"X[Q@QSEfJ nancial
benefits whereit is not sufficiently certain that they will occur because, for
example, they are the subject of a contingency, or where the value or
amount of the financial benefit is not fixed or determinable with

reasonable accuracy. A discussion asto whether afinancial benefit will be

sufficiently certain is contained in paragraphs 4,97 to 4,121. J -

4204 For example, the realisation method may apply to vanilla option
and forward contracts that are entered into at market rates. Under such
arrangements it would be improbabl e to cond ude that the financial

benefits are sufficiently certain so as to giveriseto a sufficiently certain
gain or loss from the derivative. This assumes that there are no payments
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fixed in advance for more than the normal settlement period for such
contracts (approxi mately three days).

4205 The realisation method can be distinguished from thebalancing -+~ (2eteted: 4165, )
adjustment provisions in Subdivision 230-G. Under Subdivision 230-G a
gain or lossis recognised only where the taxpayer either transfers some or
al of the rights and obligations under the arrangement to another person,
or all of therights or obligations under the arrangement otherwise cease
[Schedule 1, item 1, subsection 230-385(1)]., In contrast, theredisation method - [ Formatted: J
applieswhereafinancia benefit under afinancia arrangement which is base-text-paragraph Char3

not sufficiently certain is paid, or received, or the time comes for it to be

paid or received. Although the payment or receipt of afinancial benefit

will result in theright or obligation to that financia benefit ceasing, other

rights and/or obligations to financia benefits under the arrangement may

still be hdd by the taxpayer.

Realisation treatment and hybrid financial arrangements

4206  Generaly, for the purposes of Division 230, hybrid financial ~ * - -~ peteted: 4167 )

arrangements will be assessed on astand-alone (whole of hybrid) basis. T Formatted: Indent: Left: 1.9 ‘
However, hybrid financia arrangementsthat are bifurcated by taxpayers cm, Tabs: 3.4 cm, List tab
applying the relevant accounting standards, where part of that hybrid is

subject to afair value tax-timing € ection, will aso be bifurcated for tax

purposes [Schedule 1, item 1, section 230-200]., Further discussioninrelationto -

base-text-paragraph Char3

Formatted: ‘

4207  Therefore, gains or losses that are made under ahybrid financia -~ {(petetea: a168. )

arrangement which do not become sufficiently certain beforethey are due
to be paid or received would be subject to therealisation method i f none of

the other e ective methods apply.

4208 )t should be noted that a hybrid financing arrangement which is ,///{De'eted: 4169, )

an ‘equity interest’ under Division 974 is excluded from the realisation
method applied under Division 230. [Schedule 1, item 1, paragraph 230-45(2)(e)]

How is a gain or loss calculated under the realisation method

4209 Aswasexplained in Chapter 3, again or loss for the purposesof *---~ { peteted: 4.170. )

Division 230 is anet concept. For the purposes of the realisation method, T Formatted: Indent: Left: 1.9 ‘
the gain or lossis calculated as the difference between the value of cm, Tabs: 3.4 cm, List tab
financia benefits received or that are to be received (the proceeds), and the

financial benefits provided or which are to be provided which are

attributabl e to those proceeds (the cost of the financial benefit). Details, as

to the application of the attribution rules in cal culating again or loss, are

contained in Chapter 3. Further, if those financial benefits are

denominated in aforeign currency, each e ement of the calculation
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(ie, each financial benefit that isintegral to calcul ating the relevant gain or
loss) isto be translated into the taxpayer’ s applicable functional currency
— and then the gain or loss for realisation purposesisto be cal culated.
The provisionsin Subdivision 960-C of the ITAA 1997 will apply to
determine the exchange rate at which to translate the rel evant financial
benefits.

When to recognise a gain or loss under the realisation method

4210  Wheretherealisation method appliesto again or loss, that gain jlx:/{De'eted: a1 )

or lossis brought to account for tax purposesin the income year in which T Formatted: Indent: Left: 1.9 ‘
the gain or |0ss occurs [Schedule 1, item 1, section 230-150]. For the purposes of cm, Tabs: 3.4 cm, List tab
applying the redlisation method, again or loss ‘occurs' at thetimethe last

of the financial benefits which areto be taken into account in calculating a

gain or loss from the arrangement:

+ areprovided [Schedule 1, item 1, paragraph 230-150(2)(a)]; |

o
“ Formatted: Font: 11 pt, Not ‘

7| Formatted: Tabs: Not at 4 cm ‘

Bold, Not Italic

» areduetobeprovided, if the financial benefit was not
provided at that time and it is reasonabl e to expect that the

financia benefit will be provided [Schedule 1, item1, ‘ . [ Formatted: Font: 11 pt, Not J
paragraph 230-150(2)(b)], Similar considerationsin respect Bold, Not Itali

of thetest in section 230-120, in respect of whether a - [ Formatted: J
finandid benefit is sufficiently certain arerelevant here. In base-text-paragraph Char3

particular, whether it would be reasonabl e to expect that the
financid benefit will actualy be provided is determined on
an objective basis.

4211  Thetimeat which thelast of thefinanda benefitsistobe ,‘x:f{De'eted: i )
provided is based on an objective anaysis of the timing of the rights and T Formatted: Indent: Left: 1.9 ‘
obligations under the financia arrangement, rather than an analysis from cm, Tabs: 3.4 cm, List tab

the point of view of aparticular party to the arrangement. This meansthat

thetime at which thelast financial benefit is to be provided — regardiess

of which party to the arrangement is under an obligation to provide that

benefit — istaken to be the time at which that gain or loss occurs. This

will ensure that thetiming of the recognition of the gains by one party to

the arrangement will correspond accordingly with the | oss that will be

made by the counterparty to the arrangement.

4212 Further, therulesin relation to the pportionment of financial l - {oeteted: 4175, )
benefits in sections 230-75 and 230-80 are relevant to determining whether

again or loss occurs for realisation purposes. In this sense, there could be

several gains or lossesthat are made from asingle financial arrangement

— which could arise from anumber of different payments or receipts

{ Formatted: right footer, Left J
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made under the arrangement. Such gains or losses might each separatdy
represent again or loss which is subject to therealisation method.

Deductions for bad debts

//,{Deleted: 2007 )

4213 Thetimeat which afinandial benefitisdueto beprovided may * .-~ LDeleted 4174, )
arise before that benefit is actually provided. Therealisation rule requires T Formatted: Indent: Left: 1.9 ‘
cm, Tabs: 3.4 cm, List tab

recognition for tax purposes of the gain or loss at the earlier time — where
thereis areasonabl e expectation that the financia benefits will be
provided [Schedule 1, item 1, subsection 230-150(2)]. Circumstances may arise
whereafinanda benefit that was taken into account in calculating again
or loss under the realisation method is not subsequently provided. This
may be due to a change of circumstances which happens after thegain or
lossis taken to have occurred for Division 230 purposes — such that the
rel evant right to receive the financial benefit is written off as abad debt.

In such cases, where certain requirements are met, the taxpayer istaken to
have made aloss for Division 230 purposes.

4214  Theredlisation method principleiscontainedin .~~~
subsection 230-150(1) — that is, ataxpayer is required to recogniseagain
or loss under the realisation method, when that gain or loss occurs. Where
the circumstances required for adeduction for abad debt write-off are
satisfied, the loss which arises is taken to occur when the taxpayer writes
off the right to receive afinancial benefit as a bad debt [Schedule 1, item 1,
loss occurs for realisation purposes, when compared to the primary test
contained in subsection 230-150(2).

4.215 Jnorder for such aloss to be recognised, the loss must be made

from the writing off aright to receive afinancia benefit as a bad debt:

» wherethat benefit was taken into account in working out the
amount of again that was worked out under the realisation
method and has been included in the taxpayer’ s assessable
income under Division 230 [Schedule 1, item 1,
paragraph 230-150(3)(a)]. The amount of theloss is equal to so
much of the gain which was attributable to the right to the
financia benefit which was written off as bad [Schedule 1,
item 1, paragraph 230-150(5)(a)]; Of

» wheretheright isin respect of money lent in the ordinary
course of thetaxpayer’ s business of lending money
[Schedule 1, item 1, paragraph 230-150(3)(b)]. The amount of the
lossis equal to theamount of the financia benefit in respect
of which the relevant right was written off as bad [Schedule 1,
item 1, paragraph 230-150(5)(b)]; Or
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» wheretheright is onethat thetaxpayer bought in the
ordinary course of their business of lending money
[Schedule 1, item 1, paragraph 230-150(3)(c)]. The amount of the
lossis equal to the cost, to the taxpayer, of theright to the
financial benefit [Schedule 1, item 1, paragraph 230-150(5)(c)].

4216 Aswasstaed in paragraph 4,200, it isintended thet thesame |-~ | Deleted: 4177 )
adjustments, which are contained in subsection 25-35(5) of the ITAA 1997 { Deleted: 161 )
apply to bad debt deductions as are allowable under Division 230 (rather 1 Formatted: Indent: Left: 1.9 ‘
than under section 25-35). Thisisachieved by requiring that the deduction cm, Tabs: 3.4 cm, List tab

alowable under Division 230, in respect of the balancing adjustment, be

treated as a deduction of abad debt for the purposes of the ITAA 1936 and

the ITAA 1997 [Schedule 1, item 1, subsection 230-150(6)]. Further, an

exception to the anti-overlap rulein section 230-25 is specifically included

— to alow adeduction for abad debt write-off where the amount of a

financia benefit was included in the taxpayer’ s assessableincome, under a
provision outside of Division 230 (see Chapter 3 for further discussion)., ’ -
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Re-assessment of whether to apply an accruals or realisation method

4217 A gain or lossunder afinancial arrangement which isnot subject * l 5/{De'eted: 4.178 . )

to any of the d ective methods under Division 230, must be assessed when T Formatted: Indent: Left: 1.9 ‘
the taxpayer startsto have the arrangement — to determine whether the cm, Tabs: 3.4 cm, List tab
gains or losses should be brought to account using the accruals or

reglisation method. After that point, thetaxpayer is only required to

reassess whether the accruas or realisation method is appropriatel y applied

toagain or losswhere thereisa material changeintheterms and

conditions of the arrangement, or the circumstances affecting the

arrangement. [Schedule 1, item 1, subsection 230-155(1)]

What constitutes a material change that triggers a reassessment?

{ Deleted: 4.179_ )

dircumstances of iﬁé?él?d/ahf é?réhg?eiﬁéﬁ{ 'A changeto the circumstances T Formatted: Indent: Left: 1.9 ‘
external to the terms and conditions of the arrangement, but which cm, Tabs: 3.4 cm, List tab
nonethd ess affect the gains or losses that arise under the arrangement, may
trigger areassessment. Also, not every change to the terms and conditions,
or the circumstances affecting the financia arrangement, will be of a
materid nature. The legislation specifically states anumber of changes
which are considered to be material changes and which trigger a
reassessment. Thisisnot an exclusive list, and other changes may
constitute arelevant, materia change sufficient to trigger a re-assessment
under section 230-155.

{ Deleted: 4.180 . )
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change sufficient to require a reassessment. [Schedule1, item 1, subsection
230-155(3)]

Changeto theterms or conditions that alters the essential nature of an
interest

4219 A material changeto thetermsand conditions of the financial j:x:’{De'eted: 4181 )

arrangement in away which alters the essential nature of the arrangement T Formatted: Indent: Left: 1.9 ‘
will trigger areassessment. One exampleis where adebt interest becomes cm, Tabs: 3.4 cm, List tab

an equity interest for the purposes of Division 974 of the ITAA 1997

[Schedule 1, item 1, paragraph 230-155(2)(a)]. Thetest for reassessment under

section 230,155 is slightly different from the material changetest under - { Deleted: 135 ]
the debt and equity provisionsin Division 974 — in particular the

provisionsin section 974-110. Under section 974-110, theissuer of an

interest isrequired to re-test the instrument every timethereis a changeto

an existing scheme, to ensure it isnot amaterial change that changes its

dassification under Division 974 from debt to equity or viceversa. In

contrast, amateria change under section 230-155 is one which has, in fact,

affected the cl assification of an instrument and triggers a reassessment.

Changeto the terms and conditions that materially affects the
contingencies in respect of significant rights or obligations

4220 A material change requiring reassessment would bea changeto * -~ L0eleted: 4162, )
the terms and conditions of the arrangement in away which materially T Formatted: Indent: Left: 1.9 ‘
cm, Tabs: 3.4 cm, List tab

affects the contingenci es on which significant obligations, or rights, under
the arrangement are dependent [Schedule 1, item 1, paragraph 230-155(2)(b)] .
The relevant obligations or rights which are affected must be significant, in
the context of the financial arrangement.

4221  The compounding accruals method only applies to gains or o {(Deteted: 4.163. )

losses that are sufficiently certain. A contingency may affect whether a

financia benefit, in respect of which certain rights or obligationsreate, is

sufficiently certain. If acontingency inrelation to such aright or

obligation is removed, or isresolved, then an amount of again or oss

which was not previously sufficiently certain, and as a result subject to the

realisation method, may become sufficiently certain, such that it would be

more appropriate to apply the compounding accruals method, s {(peteted: )

4222  Likewise, if afinancial benefit was taken into account inworking - Deteted: 4184, )

out a sufficiently certain gain or loss, but the right or obligation to which it
reatesis made subject to a contingency, then that gain or loss may no
longer be sufficiently certain and should be subject to the realisation

provisions.

| peteted: 4.185. )

but the conclusion may be that the compounding accruals method should
till apply to theredevant gain or loss. However, the effect of the changein
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the contingency may be that the amount of the gain or loss will need to be
re-estimated. [Schedule 1, item 1, paragraph 230-160(2)(d)]

A changein circumstances that materially affects the contingenciesin
respect of significant rights or obligations
__-{ eleted: 4.186.-

4.224 A changethat materially affects a pre-existing contingency does l <.
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|/ /| thefair vaue of that loan, at
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I 7| changesin
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4.228  Thisparticular trigger for areassessment will not apply to ~_{ Deleted: 4192. )
individuds-or-entiti es whi ch-satisfy the turnovertest-in section 230-405- 1t -~
may apply to entities satisfying that turnover test which have made an

d ection to have Division 230 apply to them, and who prepare financial

reports in accordance with the Australian accounting standards.

4229  ‘Impairment’ for accounting purposes relates to financid assets *~
wherethe carrying amount of the asset exceeds its estimated recoverable
amount (see paragraphs 58 to 70 of the AASB 139). Objective evidence of
impairment is required under AASB 139 before a financial asset is
considered to beimpaired.
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_ ,{ Deleted: 4.193 .

TR 94/32 (Income Tax: non-accrual loans) specifies what would
constitute anon-accrual loan for tax purposes. In particular, the taxation
ruling refers to indicators which would provide support for abona fide
assessment based on sound commercid considerations, that interest which
was previously accrued is not likely to bereceived (in particular refer to
paragraph 47 of the TR 94/32). Such indicators may berdevant in
determining if impairment of aloan has occurred, for the purposes of the
accounting standards.

4231  Theeffect of impairment for the purposes of the reassessment - {(Deteted: 4.104. ]

provisions would be that the future gains (represented by interest payments
on the loan) would no longer be accrued but instead would be brought to

account under therealisation method.
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* therequirements that are common to the d ective tax-timing
el ections and which need to be met for any of the eective

Subdivisionsto apply: thesearereferred to as ‘ common
requirements’;

» how the e ective Subdivisions apply to re evant financial |
arrangements,

* the circumstances under which an el ection under an eective |
Subdivision will ceaseto apply and the consegquences of
cessation in respect of gains or losses made from the
financia arrangements that were subject to an e ective
methodol ogy; and

« the consequences of making a new el ection where an election |
has ceased.

5.2 .The e ections which are the subject of this chapter are those Jl{ Deleted: 5.2.

provided by Subdivisions 230-C (fair value e ection), 230-D (general
foreign exchange retranslation el ection only), 230-E (hedging financial
arrangement el ection) and 230-F (election to rely on financid reports). In
this chapter, these Subdivisions are referred to asthe ‘ elective

Subdivisions'.

Overview of common elective requirements

53 There are four € ectivetax timing method under Division 230,
namely:

» thefair value method (Subdivision 230-C);
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| Deleted: 2007

» theforeign exchange retranslation method
(Subdivision 230-D);

» thehedging financia arrangements method (Subdivision

230-E); and

» theelectiontordy on financial reports (Subdivision 230-F).

54 This chapter |ooks at the common features of each of the

e ective tax timing methods including common requirements for making
an d ection and outcomes. In particular, it discusses the requirements that
taxpayers must prepare audited financial reports before being able to el ect
to apply the dective subdivisions.

55 The chapter aso discusses the practical implications of having to
satisfy these reguirements, such aswho isto prepare the audited financia
reports and the impact of not being required to prepare afinancial report
because of a Class Order.

Context of amendments

5.6 The framework of Division 230 incorporates anumber of .- peteted: 53.

€l ective Subdivisions which provide for different tax treatments (fair
value, retranslation, hedging, and the financial reports method).
Taxpayers are ableto sd ect among these e ectiveregimes in order to
obtain thetax treatment that best suits their commercial circumstances and
the functions of the financial arrangements they hold or issue.

Summary of new law

5.7 Jn order to rdy on any of the el ective Subdivisions taxpayers - - {(peteted: 54.

must have prepared financia reports in accordance with relevant
accounting standards and these reports must be audited in accordance with
relevant auditing standards. Taxpayers must continueto satisfy these
requirements for these d ections to continue to apply.

5.8 ‘Once an e ection has been made, the elective Subdivisonsalow -~ -{ Deete: 55.

for the gains and | osses on relevant financial arrangements to be
determined, in appropriate circumstances, in accordance with relevant
accounting standards. That is, in these circumstances taxpayers can
effectively rdy on amountsin ther financia reports for determining gains
and losses for tax purposes for relevant financia arrangements.
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5.9 Where the € ective requirements cease to be satisfied, relevant |//{Deleted: 56. )
financia arrangements-will be-deemed to-have been disposed-of-and - - - - - =7
reacquired and the election will ceaseto gpply. Taxpayers may make new
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elective Subdivisions. These caculate gains and lossesfor tax
requirements are that financial purposes and, as aresult, no
reports be prepared in accordance comparable common elective
with relevant accounting standards requirements.
and appropriately audited.
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Detailed explanation of new law
The elective Subdivisions
510 Thereare four dlective Subdivisions under which taxpayersmay | -~ L0cieted: 57- )
elect to apply atax-timing method to relevant financial arrangements,
subject to their meeting relevant requirements. These elective
Subdivisions allow ataxpayer to bring gains and losses from their {D —— ]
financia arrangementsto accountusingthe: |- Deleted: ona
] Formatted: dot point, No
+ fair valueynethod (Subdivision 230-C); bullets or numbering, Don't

keep with next, Don't keep lines
together
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only): " Deleted: basis
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511 The operation of the dlective Subdivisions will assistin reducing |~ (2e1oted: 5. )

taxpayers’ compliance costs as the dective treatments will, in effect,
allow taxpayersto rdy on their financial reports, to determine the amount
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of thegain or loss from rd evant financial arrangements that is, for income

tax purposes, attributable to a particular income year.

512  Thecommon requirements and the outcomes under the dective .

Subdivisions are discussed within this chapter to avoid duplication in each
relevant chapter. Further details that are specific to each election are then

discussed in Chapters 6 to 9.

Common requirements for making an election

Accounting and auditing requirements

5.13 Jn order for ataxpayer to make an d ection under one of the

elective Subdivisions, they must have financial reports that are:

» prepared in accordance with rel evant accounting standards;
and

 audited in accordance with re evant auditing standards.
[Schedule 1, item 1, subsections 230-180(2), 230-220(2), 230-275(2) and 230-350(2)]

5.14 JIn certain circumstances a taxpayer will be taken to have

prepared an audited financial report. Thereevant circumstances that
must be satisfied before this can occur are:

» aconnected entity of the taxpayer has prepared an audited
financia report; and

» thereport of the connected entity is a consolidated financia

report that deals with both the taxpayer’s affairs and the
affairs of the connected entity; and

» thereport properly reflects the taxpayer’s affairs (discussed
bel ow).

Schedule 1, item 1, subsections 230-180(2A), 230-220(2A), 230-275(2A) and
230-350(2A)

5.15 As under the d ective Subdivisions the financial reports of a
taxpayer may, in effect, be relied upon to determine the amount of the
gainsor |osses made from a financial arrangement that are to be brought
to account for income tax purposes, theintegrity of those reportsis

important. The accounting and auditing requirements, which the taxpayer

must meet to be able to make an eection under any of the eective
Subdivisions, provide alevel of integrity and certainty around processes
and methodol ogies used to cal culate the amount of the gains or | osses

<«
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from financial arrangements, that are to be brought to account for tax
purposes using the el ective treatments. That integrity will work to ensure
that opportunities for tax avoidance or tax deferra are minimised.

P

Financial reports

516  ,TheCorporations Act 2001 and Australian accounting standards

(eg, Australian Accounting Standard AASB 101 Presentation of Financial
Statements) set out what is meant by theterm ‘financial report’.
A financial report indudes:

« abalance shest; -
* anincome statement (profit or |oss statement);
» astatement of changes in equity showing either:
— all changesin equity; or
— changesin equity other than those arising from
transactions with equity holders acting in their capacity as
equity holders;
» acash flow statement; and

* notes, comprising asummary of significant accounting
policies and other explanatory notes.

Prepared in accordance with accounting standards

A T e e e e S e e e e -

517 Therequirement in the elective Subdivisions for the preparation
of financial reportsin accordance with accounting standardsis a
fundamental requirement which ensures that the timing and measurement
of the gains and | osses made from relevant financia arrangements are

reliable and suitabl e for tax purposes.

518  Jnthecaseof financial reports not prepared in accordance with
the accounting standards, there may not be sufficient integrity associated
with the preparation of such reports to allow them to be relied upon for tax

purposes.

519  Inthecontext of the elective Subdivisions within Division 230,

three of the most relevant accounting standards are:

» Australian Accounting Standard AASB 139 Financial *'I
Instruments: Recognition and Measurement (AASB 139) —
which covers recognition and measurement of financial
assets and liabilities,

- [ Formatted: Heading 4 J

//{Deleted: 512. ]

_ - -7 Formatted: dot point, No
bullets or numbering, Tabs: Not
at 4cm

|- - -1 Formatted: dot point, No

bullets or numbering, Tabs: Not
at 4cm

- { Formatted: Font: Not Bold J

//{Deleted: 513. ]

l//{Deleted: 5.14. ]

l//{Deleted: 5.15. ]

Formatted: dot point, No
bullets or numbering, Tabs: Not
at 4cm

{ Formatted: right footer, Left J

207 1



_{ Deleted: 2007

‘ Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

| » Australian Accounting Standard AASB 121 The Effects of
Changesin Foreign Exchange Rates (AASB 121) — which
covers certain gains and | osses attributable to changesin
foreign exchange rates; and

| » Australian Accounting Standard AASB 127 Consolidated
and Separate Financial Statements (AASB 127) — which
covers the preparation and presentation of consolidated
financia statements for agroup of entities under the control
of aparent.

| 520  Whilethese arethe most relevant accounting standards for the -~ { peteted: 516

methodol ogies contained within the el ective Subdivisions, other

| Australian accounting standards may a so be relevant (such as those - { Deleted: see additiona

- { Deleted: 5.17 .

| 521 Where an entity prepares afinancia report using comparable
accounting standards of aforeign jurisdiction, those financia reports will
satisfy this accounting standards requirement. (What constitutes a

- { Deleted: 26

- ‘[ Deleted: 28

522 Whether or not a taxpayer’s financia reports havebeen prepared - { Deleted: 5.18 .
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in accordance with re evant accounting standards is a question of fact.
However, where an entity purports to have prepared a financial report in
accordance with relevant accounting standards and there is an unqualified
auditor’s report in respect of the financial report, the auditor’s report will
ordinarily be indicative of, but not necessarily condusive of, the fact that
the financial report has been prepared in accordance with the rel evant
accounting standards.

" [ Formatted: Heading 5
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523 Some entities within an accounting consolidated group may not
be required to prepare financial reports, for example, because of an
Australian Securities and Investment Commission Class Order. However,

if aparticular financial asset or liability isheld by such an entity and that
financial asset or ligbility isreflected in a set of audited financia reports

of another entity within the accounting consolidated group — typically the
consolidated financial reports — then the el ective Subdivisions may still

be ableto apply to that financial asset or liability — provided itisa

financial arrangement which is subject to Division 230. [Schedule 1, item 1,
paragraphs 230-185(1) (b), 230-225(1)(b), 230-290(1)(c) and 230-360(1)(c)]

- [ Formatted: Heading 4
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Audited in accordance with auditing standards

524  Jtisareguirement of the elective Subdivisionsthat thefinancia -~ {peteted: 5:0.

reports of the taxpayer be audited in accordance with the Australian

208



Elective Subdivisions: common requirements

auditing standards or comparable foreign standards. This audit
requirement provides additional integrity in respect of the amounts which
arein effect relied upon for incometax purposes.

5.25  Under section 336 of the Corporations Act 2001, an auditing lx/{De'eted: 2 )

standard is defined as a standard that is made by the A udit ting Standards
Board for the purposes of the Corporations Act 2001. An auditor will be
required to follow those auditing standards in the audit of afinancia

report.

526  Wheretheauditis conducted in accordance with Australian |-~ (Deleted: 522 )

Auditing Standards, Auditing Standard ASA 700 — The Auditor’s Report
on a General Purpose Financial Report states, in paragraph 39, that:

‘The auditor’s report shall state that the audit was conducted in
accordance with Australian Auditing Standards.’

7 Formatted: Indent: Left: 2
cm

Auditing Standard ASA 700 is operative for financid reporting periods *'I o
commencing on or after 1 July 2006.

527  However, asisthe case for the preparation of finanda reports, l/’{De'eted: 32 )

where the preparation or audit of the rd evant financial report is carried
out in aforeign jurisdiction, then comparabl e auditing standards will be
seen to provideintegrity in the same manner asthe Austrdian auditing
standards. For further discussion on what would be required for an

accounting or auditi ng standard to be considered comparabl e, see

- { Deleted: 26
T ‘[ Deleted: 28
5.28 Not all entities arerequired by Austrdian law to have their /{Deleted: 5.24.

financial reports audited in accordance with the auditing standards (or by
comparable foreign law and auditing standards made under a foreign law).
To the extent that thisistrue, an entity isnot preduded from making an
election under any of the el ective Subdivisions provided the financia
reports of that entity arein fact audited in accordance with the relevant

auditing standards.

529  Theauditing requirement in the e ective Subdivisions has been lx/{De'eted: 5%, )

structured such that either of the following e ection digibility conditions
must be satisfied prior to making an dection:

7 Formatted: dot point, No
bullets or numbering

 thefinandia reports are audited in accordance with the *'I o
relevant Australian auditing standards; or

+ thefinandia reports are audited in accordance with rel evant |
comparabl e foreign auditing standards.

{ Formatted: right footer, Left J

209 1



‘ Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

| Deteted: 2007 )

[Zicohgdsgl(‘;)%blﬁem 1, paragraphs 230-180(2)(b), 230-220(2)(b), 230-275(2)(b) and - { Formatted: Indent: Left: 2 J
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Comparable accounting and auditing standards { ormatted: Heading 4
530  Jnhaving regard towhat is a comparable accounting or auditing -~ {(peteted: 525, }

standard, consideration is to be given to whether the foreign accounting or
auditing standard, when compared to the Australian accounting or
auditing standard, resultsin a particular financia asset or liability being:

Formatted: dot point, No
bullets or numbering, Tabs: Not
at 4cm

* recognised, classified and treated in the same way in the o
financid reports of the entity;

* measured in the sameway in the financia reports of the
entity. That is, the methods by which the changesin value,
or gainsand |osses are cal culated, isthe sameor is
substantially the same; and

» subject to the samelevd of scrutiny as required under the
Australian auditing standards.

531 Comparable accounting standards include United Statesof < ..~ L0eleted: 527, )
America Financid Accounting Standards and those standards that are Formatted: _
compliant with International Financial Reporting Standardsin the broad E:fstetgxctnfa%%rsapsotlgf Py
sense of the term (ie, compliance with the entire body of Internationa cm

Accounting Standards Board pronouncements). [Schedule 1, item 1,
subparagraphs 230-180(2)(a)(ii) and (b)(ii), 230-220(2)(a)(ii) and (b)(ii),
230-275(2)(a)(ii) and (b)(ii) and 230-350(2)(a)(ii) and (b)(ii)]

532 Regulations may be mateto specify whether aparticular foreign -~ L01°ted: 522 )
accounting or auditing standard is to betreated as comparabl e with the

Australian accounting and auditing standards for the purposes of

Division 230. [Schedule 1, item 1, section 230-435]

533  Aspreviously mentioned, in addition to the generic requirements -~ - peteted: 529 }

mentioned in this chapter, there are additional requirementsthat are
specific to particular d ective Subdivisions which aso need to be met for
the el ective Subdivisions to apply. For discussion on these specific
requirements for elections, see each of therelevant chapters — Chapter 6
(fair value election), Chapter 7 (the foreign exchange retranslation
election), Chapter 8 (hedging financial arrangements election) and
Chapter 9 (financial reports el ection).

Effect of change of accounting standards

5.34 Generdly the e ective methods apply by relying on figures that
areincluded in the profit or loss statement in the financial report.
However there are circumstances where, as aresult of a change in the
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application of an accounting standard, an amount that would otherwise be
recorded in profit or loss may betaken directly to equity. From a Division
230 perspecti ve this amount may be again or aloss made from afinancia
arrangement but for the change in accounting standard. Given this, there
is areguirement that amounts that go directly to equity, as result of the
changein application of an accounting standard, are to be included as
Division 230 gains or lossesin the year of the restatement.

5.35 These provisions ensure that taxpayers are not required to amend
prior year tax returns when such an accounting changeis made. Thatiis,
these amendments are designed to reduce compliance and administration
costs by providing that the restated amount isagain or loss that is madein
the year in which the restatement occurs.

Australian Accounting Standard AASB 108

5.36 Wherethereis achangein either the rel evant accounting
standard or its appli cati on, accounting standard Australian Accounting
Standard AASB 108 Accounting Policies, Changesin Accounting
Estimates and Errors (AASB 108) requires that certain restated amounts
(gain or loss amounts) go directly and permanently to equity instead of
going through the profit or | oss statement. The adjustment amount,

refl ecting amounts not brought to account in previous years (which, based
on the changes to the accounting standard, would have been brought to
account in profit or loss had the new approach applied since theinception
of thefinancial arrangement), will go directly to equity. As aresult, the
amount cumulatively returned from an accounting perspective through
profit or loss will no longer align with the amount returned for tax
purposes (if the accounting change had not been made).

5.37 Paragraph 22 of AASB 108 states that:

Subject to paragraph 23, when a changein accounting policy is
applied retrospectively in accordance with paragraph 19(a) or (b),
the entity shall adjust the opening balance of each affected
component of equity for the earliest prior period presented and the
other comparative amounts disclosed for each prior period presented
asif the new accounting policy had always been applied.

5.38 Paragraph 42 states that, subject to paragraph 43, an entity shall
correct material prior period errors retrospectivey in the first financial
report authorised for issue after their discovery by:

(a) restating the comparative amounts for the prior period(s)
presented in which the error occurred; or...
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| Deleted: 2007

Making an

5.39 Findly, paragraph 46 states that the correction of aprior period
error is excluded from profit or loss for the period in which the error is
discovered.

5.40 As can be seen from the AASB 108 extracts the accounting
standards do not indlude the restated amount in profit or loss. Ina
Division 230 context, this means that the restated amount is to be
considered as arelevant gain or |oss notwithstanding that the amount is
not induded in profit or 10ss. [ Schedule 1, item 1, section 230-431]

election under the elective Subdivisions

Who may make an eection

_ ,{ Deleted: 5.30 .

541 Generdlly, entities that are subject to Division 230 may makean

election under one or more of the d ective Subdivisions (see Chapter 1 for
discussion of the hierarchy of elective treatments).

_ /{ Deleted: 5.31.

5.42 However, individuals and entities which have an aggregated
turnover of | ess than the rel evant threshold levels specified in

subsecti ons 230-405(2) and (3), are generaly excluded from the operation
of Division 230 (except in relation to certain qualifying securities they
hold). For such taxpayers an e ection under one of the elective
Subdivisions will only have effect if the taxpayer has also made the

el ection under subsection 230-405(5) to have Division 230 apply to all of
their financid arrangements (apart from those excluded in

Subdivision 230-H).
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5.44 However, thereis an exception to this where atax consolidated |

group or MEE-group icludes amember-that carries on-a ‘life insuranee -- -~
business’ (as defined in subsection 995-1(1) of the ITAA 1997). The
member running thelife insurance businesswill be alifeinsurance

company that is registered under the Life Insurance Act 1995.

on by alifeinsurance company that is a member of a consolidated group
or MEC group if the financia arrangement is hed directly or indirectly by
thelife insurance company. Therefore, afinancial arrangement that is
hdd by awholly-owned subsidiary of the lifeinsurance company relates
to the life insurance business carried on by the lifeinsurance company
member and thereforeis covered by the exception.

5.46 -Tax consolidated groups and MEC groups may wishtoelectto l -

apply one of the eective Subdivisions. However, for tax consolidated or
MEC groups which contain, for example, both afinancia institution
member and alifeinsurance company member, bringing to account gains
or losses which arise on an unsystematic, unrealised basis may provide a
competitive disadvantage to thelife insurance company of the tax
consolidated group or MEC group. For this reason the head company of a
tax consolidated group or MEC group which contains a member that
carries on a lifeinsurance business may € ect to:

» havean dection under one of the d ective Subdivisions apply"l" N

to al of their relevant financial arrangements; or

» specify that an e ection under one of the el ective |
Subdivisionsisto only apply to al of their relevant financia
arrangements excluding those related to thelifeinsurance
business carried on by a member of the group.

[Schedule 1, item 1, subsections 230-190(3), 230-230(3), 230-285(4) and 230-365(3)] N | 7

Remaking an election —life insurance company as a joining entity

5.47 The amendments to subsection 715- 660(1) of the ITAA 1997 J -

subject to the operation of Subdivision 715-J of the ITAA 1997. Broadly,
Subdivision 715-J operates to overridethe entry history rulein relation to
certain choices by an entity that joins a consolidated group or MEC group
(including the absence of a choice) and to extend thetime for the head
company of the group to make a new choice.

5.48 Jherefore, the head company of an existing consolidated or Jl/

MEC group is ableto remakeits Division 230 el ection in respect of
thegroup if:
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 alifeinsurance company joins the group;

« thelifeinsurance company has made an € ection under
Division 230 prior toits entry into the group; and

+ thelifeinsurance company’s election is inconsistent with the
existing Division 230 e ection of the head company.

5.49
thefoll owing times to make a new e ection under Division 230:

 thelast timethe head company may make an dection under -
Division 230 (ie, by the end of therelevant income year); and

» theend of 90 days after the Commissioner of Taxation
(Commissioner) is given notice under Division 703 of the
ITAA 1997 that thelife insurance company has become a
member of the group or such later time as the Commissioner

allows.

Lonsequently, if alifeinsurance company joins an existing

5.50
consolidated group or MEC group, the head company will be ableto make

an dection under Division 230 inrdation toitslife insurance business
that is different to the d ection that appliesto its other business.

551
consolidated group or MEC group has made an el ection under

Division 230 prior to joining the group that is consistent with the existing
election of the head company, then the head company is precluded from
making a new election under Division 230. Thisincludes asituation
where the group already carries on life insurance business and has made
an dection under Division 230 in respect of that businesswhich is

consi stent with the Division 230 e ection of thejoining lifeinsurance ,
company. [Schedulel, item 1, subsections 230-190(3), 230-230(3), /
subsections 230-285(4) and 230-365(3)] /

JThe manner in which elections are to be made

5.52
under the elective Subdivisionsis not prescribed in Division 230. .

However, the e ection will need to be made in a manner that clearly o
refl ects that the € ection has been made and also the time when the A

election is made. That eection will need to form part of thetax records of
the entity.
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Elections areirrevocable

230-350(4)]

Financial arrangements that are subject to the election, and the effect of
the election

Financial arrangements to which the e ective Subdivisions apply

Division 230 financial arrangements to the extent that:

» therelevant financia arrangement startsto be held in the
income year in which the eection is made, or the rd evant
financid arrangement starts to be held in income years
following theincome year in which the election is made; and

» thegain or loss on therelevant financia arrangement is
recognised or recorded in the taxpayer’s financia reports.

[Schedule 1, item 1, subsections 230-185(1) and 230-225(1), section 230-280 and
subsection 230-360(1)]

5.55

financial arrangements that are held by ataxpayer prior to theincome year
in which the dection is made. An exception applies wherethe taxpayer
makes atransitional year election for existing financia arrangements

5.56
230-F, the dection does not apply in respect of:

» afinancial arrangement that is an equity interest that:

— isnot classified or designated as at fair value through
profit or loss; or

— isissued by the taxpayer; and

« franked distributions. The assessability of thesedistributions |~

will remain outside Division 230. For example, dividends
will remain assessabl e in accordance with section 44 of the
Income Tax Assessment Act 1936.
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Effect of relying on elective Subdivisions

Refer to Chapters 6 and 9 for more information on these exceptions.
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thefinancial arrangement relates to thelife insurance business. [Schedule 1,
item 1, subsections 230-190(3), 230-230(3), 230-285(4) and 230-365(3)]

5.58 JRegulations may aso exclude other financial arrangements

associated with a business of a specified kind from an e ection under \
Subdivisions 230-C and 230-F. [Schedule 1, item 1, subsections 230-190(4),
230-230(4), 230-285(5) and 230-365(4)]
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Subdivisionsis that the taxpayer relies on their financial reports to
determine theamount of any gain or lossthat istaken to have been
made from arelevant financid arrangement. [Schedule 1, item 1,
subsections 230-195(1), 230-240(1), 230-260(2) and 230-370(1)]
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amounts that are recognised in the profit or loss statement of
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thefinancia reports, in effect, determine whether, and the ! ,’[
amount of, again or loss from ard evant financial o
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I ntra-group transaction for the purposes of AASB 127 ‘

Where an e ection is made by a head company of a consolidated /|

563 )
group or of aMEC group, and afinancial arrangement is not recognised in :

an audited financial report only because the arrangement is an intra-group
arrangement be recognised in the financia reportsis deemed to have been
satisfied in relation to that financial arrangement. _Financial arrangements
between members of a consolidated group or MEC group are not covered |1

by this subsection because the single entity rulein subsection 701-1(1) of | ||
the ITAA 1997 operates to treat them as not being financial arrangements |

for the purposes of Division 230.

5.64 Jhis provision isintended to alow taxpayersto rely on entity
accounts for the purposes of satisfying this requirement. Thereason for !

departing from the default position in this circumstance is that tax and
accounting consolidated groups do not always align. To the extent that i
the arrangement is recognised for tax purposes, thetaxpayer is abletordy
on therel evant entity accounts for the purpose of determining the amount
of relevant gainsand losses. That is, this provision only extendsto
transactions that occur between two-tax entiti es but within theene-------- : ;‘“
accounting consolidated group. [Schedule 1, item 1, paragraphs 230-185(2)(b), |
230-225(2)(b), subsections 230-360(3) to (6), paragraphs 230-370(1)(b) and

subparagraph 230-240(1)(b)(ii)] i

5.65 For a discussion of the application of € ective subdivisions to ‘
intra-group transacti ons of foreign bank branches and offshore banking

units, see Chapter 11.

Financial arrangement leaving a consolidated group

| entity takes afinancial

Deleted: 5.55 . Where aleaving

arrangement that was subject to the
fair vaue election, the foreign
exchange retransl ation election or
the financial reports election when
held by the head company, the
gain or |oss that the head company
istaken to have made from the
financial arrangement is ca culated
on the basis that the circumstances
that existed at the leaving time
remain unchanged until the end of
the income year. The gain or loss
isallocated to the income year of
the head company in which the
gain or loss occurred. [Schedule
1, item 1, subsections 230-195(3)
and (4), 230-240(3) and (4),
230-370(3) and (4)]1
5.56 . Consistent with the
principles contained in the
Australian accounting standards,
the circumstances are taken to
remain static for the purposes of
establishing the gain or loss on the
financial arrangement at the
leaving time.{
5.57 , For financial arrangements
subject to the fair value election,
the gain or loss recognised by the
head company for that income year
will be the difference between its
fair vaue at the start of the income
year, and its fair value at the
leaving time. That differenceis
taken to be the amount which the
Australian accounting standards
require the head company to
recognise in profit or loss for the
income year from the asset that
was subject to the fair vdue
election. [Schedulel, item 1, 230-
195(3) and (4)] 1
5.58 , For financial arrangements
subject to the foreign exchange
retrand ation election, the gain or

Jhe eledive subdivisions may apply in amodified manner |

5.66
where an entity joins or |eaves a consolidated group. For details about the
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Where requirements for an election are no longer satisfied

application of € ective Subdivisionsin relation to the consolidation

regime, see Chapter 12.

Theorder in which the elections under the el ective Subdivisions apply

567  Jtisimportant to notethat, wh@r,e,mpr e than one election has
been made under the el ective Subdivisions, only one elective method may
apply to an digible financial arrangement. For further discussion of the

hierarchy of tax treatments refer to Chapter 1. [Schedule 1, item 1,

section 230-45]

5.68 Although an el ection under the d ective subdivisionsis

irrevocabl e, the el ection may cease to apply, depending on the
circumstances applying to either:

» al of ataxpayer’sfinancia arrangements; or

» oneor more particular financial arrangements of the

taxpayer.

When an election ceases to apply to all existing financial arrangements

5.69 Jhe eections, other than (in certain circumstances) an € ection

under Subd|V|S| on 230-E, will ceaseto apply to al of the rel evant
financial arrangementsin the following circumstances:

 theaccounting requirement is no longer satisfied;
 theauditing requirement is no longer satisfied; or

» arequirement particular to an e ective Subdivision isno
longer satisfied.

[Schedule 1, item 1, subsections 230-205(1), 230-245(1), 230-325(1) and 230-375(1)]

Where an el ection ceasesto apply to particular financial arrangements

5.70 Jhedectionswill ceaseto apply to one or more particular

financial arrangements in the following circumstances:
+ itisnolonger recognised in financial reports;
 itisrecognised in financial reports which are not audited; or

» thetaxpayer ceasesto meet a particular requirement of an
elective Subdivision.
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Elective Subdivisions: common requirements
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571 Wherean dection made under the dectivesubdivisions ceases | L0moere
to apply to all, or particular financial arrangements, the ection ceasesto  “h. { Deleted: 5.65- )
apply from the start of the income year in which the circumstances . { Deleted: the )
described above occur. [Schedulel, item 1, subsections 230-205(1) and (3), { Deleted: () ]
230:245(1) and (3), 230-325(1) and 230-375(L)and (3] ' —

D {Deleted: Subdivisions cease to }

|

572 Jfan election under any of the elective subdivisions ceasestoa \{app -
financial arrangement, that election cannot subsequently apply toit again. - Deleted: - )
Further, even if asubsequent el ection under the rel evant eective \ { Deleted: 5.66., )
Subdivision is made, that el ection cannot apply to any financia { Deleted: Subdivisions ]

arrangement to which the prior election applied. [Schedule 1, item 1,
subsections 230-205(2) and (4), 230-245(2) and (4), 230-325(2) and 230-375(1) and (4)]

A balancing adjustment if an election ceases to apply

573  Wherean dection made under an elective Subdivision ceases to l//{De'eted: >07 )

have effect, a balancing adjustment must be made in respect of al the

financial arrangements to which the election ceasesto apply. [Schedule,
item 1, subsections 230-210(1), 230-250(1) and 230-380(1)]

5.74  Wherean dection made under an el ective Subdivision ceases to l//{De'eted: >08- )

apply to aparticular finandia arrangement, a balancing adjustment must
be madein respect of that arrangement. [Schedule 1, item 1,

subsections 230-210(3), 230-250(3) and 230-380(3)]

5.75  Thebalancing adjustment rul es deem the taxpayer to have B l | peteted: seo- )

disposed of the relevant financial arrangement(s) at thetimethe e ection
ceasesto apply (ie, at the start of the relevant income year). The disposa
is deemed to be for the financial arrangement’s fair vaue at that time, and
any balancing adjustment gain or loss is brought to account accordingly.
The balancing adjustment gain or lossis calculated asif it were a
balancing adjustment made under Subdivision 230-G. Further, the
taxpayer istaken to haveimmediately reacquired the financial
arrangement for itsfair value. [Schedule 1, item 1, subsections 230-210(2), (4)
and (5), 230-250(2), (4) and (5) and 230-380(2), (5) and (6)]

576  Notethat, for those financial arrangements subject to l -~ {(eteted: 570, )

Subdivision 230-D (the general foreign exchange retrand ation el ecti on)
the balancing adjustment will only apply in respect of those gains or
losses attributableto foreign currency exchangerate fluctuations. Further,
this balancing adjustment does not apply to Subdivision 230-E (hedging
financial arrangements method). Subdivision 230-E has specific
provisions dealing with the consequences if an election ceasesto have

effect (see Chapter 8).
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| 5.77 Chapter 10 provides a comprehensive outline of the operation of { Deleted: 5.71 . ]
the bal anting adjustment rutes-contained in Subdivision 230-G.--------- -

The making of a new election

| 5.78 Where an e ection made by ataxpayer ceasesto have effect ol { Deleted: 572 ]

because one or more of the requirements for making the e ection is no T Formatted: Don't keep with ‘
longer being met, they may subsequently make a new el ection where the next

requirements for making the el ection are once more satisfied [Schedule 1,

item 1, subsections 230-205(2), 230-245(2), 230-325(2) and 230-375(2)]. For each of

the el ective methods, other than Subdivision 230-E, only financia

arrangementsthat are entered into after the new election is made can be

subject to that election. This meansthat those financial arrangements that

werehdd at thetimethe d ection ceases to have effect cannot then be

subject to a subseguent election that is made [Schedule 1, item 1,

subsections 230-205(4), 230-245(4) and 230-375(4)].
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Chapter 6
The elective fair value method

Outline of chapter

6.1 This chapter outlines how the dectivefair valuemethod |- {oeleted: 61,
operates. The chapter explains: { Formatted:
base-text-paragraph

« when the taxpayer can apply the dective fair value
tax-timing method;

« theeffect of the eective fair va ue tax-timing method; and

« what valuations are used for the purposes of the el ective fair
value tax-timing method.

Overview of the elective fair value method

Election to apply fair value tax-timing method

6.2 Broadly, the fair va ue tax-timing method will apply to a
financial arrangement where ataxpayer makes a valid election to use the
fair value éection in respect of aDivision 230 financia arrangement.

6.3 Generally, for ataxpayer to make avalid € ection to apply the
fair value tax-timing method, the taxpayer must prepare financial reports
in accordance with rel evant accounting standards and have those financial
reports audited in accordance with rel evant auditing standards.

6.4 The taxpayer must also:

¢ classify the financia arrangement in the financial report as an
asset or liability at fair valuethrough profit or | oss except for
intra-group financia arrangements not required to be
recognised in thefinancia reports referred to above because
of the application of therelevant accounting standard dealing
with consolidated and separate financid statements; and

* treat the asset or liability (or that part of the asset or liability)
that is classified at fair value through profit or loss asif it is
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the whole of there evant financia arrangement (with any
balance being treated as a separate financia arrangement).

6.5 Oncethe fair value € ection is made ataxpayer must apply the
fair value tax-timing method to financial arrangements described in the
previous paragraph that start to be held in that income year and any
subsequent income year.

The fair value tax-timing method

6.6 The elective fair value method is a tax-timing method that
measures gain or 1oss as the change in the value of a financia
arrangement between two pointsin time. Under this tax timing method
thegain or loss from a financial arrangement for a particular period is the
increase or decrease in its fair value between the beginning and end of the
period, adjusted for amounts paid or received during the period. For
exampl e, assuming there are no amounts paid or received during the
period, if the value of afinancial arrangement is $100 on 1 July 2010 and
$125 on 30 June 2011, thereis afair value gain of $25.

6.7 Where afair value el ection appliesthe gains or |osses for an
income year will be determined by re evant accounting standards. Where
the Australian accounting standards, or comparabl e foreign accounting
standards, requirethat afair value measurement through profit or loss be
used to determine accounting profits or |osses on financial arrangements
for an income year, these gains and | osses shall be used to determinethe
taxpayer’ sgain or loss for an income year from those financial

arrangements.

6.8 Franked distributions (received either directly by the taxpayer or
indirectly through a partnership or trust) and rightsto receive franked
distributions (either directly or indirectly) arenot to be included asa gain
or loss under the fair value method.

Valuations

6.9 Theterm fair valueisdefined in AASB 139 as‘...the amount
for which an asset could be exchanged or aliability settled, between
knowledgeable, willing partiesin arm’ s length transactions'. The

va uation methods used for the el ective fair value method ought to
generaly be the same as those used for the fair value va uation in relevant
accounting standards.
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Balancing adjustment if fair value election ceases to apply

6.10 Where afair value e ection ceases to have effect, or ceases to
apply to aparticular financia arrangement, from the start of a particular
income year, a balancing adjustment is made at that timein respect of any
financial arrangement that is no longer subject to the election. This
balancing adjustment has the effect of adisposa of that financial
arrangement for its market vaue at the start of the income year in which
the el ection ceasesto apply, followed by an immediate reacquisition for
that market value.

Context of amendments

_ /{ Deleted: 6.2.

e —

6.11 The current income tax law does not specifically provide for t(

| Formatted:
base-text-paragraph

The current trading stock provisions provide the closest proxy by alowing ‘\ <
taxpayers to revalue trading stock on-hand by reference to changesin { Deleted: on
market value. However, these provisions have limited application to { Deleted: basis
many financial arrangements.

—

6.12  Theabsence of an dective fair value method for the recognition l{ Deleted: 6.3. ]

of gainsand | osses from atrading portfolio of financial arrangements
could mean that, while the portfolioislargey hedged in valueterms, the
tax-timing method applying to theindividual financid arrangements may
produce significant gains or losses that do not reflect the manner in which
those portfolio gains or losses are earned. Thistax result is inconsistent
with theway that the gains and losses from the portfolio are recognised
for financial accounting purposes and managed for risk management
purposes. Where the portfolioisintegral to the price-making functionin a
financial market, the potentially significant difference between the tax and
financial accounting results would be distortionary.

6.13  Thedective fair value method is atax-timing methodol ogy that Jl{ Deleted: 6.4 . ]

measures gain or loss for tax purposes as the changein the value of a
financial arrangement between two pointsin time. Under fair value tax
accounting the gain or loss from afinancial arrangement for a particular
period is theincrease or decreasein its fair value between the beginning
and end of the period, adjusted for amounts paid or received during the

period.

6.14  Whilethe dective fair value method has a number of potential l{ Deleted: 65. ]

advantages, mandatory application to al financia arrangementsand all
taxpayers could potentially result in excessive vol atility in reported
profits/losses and tax liahilities, creating adverse cash flow and liquidity

issues for some taxpayers. Imposing the dective fair value method could
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also create substantial compliance costs for taxpayers where they are not
required to use the fair value method for accounting purposes. For these
reasons thefair vauetax treatment is d ective.

6.15 The elective fair value method requires integrity messuresto
ensure that the d ective treatment is not tax motivated. Itis against this
background that the accounting and auditing requirements are necessary.
That is, the accounting and auditing requirements, which the taxpayer
must meet to make the fair value eection and apply it to the financia
arrangements which they have, provide a leve of integrity around
facilitating the el ective fair value method in the appropriate circumstances
and minimising tax motivated accounting or sel ection practices. These
requirements, with other common requirements and conditions, are
discussed in more detail in Chapter 5.

Summary of new law

/,{Deleted:

2007

.- { Deleted:

6.6,

- { Deleted:

6.7 -

- { Deleted:

of which

theincome year. Thefair valuegain or | oss for an income year will bethe \*\{Debted:

same as that recorded on afair value basisin the entity’ s audited profit or
loss account under relevant Australian accounting standards or their
comparable foreign equival ents.

6.17  When therequirements for making the election ceasetobe

satisfied, the fair value election ceases to have effect and abaancing
adjustment is required to be made.
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Comparison of key features of new law and current law

New law Current law ¢—|— -- { Formatted Table
Taxpayers who prepare financial Only limited fair value tax treatment |
reports in accordance with the isavailablefor financial
relevant financial accounting arrangements.

standards and have audited financial
accounts can elect to havefinancial
arrangements (other than equity
interests of which they are the
issuers) taxed annually under the fair
value method, if those financial
arrangements are accorded fair value
treatment in their profit or loss
Statement.

If ataxpayer adopts the elective fair
value method it applies to all assets
and liabilities that are financial
arrangementswhich are fair valued
through their audited profit or loss
account for accounting purposes.

The election is irrevocable and once
elected it applies on amandatory
basisto all financial arrangements
that are accorded fair value treatment
in the audited profit or loss account.
The fair value election applies for the
income year in which the election is
made and for all futureincome years,
unless one or more of the
requirements associated with that

”J,/{Deleted:cease

Detailed explanation of new law

6.18  To apply the dective fair value method to a financial tlff/{De'eted: 69.

arrangement, thetaxpayer must: Formatted:
base-text-paragraph
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prepare financial reports in accordance with the relevant T
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accounting standards and have those financial reports audited
in accordance with the relevant auditing standards (for more
detail on the common requirements for the elective
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Subdivisions refer to Chapter 5) [Schedule 1, item1, __ -1 Formatted: Referencing style,
subsection 230-180(2)]; Font: 11 pt, Not Bold, Not Italic

» classify thefinancia arrangement in the financial report,
pursuant to the operation of the relevant accounting
standards, as an asset or liability at fair value through profit
or |oss — noting the exception for financial arrangements
that are not recognised in aset of financia reports because of
the application of accounting standard Australian Accounting
Standard AASB 127 Consolidated and Separate Financia - [ Formatted: Font: Not Italic ]

AT

Formatted: Referencing style,
Font: 11 pt, Not Bold, Not Italic

subparagraph 230-185(1)(c)];

* treat the asset or liability that is dassified at fair value
through profit or loss (or that part of the asset or liability) as
comprising the whol e of the relevant financial arrangement
(with any balance of the ‘financial arrangement’ as defined in
this Division being treated as a separate financial

-1 Formatted: Referencing style,
,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, - Font: 11 pt, Not Bold, Not Italic

» apply the fair valuetax-timing d ection to the financial
arrangement if:

— it startstobeheld in the income year in which the el ection
is made or any subseguent income year [Schedule 1, item 1,
paragraph 230-185(1)(d)]; and

— itisnot subject to certain exceptions [Schedule 1, item 1,
section 230-190].

Which entities can elect the fair value tax-timing method?

619 Any entity that prepares aucited financial reports s ableto make® -~ |2eted: 610, )
afar value eection [Schedule 1, item 1, section 230-180]. However, only T Formatted: ‘
base-text-paragraph

certain taxpayers may want to el ect to use the fair value tax-timing
method. For instance, traders holding instruments or commodities for
relatively short times, and buying and sdling commodities or financia
instruments primarily for market-making purposes, might elect fair value
tax treatment. ‘Traders' generally have fully or largely hedged exposures.

///{Deleted: 6.11. ]

6.20 [Traders are often finandial institutions that have separate trading
books. These institutions usually have large portfolios of financial
arrangements which are fair valued through profit or loss for financial
accounting purposes. If such institutions are ableto dect fair value tax
treatment for such financia arrangements both their accounting and tax

treatments would be on the same fair value basis, and they would benefit
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from substantial economiesin record keeping and data management.
Overall compliance costs are expected to be reduced as a result.

7777777777777777777777777777777777777777777777777777 l//{Deleted: 6.12. ]

relatively sophisticated risk management systems which would allow
them to cope with any price risk and tax volatility that may arise from
using the fair value tax-timing method. Such entities may also want to
elect fair valuetax treatment. Furthermore, entities that record gains and
losses on afair value basis in their audited profit or |oss accounts may also
want to e ect fair value tax treatment to reduce overall compliance costs.

Making the election

6.22  Anytaxpayer may make afair value e ection, but an el ection l//{De'eted: 613. )

will only be valid for those taxpayers who meet the requirements of
Subdivision 230-C.

$L/{Deleted: 6.14. ]
consolidated group (MEC group), € ections are made by the head T Formatted: ‘
company of the group. Generally, an e ection under Division 230 will base-text-paragraph

apply to all therelevant transactions of al members of the consolidated

group or MEC group. However, thereis an exception to thiswhere atax

consolidated group or MEC group includes a member that carries on a

‘lifeinsurance business’. Where a member of the group carrieson alife

insurance business the head company can specify whether or not the

election will apply to thelife insurance business carried on by that

member of the group. [Schedule1, item 1, subsection 230-190(3)]

6.24 A regulation-making power alows for regulations to be made lx/{De'eted: 615 )

specifying other types of businesses for which a fair value éection made
by the head company of a consolidated group or MEC group will not

apply. [Schedulel, item 1, subsection 230-190(4)]

6.25  Themaking of avalid eection and its application to a member l//{De'eted: 616- )

of a consolidated group that carries on lifeinsurance business is discussed
in more detail in Chapter 5.

The elective fair value tax-timing requirements

6.26  For the elective fair value method to apply to the financial l//{De'eted: 617 )

arrangements of a taxpayer for the bringing to account of gains and | osses,
ataxpayer must el ect for the elective fair value method to apply. An
election will only be valid if the accounting and audit requirements listed
in subsection 230-180(2) are met. There are elective requirements
common to the e ective Subdivisions (Subdivisions 230-C, 230-D, 230-E

and 230-F). These accounting and audit el ective requirements are

{ Formatted: right footer, Left J
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discussed in detail in Chapter 5. There are also anumber of requirements
which aparticular financial arrangement must meet in order for the
election to validly apply, which are discussed below.

{ Deleted: the

- { Deleted: 6.18 .

the election is made and in | ater income years and which arefair valued - { Deleted: or

through profit or |0ss [Schedule 1, item 1, paragraphs 230-185(1)(c) and (d)]. In
addition, atransitional dection may be madeto apply the dective far
value method to financial arrangements being fair valued through profit or
lossthat existed at thetime of commencement of the Division [Schedule 1,
Part 3, subitems 99(5) and (8)]. The transitional election requirements are

discussed in Chapter 13. ///{Deleted: 12

6.28  Whereafinancial arrangement is an intra-group transaction for -~ {(peteted: 619.

the purposes of accounting standard AASB 127 (or comparable), the
financial arrangement is deemed to be an arrangement that i s recogni sed
in aset of audited financid reports and classified as at fair value through

profit or |0ss [Schedule 1, item 1, subsections 230-185(2)]. For further discussion - { Deleted: ) and 230-195(2

629  Arrangements that fall within the extended operation of -~ Deleted: 620.

Division 230, as set out in section 230-445 (eg, foreign currency,
non-equity shares, and commodities and offsetting commodity contracts
hdd by traders), which are fair valued for the purpose of the profit or loss
statement can also be fair valued for tax purposes. [Schedule 1, item 1,

Section 230-445] - { Deleted: section

- { Deleted: 6.21 .

6.30  Financia arrangements which are fair valued, and which arenot
classified as fair value through profit or loss becausethe changein fair
vaueisinitialy taken to equity, cannot be fair valued for the purposes of

Division 230. This meansthat a company cannot apply the fair value

method to an equity issued by that company [Schedule1, item 1, {D - -
- eleted: paragrapl

Financial assets and liabilities that comprise the whole or part of the
financial arrangement

6.31  Theapplication of the elective fair value tax method is limited to///{De'eted: 622.

those financia arrangements which, in whole or in part, comprise assets

or liabilities classified in the rd evant accounts as at fair value through
profit or 10ss [Schedule 1, item 1, paragraph 230-185(1)(c)]. Where only part of a
financial arrangement is subject to fair value (eg, the financia

arrangement may comprise afinancial asset or liability that isfair valued
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through the profit or loss and another financia asset or liability whichis
not), that part of the arrangement istreated as a separate financial
arrangement that is subject to this Subdivision. The remaining part of the
financial arrangement will betreated as a separate financia arrangement
and will be subject to the other provisions of the Division [Schedule 1,

item 1, section 230-200] .

6.32  Whereahybrid financial arrangement (comprising ahost Jlx/{De'eted: 623

instrument and an embedded derivative) isbifurcated (separated) under
the relevant accounting standards (Australian Accounting Standard
AASB 132 Financial Instruments: Disclosure and Presentation

(AASB 132) and Australian Accounting Standard AASB 139 Financial
Instruments: Recognition and Measurement (AASB 139)) the derivative
may be fair valued for accounting purposes. However, such ahybrid
arrangement may be a single arrangement for the purpose of Division 230
[Schedule 1, item 1, section 230-60]. |f the taxpayer has made a fair value
tax-timing election in rel ation to such a hybrid arrangement that is a
financial arrangement, it istheintention that such derivatives, which are
part of the hybrid arrangement, would be fair valued for tax purposes
[Schedule 1, item 1, section 230-200] .

Consequences of making a fair value election

6.33 A fair valuetax-timing election requires the taxpayer to apply lx/{De'eted: 624.

the elective fair value method to all financial arrangementsthat are
required by the relevant accounting standards to be fair valued through
profit or loss, and that are not subject to an exception. Thefair value
election, once made, applies from the beginning of theincome year in
which the dection is made. The dection will apply to al financia
arrangements which start to be hdd in the income year in which the
election is made (including arrangements subject to atransitional dection

— see Chapter 13) or alater income year so long as the d ection remains |- { Deleted: 12

- { Deleted: 6.25.

which ataxpayer must meet in order to make the d ection, including the
accounting and auditing requirements, continueto be met [Schedule 1,

item 1, subsection 230-205(1)]. Chapter 5 discusses these common
requirements and the making of an eection. Intheincome year in which
one or more of these requirements ceases to be met, the election will cease
to be valid and the el ective fair value method may not be applied to

financial arrangements then held by thetaxpayer (see paragraphs 6,48to 7J - { Deleted: 34
- { Deleted: 36

L/ - { Deleted: 37

N T M - { Deleted: 39
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The application of fair value to financial arrangements that are equity
interests

| 6.35  Thededive fair value method may apply to al financial { Deleted: 6.26.

arrangements, including financia arrangements which are equity interests
under Division 974 of the Income Tax Assessment Act 1997 (ITAA 1997),
subject to the satisfaction of the fair value tax-timing requirements and the
exclusion set out bel ow.

_ ,{ Deleted: 6.27 .

permitted to fair value those gquity interests[Schedule 1, item 1, - { Deleted: entity

subsection 230-190(1)]. This ruleis directed a ensuring that an entity does
not obtain atax deduction for losses on its own equity including
deductions for dividends paid.

Gains and losses taken into account where a fair value election is made

6.37  Whereafair value eection appliesto afinancia arrangement { Deleted: 628

the gains or | osses for an income year will be determined by rel evant
accounting standards. Where the Australian accounting standards, or
comparable foreign accounting standards, require that a fair value
measurement through profit or loss be used to determine accounting
profits or losses on financia arrangements for an income year, these gains
and losses shall be used to determine the taxpayer’s gain or loss for an
income year from those financial arrangements, should the taxpayer make
thefair value éection that validly applies to those financial arrangements.
Chapter 11 explains how this appliesin respect of fair value gains or
losses that is made from afinancia arrangement arising from intra-
entity/group dealings that are recognised by Part I11B (foreign bank
branches) or Division 9A (offshore banking units) [Schedule 1, item 1,
subsection 230-195(1)]

B /{ Deleted: 6.29.

Franked distributions P

6.38 Franked distributions (received either directly by the taxpayer or
indirectly through a partnership or trust) and rightsto receive franked
distributions (either directly or indirectly) arenot to be included asa gain
or loss that is brought to account in accordance with Subdivision 230-C.
The effect of excluding franked distributions from the scope of thefair
value dection isto ensurethat these distributions will remain assessable
in accordance with section 44 of the Income Tax Assessment Act 1936
(I'TAA 1936). Assessing the distribution under section 44 of the

ITAA 1936 rather than under Division 230 will ensure that the imputation
system works appropriately in respect of distributions such that franking
credits allocated to such distributions are available to the recipient in the
income year in which the distribution is taxed to the recipient.
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6.39  Absent aspecific rule, adividend (distribution) may be declared |//{Deleted: 6.30. )
in favour‘of-a shareholder-and the accounting-standards (eg; Australian--- -~

Accounting Standard AASB 118 Revenue) would have required the

taxpayer to recognise revenue (ie, again) in respect of the declared

distribution. At thistime, however, thedividend could not be franked.

Later when thedividend is actually paid, that payment would not be

assessed to the taxpayer because of the operation of the anti-overlap rule

(section 230-20) and, accordingly, franking benefits would not be allowed
to the shareholder.

Y- _ —

1 Deleted: In such cases, the right )
to receive the franked distribution
(that would arise at the time the
dividend is declared) is dso

| excluded from the scope of the fair

On 1 July 2008 Company A acquires ordinary sharesin \ ;ﬁbﬁlﬁ'g%%‘%ﬂe%iﬁ: L

Company B for $50 million and makes the fair vdlueeectionin :

. . . \ extent that the distributionis an
respect of al its financial arrangements. At 30 June 2009 the ! unfranked distribution, the

shares in Company B have amarket value of $65 million. On1 g?ffe.'e”‘?&; between the time the
. Sy \ istribution is declared and paid
May 2009 Company B pays dividends of $6 million. Company ‘

\ will not cause any imputation
A’staxableincome for the 2008-2009 year incudes the fair | | issuesto arise. Therefore, if the

value gain of $15 million ($65 million — $50 million) and a [ Bl ity
dividend of $6 million (ignoring grossing-up for franking \

, | election and will be recognised in
credits). However, Division 230 will only assess the fair value \ | @ccordance with the accounting

gain of $15 million. The dividend paid by Company B will be || stendards
assessed under section 44 of the I TAA 1936.

L

=
Deleted: <#>6.31 . The
exclusion in subsection 230-195(2)
will apply equally to distributions
received directly by the taxpayer
from a corporate tax entity or
received indirectly by the taxpayer
as abeneficiary of atrust or
through a partnership. Inthese
cases, abeneficiary of atrust (and
equally a taxpayer that will receive
franked distributions through a
partnership) will only recognise a
dividend either when it is received
| through the trust or when the

At 30 June 2010 the shares in Company B have a market value
of $90 million. No dividends have been paid for thisincome
year. Company A’staxableincome for the 2009-10 income year

incudesthe fair value gain of $25 million ($90 million —
$65 million). |

Valuation issues

6.40  Theterm far valueisnot defined in Division 230. Theterm

dividend is declared but not paid
and the beneficiary knows how

should take its ordinary commercial meaning. Inthisregard, AASB 139
defines fair valueas *...the amount for which an asset could be exchanged

or aliability settled, between knowledgeable, willing partiesin am’s
length transactions’.

641 Thevaluation methods used, and the guidance, definitionsand |
requirements for the elective fair value method ought to generally bethe
same as those used for the fair value valuation in rd evant accounting
standards. Therefore, if taxpayers use fair value estimatesin their profit
or |oss accounts that accord with commercially acceptable valuation

techniques, they can generally use the same estimates for the purpose of
the elective fair value method.
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much it will actudly receive. If
this cannot be determined by the
beneficiary, then the exclusion in
subsection 230-195(2) will not

| apply. T

L Example 6.1
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Where requirements for election are no longer satisfied

- { Deleted: 6.34.

| 642 Although an election under the dective Subdivisionsis -

irrevocabl e, the el ection may cease to apply, depending on the
circumstances of ether:

» al of ataxpayer’sfinancia arrangements; or

» oneor more particular financial arrangements of the
taxpayer.

| 6.43  Jf an eection under any of the dective Subdivisions ceases to //{De'eted: 6%,

apply to all financial arrangements, or to a particular financial
arrangement, that election cannot subseguently apply to it again.
[Schedule 1, item 1, section 230-205]

- { Deleted: 6.36 .

will ceaseto apply.

Balancing adjustment if election ceases to apply

| 645  Where an el ection made under an eective Subdivision ceasesto - peleted: 67,

have effect, or ceasesto apply to a particular financid arrangement, from
the start of a particular income year, abalancing adjustment is made at
that timein respect of any financial arrangement that is no longer subject
tothe e ection. [Schedule 1, item 1, subsections 230-210(1) and (3)]

6.46  Thebalancing adjustment isto be madein accordance withthe -~ {(peteted: 638.

balancing adj ustment regquirements as set out in Subdivision 230-G

(see Chapter 10). The balancing adjustment when applied to afinancial
arrangement has the effect of a disposal of that financial arrangement —
for its market value at the start of theincome year in which the dection
ceases to apply — followed by an immediate reacquisition for that market

value. [Schedule 1, item 1, section 230-210]

| 647  Chapter 5,in respect of the elective Subdivisions,and -~ peteted: 539,

Chapter 10 more generaly, provide further detail as to the operation of the
balancing adjustment rules contained in Subdivision 230-G.

- { Deleted: Example 6.2

‘ Example 6.2, _Balancing adjustment when fair value ends

On 22 April 2009 Spice Co makes a fair value dection under
section 230-180. Assume Spice Co has a balance date for tax
purposes of 30 June.

After thefinancia year ending 30 June 2010, Spice Co ceasesto
haveits financia reports audited.
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From the financial year beginning 1 July 2012, Spice Co again
satisfies al the requirements for making afair value election
(including the requirement that its accounts are audited). Spice
Co makes anew fair value e ection under section 230-180.

The consequences of Spice Co ceasing to maintain audited
financia reports from 1 July 2010 resultsin Spice Co not being
ableto apply the e ective fair value method to the financial
arrangementsit holds at 1 July 2010, as its el ection ceases to
apply from thistime. A balancing adjustment will be required to
be made on 1 July 2010 for those financia arrangements which
werebeing fair valued through profit or | oss subject to the fair
value dection.

On 1 July 2012, Spice Co again makes avdid fair value tax-
timing election. From thistime, the elective fair value method
will apply to any new assets and liabilities that comprise a
financiad arrangement (or part thereof) that start to be held on or
after thistime by Spice Co, which are fair valued through profit
or lossin accordance with the relevant accounting standards.

6.48  Onceafinancia arrangement is taken to be reacquired and no Jl//{De'eted: 640- )

longer subject to the e ective fair value method, ataxpayer will need to
assess which other relevant tax-timing method under Division 230, isto
be applied to the financial arrangement. For example, wherethe taxpayer
ceases to have financial reports prepared in accordance with Australian
accounting standards, the default tax-timing methods under Division 230

(accruds or realisation) will typicaly apply.

Making a new election

649  Whereataxpayer has made an election which ceases to have l - (peteted: 641 )

effect, they may |ater make anew dection wherethe conditionsfor
making an election are once more satisfied (refer Chapter 5). [Schedule 1,

item 1, subsection 230-205(2)]
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Chapter I

The elective foreign exchange
retranslation method

Outline of chapter

when the retransl ation method may be applied;

* theeffect of theretranslation method,;

election inydation to qualifying forex accounts; and

,,,,,,,,,,,,,,,,,,,,,,, -~

« theinteraction of the retranslation method with the other

e ective methods under Division 230.

Overview of the foreign exchange retranslation method

Application of the retranslation method

7.2  Taxpayers who prepare audited financial reportsin accordance with

Australian accounting standards or comparable foreign accounting

standards may make:

- an election to apply the retrand ation method to all ‘ financial

arrangements’ under Division 230 and those arrangements

subject to Subdivision 775-F of the I TAA 1997 (general

retransl ation election); or

- an election to only apply the foreign exchange retranslation

method to one or more of their financial arrangements that

meet the definition of a‘qualifying forex account’

(qualifying forex account €l ection).

7.3 Oncemade, an eection isirrevocable.
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7.4  Wheretheretrans ation method applies, any gain or loss due to
changes in currency exchange rates will be generally determined by the
amount which is reguired under Australian Accounting Standard AASB
121 The Effects of Changesin Foreign Exchange Rates (AASB 121) (or a
comparabl e foreign accounting standard) to be recognised in profit or loss
in the financia reports.

7.5 Broadly, where agenera retranslation € ection is made, all gains
and | osses attributable to changes in currency exchange rates arising from
financial arrangements will be brought to account under Subdivision
230-D.

7.6  Whilethe foreign exchangeretranslation method is comparable
with thefair value method, it differs from it by only recognising gains and
losses that are attributable to movements in foregn currency exchange
rates. Fair value, on the other hand, recognises gains and |osses attributable
to changesin other variables such as interest rates and creditworthinessin
addition to any gains and | osses that are attributable to movementsin
foreign currency exchange rates.

7.7 Theretranslation method will not apply to afinancia arrangement
if any of the following € ections have been madein re ation to that
financial arrangement:

- afair vaue e ection under Subdivision 230-C;

- afinancial reports € ection under Subdivision 230-F; or

- ahedging financial arrangement € ection under Subdivision
230-E to the extent it applies to that financial arrangement.

7.8 Wheretheretranslation method appliesto a financial arrangement,
any gains and losses not attributable to changes in currency exchange rates
will be brought to account under the accrua s and/or realisation methods.

7.9 If none of the e ective tax-timing methods (including the
retranslation method) apply to a financid arrangement, gains and losses
including those attributable to changesin currency exchange rates will be
brought to account under the accruals and/or realisation methods.

7.10 A qualifying forex account election can only be made where a
general retranslation e ection has not already been made.
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Comparison of key features of new law and current law

New law

Current law

Taxpayers that adopt relevant
accounting standards and have
audited financial accounts are ableto

all relevant arrangements which are
atributable to changes in currency

There isno general retranslation tax
treatment available for financial
arrangements under the existing
tax law, except for certain qudifying

forex accounts under Subdivision
775-E of the ITAA 1997.

exchange rate taxed under the
retranslation method.

Under the current law aqualifying
forex account is limited to an account
held with, broadly, afinancial

qualifying forex accounts.

The definition of aqualifying forex
account has been extended by
removing the requirement that it
must be held with afinancial
ingtitution in Australia or overseas.

Detailed explanation of new law

When can the foreign exchange method be used?
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made (qualifying forex accounts el ection) [Schedule 1, item 1,
subsections 230-220(3) and (4)].

General retranslation election

Election requirements

7.31 Only taxpayers whose financia reports are prepared and audited in

genera retranslation eection. Thisincludes taxpayers whose results are

properly reflected in aset of Budited financial-reports of a-connected entity -
[Schedule 1, item 1, subsection 230-220(2 and 230-220(2A)1 A '

A ___ Yo ____ \

7.32 Chapter 5 explains what is meant by financial reports, financial
reporting requirements, accounting standards and auditing standards
(including comparabl e foreign accounting and auditing standards).

Scope of general retranslation election

7.33 If thegenerd retrandation € ection is made, the retransl ation

item 1, paragraph 230-225(1)(d); item 6, paragraph 775-295(1)(a)];

that are recognised in afinancial report in respect of which
the accounting and auditing requirements are satisfied

paragraph 230-225(1)(c); item §, paragraph 775-295(1)(c)]l, P

where the amount attributable to changesin currency
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financi a reports and which has not previously been
recognised in the equity reserves in the taxpayer’s financial
reports [Schedule 1, item 6, subsection 775-305(4)]; and

foreign accounting standard [Schedule 1, item 1,
subsection 230-225(2)].

7.35 Under AASB 121 (_or comparable foreign accounting standardg) ~ * -
certain gains and | osses attributable to changesin currency exchange rates
Arerecognised inprofit or lossjn an entity’s financial reports. JFor the
general retranslation el ection to apply to gn arrangement, AASB 121 or a
comparable foreign accounting standard, must require the recognition,in
profit or loss of gains and losses (if any) from the arrangement in the year
in which the gain or loss arises. The requirement that again or |oss must
be recognised in profit or loss will not be satisfied wherejt has earlier

been recognised in gquity,

gains and losses attributable to changesin currency exchange rate
fluctuations may be required to be recognised under accounting standards
other than AASB 121. For example, if AASB 121 is replaced subsequent
to the enactment of Division 230, and the replacement standard provides
for retranslation, such areplacement standard would be expected to be
prescribed by the regulations as being a relevant accounting standard.
Gains and | osses attributabl eto changesin currency exchange rates which
arise from rel evant arrangements will be required to be recognised under
such areplacement standard. .To the extent to which comparable foreign
accounting standards require these gains and losses from financia
arrangements to be recognised in profit or loss, and those amounts have

not previously been recognised in an eguity reserve, this reguirement will
also be satisfied. g

7.37

Where ageneral retranslation election appliesto an arrangement, '

g aygeivd ividaalal v ivitadpl o tvu dil AT igu i, o /

cessation of an obligation to pay or receive foreign currency (or right to
Jeceve or pay foreign currency), subsection 230-20(2) has the effect of
disregarding gains and | osses grising under Division 775 to the extent they
are, or will be, included in assessableincome or alowable as a deduction
under Division 230. A note, following subsections 775-15(4) and
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would also apply, but for subsection 230-20(2). [Schedule 1, items 2 and 3]

Division 230 retranslation arrangements

7.39 Whereageneral retranslation el ection appliesto a financial

v

changeswill be subject to Division 230 unless:
» thefinancia arrangement is subject to an exception that

provides that its gains and | osses are not subject to

Division 230 (discussed in Chapter 2); or

» thefinancial arrangement is specifically excluded from

having the general retranslation method apply to it under

Division 230, by subsection 230-230(3) or (4),

7.40 Whereagenera retranslation eection appliesto arelevant financial ™/
arrangement, the amount taken to be again or loss for the purposes of

Division 230 isdetermined by AASB 121 or a comparable foreign

a comparable foreign accounting standard requires to be recognised in

profit or loss for that financial arrangement. [Schedule 1, item 1,
subsection 230-240(1)]

Retranslation method under Division 775 of the | TAA 1997

BN
N

A

explained in Chapter 2); O

\
\

subject to Division 230 (as set out in Subdivision 230-H and

obligation to receive or provide foreign currency, whichis
not a financia arrangement.

\
\
\

[Schedule 1, item 6, Subdivision 775-F]
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Divisonisalso determined by AASB 121 or a comparable foreign
accounting standard. Thegain or loss taken to be made is the amount
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Example7.1: A financial arrangement ceasesto be
recognised ifratetevant financialreport ---------------- -

Yvee Imports Ltd (Y vee) isalarge Australian company that
imports forensic tools and equipment from various foreign
sources for law enforcement organisations. Y vee prepares
accounts in accordance with Australian accounting standards,
and has its accounts audited in accordance with the
Australian auditing standards.

Y vee has various foreign currency denominated financial
arrangementsin respect of which it isrequired to recognise
amountsin profit or loss inits financial reports, in
accordance with AASB 121.

ffffffffffffffffffffffffffffffffffffffff I

recognised in the financid reports, under the accounting
practice regarding materiaity.

From the start of the income year in which the financial
rangement was no longer recognised in the finanda

retranslation method no longer applies to this arrangement,

any gains and | osses attributable to currency exchange rate
changes will be recognised under the accruals or redisation
methods.

Note: Yveewill continueto apply theretranslation methodto |-

the remainder of its arrangements that satisfy the relevant
criteria.

Balancing adjustment under Division 230 where the general
retranslation election ceases to apply

be madein respect of that financial arrangement. [Schedule 1, item 1,
subsections 230-250(1) and (3)]

7.48
bal ancing adjustment requirements as set out in Subdivision 230-G
(see Chapter 10). The balancing adjustment is:
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currency exchange rate changes as these gains and | osses may not have
been previously recognised under Division 775 of the I TAA 1997.
[Schedule 1, Part 3, subitem 121(10)]

When a qualifying forex account election will cease to apply

7.67 A qualifying forex account glection will ceasetogpply toa ™
financial arrangement from the start of an,income year during which:

 thefinancia arrangement stops being agualifying forex

subsection 230-220(1) that applies to that account.

[Schedule 1, item 1, subsection 230-245(5)]

7.68 Where aqualifying forex account, e ection ceases to apply toa

v____ A7 7"_ 7 9

particular financial arrangement, it cannot subsequently reapply to that
Arrangement even if the relevant reguirements begin to be satisfied once

more in relation to that arrangement. (Refer to Chapter 5 for further
discussion of thispoint.) [Schedule 1, item 1, subsection 230-245(6)]

account, el ection ceasesto apply

7.69 When a qualifying forex account el ection cessesto apply, a
balancing adjustment is required to be made in he same manner and with
the same consequences as for those financial arrangements for which a
genera retranslation el ection ceases to apply under Division 230

(see paragraphs 7,45 t0 7,48). [Schedule 1, item 1, subsections 230-250(3) to (5)]

Foreign exchange retranslation elections are irrevocable

7.70 A generd retranslation el ection or qualifying forex account
Fection cannot be revoked. [Schedule 1, item 1, subsection 230-220(5)]

7.71

irrevocable, it may, nonethel ess cease (as discussed in paragraphs 7 43
and 7.44). Where an dection ceases to have effect, ataxpayer may jnake
anew election when the conditions for making ageneral retranslation
election are subsequently satisfied. .;The new eection will only apply to
those arrangements the taxpayer startsto havein, or after, the year in

which the glectionjs remade that were not previously subject to such an
election (see Chapter 5). [Schedule 1, item 1, subsections 230-245(2)]
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arrangement. Thisis because the rul e that ordinarily requires elementsin
acalculation to befirst translated to Australian currency (or the rel evant
functional currency) beforethe calculation is conducted (in

subsecti ons 960-50(4) and 960-80(4) of the ITAA 1997), does not apply
to amounts worked out under the accruals method in Division 230.
Therefore, any amounts attributableto changes in currency exchange rates
will beinduded in the running bal ance adjustment under section 230-145
or the balancing adjustment under section 230-395. For further discussion
see paragraph 11.63 to 11.65. [Schedule 1, item 29, definition of ‘special accrual
amount’ in subsection 995-1(1) of the | TAA 1997]

gains and |osses that may arise from the financial arrangement which are
not due to currency exchange rate fluctuations. See Examples 7.2 and 7.3.

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,

A Co acquiresaUS dollar (US$) denominated promissory note
with aface value of US$100,000 for a cost of US$98,550.
Assumethe noteis acquired on the first day of A Co’sincome
year and that the promissory note maturesin three yearstime.

A Co has not made a foreign exchange retransl ation el ection,
hedging financia arrangement el ection, fair value election or
electionto rdy on financia reports under Division 230 in
relation to the promissory note. A Co has dso not made a
functional currency € ection under Subdivision 960-D of the
ITAA 1997.

The provisionsin Subdivision 960-C of the ITAA 1997 which
requireforeign currency amountsto betranslated into Australian
dollars will apply for the US$ denominated amounts.
Thereevant US$/A$ exchange rate prevailing:

» at thetimethe promissory noteis acquired, is 0.75;
at theend of year 1,is0.73;

at the end of year 2,is0.76; and

at the end of year 3,is0.78.
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The promissory noteisafinancial arrangement, asthe only
rights and obligations A Co has under the promissory noteisits
right to receive US$100,000, thus satisfying the test for a cash-

settlable financial arrangement (section 230-50). ///{Deleted: 40). 1
A Co pays the US$98,550 when the promissory note is acquired.
The discount to the face value of the promissory note will be

brought to account under the accrual rulesin Subdivision 230-B.
The accrual calculation undertaken to determine the amount of

the relevant gain or loss on the financid arrangement to be - [ Formatted: Font: 11 pt

accrued each year, is to be undertaken in the relevant foreign
currency (definition of ‘specia accrual amount’ in subsection
995-1(1) of the ITAA 1997).

The gain to be accrued is the US$1,450 discount, asthisisa
sufficiently certain overall gain or loss from the financial
arrangement (the promissory note) that is known at the start time
(subsections 230-105(2) and 230-110(1)). The period over
which this gain isto be spread, on a compounding accruals
basis, isthethree-year period from when A Co acquired the
promissory note, to when it matures (subsection 230-130(1) and
section 230-135).

Over thisthree-year arrangement the interna rate of return
caculatesto 0.488 per cent. This meansthegain taken to be
made from the financial arrangement in each year under the
accrual rules (subsection 230-140(1)) is as follows:

» year 1 —US$H481,;
e year 2 — US$483; and
e year 3 — US$486.

These gains areincluded in the assessableincome of A Co
(subsection 230-15(1)). A Co must translate these assessable
amounts into Australian currency, using thetranslation rulesin
Subdivision 960-C of the ITAA 1997. Assuming A Co does not
choose to use any aternatetranslation rules alowed in
Schedule 2 to the Income Tax Assessment Regulations 1997,
(such as arelevant average exchange rate), these amounts
translate to:

e A3$659inyear 1(US$481/0.73);

. A$636in year 2 (US$483/0.76); and
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e A3$623in year 3 (US$486/0.78).

However, asthe arrangement has cometo an end in year 3 (as
on receipt of the US$100,000, al of A Co'srightsand
obligations under the financial arrangement have ceased), a
balancing adjustment is made (paragraph 230-385(1)(b)).

The balancing adjustment broadly involves comparing the
financia benefits and consideration received and paid under the
financid arrangement, with the gains and losses from the
financia arrangement assessable or alowabl e as deductions
(subsection 230-395(1)).

Even though the US$98,550 A Co paid, not being an obligation
persisting when the promissory noteis acquired, isnot part of
thefinancia arrangement, it plays an integral rolein
determining whether A Co hasagain or loss from the
arrangement and thereforeis considered to be afinancia benefit
A Co provided under the financia arrangement (subsection 230-

65(1)).
As such, under the balancing adjustment, A Co compares (in "I o [ gf rmatted: Space After: 12
Australian dollar terms, pursuant to subsection 960-50(4) of the
ITAA 1997), the US$100,000 received (step 1), with the
US$98,550 paid plus any assessabl e gains made from the
financia arrangement, (ie the accrual amounts) (step 2)
(subsection 230-395(1)).
Balancing adjustment uss Exchange A$ { Formatted Table
(section23039%9) | | rate | —/{Deleted: 300)
USH/AS

stepl | Financial benefit 100,000 | 0.78 128,205 |

received under

arrangement (face

value of note).
sep2 | Financial benefittaken | 98550 | 0.75 131,400

to be provided under

arrangement (cost of

note)

plus ‘

assessable gains from

arrangement (accrual

gains)

year 1 659 |
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- { Deleted: year 3

N \{ Deleted: 623

year 2 636
A e H e ftttt i L -3~
132,695
step 3 Excess of step 2 over 4,490)

step 1 isaloss made
from thefinancial
arrangement.

"~ { Deleted: 133,318

-~ { Deleted: (5,113

— L

is taken to be aloss made from the financial arrangement, and
deductiblein year 3 (subsections 230-395(1) and 230-15(2)).

Accordingly, thetax treatment of A Co’s gains and losses from
its promissory notein total is:

P

» year 1 — A$659 assessablegain;

» year 2 — A$636 assessablegain;

year 3 — A$4,490 allowable deduction

Comprised of:

deduction

* NET —A$3,195 dedudtible loss,
A Co's net position is adeductibleloss of A$3,195. Thisis
equal to thedifference, in Australian dollar terms, of the amount
paid for the promissory note (A$131,400), and the amount
received on its maturity (A$128,205).

Example 7.3 Foreign exchangeretranslation election

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, —

Assumethe facts are the same as for Example 7.2, but that A Co
has made avalid retranslation el ection.

The cal culation of the gain or loss to be accrued will be the
same.

In addition, any foreign exchange gains and | osses will be
caculated each year under theretranslation method. Under
AASB 121, the carrying amount of A Co’s promissory notewill
betranslated into Australian dollar currency at the date it was
acquired, and at subsequent recording dates, with any exchange
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The elective foreign exchange retrandation method

differences required to be recognised in profit or loss. Under the
retranslation method, these amounts will be taken to be gains or
losses made from the financia arrangement (subsection 230-

240(2)).

Itisassumed that A Co has been discounting its promissory note
for financial accounting purposes using the effectiveinterest rate
method, on the same basis as the accrua cal culati ons discussed

in Example 7.2.

In therelevant years, the amount required by AASB 121 to be
recognised in profit or loss is therefore:

Formatted Table

.

Year | Carrying value (US$) Foreign exchange retrandation™"
gain / (loss) (A$)
(difference between carrying value
at closing and opening rates)
1 | 98550 3,600 |
(US$98,550 x (1/0.73 — 1/0.75))
2 99,031 (5,355)
(98,550 plus 481 (US$99,031 x (1/0.76 — 1/0.73))
accrual gain from
year 1 — see
Example 7.2)
3 99,514 (3,357)
(99,031 plus 483 (US$99,514 x (1/0.78 — 1/0.76))
accrual gain from
year 2 — see
Example 7.2)

Therefore, under the retranslation method, again of A$3,600

will be assessablein year 1, and | osses of A$5,355 and A$3,357
will be deductiblein years 2 and 3 respectively
(subsections 230-240(1) and 230-15(1) and (2)).

In addition, aswith Example 7.2, abalancing adjustment is
required in year 3, asat the end of year 3 the financial
arrangement isrealised. Under the balancing adjustment,
compare (in Australian dollar terms, pursuant to subsection 960-
50(4) of the ITAA 1997), the US$100,000 received plus any
deductibl e losses made from the financial arrangement (ie, any
foreign exchange retranslation |osses) (step 1), with the
US$98,550 paid plus any assessabl e gains made from the
financid arrangement, (ie any accrual gains plus any foreign
exchange retranslation gains) (step 2) (subsection 230-395(1).
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Step

Balancing adjustment

(section 230-395)
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Exchangerate «
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A$

Financial
benefit
received
under
arrangeme
nt (face
value of
note)

plus

Deductible
losses
from
arrangeme
nt:

year 2
retranslati
on loss

Jotal of

100,000
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128,205

5,355
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Example ‘
7.2)
N Total of I *””{ Deleted: 623 ]
sep? | A {Formatted Font: Bold J
step Excesgof | { Formatteg): Font: Bold )
U st GRZL@[ ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, }x \\\ Deleted: year 3 accrual gain
steplisa s | (per Example 7.2)
% \\\\\ \i Formatted: Font: Bold J
arrangeme W { Deleted: 136918 )
ﬂ& 777777777777777777777777777777777777777 :\\ W \{ Formatted: Font: Not Bold ]
ﬁ“\\\ {Deleted Total ]
The AR2.735 is deductibleto A Coin year 3 (subsections 230- [ (‘Formattea: Font: NotBold |
395(1) and 15(2 ‘\‘ AN
( ) ( )) {Formatted Font: Not Bold J
«Ihe combined effect for A Co of an %99',' cation of boththe ] { Formatted: Font: Not Bold J
accrua and retranslation methodol ogi es, and the balancing ! p : {Deleted sep 3 (W}
adjustment isthat thetotal gain or loss calculated intherdevant ' '\ (cormatted: space Before: 12 |
years from the promissory noteis: Vot J
) 1\ | Formatted: Space Before: 12 )
e year 1 —A$4,259 gain et )
(comprised of a A$3600 retranslation gain, plus A$659 | '\ (Deleted: 1lostha istakento
accrual gain, per Example 7.2); 11| have been made under the
\| | balancing adjustment is
| ' | atributable to the rounding
* year 2—A$4,719 loss . | 1| required under the other methods.
(comprised of a A$5,355 retranslation loss, plus A$636 | || This As1

accrual gain per Example 7.2); \[ Formatted: Space Before: 12 )
\| pt
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(comprised of aA$3 357 notional retrandlation loss, plus { Deleted: 734
A$623 notiona accrua gain per Example 7.2, plus A$1l
balancing adjustment | 0ss);

— L

/,{ Deleted: 194 ]
* NET — A$3,195 deductibleloss. ’

Asin Example 7.2, A Co's net position is adeductibl eloss of
A$3,195. ~_{ Deleted: 104
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8.1 This chapter outlines the d ective tax-hedge rules. Thechapter: |-
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« outlinesthedigibility requirementsthat entities need to 1
satisfy if they wish to make use of the dective tax-hedge

rules; and

« explainstherationale, structure and operation of the |
tax-hedgerul es.

Overview of the elective hedging method

8.2 A financial arrangement may be used as a hedge to offset an
adverse financial impact in respect of ahedged item or underlying asset
arising out of amovement in aprice or other financia variable. For
example, aforegn currency denominated borrowing may be hedged
against adverse movements in the exchange rate.

8.3 Hedging is usually undertaken by business on a pre-tax basis
and is designed to manage, reduce or €iminate risk associated with the
taxpayer’ s financia exposures created from business and i nvestment
activities using financia arrangements.

84 The hedging financial arrangements method is intended to
minimise the impact of tax on hedging decisions. It is seeking to
facilitate, subject to safeguarding requirements, the efficient management
of financial risks through the approach outlined be ow.

85 The approach used to achievethisisto more closdy aign the
tax treatment of the hedging financia arrangement with that of the items
they hedge, thereby improving the degree of post-tax matching compared
to that under to the current tax law.

8.6 Broadly, the tax hedge rul es reduce post-tax mismatch ensuring

that gains and | osses from hedging financia arrangements areincuded in

{ Field Code Changed
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taxable income at the same time that the gains or |osses made from the
hedged item or items are included in taxabl e income.

8.7 Similarly, the tax dassification or status of a hedging financial
arrangement gain or loss is matched to that of the hedged item. For
example, if the hedged item is subject to capital gainstax the hedging
financial arrangement will also be subject to capital gainstax rather being
on revenue account.

Context of amendments

8.8 Hedging activity is ordinarily conducted by businesses on a { Deleted: 82 .

pre-tax basis and is designed to manage, reduce or eiminate risk and
uncertainty associated with the taxpayer’s financial exposures created
when anti ci pating the purchase, sale or production of commodities and
other items, or when having financial assets or ligbilities. Derivative
instruments (such as swaps, options or forward contracts) are often the
means used to hedge such exposures.

8.9 A hedging transaction undertaken in respect of the financia risk 4{ Deleted: 83 .

arising from an underlying itemis effective to the extent that it offsets the
movements in an underlying transaction. Generally, a hedging transaction
will offset an adverse financia impact, in respect of a hedged item, arising
out of amovement in aprice or other financid variable.

810  Subdivision 230-E (hedging financial arrangements method) 4{ Deleted: 84

pretax hedging decisions. The approach used to achievethisistomore { Deleted: -

closely align the tax treatment of the hedging financial arrangement with
that of theitems they hedge, thereby improving the degree of post-tax
matching. Under current tax law, comprehensi vetax-hedge rules do not
exist, and there has been considerabl e uncertainty about when gains and

| osses from specific hedging instruments are recognised. For instance,
uncertainty occurs in situations where rolling hedges are used as hedging
instruments. In such situations, taxpayers have not known whether the
point of termination of one hedging instrument, is or is not, to be regarded
asataxing point for thegain or loss on that particular hedging instrument.

811  Thetax systemisdifferentiated asto tax treatments. For { Deleted: 85 .

instance, some financial arrangements are taxed on arealisation basis and
some are taxed on an accruasbasis. If afinancial arrangement that is
subject to the former basisis used to hedge arisk inrelation to an
arrangement that is subject to thelatter, atax mismatch may arise. A tax
mismatch could also occur wherea gain or lossin respect of the financial

arrangement is brought to account as assessabl eincome or an allowable

[ Field Code Changed




The dective hedging financial arrangements method

deduction (ie, taxed on ‘revenue account’) but thegain or loss on the
underlying item (referred to as a‘hedged item’) is brought to account as a
capital gain or acapital loss (ie, taxed on capital account).

812  Theoutcome of atax mismatch isthat the effectiveness of -~ { Deteted: a6 )

pretax hedging activity isreduced on an after-tax basis. Such
mismatches may produce anomal ous tax outcomes, distort
decision-making, disrupt the ability of taxpayers to reduce or manage risk

and, in general, impede efficiency of risk alocation and management.

813  Tax-hedgerules recognisethe purposeof the herging acivity. |~ (o110 87 )
In appropriate circumstances, tax-hedge rul es remove distorting tax

mismatch effects on pre-tax hedging activity by changing the way that the

hedging financial arrangement would have been taxed, to away that is

consistent with the tax treatment of the hedged item. That is, reducing the

post-tax mismatch is achieved by atering the tax-timing and tax-status of

the hedging financial arrangement and more d osd y matching it with that

of the hedged item.

814  Atthesametime, wherethe tax treatment of a hedging finandia Jlx/{De'eted: 88. )

arrangement depends on the purpose of the taxpayer, thereisthe potentia
for an inappropriateleved of selectivity of tax treatment. It appears that
the rigorous hedge criteria set out in Australian Accounting Standard
AASB 139 Financial Instruments: Recognition and Measurement (AASB
139) aso reflect aconcern about selectivity. Similarly, purpose-based
tax-hedge rules have the potential to create administrative difficulties.
Without adequate safeguards, the ability to administer tax-hedge rules
would be severely constrained.

815  Tax-hedgerulesthat draw heavily on financiad accounting - Deteted: s9. )

concepts will provide greater clarity and neutrality for the taxation of
gains or losses arising from arrangements that are part of hedging
relationships and will contributeto |ower overall compliance costs.
Existing uncertainties over relevant tax treatments will be reduced, risk
management will be enhanced, and there will be less scope for deferral
possihilities arising from adverse sel ection.

8.16  Greater matching between the taxation of the hedging financial lx/{De'eted: 810. )

arrangement and the underlying or hedged item may, however, not always
lead to greater consistency between the taxation and financial accounting
treatment of the hedging financial arrangement. Thereason isthat
taxation treatment of the hedged item may be different to the financial
accounting treatment of theitem. In this circumstance, the matching
process may giveriseto adifferent tax alocation of hedge gains and

losses over time, to the financial accounting all ocation.

/{ Formatted: right footer, Left J
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| 8.17 Further, financial accounting does not have some of the
disti ncti ons-feuneH ntheincome tax kaw - +or-example, distinctions-such-- -~
as:

| » thedifferent treetment of capital and revenue gains and
losses;

| * incomewhich is assessable in some cases and not in others;
and

| » expenses which are deductiblein some casesand not in
others.

| 8.18 Jhetax-hedge provisions neverthel ess are designed to reduce
the degree of tax mismatches which might otherwise occur in atax, abeit
not in afinancial accounting, context. Reducing tax mismatches that go
beyond what financia accounting does (ie, principally matching the time
at whi ch the hedging instrument and hedged item are recogni sed),
increases the amount of rules, theleve of complexity and the need for
integrity requirements. The proposed tax-hedge rul es represent a
balancing of these factors.

Summary of new law

| 8.19 .The proposed tax-hedge rules are designed to fadlitate effident
management of finand a risk by reducing post-tax mismatches where
hedging takes place. At the sametime, the rules seek to minimisetax

deferral and tax motivated practi ces.

| 8.20 JThese objectives are given effect by alowing entities, subject to
proposed Division 230, to d ect tax-hedge treatment in respect of all their
financial arrangements whose purposeis to hedge against risk. The
election can be made if certain requirements are met. In broad terms these
requirements are that:

| + each financial arrangement must either be a* derivative e

financid arrangement’ or a‘foreign currency hedge (as

defined);

| » theentity must satisfy documentation requirementsthat build
on those contained in AASB 139;

| » theentity prepares afinancial report in accordance with
appropriate accounting standards and thereport is
appropriately audited;

-

-
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The dective hedging financial arrangements method

» thehedging of therelevant risk must meet specified tests of |
effectiveness, and

 subject to the satisfaction of certain additiona requirements, |
the taxpayer can adopt hedge tax treatment in respect of a
limited number of specific hedging financial arrangements
that do not meet the finandia accounting standard hedge
requirements.

821  Onceavalid hedging finanda arrangement election is made, an l - {(peteted: 815. )

entity isgenerally ableto allocate gains and | osses from a hedging
financial arrangement on an objective, fair and reasonable basis. The
allocation must correspond with the basis on which gains, losses or other
amountsin relation to the hedged item or items are alocated for tax
purposes (referred to as ‘tax-timing matching’). The entity will, in many
cases, also be ableto align the tax classifi cation of the hedging financial
arrangement with that of the hedged item (referred to as ‘ tax-status
matching’).

8.22  Thetax-hedgerulesaso providethat, under certain lx/{De'eted: 816 )

circumstances, the hedging financial arrangement ceasesto beheld and is
reacquired for itsthen fair vdue. Proposed Division 230, other than the
tax-hedge rules, is then applied to bring to account gains or losses made

from thereacquired financial arrangement.

Comparison of key features of new law and current law

New law Current law

¢| - - { Formatted Table J

Elective tax-hedge rules will There are no comprehensive |
potentialy be available to al entities | tax-hedge rules in the existing law.
that adopt and comply with the
requirements of relevant accounting
standards and have audited financial
accounts.

The election applies to all hedging
financial arrangements of the entity
that meet specified tests.

Detailed explanation of new law

823  [Tax-hedgetrestmentislimitedto ‘hedging finncial
arrangements’ to which the hedging financial arrangement election apply
[Schedule 1, item 1, section 230-260]. A ‘hedging financial arrangement’ is /{Forma“e“: right footer, Left |

** | Field Code Changed )

hedge method{
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defined as afinancial arrangement that is a‘ derivative financial
arrangement’ or a‘foreign currency hedge’ and meets certain purposive
and other tests[Schedule 1, item 1, subsection 230-290(1)].

- { Deleted: 8.18 .

8.24 Generaly, to beahedging financial arrangement, the -
arrangement must be a hedging instrument for financial accounting
purposes [Schedule 1, item 1, subsection 230-290(1)]. However, ahedging
financial arrangement can exist, in limited circumstances, even if
particular aspects of the financial accounting tests are not satisfied
[Schedule 1, item 1, subsection 230-290(2)], provided that the taxpayer meets
certain record keeping requirements [Schedule 1, item 1, subsection 230-310(5)]
or, inlimited circumstances, where the Commissioner of Taxation
(Commissioner) exercises adiscretion to treat afinancid arrangement as a
hedging financial arrangement [Schedule 1, item 1, section 230-300] OF to treat
certain requirements as having been met [Schedule 1, item 1, section 230-335].

825  Thehedged item does not haveto beafinandd arrangement. -~ {(peteted: 819.

Neither doesit have to be a current transaction. It can be an existing asset
or liability, a firm commitment, a highly probable future transaction or a
net investment in a foreign operation. It can also be apart of one of these

things. [Schedule 1, item 1, subsection 230-290(9)]

8.26  Jnaddition, an anticipated dividend from a connected entity //{De'eted: 820.

that is non-assessabl e non-exempt income under section 23AJ of the
Income Tax Assessment Act 1936 (ITAA 1936), can be ahedged item
[Schedule 1, item 1, subsection 230-290(10)] and the regulations may prescribe
something to be a hedged item [Schedule 1, item 1, paragraph 230-290(9)(f)] .

827  Tax-hedgetreatment is obtained by making a‘hedging financial -~ {(peteted: 21

arrangement election’ which will apply to al the entity’ s hedging

financial arrangements [Schedule 1, item 1, sections 230-275 and 230-280]. Asa
major objective for tax-hedge rulesis to reduce tax mismatches, there may
be numerous hedging financial arrangements for which entities seek
tax-hedge treatment. The ‘one-in, dl-in’ eection means that an entity
does not have to make a separate € ection for each of the arrangements. It
also means that there is less opportunity for picking and choosing the
situations in which the tax-hedge rules will be gpplied (so asto accessthe
changed tax trestment that hedge tax rules all ow); without the requirement
to apply the tax-hedge rules on aone-in, all-in basis, administration of the
rules would potentially be more diffi cult.

Accounting and auditing reguirement

828  Therearetwo basic requirements that haveto be satisfied before -~ eteted: 822.

beng ableto make a valid hedging financia arrangement el ection
[Schedule 1, item 1, paragraph 230-275(2)]:
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financia report for therelevant income year in accordance bullets or numbering, Tabs: Not

» theentity, or aconnected entity of yours, must prepare a J, ( Formatted: dot point, No
with Austraian or comparable accounting standards; and at 4 cm

» thereport is either required by Australian or comparable |
foreign law to be audited in accordance with relevant
auditing standards; or

» wherethereis no requirement to apply the auditing standards, |
thereport isin fact audited in accordance with those
standards.

Formatted:
base-text-paragraph no

These requirements are common to all dective regimesin Division 230. "1' N (
numbers

Chapter 5 explainsin more detail the generic requirements and operation
of the hedging financial arrangement € ection and other € ections that may
be made under Division 230.

Arrangementsto which the election applies

820  Onceavalidhedging finandd arrangement election hasbeen | -~ {eioted: 82 )

made, it appliesto al hedging financial arrangements which are first held

in the income year in which the e ection is made or in |ater income years, | - - Formatted:

+chedule 1 item 1, section230280] base-text-paragraph Char3
\\‘[Deleted: ]

830  [Thegeneral ruleisthat the election will not apply tofinancial | { Deleted: 8.24 . ]

arrangements that are equity interests [Schedule 1, item 1,

subsection 230-285(1)], However, thereis an excepti onto thisrule namely | - { Formatted: Font: 11 pt, Not

where the taxpayer istheissuer of ahedging financial arrangement that is Bold, Not Italic

an equity interest and aforeign currency hedge [Schedule 1, item 1, (Formotted: Fort 11 ot Not

subsection 230-285(1, " boid Nt e

831  Further,if no dection is madeunder subsection 230-405(5) | -~ | eteted: 825- )

(about electing to have Division 230 apply to al the taxpayer’s financial

arrangements), the hedging financia arrangement €l ection will not apply

toafinancd arrangement if the taxpayer is an individua or an entity

that satisfies the rd evant turnover test in subsection 230-405(2) or (3) and

the arrangement is a qualifying security that has a remaining term, after

acquisition, of more than 12 months [Schedule 1, item 1, subsection 230-285(3)].

Notethat if the arrangement is not such a security but the taxpayer is

such an entity, the gains and losses will still not be digible for

tax-hedge treatment unless the taxpayer makes the election in

subsection 230-405(5).

832  Whereahedging finandia arangement dectionismadebya l - {(peteted: 8. )

head company of a consolidated group or multiple entry consolidated
group (MEC group), the el ection can specify that it does not apply to
financial arrangementsin relation to thelifeinsurance business carried on

/{ Formatted: right footer, Left J
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by a member of the consolidated or MEC group [Schedule 1, item 1,

subsection 230-285(4)]. Nor will the election apply to financia arrangements
associated with a business of a kind which may be specified by regulation
[Schedule 1, item 1, subsection 230-285(5)]. See Chapter 5 for further discussion

onthis.

« [ Formatted: Heading 4 J
Documentation, recording and effectiveness requirements
833 Jn addition tothe generic requirements referred to above, where -~ Loeieted 627 ]
ahedging financial arrangement election has been made, it appliesto
hedging financial arrangements if specified tax requirements re ating to
thefollowing are met:

<«- - -~ | Formatted: dot point, No

» documentation of the hedging relationship [Schedule 1, item 1, bullets or numbering, Tabs: Not
section 230-310]; at 4cm

» determining the basis of the tax alocation of the gains and
losses from the hedging financia arrangement [Schedule 1,
item 1, section 230-315]; and

 effectiveness of the hedge [Schedule 1, item 1, section 230-320].

_ - -7 Formatted: Heading 4,
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8.34 Jf the hedging financia arrangement el ection applies, thegain or

loss from the hedging financial arangement is (subject toany {peleted: 828, J
disgualifying condition) recognised for income tax purposes on the
following basis:

<«- - -~ Formatted: dot point, No

» thegain or lossis allocated over income years according to bullets or numbering, Tabs: Not
the basis determined and set out in the record [Schedule 1, at 4cm
item 1, subsections 230-260(2) and 230-315(1)]; and

//{Deleted: ]

tablein subsection 230-270(4), thegain or lossistreated in
accordance with that table[Schedule 1, item 1,
subsection 230-270(4)] .

835 Thistax alocation and tax classification is subject to certain
exceptions. In particular, the treatment specified above will apply where
thereis no event within the all ocation period that has the effect of treating
the hedging financial arrangement as ceasing to be held and being
reacquired for itsthen fair value. [Schedule 1, item 1, subsection 230-260(4) and
section 230-265]
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Transitional dection « [Formatted Heading 4 ]
836  Transitiona detion rulesareexplained in Chapter 13. |- { Deleted: 8.30. ]
Essentially, tax-time matching is only available for hedging arrangements { Deleted: 12 ]

that the taxpayer has at thetime of commencement of Division 230 where
atransitional e ection is made and where specific record keeping
requirements are met. Tax-status hedging is not available to hedging
arrangements that the taxpayer has at the time of commencement of
Division 230. What thismeansis that section 230-270 does not apply to

hedging financial arrangements that exist at the time the taxpayer first - o Dot P .
commences to apply the Division, [Schedule1, subitems99(6) and 99(7)] W Formatted: Default Paragrap J
837  Therest of this chapter explainsthe tax-hedge method in more - {Deeted: 831 )

detail.

What is a derivative financial arrangement?

838 A derivalivefinancial arrangement isafinnd arangement | -~ (eleted:o2. )
that has the following characteristics:
» itsvalue changesin responseto changes in a specified "i R Riripmindd sl lne NOIJ

variable or variables; and at 4 cm

* it requires no net investment, or it requires asubsequent net |
investment that is smaller than would be required for other
types of financia arrangements that would be expected to
have a similar responseto changes in market factors.

8.39  Although thedefinition of derivative financial arrangement does | [ E;’srg”_;f(fg;ragraph J

not indude areferenceto ‘settled at a future date’ as per the accounting
definition of aderivative, this concept can be inferred as aderivative
financial arrangement must come within the definition of financial
arrangement beforeit can be classified as a derivative financia
arrangement. To be afinancia arrangement there must alegal or
eguitable right to receive, or obligation to provide, afinancia benefit.
Thereferences to rights and obligati ons imply something will occur in the
future. [Schedule 1, item 1, subsection 230-305(1)]

840 A specified varibleindudes, but is ot imited to, an interest | -~ | Ocleted 833 )
rate, credit rating, afinancial instrument or commodity price, aforeign

exchangerate and an index.

841 TheDivision 230 defirition isvery smilar to the efinition of | -~ (2eteted: 832 )
‘derivative’ in AASB 139. However, thetax definition explicitly caters

for the situation where thereis a subsequent net investment in relation to

thefinancial arrangement. Thus, if thereis a substantial net investment /{Formatted: right footer, Left ]
after the financia arrangement has been entered into, it will not be a [ Field Code Changed ]
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derivative financial arrangement for the purposes of Division 230. Thisis
different to the application of the definition of ‘derivative’ in AASB 139
where afinancia instrument will still be a derivative wherethereis a
subsequent (substantial) investment made after the start of the
arrangement. Thisis because the accounting definition of derivative
focuses on whether thereis an initial net investment that is of a particular
magnitude, rather than any subsequent investments.

842  Further, thefinanda arrangement will be a derivative financial - peleted: 835, J

arrangement where, if thereisarequirement for anet investment, the
amount of the net investment is smaller than that required for other types
of financial arrangements. This means that the particular comparison isto
be donein relation to the financia arrangement being tested under the
definition in subsection 230-305(1) and contracts of atype other than
derivative financia arrangements. For example, an option to buy a
financial arrangement (say a share) would be a derivative financia
arrangement because the premium that is paid is much | ess than the
amount that is required to acquire that share.

843  Typica derivative financial arrangementsthat are used as ) -~ eteted: 835. )

hedging financial arrangements are swaps, options, futures and forward
contracts.

What is a foreign currency hedge?

| 844  Tobea‘hedging financial arrangement’, the arrangement hasto -~ {(peteted: 837 J

be either a‘derivative financia arrangement’ or a‘foreign currency
hedge'. A foreign currency hedgein thisregard isafinancial

arrangement:

. . ‘e «- - -~ | Formatted: dot point, No
| + whose value changesin responseto changesin aspecified bullets or numbering, Tabs: Not

variableor variables; at 4 cm

|  inrespect of which thereisarequirement for anet
investment (whether thisbe aninitial or subsequent net
investment) that is not smaller than would be required for
other types of financial arrangement that would be expected
to have a similar response to changes in market factors
(ie, paragraph 230-305(1)(b) is not satisfied); and

| « that hedges arisk in relation to movementsin currency
exchange rates.

[Schedule 1, item 1, subsection 230-305(2)]

| 845  Tobeahedging financia arrangement, aforeign currency ) - {(peteted: 838. )

hedge, amongst other requirements, must have been created, acquired or
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The dective hedging financial arrangements method

applied for the purpose of hedging arisk or risksin relation to a hedged
item. [Schedule 1, item 1, paragraph 230-290(1)(a)]

846  However, thefinanda arrangement is not disqualified from l | Deteted: 839 ]

beng ahedging financia arrangement if it isalso used for an investment
or borrowing purpose (ie, for the purpose of financing). Thus, unlike
derivative financia arrangements, aforeign currency hedge can bea
financing arrangement and, reflecting AASB 139, represents an exception
to the general position that only derivatives can obtain hedge tax
treatment.

When will a derivative financial arrangement or foreign currency hedge
be treated as a hedging financial arrangement?

847 A hedging finandial arrangement towhich ahedging financial | -~ (2eleted: 40 )
arrangement el ection applies can attract hedge tax-timing and hedge tax

classification. Asindicated above, there aretwo ways in which a

derivative financia arrangement or foreign currency hedge can be a

hedging financial arrangement. Thefirst is by the financial accounting

route, that is, essentially by being a hedging instrument for financial

accounting purposes [Schedule 1, item 1, subsection 230-290(1)], (i€, explained

in paragraph 8,45). The second iswherethe financial arrangementisnot | - { Deleted: 33 )

ahedging instrument for financial accounting purposes but meets certain
other requirements [Schedule 1, item 1, subsection 230-290(2)], (thisis explained

inparagraphs 868to874. i | Deteted: 60 )
7777777777777777777777777777777 “‘{ Deleted: 66 ]
848 A derivative financial arrangement or foreign currency hedgeis | - - { Deleted: 841. )

to betreated as ahedging financial arrangement if, in theincome year in
which the rights and/or obligations that comprisethe relevant financia
arrangement are created, acquired or applied:

. . . . . <«-- -~ Formatted: dot point, No
- thefinancial arrangement is created, acquired or applied for i bullets or numbering, Don't

the purpose of hedging arisk or risksin relation to an keep with next, Don't keep lines
existing asset or liability or, in terms of the accounting together, Tabs: Not at 4 cm
standards, a firm commitment, a highly probable future
transaction or a net investment in aforeign operation. In this
context the word ‘ purpose is not intended to prevent a
hedging financia arrangement from being purchased or
created for one purpose and then subsequently being used for
the purpose of hedging the movement in specified variable
on ahedged item. That is, the use of the word ‘ purpose’ isto
clarify that the taxpayer intends, and makes it clear, that the
gains and losses from the hedging financia arrangement are
intended to offset specified gains and losses arising on the
hedged item [Schedule 1, item 1, paragraph 230-290(1)(a)];

/{ Formatted: right footer, Left J
// [ Field Code Changed ]
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- atthetimeitis created, acquired or applied the financial
arrangement sati sfies the requirements of a hedging
instrument for the purposes of Australian accounting
standards or applicable comparabl e foreign financial
accounting standards [ Schedule 1, item 1, paragraph 230-290(1)(b)];
and

« itisrecorded as ahedging instrument in the financial report
of the entity unlessit is a foreign currency hedge, in which
caseit is recorded in the financial report of afinancial
accounting consolidated entity in which the entity isincluded
[Schedule 1, item 1, paragraph 230-290(1)(c)] .

8.49 JTherequirement that a financial arrangement must have been
created, acquired or applied for the purpose of hedging arisk, or risks, in
relation to ahedged item, or items, in order to be a hedging financial
arrangement underpins the hedging relationship and the link between the
financial arrangement and the hedged item or items. Inturn, thislink isat
the centre of determining effectiveness and the basis of the allocation of
thehedge gain or loss, aswell as of theintegrity of hedge accounting for
tax purposes (and perhaps financial accounting purposes aswell). At the
same time, this purposetest may be met notwithstanding that thereisa
more important purpose for the entity in entering into the arrangement, for
example, to managerisk at the entity level.

8.50 Where, in terms of paragraph 230-290(1)(b) or (c) (or both), the

accounting requirements relating to a hedging financia arrangement are
not satisfi ed through an honest mistake or inadvertence, the Commissioner
may neverthel ess exercise a discretion to treat the arrangement asa
hedging financial arrangement [Schedule 1, item 1, section 230-300]. In
deciding whether to exercise the discretion, the Commissioner shall have
regard to the entity’ s documented risk management practices and policies,
its record keeping practices, its accounting systems and controls, its
internal governance processes, the circumstances surrounding the mistake
or inadvertence, the extent to which the accounting standards and the
recording requirements are met, and the objects of Subdivision 230-E.

8.51 Because the scope of thisdiscretion islimited to circumstances
where there an honest mistake or inadvertence, if afinancia arrangement
is not a hedging instrument for financial accounting purposesit can only
obtain tax-hedge treatment if it fallswithin thelist set out in

subsecti on 230-290(2) (including the possibility of inclusion by
regulation).

«-

_ - -7 Formatted: Border: Bottom:
(No border)

" { Deleted: 2007 )
///{Deleted: 8.42. ]
///{Deleted: 8.43. ]
//{Deleted: 8.44. ]

[ Field Code Changed ]




The dective hedging financial arrangements method

What constitutes the hedging financial arrangement?

8.52 Generally, it is thewhole of a derivative finandal arrangement,
or aforeign currency hedge, considered in its entirety, that must satisfy
the requirements for an arrangement to be a hedging financia

arrangement [Schedule 1, item 1, section 230-295]. However, reflecting various
hedging rel ationships that can be designated for the purposes of

AASB 139, Subdivision 230-E permits anumber of variations to this
genera rule. In broad terms, to the extent that these parts of the financial
arrangement (represented by the relevant financid benefits) satisfy the
requirements in subsections 230-290(1) and (2), the variations are:

« theintrinsic value of an pptions contract can be designated as |-+~ [ leted: ovien )
the hedging financid arrangement (‘ partial hedges') {D eS— ]
[Schedule 1, item 1, subsection 230-298(2)1; |

» thespot price of aforward contract can be designated as the
hedging financia arrangement [Schedule 1, item 1,
subsection 230-295(3)]; Or

» aspecified proportion of afinancial arrangement can be
designated as the hedging financial arrangement
(‘proportionate hedges') [Schedule 1, item 1,
subsection 230-295(4)].

853 Where oneof the above variationsleads to apart or aproportion | -~ (2eieted 4. )
of afinancial arrangement being treated as a hedging financial
arrangement, it is taken to be a separate financial arrangement for the
purposes of Division 230 and the remaining part or proportion is also
taken to be a separate financial arrangement [Schedule 1, item 1,
subsections 230-290(5) and (6)] . It istherefore possible, for example, for the
remaining proportion to itself be a hedging financial arrangement that
hedges a hedged item that is separate and distinct to the hedged item being
hedged by the other proportion.
. ,{ Deleted: Example 8.1 ]

Example8.1; Proportion of a hedging financial arrangement .
Serendipity Co has ahighly probabl e forecast transaction under
which it isto borrow $90 million in five months. Serendipity
Co also has aforward rate agreement that would be highly
effectivein offsetting its exposure to an increase in interest rates
in the next five months. However, the notional principal on the
forward rate agreement is $120 million.

Serendipity Co may treat $90 million or 75 per cent of the
forward rate agreement as a hedging financial arrangement in
relation to the anticipated borrowing, provided that that

/{ Formatted: right footer, Left J
)/ [ Field Code Changed ]
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proportion meets the requirements of subsection 230-290(1) or
(2) (subsection 230-295(4)), In the event that that proportion of
the forward rate agreement is ahedging financial arrangement,

the remaining proportion (ie, $30 million or 25 per cent) of the
agreement is taken to be a separate financiad arrangement for the

purposes of Division 230 (subsection 230-295(5)).

Further, the remaining proportion could qudify as ahedging
financia arrangement in relation to another hedged item,
provided it satisfied the necessary tax-hedge criteria.

8.54  Jtispossiblefor afinancial arrangement to hedge morethan one
type of risk. However, for Subdivision 230-E purposes, it can only
quaify asa hedging financial arrangement if the applicable financial
accounting standards allow the arrangement to be designated as a hedge of

thoserisks. [Schedule 1, item 1, subsection 230-290(7)]

8.55  Jtisalso possible for two or more financial arrangementsto
hedge the samerisk or risks. However, for Subdivision 230-E purposes,
they may only qualify as hedging financial arrangements if the applicable
financia accounting standards allow them to be viewed in combination
and jointly designated as hedging that risk or those risks. [Schedule 1, item 1,
subsection 230-290(8)]

The hedged item

8.56  Thehedged item may bean existing asset or liability, afirm
commitment, a highly probabl e future transaction or a net investment

in aforeign operation whose risk is being hedged by the particular
hedging financial arrangement. It can also be apart of one of these things.
A hedged item can dso be prescribed by regulations. [Schedule 1, item 1,
subsection 230-290(9)]

8.57 Th@ terms “firm commitment’, *highly probable forecast
transaction’ and ‘net investment in aforeign operation’ al taketheir
mesaning from the equival ent termsin the Australian accounting standards.
A firm commitment or highly probabl e future transacti on might, for
example, be prospective crops (eg, in future crop years) or prospective
resources or output (eg, expected gold production in a future year).

8.58  An anticipated dividend from aconnected entity that is

non-assessabl e non-exempt income under section 23AJ of the ITAA 193Q
can also be a hedged item. [Schedule 1, item 1, subsection 230-290(10)]
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The dective hedging financial arrangements method

Record keeping requirements

859 Thefollowing are record keeping requirementsthat the taxpayer | -~ (2eieted: 852. )

must meet in order for ahedging financia arrangement to be digible for
tax-hedge treatment.

» Thereisaformal designation and documentati on of the
hedging relationship. The documentation must include
designation of the hedging financial arrangement in respect
of which the hedging financia arrangement d ection applies,
and identifi cation of the hedged item or items. It must aso
set out the nature of therisk or risks being hedged and how
the entity will assessthe hedging financia arrangement’s
effectiveness in offsetting the exposure to changesin the
hedged item’s fair value, cash flows or foreign currency
exposure attributableto the hedged risk or risks. Further, the
record must state the risk management obj ective and strategy
to be followed in acquiring, creating or applying the hedging
financia arrangement [Schedule 1, item 1, subsection 230-310(1)].

» Inaddition, therecord must contain any detail s that the
accounting standards require, by way of documentation, for
an arrangement to be recorded in the financial report as a
hedging instrument [Schedule 1, item 1, paragraph 230-310(1)(b)].
Thisisirrespective of whether the hedging financial
arrangement isin fact recorded in the financial report asa
hedging instrument [Schedule 1, item 1, subsection 230-310(1)]. An
exampleis where a hedging arrangement occurs between
finanda reporting periods but the hedging instrument is
nevertheless recorded or captured in the accounting records
for the relevant period.

» The documentation must set out the terms of the
determination made about the all ocation of the
hedging financiad arrangement gain or loss over income years
[Schedule 1, item 1, paragraph 230-310(1)(c)]. This determination
forms the basis of the tax-timing and tax d assification of the
hedging financia arrangement gains and | osses, as discussed
in further detail b ow.

» The documentation must set out therisk in respect of the
hedged item with sufficient precision and detail that it is
clear:

— that therisk was hedged by the particular hedging
financial arrangement [Schedule, item 1, /{ Formatted: right footer, Left J
paragraph 230-310(4)(a)]; .
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— theextent to which the risk was hedged [Schedule 1, item 1,
paragraph 230-310(4)(b)]; and

— that therights and/or obligations that comprise the
hedging financia arrangement werein fact created,
acquired or applied for the purpose of hedging the risk
[Schedule 1, item 1, paragraph 230-310(4)(c)].

8.60  Thisrecord must be made or bein place at, or soon after, the

time that the entity creates, acquires or applies the hedging financial
arrangement [Schedule 1, item 1, subsection 230-310(3)] unless regulations
provide otherwise [Schedule 1, item 1, paragraph 230-310(3)(b)]. For the
integrity of the tax-hedgerules, it isimportant that the relevant record in
relation to ahedging reationship either bein place at the inception of the
relationship or be madein areasonably contemporaneous manner.
Subsection 230-310(3) permits the record to be made soon after the
relationship starts. The reason for this short period isto take into account
administrative and systems processes of the parti cular entity and not to
allow designation of the hedging financia arrangement to be determined
by reference to whether it creates a favourabl e outcome in hindsight.

8.61 .The record may consist of one or more documents [Schedule1,
item 1, subsection 230-310(2)]. Thisallowsthe record to be based on an

amal gamati on of a hedging policy document that covers a number of the
details of atype of class of hedging financial arrangementsthat have
similar characteristics (eg, swap contractsrelating to interest raterisk in
relation to housing loans) and an associated document that contains details
of the specific arrangement (eg, date, notional principal, currency, term,
counterparty, transaction number, and hedged item details). Itislikely
that such an amalgamation would be consistent with record keeping

practi ces with respect to routine or high volume hedges. The policy
document and associated speci fic document must together meet the record
keeping requirements in section 230-310.

Hedge effectiveness requirement

862  [Tomaintain tax-hedgetreatment whilethe derivative financial

arrangement or foreign currency hedge (in relation to a non-derivative
financia arrangement) isheld, the following conditions must be met:

« for the period the hedging financial arrangement is expected
to be held, the entity must expect the arrangement to be
highly effective (within the meaning of the relevant
accounting standards) in achieving offsetting changes in fair
value or cash flows attributable to the hedged risk [Schedule 1,
item 1, paragraph 230-320(a)];
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The dective hedging financial arrangements method

* theeffectiveness of the hedge can be reliably measured, that
is, the fair value or cash flows of the hedged item that are
attributable to the hedged risk and the fair value of the
hedging instrument can bereiably measured [Schedule 1,
item 1, paragraph 230-320(b)]; and

» thehedgeis assessed on aregular basisin accordance with
the relevant accounting standards — at least once in each J
12;month period. The assessment isdirected at determining | - { Deleted: - ]
that the hedge will be highly effectivein reducing fair value
or cash flow exposurein respect of the hedged item or items
attributable to the hedged risk for the remainder of the period
for which the entity expects to have the hedging financial

arrangement [ Schedule 1, item 1, paragraph 230-320(c)].

863  Thelast test does not preclude risk management in relation to a Jlx/{De'eted: 8%6. J

particular item or particular portfolio of items. However, it does require
an assessment of effectiverisk reduction in relation to an identified item
or items for the purposes of hel ping to establish upfront the basis of

allocation of gains or losses from the hedging financial arrangement.

864  Whatis'highly effective’ for the purposes of section 230-320 l - {(peteted: 857 )

depends on the meaning of thistermin AASB 139. Thus, thehedge
effectiveness must be within the range of 80 per cent — 125 per cent, as

set out in paragraph AG105 of AASB 139.

865 Jfthehedgeisnot highly effective, item 1(c) intheteblein |-~ (eleted: 858, )

section 230-265 will operatein conjunction with section 230-260 to
providethat:

» thearrangement ceasesto be hdd for its fair value when the
effectiveness requirement is no longer met;

» thegain or lossisallocated over income years according to
the basis set out in the determination required by
subsection 230-315(1); and

 Division 230 isre-applied to any futuregain or loss made
from thearrangement asif it had been acquired for its fair
value at that time.

8.66  Note, however, that if the hedgeis highly effective but not B l - {(peteted: 8. )

100 per cent effective, the ineffective portion is not treated differently by -
Subdivision 230-E. That is, unlike financial accounting, the ineffective
portion of an otherwise highly effective hedging financial arrangement is

not disqualified from hedgetax treatment under Subdivision 230-E.
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8.67 Although the effecti veness test can be satisfied for tax purposes
by reference to compliance with the effectiveness test in the relevant
accounting standards, there will be times when this will not be sufficient.
One exampl eis where the taxpayer accounting and incometax years do
not align. Wherethisisthe case taxpayers will be required to undertake
additional effectiveness testing so as to satisfy the effectivenesstest in
section 230-320.

Can a financial arrangement be a hedging financial arrangement if it is
not an accounting hedging instrument?

8.68  Thepurposive nature of hedging rules and the volume of - - peteted: 80- ]

hedging transacti ons makes the administration of therules relativdy
difficult. Asindicated above, the existing incometax law does not
contain comprehensive tax-hedge rules. Further, thetax-hedge rules will
cover not just commodity hedging (as recommended by the Review of
Business Taxation (the Ralph Review)) but al sectors of the economy.
Also, they extend beyond tax-timing hedging to tax-status hedging. Thus,
theintroduction of tax-hedge rul es raises potentially significant
administrative implications.

///{ Deleted: 8.61- ]

8.69 Againgt this background, the requirements that the derivative
financial arrangement satisfies the hedging requirements of the financial
accounting standards, and is recorded as a hedging instrument for the
purposes of the standards, represents an important administrative

safeguard.

8.70  Atthesametime, it is understood that some entities’ hedging - ~{Deteted: 862 ]

practices will not satisfy the financial accounting hedge rulesin

AASB 139 because of some technical aspect of those rules and
notwithstanding that the substance of the requirements — particularly the
risk management purpose, the nature of the hedge transaction and

appropriate record keeping and other safeguards — are met.

871  Accordingly, Subdivision 230-E contains alist of situaionsin { Deleted: 8.63. ]

which those practices may, subject to certain requirements, nevertheless
attract tax-hedge treatment. In particular, aderivative financial
arrangement or foreign currency hedge may, in the circumstances listed
bd ow, qualify asahedging financial arrangement even though it does not
quaify, or it is not recorded, as a hedging instrument under the applicable
financial accounting standards. Inthese circumstances, certain additional

,,,,,,,,,, - { Deleted: 67 ]
and8O). //’{Deleted: 68). ]
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8.72 The only circumstances in which the tax-hedge rules may apply, | - { Deleted: 8.64 .

despite such finaneid -arrangements being denied-hedging-instrument - - - -
status for accounting purposes are:

» thehedging of aforeign currency risk relating to an
anticipated dividend from a connected entity where the
dividend is non-assessabl e non-exempt income under
section 23AJ of the ITAA 1936 [Schedule 1, item 1,

» entering into afinancia arrangement with a connected entity
that is not part of the same tax consolidated group but is part
of the same financial accounting consolidated group for
which the accounting standards reguire a consolidated
financia report (even though that report ignores the
arrangement), provided that the arrangement is created,
applied or acquired for the purpose of hedging arisk or risks
inrelation to ahedged item and would satisfy the accounting
hedge requirements but for the consolidated financia report
ignoring it [Schedule 1, item 1, paragraph 230-290(4); and

 theperiod for which therisk or risks are hedged does not
straddle two or more income years, that is, thehedgeisan
intra-income year hedge, provided that the arrangement is
created, applied or acquired for the purpose of hedging arisk
or risksin rdation to ahedged item and would be recorded as
ahedging instrument in arelevant financial report if it had
straddled two or more income years [Schedule 1, item 1,
subsection 230-290(5)].

8.73  Thelist of circumstances in which afinancial arrangement may
betreated as a hedging financial arrangement — and thus potentially be
ableto attract tax-hedge treatment — even though it does not qualify asa
hedging instrument, or is not recorded as a hedging instrument for
financial accounting purposes, can be added to by regulations [Schedule 1,
item 1, subsection 230-290(6)]. Those regulations can require that particular
conditions be met before the financial arrangement can qualify asa

hedging financial arrangement.

8.74  Wherethederivative financial arrangement or foreign currency
hedgeis not an accounting hedging instrument, neither the financial
accounting nor external audit systems provide aplatform for recognition
of the financial arrangements as hedges for tax purposes. The tax system
therefore has to provide a separate platform, with its separate

requirements. These arethat:

217
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* meeting the requirements of accounting standards for
obtaining hedgetrestment, or the recording as a hedging
instrument for accounting purposes, is not possible due to
requirements of the relevant accounting standards, rather than
any act or omission on the entity’ s part to deliberately fail
these requirements [ Schedule 1, item 1, paragraph 230-290(2)(c)];

 certain additional record keeping requirements are met

e L e e e e

» any requirements prescribed by the regulations are met
[Schedule 1, item 1, paragraph 230-290(2)(€)] .

Additional record keeping requirementsif a financial arrangement is
not an accounting hedging instrument

8.75  Asnoted above, thereare drcumstancesin which afinancia
arrangement can qualify as ahedging financial arrangement even where
the arrangement cannot be a hedging instrument for financial accounting
purposes or isnot classified as ahedging instrument in the entity’s
financial report. Because thereisno requirement to create a financial
accounting record of the arrangement as a hedging instrument, the entity’s
financial records cannot be reied upon to demonstrate, for example, the
purpose of the arrangement. Accordingly, separate tax requirements need
to be met. The requirements, which areimportant administrative
safeguards, are in addition to thosein respect of financial arrangements
that are hedging instruments for financia accounting purposes.

[Schedule 1, item 1, section 230-290 and subsection 230-310(5)]

8.76 The additional requirements are:
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* that the entity make or havein place at, or soon before or
after, thetimethat it creates, acquires or appliesthe hedging
finandial arrangement, a, record’ (as defined in theActs
Interpretation Act 1901) that explains why and how the
financia arrangement operates commercialy or

economicaly, as ahedge of thehedged item or items

requirement has regard to those situations in which it appears
that the strict requirements of AASB 139 prevent a derivative
(or non-derivative hedging aforeign currency risk) from
being classified as a hedging instrument, even though
commercially or economically the instrument reduces the
entity’s exposure to financial risk;
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The dective hedging financial arrangements method

that the entity make a record of the reasons why the financia
arrangement cannot qualify as a hedging instrument for
financdia accounting purposes [Schedule 1, item 1,

subparagraph 230-310(5)(a)(ii)]. It is envisaged that the normal
situation in which a financial arrangement is a hedging
financid arrangement is when it is a hedging instrument for
financid accounting purposes. The financial accounting
record provides a basis for establishing the purpose of the
financid arrangement in question. It isimportant that, when
the arrangement is not a hedging instrument for financial
accounting purposes, hedge tax treatment is only applied
when there are sound and appropriate reasons why such
financia accounting treatment could not be obtained. A
purpose of this requirement, in conjunction with the
requirement in paragraph 230-310(5)(a), isto establish that
there are such reasons. For example, as indicated above, it
should not be because the entity deliberately fail ed to meet
the requirements of AASB 139;

that the entity have arecord that sets out its risk management
policies and practices at the time the financial arrangement in
question is created, acquired or applied [Schedule 1, item 1,
paragraph 230-310(5)(c)];

that, at the time the entity creates, acquires or appliesthe
hedging financia arrangement, it hasin placeinternal risk
management systems and control s that record the
arrangement and the hedged item or items. This additional
requirement isintended to link the arrangement and the
hedged item or items together in terms of the former hedging
therisk in respect of thelatter. It isalsoto confirm that the
financiad arrangement is created, acquired or applied for
commercial purposes and not for tax reasons[Schedule 1,

item 1, paragraph 230-310(5)(d)]; and

that where ahedging financial arrangement that qualifies for
tax-hedge treatment under subsection 230-290(2), the
taxpayer keeps arecord of the accumul ated hedge gain or
lossthat is yet to be allocated in accordance with that of the
hedged item(s). Thisrequirement isintended to be an

ana ogue of the financia accounting equity reserve. Thisis
in the sensethat, for financial accounting purposes, even
though the hedge gain or loss may not be refl ected in that
period in theincome statement, thereisarecord in an equity
reserve of the balance sheet of an amount that has been
deferred and is yet to be recognised in profit or loss. It also
reflects the fact that the matching of again or loss on a
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financia arrangement can be deferred for along time. The
requirement is for an ongoing record of the accumulated gain
or loss, whether realised or unredlised, that is yet to be
matched for income tax purposes to a hedged item or items
[Schedule 1, item 1, paragraph 230-310(5)(b)]._When recording the
accumulated gains and |osses at the end of each income year,
al gains from the hedging financial arrangement are to be
assumed to be assessable income and all losses from the
hedging financial arrangement all owabl e deductions [Schedule
1, item 1, subsection 230-310(6)].

Goald Coast Co, which has an Australian dollar functiona
currency, has a firm commitment to sdl afixed quantity of gold
in four years for a fixed amount of United States of America
(US) dollars. To hedgeits exposure to unfavourabl e movements
in the A$/USS currency exchange rate, Gold Coast Co enters
into a series of four rolling one year forward foreign currency
contracts. Gold Coast Co has made a valid hedging € ection
under subsection 230-275(1).

Assumethat the forward foreign currency contracts qualify as
hedging financia arrangements to which the hedging financial
arrangement election applies. The hedging financial
arrangements hedge the foreign currency risksin relation to the
firm commitment to sell gold in four yearstime. Accordingly,
Gold Coast Co is ableto defer the gains and/or losses from the
arrangements until the sale of gold is dueto take place.

Assumethat the gains or |osses that are made on a year-by-year
basisin relation to each of the forward contracts are as set out in
Table8.1.

Table8.1; Gainsand losses made on a year-by-year basis

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, —

Year A$ gain/(loss)
150,000
(200,000)
70,000
(50,000)

AlWIN|F

For the purposes of paragraph 230-310(5)(b), Gold Coast Co
must make arecord of the accumulated gaing/losses as at the end
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of each income year from each of the arrangements re ating to
the hedged item, namely the firm commitment to sell the gold.

Thus the record would be along the lines of that in Table 8.2.

Year A$ accumulated
gain/(loss)

150,000
(50,000)
20,000
(30,000)

BlW|N|F

Allocation of gains and losses from hedging financial arrangements

8.77 Jax-hedge rules reduce post-tax mismatch by allocating gains

and losses from hedging financia arrangements on atiming basis that is
consistent with the tax recognition time for the gains or losses made from
thehedged item or items. The way that Subdivision 230-E does thisisto

requirethe entity to determinethe basis of alocation when the various
hedging requirements are met.

{ Deleted: Table8.2

A--- {Formatted Table

l /,{ Deleted: 8.69 .

8.78  _Theallocation basis must be objective, That is, the basiscannot

be subjective.

8.79 In this context the referenceto ‘ objective’ does not mean that an

independent or external party will determine the appropriateness of the

alocation. Objectivity should be read to be consistent with the matching

objective of hedging. The referenceto objectivein this context means

any

or all of thefollowing:

 that the methodology used to alocategains and [0ssesis
commercially acceptable

 that the basis for allocation is reasonable, that is, the
alocation is effectivein creating an offsetting exposure;

» that the documentation is sufficiently prescriptive to
determine the basis for the all ocation; and

» that the creation of the documentation is contemporaneous

with the commencement of the hedging financial
arrangement.

8.80 The basis must aso fairly and reasonably correspond with the
basis on whi ch the gains, losses or other amounts from the hedged item or
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items are allocated or recognised for income tax purposes [Schedule 1,

item 1, paragraph 230-315(2)(a)]. Further, the record must be sufficiently
precise and detail ed so that it can be determined from that record the
timeat which thegain or loss from the hedging financial arrangement is
to be taken into account for the purposes of Division 230, and theway in
which the gain or loss will be dealt with from a tax-status point of view
[Schedule 1, item 1, paragraph 230-315(2)(c)]. These requirements are designed
to be both consistent with the commercia purpose of hedging and to
support theintegrity of therecording process.

pur chase

Assumethat Southern Exposure Co, which hasan Australian
dollar functional currency, has a firm commitment to buy an
item of machinery for US$10 million, which at that timeis equal
to A$14 million. The company wantsto hedge against the
US$/AS$ exchange rate by buying under a forward contract
US$10 million. The forward contract will be delivered at the
settlement date for the machinery which is six months hence.

The effectivelife of the machinery is 10 years. When

Southern Exposure Co entersinto the forward foreign currency
contract, in relation to the timing of when the relevant gains or
losses from that contract will be recognised, it records that it
determines that the gain or loss on the contract is to be alocated
over 10 years. Thisallocation fairly and reasonably corresponds
with the basis on which the cost of the machinery isto be
recognised for income tax purposes. It is aso an objective basis
of alocation which, from the record, dearly and precisdy
determines how the hedging gain or lossisto be treated for
income tax purposes.

If Southern Exposure Co makes an A$1 million gain on the
forward foreign currency contract and the machinery is acquired
as planned, it could alocate the gain over 10 years on abasis
that effectively meant that the cost of the machinery was A$13
million. This outcome enables the gain on the hedging financial
arrangement to be alocated on asimilar timing basis as that used
for capital alowances purposes. Although, it should be noted
that the gainitself isnot to beintegrated into the cost base of the
machinery for capital allowance purposes, however the outcome
of the allocation of the hedge gain under section 230-315
effectively achieves this.
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Example 8.4: Basisof theallocation: re-estimation of the effective

Y -

life

Assumethat in Example 8.3, the hedging arrangement is a future
arrangement such that the machinery will be acquired after

21 September 1999 and is not subject to accel erated depreciation
rates. Accordingly, its effectivelifeisableto be re-estimated

for income tax purposes (section 40-110 of the Income Tax
Assessment Act 1997 (ITAA 1997)).

Isit permissible, if Southern Exposure Co anticipatesthat it may
re-estimate the effective life of the machinery, for it to provide
in the record for the allocation of the hedging financia
arrangement gain or lossto be either 10 years, or the period
corresponding to the effectivelife of the machinery asre-
estimated in terms of section 40-110 of the ITAA 1997?

The allocation on the basis of the re-estimation of the effective
lifewould be fair, objective and reasonableif its purposeisto
continue to effectively integrate the hedging financial
arrangement gain or | ossinto the cost base of the machinery for
capital allowance purposes.

However, paragraphs 230-310(1)(c) and section 230-315 of the
ITAA 1997 requirethat the record must contain a determination
of the allocation basis which is precise and detailed enough that,
when the gain or loss or other amount from the hedged item is
taken into account for tax purposes, it will be clear from the
record the time at whi ch the hedging financia arrangement gain
or lossisto betaken into account under Division 230. To
satisfy this requirement, there must be a mechanism for the
hedge record to be appropriately linked to the choice Southern
Exposure Co makes to re-estimate the effective life of the
machinery. Inthisregard, it would be permissible for the
company to append, at the time it makes this choice, arecord of
the choiceto the hedge record.

sdes of the mineral it produces. However, because the futures
contracts are for a shorter period than the projected sale date, a
series of futures contracts are used as part of a‘rollover
strategy’ .

Provided the futures contracts are otherwise the subject of a
hedging financia arrangement e ection — which indudes the
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documentation of an objective, fair and reasonable basis for
allocating the gains and | osses from the parti cular hedging
financia arrangement, and sufficient linking between the
contracts and the hedged item(s) — the gains and losses from
each contract can be deferred and all ocated to theincome year in
which the underlying mineral saleis made.

On 1 May 2010, Green Co entersinto a firm commitment to
acquire solar panels worth US$1 million for delivery on 1 June
2010. Thesolar pandsto be acquired by Green Co will be
trading stock from thetime of acquisition.

On 1 May 2010, Green Co entersinto a forward exchange
contract to hedgeits foreign currency risk exposure. Theterms
of the forward contract providethat Green Co will purchase
US$1 million in exchange for Australian dollars on 1 June 2010
at an agreed forward rate.

Green Cois digibleto make a hedging financial arrangement
election and has complied with al hedging and documentation
requirements under Subdivision 230-E. Green Co designates the
forward contract as the hedging financial arrangement in respect
of the firm commitment to acquire the solar panels. The hedged
item is the firm commitment to acquire the solar panels
(paragraph 230-290(9)(c)).

Green Co determines at the inception of the hedgeto allocate
any gain or loss on the hedging financid arrangement to the time
of sale of thesolar pandls. Thegain or loss should be allocated
equally over the solar panels acquired by Green Co. Any gain or
loss on the forward contract will be digned with the treatment of
thetrading stock. Whilethe gain or lossis not integrated into
the cost of the trading stock for tax purposes (ie, Division 70 of
the ITAA 1936), this basis of allocation effectively enablesthe
gains or |osses on the hedgeto be alocated so asto achieve the
sametax outcome as if the gain was integrated into the tax cost
of the panels sold.

On 1 June 2010 Green Co recel ves and pays for the solar panels
infull. Onthat day it realises a US$43,000 | oss on the forward
contract. Despitethe fact that the forward contract is settled on
that day, the loss on the arrangement will be deferred and
allocated for tax purposes to theincome year in which the solar
panels are sold.
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8.81 Theallocation will not be fair and reasonabl e unless, in terms of | _{ eleted: 8.71. )
the overall-neminal-gain-or oss; it-producesthe-same eutcomeas; for-----~

exampl e, the accrual S'realisation Subdivision and the balancing

adjustment Subdivision of Division 230 would produce. Thisis

particularly important as the other Subdivisions of Division 230 do not

apply to the extent that the hedging Subdivision does. [Schedule 1, item 1,

subsection 230-260(2)]

8.82  Thisissubject to the situations covered by l ~{eleted: a7z, )

subsecti ons 230-260(3) and (6). The first situation iswith respect to a
hedging financial arrangement that is aforeign currency hedgethat isa
debt interest. In thissituation, only that part of the gain or |oss from the
arrangement — that represents a currency exchange rate effect attributable
to the outstanding ba ance in respect of adebt interest — can be all ocated

under the hedging financial arrangement Subdivision [Schedule 1, item 1,

P rDeleted: Therefore, the

paragraph 230-2603)@)1, _ -7 | difference between this amount
and the emire ggin or loss made
8.83  Thesecond situation iswith respect to a hedging financial fromthe financial amangement is
****** .*******.*"."""r*"*""h"f* . "r*""aﬂi*j tobebroughttoacoqutynder
arrangement that is an equity interest issued by the taxpayer, is cover oy other provisions of Division 230
section 230-55, and is aforeign currency hedge. Only that part of thegain — namely, the accruals or
or loss from the arrangement that represents a currency exchange rate | IZ?'E?"SE%‘QTAJS&“?&Z” to
effect can be alocated under the hedging financial arrangement | balancing adjustment under
Subdivision. The remainder yill not be dealt with under Division 230 as | \ | Subdivision 230'? [Schedule 1
none of the subdivisions apply to equity interestsinyespect of whichthe |, LM% Paragraph 230-2603)b)]. )
taxpayer istheissuer. [Schedulel, item 1, subsection 230-260(6)] 1o { Deleted: 873, ]
\\\ {Deleted: isto ]
Tax classification of a hedging financial arrangement Deleted: accordance with the
other Subdivisions appropriate to

L the arrangement

8.84  Aswadl as determining the basis on which gains and |osses from J - .
ahedging financial arrangement are alocated on atiming basis, in certain {De'eted‘ 8.
circumstances Subdivision 230-E provides for the gain or loss to be

classified in away for incometax purposes that corresponds with the way

that the hedged itemis classified for tax purposes. In thissituation, the

tax classification (or status) of the hedging financial arrangement gain or

lossis matched to that of the associated hedged item. Tax classification

matching is available only for hedging financial arrangements to which a

hedging financial arrangement € ection applies[Schedule 1, item 1,

sections 230-260 and 230-270]. It is not possibleto obtain tax classification

matching without tax-timing matching. While tax-status matching is

available under section 230-270 (subject to meeting the requirements of

the section) the all ocation of the hedging financial arrangement gain or

lossto an income year or yearsis determined by referenceto

(Y

section 230-260.

885 Tofadilitatetax classification matching, theteblein |-~ (oeteted: 87, )

section 230-270 sets out the trestment of a gain or loss on ahedging { Formatted: right footer, Left |
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financial arrangement to the extent it is reasonabl y attributableto a

8.86 In the absence of tax-status matching, there may be a mismatch
between the treatment of the hedging financial arrangement and the
hedged item. For example, a hedged item may be a capital gainstax
(CGT) asset in reation to which thereisa CGT event and, if it turns out
that thereis anet capital gain in respect of the asset, the gain would be

assessable under Parts 3-1 and 3-3 of the ITAA 1997. Without tax-status

matching, it is possiblethat atax mismatch will arise because thegain or

loss on a hedging financial arrangement, which hedges the asset will be on
revenue account. Based on the table in subsection 230-370(4), the gain or
loss on the hedging financial arrangement may be treated as a capital gain

or capital lossrespectivey, where therequisite conditions are met
[Schedule 1, item 1, subsection 230-270(4), item 1 in the table].

8.87 Smilarly, ahedged item may produce non-assessable

non-exempt income. If thetax-hedge criteriaare met, again on a

hedging financial arrangement hedging that item would al so betreated as

non-assessabl e non-exempt income. Any loss would not be deductible.
[Schedule 1, item 1, subsection 230-270(4), item 5 in the tabl€e]

8.88 Other items in thetable in subsection 230-270(4) facilitate tax

U I LTS TH LT LAUITT T SUUOTLLUNT 20U TUTY) Taudlitadle tlah -

classifi cation matching by setting out the tax d assification of again or
loss on a hedging financial arrangement which isreasonably attributable
toahedged itemthat is:

» aCGT asset that isataxable Australian property,[Schedule 1,
item 1, subsection 230-270(4), item 2 in the table];

» aCGQGT asset in respect of which the capital gains and losses
aredisregarded, or reduced by a particular percentage under

the table];

» ashareinacompany that is aforeign resident if the capital
gain or loss made from a CGT event that happens to the
shareisreduced by a particular percentage under

subsection 230-270(4), item 6in the table];

 ordinary or statutory income from an Australian source, and
losses or outgoings incurred in earning that income
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 ordinary income or statutory income from a source out of
Austrdia, and aloss or outgoing incurred in gaining or
producing that income from a source out of Australia
[Schedule 1, item 1, subsection 230-270(4), items 8 and 9 in the tabl€]; l I
A
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JSchedule 1, item 1, subsection 230-270(4), item 11 in the table]; ’ e

* anetinvestment in aforegn operation (within the meaning
of the accounting standards) that is not carried on through a
subsidiary or acompany in which the taxpayer has shares
(ie, aforeign branch or permanent establishment), but only to
the extent that the hedge gain or |oss does not relate to a
hedged item covered by another item in the table] Schedule 1, 1 —
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* anetinvestment in aforegn operation (within the meaning
in the accounting standards) that is carried on through a
subsidiary or acompany in which the taxpayer has shares.
The hedged item will be taken to be (or deemed to be) the
interest the taxpayer has in the shares of the foreign
subsidiary or company for the purpose of applying thetable
in subsection 230-270(4) only [Schedule 1, item 1, subsection 230- { ]
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270(5)]. Thisdoes not, however, affect hedge effectiveness
testing of the net investment in the foreign operation being in
respect of the underlying carrying value of the net assetsin
thesubsidiary. Typically, therelevant iteminthetable will
beitem 6, but thiswill depend on the parti cular
circumstances.

889  Theitemsin thetablerelate to both the type of gain or loss made l
(ie, acapital gain or loss or an amount of assessabl eincome or an

allowabl e deduction) and the source of the gain or loss. Accordingly,

more than one item in the table may be relevant to the hedged item

identified in the record.

8.90 Where alternativeitemsin the table can apply to thehedging
financial arrangement, the taxpayer must apply that item to which thegain
or loss on the hedging financial arrangement is most relevant. Where

no item in the table applies, subsection 230-270(3), together with
subsection 230-15(1), has the effect of including any gain on the hedge in
assessableincome. Any loss may be deductible in accordance with

subsections 230-15(2) and (3).

//{Deleted: 8.80. ]
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arrangement. Although importantly the record must still show, at
inception of the hedging financial arrangement, the rel evant hedged item
in respect of which the hedging financial arrangement relates. An
up-front specification of the tax classification of gains or losses from the
hedging financial arrangement is not required because the tax

classifi cation treatment of gains or |osses made from the hedged item may
change between the time that the hedging re ationship starts and thetime
that those gains or |osses from the hedged item are recognised for income
tax purposes. Accordingly, where a hedging financial arrangement
election applies, again or |oss made from the hedging financial
arrangement, to the extent towhich it is reasonably attributableto a
hedged item listed in thetablein subsection 230-270(4), isdedt with in
theway indicated by that table.

8.92  Atthesametime, therecorded determination must be

- { Deleted: 8.81 .

sufficiently precise and detail ed such that, when the hedged itemis
recognised for income tax purposes, it will be clear from the record how
thehedge gain or losswill be dealt with under section 230-270 [Schedule 1,
item 1, subparagraph 230-315(2)(c)(ii))]. The purpose of this requirement, like
that of the tax-timing aspect of the recorded determination, isto prevent
determination of thetax treatment of the hedging financial arrangement
gainsand losses in hindsight. It istherefore a central requirement of the
tax-hedge rules. Establishing thetax classification of the hedging gains or
losses with the benefit of hindsight is prevented by requiring that the
hedged item, to which the hedging financia arrangement relates, be
specified in the record up-front. Hence, the tax d assification of the
hedged item will then automatically apply to the gains or losses made
from the hedging financia arrangement. Hence, if thetax classification of
the former changes, so too will the latter.

. ,{ Deleted: Example 8.7

AGM Co uses a cross currency interest rate swap to hedgeits
exposureto currency exchangeratesin respect of anet
investment in aforeign operation consisting of sharesin a
foreign subsidiary (SA Co). Assumethat all the hedge tax
criteriaaremet. AGM Co designates the notional principal on
the swap, which is exchanged at the beginning and end of the
arrangement, as the hedge of the foreign currency risk in respect
of the capital value of the shares.

AGM Co determinesthat an objective, fair and reasonable basis
onwhich to allocate any gain or loss on the hedgeisto allocate
thegain or lossto the time when it ceases to have the net
investment in SA Co. AGM Co also sets out in the record at the
inception of the hedging rel ationship that the interest in the
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sharesin SA Coistherdevant hedged item (subsection
230-270(5)).

Assumethat AGM Co sdllsthesharesin SA Cointhree years
and at that time the gain or loss on the sal e of the shares turns
out to be subject to Subdivision 768-G of the ITAA 1997
accordingly item 6 in the table would govern the tax
classification of the hedge gain or | oss on the notional principal
on the swap.

Oz Co has aNew Zesaland subsidiary, Fern Co. At 1 January
2012, Oz Co has a net investment of NZ$20 millionin Fern Co
and Oz Co expectsthat the value of the investment will not fall
bel ow that amount. The net investment sati sfies the definition of
‘net investment in aforeign operation’ as per the accounting
standards. On that date, Oz Co borrows NZ$20 million and
designates the borrowing as a hedge of the net investment in
Fern Co. The borrowing satisfies the definition of a‘foreign
currency hedge .

Oz Co determines that the basis on which it seeksto alocate any
gain or | oss on the hedge of the principal component of the
borrowing isto allocate the gain or loss to thetime when it
ceases to havethenet investment in Fern Co. Oz Co setsout in
the record at the inception of the hedging rel ationship that the
interest in the shares in Fern Coisthe rd evant hedged item
(subsection 230-270(5)).

Assumethat Oz Co meets all the tax-hedge tests required by
Division 230, that subsection 230-290(1) is satisfied and that Oz
Co'ssharesin Fern Co are CGT assets subject to Subdivision
768-G.

The tax deductibility of theinterest on the borrowing, together
with any foreign currency gains and | osses attributabl e to that
interest, is determined by section 230-15 and Division 960 and
not under the hedging tax rules (subsection 230-260(3)).

The taxation of any accumulated foreign currency gain or loss
attributable to the principal component of theborrowing is
deferred until Oz Co ceases to haveits net investment in Fern
Co (whether by, for example, disposal of the sharesin Fern Co
or disposal of the assets and liabilities comprising the net
investment in Fern Co). This deferral would occur even if the
borrowing was repaid before then.
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Oz Co disposes of the shares on 1 January 2013. At that time
(for the purposes of determining the tax classification of any
accumulated foreign currency gain or loss attributableto the
principal component of the borrowing) Oz Co will have regard
to the tax treatment of the shares it holdsin Fern Co. At the
time of disposa the shares are CGT assets subject to
Subdivision 768-G. Thereforethegains or losses on the
hedging financia arrangement aretreated (i, classified) as a
capital gain or acapita loss madefrom a CGT event to the
extent to which the gain or loss is reasonabl y attributabl e to the
CGT event that would have happened in respect of itssharesin
Fern Co (subsection 230-270(4), item 1 in thetable). Further,
pursuant to item 6 in the tabl e in subsection 230-270(4), that
capital gain or capital loss (on the hedging financial
arrangement) that was made on the borrowing is reduced by the
same percentage which the capital gain or capital |oss on net
investment is reduced.

The Commissioner’s discretion in relation to ‘tax tests’

8.93 .The Commissioner can treat the record keeping requirementsin
section 230-310, the requirements in section 230-315 about tax allocation
of thegains and losses, and the requirements about hedge effectivenessin
section 230-320, as having been met notwithstanding that the hedging
financial arrangement does not meet thetests. [Schedule 1, item 1,

section 230-335]

8.94  Jndeciding whether the Commissioner should exercisethis =
discretion, he or she must have regard to the respectsin which the
requirements would not be met, the extent to which they would not be
met, the reasons why they would not be met, and the objects of
Subdivision 230-E. Asindicated, the objects are to fadilitate the efficient
management of finand a risk by reducing after-tax mismatches where
hedging takes place, and to minimisetax deferral. [Schedule 1, item 1,

section 230-255]

8.95  [Therequirementsin sections 230-310t0 230-320 seek to
prevent after-the-event sel ectivity of tax allocation and/or tax
classification of gains and losses from hedging financial arrangements.
The requirements are particularly important given the potentialy wide
differences in timing and tax-status for the particular hedging financial
arrangement. The requirements promote robust audit trails and hedging
activity that is objectively consistent with the aim of reducing after-tax
mismatches. Thediscretion should be considered against this
background.
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896  Jnatax consolidation context, thetax-hedge rulesareintended
to belimited to therisk of the tax consolidated group of which the entity
carrying out the hedging activity is part. Thisis consistent with the single
entity rulein section 701-1 of the ITAA 1997, where al the subsidiaries
of the consolidated tax group are taken to be parts of the one entity — the
head company of thetax consolidated group. That is, the tax-hedge rules
do not extend to financial arrangements entered into between members of
the same consolidated tax group. At the sametime, the head entity of a
tax consolidated group can enter into a hedging financial arrangement
with an external party to the consolidated tax group in relation to the risks
of another entity within the same tax consolidated group.

Consequences if the hedging financial arrangement is disposed of early

897  Jotheextent that the hedging financia arrangement is disposed Jl//{De'eted: 886 )

of, or ceases before the gains and losses in respect of the hedged item or

items are recognised for income tax purposes, the gains or |0sses on the

hedging financial arrangement should be allocated to the income year in

which the gains or losses on the hedged item or items are recognised

[Schedule 1, item 1, subsection 230-260(4)], The fact that the hedging financid | -
arrangement ceases before the gains or losses on the hedged item are

recognised does not prevent a deferral of the recognition of the gains or

losses made from the hedging financial arrangement until alater time.
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Consequences if the hedged item is disposed of before the hedging
financial arrangement is disposed of, or is not likely to occur

898  JTotheextent that the hedged item or one or more of the hedged l | eteted: 857 )

items are disposed of before the hedging financial arrangement is disposed
of, or thereis aforecast transaction that is no longer expected to occur, or ‘
you cease to expect that you will have the hedged item(s), the hedging
financial arrangement is deemed to have been disposed of at that time for

its then fair value and, to the extent that it would otherwise not have been
disposed of, is deemed to have been reacquired or entered into at that fair
value. [Schedule 1, item 1, subsection 230-260(4) and section 230-265, item 2in

the table]

Consequences if the entity revokes the designation of, redesignates or
disposes of, the hedging financial arrangement

899  After an entity has ahedging finandia arrangement to which the l - (peteted: 838. )

hedging financial arrangement el ection applies, the entity may decidethat
it should no longer be treated as such (ie, arevocation occurs), but the

entity does not actually terminate or otherwise dispose of the financial
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arrangement. One reason for this may be that the entity wantsto classify
the financial arrangement as a hedge of another hedged item.

8.100 Wherethereisarevocation or redesignation of a hedging T {(peteted: 889, )

financial arrangement, any realised or unrealised gain or lossonthe
hedging financial arrangement, as at thetime of revocation or
redesignation, is allocated to theincome year or years in which the gains

or losses on the hedged item are recognised, -

Formatted: Font: 11 pt, Not
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8.101  Anygain or losson the hedging financial arrangement from the
time of revocation or redesignation is to be treated in accordance with the
classification of thefinancial arrangement. For example, if it meetsthe
hedge tax criteriain respect of another hedged item or transaction, there
should be a corresponding allocation. [Schedule 1, item 1, section 230-265,
subitems 1(a) and (b) in the table]

8.102 A bonafide revocation of ahedging financial arrangement will ,///{De'eted: 891 )

not constitute a deliberate failure to meet arecord keeping requirement or
all ocation determination under subsection 230-340(1).

- { Deleted: Example 8.9

deferred settlement

On 1 July 2009, Green Co entersinto a firm commitment to
acquire solar panelsworth US$1.5 million for deivery on 1
August 2009 with full payment deferred until 1 September 2009.
The solar pands to be acquired by Green Co will represent
trading stock from thetime of delivery.

On 1 July 2009, Green Co entersinto a forward contract to
hedgeits foreign currency US dollar exposure. The terms of the
forward contract providethat Green Co will purchase US$1.5
million in exchange for A$2 million on 1 September 2009.

For accounting purposes Green Co designates the forward
contract as a hedge of the firm commitment to acquire the solar
panels and the resulting accounts payable of US$1.5 million.

Assumethat for the scenarios discussed below, Green Co
complies with al hedging and documentation requirementsin
Subdivision 230-E.

It determines at the inception of the hedging rel ationship to
allocate any gains or losses from the hedging financial
arrangement (the forward contract) measured at the time the
solar panels are ddivered to theincome year in which the panels
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The dective hedging financial arrangements method

aresold. Any subsequent gain or |oss on the forward contract
will be brought to account on settlement of the accounts payable.

The solar panels are ddivered on 1 August 2009. At that date,
thefair value of the forward contract is $5,000. The gain will be
allocated to theincome year in which the solar pands are sold.
The gain should be allocated equally over the acquired panels.
The effect of thisallocation isto effectively ‘integrate the
hedge gain into the cost of the panels sold.

Green Co makes full payment for the trade liability on

1 September 2009 and realises the forward contract. At that
time, it has made again on the contract of $15,000. The gain
that is assessableto Green Co at that timeis $10,000. Thegain
at that timeis calculated by deducting $5,000, being the value of
the forward contract at the time of ddivery of thetrading stock,
from the gain of $15,000 at settlement of the accounts payable.
The gain brought to account for tax purposes on settlement of
the accounts payabl e refl ects the gain arising from the changein
value of the forward contract following ddlivery of the solar
panels.

Notethat if thetradeliability were afinancial arrangement —
the gains or losses in respect of which Division 230 applied on a
fair value basis — Green Co could determinethat thegains or
losses in respect of the forward contract from the time of
delivery of the solar pand's could also be alocated on a fair
value basis for Division 230 purposes.

Asan aternative to the above separate alocation in respect of
delivery and accounts payable, Green Co may determine that the
manner in which the gain or loss on the hedging financial
arrangement isto bedetermined and allocated is as at the
accounts payabl e date with deferral until the solar panels are
sold.

Whichever manner Green Co chooses, it must apply it
consistently to al of its arrangements that hedge the purchase of
itstrading stock (section 230-85).

Consequences if the hedging financial arrangement no longer meets the
hedge tax criteria even though it was originally met

8.103

meets the hedge tax criteria (eg, if the revenue hedge becomes ineffective)
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issimilar to that of a revocation of adesignation or a redesignation of the
hedging financial arrangement.

8.104  Thatis, any gain or loss on the hedging financia arrangement up

to the time of the non-compliance (in the case of tax-hedge
ineffectiveness) or the event (in the case of arevocation of the designation
or redesignation) is allocated to the income year (or years) in which the
hedged item’s gains or losses are recognised. Any gain or loss on the
hedging financial arrangement from the time of non-compliance or event
isto betreated in accordance with the dassification of the financial
arrangement at that time. [Schedule 1, item 1, section 230-265, item 1 in the table]

Consequences if the hedged item(s) or risk arising from the hedged
item(s) ceases to exist

8.105  Jn certain circumstances cessation of a hedging relationshipmay .

occur where the entity ceases to havethe hedged item, or one or more of
the hedged items, or therisk that was being hedged in relaion to the
hedged item or items (eg, terms of avariablerateloan arealtered to a
fixed rateloan) no longer exists or you no longer expect to hold the
hedged item. In these circumstances as the hedged item or items or
hedged risk no longer exist, hedging from that time would not be
appropriate. As aresult gains and |osses on the hedging financial
arrangement are to be bought to account at that time [Schedule 1, item 1,

be made to determine the treatment of gains and losses up to the time that
thetaxpayer ceases to have some, but not all, of the hedged items or item
under a hedging financial arrangement [Schedule 1, item 1,

subsection 230-265(5)] .

Where requirements for election are no longer satisfied

electionis irrevocabl e [Schedule 1, item 1, subsection 230-275(3)], the d ection
may ceaseto apply for the start of theincome year if the taxpayer ceases
to meet the eigibility requirements under subsection 230-275(2)
[Schedule 1, item 1, subsection 230-325(1)].

The making of a new election

8.107  [Thetaxpayer is not prevented from making anew electionata

later timeif the conditions in subsection 230-275(2) are satisfied for an
income year. [Schedule 1, item 1, subsection 230-325(2)]
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The dective hedging financial arrangements method

ismade. Refer to Chapter 5 for further discussion asto when an election
will ceaseto apply.

Balancing adjustment if an election ceases to apply

///{Deleted: 8.98. ]

thetaxpayer is taken to have disposed of each hedging financia

arrangement for its fair value, immediatey before an d ection ceases to

apply (ie, at the start of the relevant income year) and to have been

reacquired for itsfair valueimmediately after the d ecti on ceases to have

effect [Schedule 1, item 1, section 230-330], Thegain or loss arising fromthe | -1
disposal (ie, the ‘balancing adjustment’) is brought to account in the year

of income according to the record made under section 230-315 and not

under Subdivision 230-G [Schedule 1, item 1, subsections 230-330(3), 230-260(2)

and 230-390(2)].
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Consequences of deliberate failure to meet the hedge tax requirements

8.110  Tax-hedgetreatment introduces the potential for considerable l - {peteted: 8. )

selectivity of tax-timing and/or tax classification if the requirements
relating to the making of determinations or recording are not met. For
example, the hedging financial arrangement could effectively become an
arrangement-by-arrangement d ection, making the administration of the
hedging rules more difficult, if there was a deliberate failure— perhaps of

aminor or technical nature — to meet one or more of the requirements.

[//{Deleted: 8.100- ]

hedging financial arrangements that start to be held after the failure
[Schedule 1, item 1, subsection 230-340(2)] unless the Commissioner determines
that, after a specified date, this cessation no longer applies. To makethis
determination, the Commissioner must be satisfied that the taxpayer is
unlikely to deliberately fail again to meet the abovementioned
requirements [Schedule 1, item 1, subsection 230-340(4)] and must takeinto
account various factors. Specific factorsrd ateto the entity’' s record
keeping practices, its compliance history and whether there have been
appropriate changes to its accounting systems, controls and governance
processes [Schedule 1, item 1, subsection 230-340(5)].
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| 8.112  Diagram 8.1 describes the process by which hedging financial

arrangements should be determined.

Diagram 8.1

Hasthetaxpay'er’ made
ahedging financial
election?

(section 230-275)

Yes
L Therulesfor hedging
Is the financial financial arrangements

arrangement ahedging
financial arrangement?

(sections 230-280,
230-285
and 230-290)

Yes

:

Thegain or loss on the
hedging financia
arrangement is worked
out under

No

do not apply.
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Chapter 9
The elective

financial reports method

Outline of chapter

9.1 JThis chapter outlines how the d ection to rely on financial

reports applies to relevant financia arrangements. The chapter explains:

when the taxpayer may makethe el ection;

the effect of the el ection;

thetiming and quantum of gains and | osses that are brought
to account for tax purposes from financid arrangementsto
which the ection applies;

the circumstances where an election ceases to apply; and

the effect of an eection ceasing to apply.

Overview of the elective financial reports method

Election to rely on financial reports

9.2 There are anumber of requirements that must be satisfied to

make avalid dection to rely on financial reports. The generd

requirements are explained in Chapter 5 while this chapter explains the

specific requirements.

9.3 The requirements that ataxpayer must satisfy in order to make

an dection to rely on financial reportsinclude:

accounting and auditing requirements discussed in Chapter 5;
and

unqualified financial reports — the financial reports which
the taxpayer relies upon must not have been subject to a
relevant qualification in the auditor’ s report in the current
year or in any of the previous four financial years.
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bullets or numbering, Tabs: Not

_ - - Formatted: dot point, No
at 4cm

{ Field Code Changed

297



Formatted: Border: Bottom:

Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008 o W (No border)

{ Deleted: 2007

)

94 A taxpayer will be abletorely on their financial reports to
calculate their Division 230 gains and |osses once an € ection has been
made by a taxpayer if:

* Division 230 applies to the financial arrangement;

« thefinancia arrangement isrecognised in the taxpayer’s
financia reports;

* itisreasonably expected that the overall gain or | oss made on
thefinancial arrangement isthe same, using the financia
reports election, asit would have been had the gain or loss
been cd culated under the other tax-timing methods;

* itisreasonably expected that the gain or loss will be
recognised at approximately the same time as it would have
been recognised under Division 230 had Subdivision 230-F
not applied; and

* itisafinancia arrangement which the taxpayer startsto have
in theincome year in which the election is made or alater
income year (or that is subject to atransitional € ection).

Unqualified audit reports

95 One of the specific requirements is that the taxpayer has
ungualified auditor reports for the current and four previous income years.
An auditor’sreport in this context is the year end report of an external
auditor. For an auditor’s report to affect eigibility to make a financial
reports d ection, the qualification must be in arespect that is rd evant to
thetaxation treatment of financial arrangements. A taxpayer will still be
ableto eect rely to on thefinancia reports aslong as the qualification is
not relevant to the taxation treatment of a financial arrangement.

Accounting systems

9.6 A further requirement isthat, in order to make avalid e ection, a
taxpayer should have robust accounting systems in place which are
reliable. Accounting systems with reliabl e controls and interna
governance processes help to ensure compliance with accounting and
(other) tax obligations. Inthetax context, therefore, the systems, controls
and processes must bereliable for the purpose of preparing the entity’ s tax
return.
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The elective financial reports method

Commissioner’sdiscretion

9.7 Both the audit and accounting requirements are subject to a
Commissioner’s discretion that all ows the Commissioner to disregard a
relevant qualified audit report, or relevant adverse audit or review relating
to the accounting systems, for the purpose of determining whether a
taxpayer is digibleto makethe financia reports € ection.

Sameoverall gain or loss requirement

9.8 An eection to rdy on the financial reportswill only applyifitis
reasonably expected that the overal gain or loss over thelife of afinancia
arrangementsis the same as the gain or loss that would be recognised i f
one of the other tax-timing methods had applied.

Substantially the same results

9.9 A further requirement for an election to rely on financia reports
to apply isthat theresults of the method used to determinethe gain or loss
on afinancial arrangement in the financial reportsis substantially the
same as the results under the other tax-timing methods. An exampl e of
this would bewhere the financial reports method spreads the gains or
lossesin asimilar way to that under the other Division 230 tax-timing
methods.

Gains and losses from financial arrangements using financial reports

9.10 A taxpayer who makes avalid eection torey on financia
reports will be able to calculate the gains and losses from financial
arrangements by reference to relevant accounting standards. In other
words, a taxpayer who makes a valid financial reports election can rely on
their financid reports for the purposes of complying with their tax
obligations in respect of relevant Division 230 financial arrangements.

Election ceases to apply

9.11 An eection will ceaseto apply to afinancial arrangement if any
of the requirements for making the election are no longer satisfied. The
election will ceaseto apply from the start of theincome year in which this
occurs. Where this happens the taxpayer will make a balancing
adjustment gain or loss amount for each financid arrangement that was
subject to the d ection.
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Subsequent election

9.12 Where an € ection ceasesto apply, ataxpayer will be ableto
make anew € ection when the reguirements for making the e ection are
once more satisfied, but this e ection will only apply to those
arrangements the taxpayer startsto havein, or after, the year in which the
eection is remade.

Context of amendments

9.13  Compared to the current tax law, the other tax-timing methodsin - {peteted: 02, )

Division 230p| osely correspond with thefinancial accounting trestment W Deleted: (discussed in earlier
r chapters)

of financial arrangements. This cl ose correspondence provides
opportunities for compliance cost savings. Subdivision 230-F (the
electivefinancid reports method) provides further opportunities to lower
compliance costs by, in effect, allowing taxpayers, in certain
circumstances, to rely on their financial reportsto determinethe tax
outcomes from their financial arrangements to which Division 230

applies.

Summary of new law

/,{ Deleted: 9.3- ]

9.14  This chapteristobereadin PQDJ,LJUQQQU with Chepter 5.
Chapter 5 outlines anumber of the common requirements and criteri athat
apply to all eective regimes, including the regimein Subdivision 230-F,

the subject of this chapter.

915  Beforeataxpayer is ableto make an eection torely on their -~ peteted: 04 ]

financial reports, the taxpayer must satisfy a number of criteriain addition
to the common criteriareferred toin Chapter 5. These criteriaare
designed to ensure a high degree of integrity in the systems, controls and
procedures behind the financial reportsthat the taxpayer seeksto rely on

for tax purposes.

~ /{ Deleted: 95. ]

9.16  Anintention of Subdivision 230-F is to further reduce
administration and compliance costs. Thisis achieved by allowing
taxpayers to ca culate the gains and losses from financial arrangements by
reference to relevant accounting standards. In effect, a taxpayer who
makes a valid financial reports election can re'y on ther financia reports
for the purposes of complying with their tax obligationsin respect of
relevant Division 230 financial arrangements.

) [ Field Code Changed ]




The elective financial reports method

9.17 The main requirements that ataxpayer must satisfy in order to J
make an &ectiontorely on financial reportsare: -~~~ -

» accounting and auditing reguirements — discussed as "i T

common reguirements (common to all el ective methods) in
Chapter 5; and

» unqualified financial reports— thefinancial reports which |
the taxpayer reies upon must not have been subject to a
relevant qualification in the auditor’ s report in the current
year or in any of the previous four financial years. This
requirement, which is specific to the d ective financia reports
method, is discussed later in this chapter. Wherethis
requirement is not satisfied, the Commissioner of Taxation
(Commissioner) may waive the audit requirement for specific
income years after consideration of certain factors.

9.18 Once an € ection has been made by a taxpayer, their financial Jl

arrangements will be subject to Subdivision 230-F if:

+ thefinancia arrangement is oneto which Division 230 "1'

applies,

» thetaxpayer's financia reports recognisethe financial |
arrangement;

 itisreasonably expected that the overall gain or | oss made on |
thefinancia arrangement isthe same, using the financia
reports el ection, asit would have been had the gain or loss
been cal culated under the provisions of Division 230 with the

 itisreasonably expected that the gain or loss will be ‘
recognised at approximately the same time as it would have
been recognised had Subdivision 230-F not applied; and

 itisafinancial arrangement which the taxpayer startsto have |
in theincome year in which the el ection is made or alater
income year (or that is subject to atransitional € ection which

9.19 Wherethefinanda reports election is made, Subdivision 230-F
will determinethe tax treatment of relevant financial arrangements except
where Subdivision 230-E (hedging) applies. Hedging is excluded from
Subdivision 230-F because thetax classification of gains and losses on

hedges cannot be ascertained from the taxpayer’s financia reports.
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9.20

irrevocable.

9.21

An eection made under this Subdivision has effect from the
income year inwhich-it is made and to al-future income years- 1tis ----- -

arrangement if any of the requirements for making the el ection are no
longer satisfied. The dection will ceaseto apply from the start of the

income year in which this occurs. In these circumstances, the taxpayer
will be required to calculate a balancing adjustment gain or loss amount

for each financial arrangement that is subject to the election.

9.22

new d ection when the requirements for making the election are once

more satisfied, but this dection will only apply to those arrangements the

taxpayer startsto havein, or after, the year in which the election is

remade.

Comparison of key features of new law and current law

New law

Current law

Subdivision 230-F effectively alows
ataxpayer to use the amountsin their
financial reportsfor the purposes of
calculating their assessable income
and allowable deductions under
Division 230 of the ITAA 1997.

Taxpayers are able to elect to
calculate their income and
deductions using this method subject
to satisfying certain criteria.

The election under this Subdivision
isirrevocable. Where certain criteria
areno longer satisfied the election
may cease or it may ceaseto apply to
afinancial arrangement. In certain
circumstances the Commissioner
may waive the audit requirement.
Where an election ceases, anew
election may be made in relation to
new financial arrangementsiif the
requirements for making the election
aremet.

Under the current law, thereisno
basis for electing to usefinancial
reports to calculate gains and losses
from financial arrangementsfor tax
purposes.
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The elective financial reports method

Detailed explanation of new law

Conditions for making an election

9.23  Subdivision 230-F contains anumber of specific requirements
relevant to the financial reports el ection, in addition to those requirements
outlined in the‘ common requirements chapter’ (Chapter 5). Both the
generic and specific requirements must be satisfied prior to making an
election. This chapter outlines the particular requirements that are

specific to Subdivision 230-F.

9.24  For adiscussion of the accounting and auditing requirements,

refer to Chapter 5. Chapter 5 also discusses which taxpayers are digible
to makeavalid eection.

Unqualified audit report

9.25 Jherequirement to have unqudified auditor reports for the
current and four previousincome yearsis unique to Subdivision 230-F.
An auditor’ sreport in this context isthe year end report of an external
auditor.

9.26  Joran auditor's report to affect digibility to mekeafinancial
reports € ection, the qualification must be in arespect that is rd evant to
the taxation treatment of financial arrangements. [Schedule 1, item 1,

paragraph 230-350(2)(c)]

9.27 JThus, itis possiblefor ataxpayer to have an auditor'sreport on
thetaxpayer’s financia reports that is qualified, but still be able to elect to
rely on thefinancial reports so long as the qualification is not relevant to

thetaxation treatment of afinancial arrangement.

9.28  Relevanceinthis context is, however, not confinedtoa B
quaification made about the timing and quantification of gains and | osses.
For example, arelevant qualifi cation may relate to the reliability of the
recording of financial arrangements. This, inturn, can affect what is
reported in profit or loss, which the financial reports el ection relies upon

for the purpose of determining the taxation treatment of financial

arrangements.

Theauditor’sreport on the financial reports of Scruffy Ltd has
been qualified in reation to the amount of directors’ fees that
have been recognised. Asthese fees have noimpact on the
recognition and measurement of gains or |osses on rel evant

financid arrangements, the qualification will not prevent Scruffy
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Ltd from electing torely on itsfinancia reports for the purposes
of Subdivision 230-F.
929  Wherean auditor’s report is qualified in arelevant respect inthe - {peteted: 018 ]

current or four prior income years, the taxpayer cannot make the el ection
torely on their financial reports.
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Accounting systems

930  Thedegreeof integrity of ataxpayer’s accounting systems and _{ peleted: 910 )

controlsisrelevant in determining the appropriateness of making an

el ection under this Subdivision. The election under this Subdivisionis
designed to assist taxpayersin reducing their compliance costs without
providing inappropriate tax outcomes. Assuch, thereis arequirement
that, in order to make avalid € ection, ataxpayer should have robust
accounting systemsin place which are rdiable. Accounting systemswith
reliable controls and internal governance processes help to ensure
compliance with accounting and (other) tax obligations. In thetax
context, therefore, the systems, controls and processes must be reliable for
the purpose of preparing the entity’ stax return. Remedia action that has
been taken in relation to processes that do not impinge on matters relevant
to the preparation of the tax return would, for example, typicaly not lead
to the condlusion that the processes are not reliable. Overall, reliance on
such systems, controls and processes will reduce tax compliance costs and
provide amounts for tax purposes which do not provide an inappropriate
tax benefit. [Schedule 1, item 1, paragraph 230-350(2)(d)]

/{ Deleted: 9.20 . ]

9.31 JExternaI auditors or aregul atory authority or agency may -
provide opinions on the quality of the accounting systems used by a
taxpayer in an audit. Where an adverse assessment has been provided by
an external auditor or aregulatory authority or agency on the quality of
the accounting systems, this could indicate a system deficiency which
may impact on thereliability of the gains or losses brought to tax under
Subdivision 230-F. Accordingly, where an external audit, or areview,
conducted in the financial year in which the e ection is proposed to be
made or any of the four financial years prior to that year, has included
such an adverse assessment of the taxpayer’ s accounting systems, the
taxpayer cannot make the e ection to rely on their financia reports.
[Schedule 1, item 1, paragraph 230-350(2)(e)]

9.32  Jn certain dreumstances an entity that prepares a financial report | peteted: 921, )

(or for whom the report is prepared) may not make an election to rely on
financial reports (because, for example, it is an accounting consolidated
group and not a tax consolidated group and is not a taxpayer) while the
entity it controls (in the corporations law sense) may do so. Thereisalso

the possihility that a controlled entity (in the corporations |aw sense) may
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seek to make the election for itself becauseit is a separate taxpayer from
the taxpayer that has prepared the financial report.

9.33 In this regard, any entity that is a controlled entity (in the
corporations law sense) of another entity that is digible to makethe
eection is also able to make the d ection. However, thisis on the proviso
that the audited financial report is a consolidated financial report for the
reporting group of which the controller and the controlled entity are
members. That is, ataxpayer will be ableto make an electionto rdy on
financial reportsif its results for the relevant income year areincluded in
the audited financial reports of another entity, for exampleits parent’s
audited financia report.

9.34 Thiswill allow an entity to makethe election to rely on financial
reports where the entity’ s financid arrangements are dealt with in a set of
audited financia reports of an accounting consolidated group of whichit
is not the parent entity. This entity could be the head company of a tax
consolidated/M EC group or asubsidiary in an accounting consolidated
groups.

9.35 To give effect to this, subsection 230-350(2A) provides that in
applying paragraph 230-350(2)(a) a financial report prepared by another
entity istreated as though it is prepared by the taxpayer if the other entity
is a connected entity of the taxpayer and it is a consolidated financial

report that covers both the taxpayer and the connected entity. [Schedule 1,
item 1, subsection 230-350(2A)]

9.36 It should be noted that internal audits and reviews (or an audit or ™|

review of akind prescribed by regulation) areto be disregarded for this

internal governance processes are reliabl e regard should be had to the
current accounting definition of ‘reliable’. The Framework for the
Preparation and Presentation of Financial Satementsissued by the
AASB states, in paragraph 31, that:

‘To beuseful, information must dso bereliable. Information
hasthe qudlity of reiability when it is free from materia error
and bias and can be depended upon by usersto represent
faithfully that which it either purports to represent or could
reasonably be expected to represent.’

Commissioner discretion

discretion to disregard arelevant qualified audit report, or relevant
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adverse audit or review reating to the accounting systems, for the purpose
of determining whether a taxpayer is digibleto makethe financial reports
election. In exercising this discretion, the Commissioner must take
account of the following factors:

Formatted: Space Before: 0
pt, After: O pt, Tabs: Not at 4
cm

+ thereason for non-compliance with the particular accounting *~
standard;

» what remedia action (such as changes to accounting systems
and controls and internal processes) has been undertaken to
address the non-compliance with the accounting standards;

» whether thetaxpayer is subject to any regulatory oversight
(eg, by the Australian Securities and Investment Commission
or the Australian Prudential Regulatory Authority) and, if so,
any opinions prepared by thoseregulators in respect of
changes to accounting systems and, controls and internal
governance processes; and

» any other relevant matter.

« | Formatted: Referencing style,
ISchedule 1, item 1, subsections 230-355() and(2] ~»7_ [ Font: 11 pt, Not Bold, Not Italic
. Lo . Lo . ) Formatted: Indent: Left: 2
9.39 While Subdivision 230-F provides the Commissioner with AN cm, Tabs: 1.27 cm, Left
adiscretion to disregard paragraphs 230-350(2)(c) and (e), the - { Deleted: 9.24. )
purpose of the discretion isnot to reduce the level of integrity and " Formattod.
reliability of financial reports which are required for the purposes of base-text-paragraph

Subdivision 230-F. Rather, the discretion is designed to provide a basis to
ensure that the compliance cost saving in Subdivision 230-F will be
availableto ataxpayer despite not technically being able to satisfy
paragraphs 230-350(2)(c) and (e) — refer to paragraphs 5.11 and 5.20 to
5.26 for discussion of these factors.

9.40  Particular emphasisisto beplaced on what, if any, external ,///{De'eted: 9%, )
regulation or review thetaxpayer is subject to. That is, independent

verification by an externa regulator asto the quality of the accounting

systems and any remedia action undertaken will be an important factor.

//{Deleted: 9.26, ]

9.41 Where arelevant qualification isin respect of a minor matter in _
an auditor’sreport, it will be possible for the Commissioner to determine
that the audit requirements under paragraphs 230-350(2)(c) and (e) have
been satisfied in the income year in which an auditor’s report is qualified.
What is minor will depend on the context and the circumstances of the
particular case. Depending on the circumstances, it may be important for
the Commissioner to be satisfied that appropriate remedial action has been
undertaken by the taxpayer.
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The elective financial reports method

Overall gain or loss requirement

9.42  Oncean election has been made to apply Subdivision 230-F, it lx/{De'eted: 927 )

only appliesto those financial arrangements where, over thelife of the

financial arrangement, it could reasonably be expected that the same

overal gain or lossis recognised for tax purposes as would have been

recognised if Subdivision 230-F did not apply, but the other rel evant

methods under the provisions of Division 230 (including the elective

method) had been chosen and had applied. ,[Schedule 1, item 1, |- [ Formatted: Font: 11 pt, Not J

paragraph 230-360(1)(€) and subsection 230-360(2 Bold, Not Italic

Substantially the same methods

943 A further requirement for an election under Subdivision 230-F toglx/{De'eted: 9%, )

apply, isthat the results of the method used to determine thegain or loss
on afinancial arrangement for each income year in the financial reportsis
substantially the same as the results from the methods that would have
applied under the provisions of Division 230 assuming the rel evant
methods (including the dective methods), except for Subdivision 230-F,
had been chosen and had applied [Schedule 1, item 1, paragraph 230-360(1)(f)
and subsection 230-360(2)]. The results from each of these methods would be
expected to be substantialy the sameif the financial reports method
spreads the gains or losses arising on the financial arrangement in the
financial report in such away that the gains or | osses brought to account
in each income year were similar to the spread of gains and | osses brought
to account under the other Subdivisions of Division 230 (assuming that
the other rd evant e ective methods had been chosen and had applied).

9.44 n determining whether the results of the method are - l -~ eteted: 929, )

substantially the same, taxpayers are (in respect of finanda arrangements { Formatted: J
that are not fair valued) to disregard theimpact of impairment testing base-text-paragraph

(ie, the possibility of making a provision for doubtful debts) from an

accounting perspective, when they first start to hold the relevant financia

arrangement. [Schedule 1, item 1, subsection 230-360(2)]

Assume other elections made

9.45  For the purposes of determining whether an entity reasonably l | Deteted: 9.0, )

expects to make the same overall gain or loss on afinancia arrangement
and for determining whether the differences in methods applied under
Division 230 (other than Subdivision 230-F), an entity is able to assume
that afair value dection under Subdivision 230-C and agenera foreign
exchange retranslation el ection under Subdivision 230-D have been made.
This prevents taxpayers from having to have valid eectionsin place
soldy for the purpose of being ableto make avalid e ection under
Subdivision 230-F. [Schedule 1, item 1, subsection 230-380(7)]
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sati sfies the preconditions discussed aboveis ableto make a financial
reports e ection. [Schedule 1, item 1, section 230-350]

Making the election

consolidated group (MEC group), € ections are made by the head
company of the group. Generally, an dection under Division 230 will
apply to all therelevant transactions of al members of the consolidated
group or MEC group. However, thereis an exception to thiswhere atax
consolidated group or MEC group includes amember that carries on a
‘lifeinsurance business’. Where a member of the group carrieson alife
insurance business, the head company can specify whether or not the
election will apply to thelife insurance business carried on by that
member of the group. [Schedule1, item 1, subsection 230-365(10)]

specifying other types of businesses for which the fair value dectionin
respect of financial arrangements will not apply.
[Schedule 1, item 1, subsection 230-365(11)]

9.50 The making of avalid e ection and its application to a member

of a consolidated group that carries on lifeinsurance business is discussed
in more detail in Chapter 5.

951  Jtisimportant to note, however, that an dection under

Subdivision 230-F does not in fact result in € ections being made under
Subdivisions 230-C and 230-D.

Financial arrangements subject to the election to adopt the financial
reports method, and the effect of that election

To what financial arrangements does the election to adopt the financial
reports method apply?

9.53 An dection under Subdivision 230-F appliesto all financial

arrangements first held in the income year in which the dection is made
and all future income years, providing they each satisfy the relevant

" { Deleted: 2007 )
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The elective financial reports method

conditionsin subsecti on 230-360(1). For example, the overall gain or loss
in the financial reports must reasonably be expected to be equivalent to
that which would otherwise arise under Division 230 (apart from
Subdivision 230-F).

9.54 Whereafinancial arrangement is an intra-group transaction for

l /{Deleted: 9.39,

the purposes of Australian Accounting Standard AASB 127 Consolidated
and Separate Financial Satements (or comparabl ), the financial
arrangement is deemed to be an arrangement that is recognised in a set of
audited financia reports and classified as at fair value through profit or
|oss[Schedule 1, item 1, subsection 230-360(3)]. For further discussion of this,
refer to Chapter 5.

955  Anéection under this Subdivision does not apply to finandal lx/{De'eted: 940.

arrangementsthat are held by ataxpayer in any income year prior to the
making of the el ection under this Subdivision, except where afurther
election is made under the transitional arrangements (refer to Chapter 12).
[Schedule 1, item 1, paragraph 230-360(1)(b)]

956  Whereataxpayer has made an e ection under l - peteted: 91,

SubdiV|S| on 230-F, separate fair value and retranslation e ections are not
necessary for any financial arrangement which are subject to the election
(though they can still be made and will apply if afinancial reports election
ceases to apply in circumstances where the requirements for those other
elections continue to be satisfied). Where ataxpayer is unableto, or does
not want to, make an el ection under Subdivision 230-F, they may still able
to make separate el ections under Subdivisions 230-C and 230-D as

appropriate. |

Financial arrangements to which the e ective Subdivisions do not apply

957  Andedion under Subdivision 230-F cannot apply to afinancia l - peteted: 942,

arrangement where the arrangement is an equity interest and where:

» thetaxpayer istheissuer of the equity interest [Schedule 1, "1' N

item 1, subsection 230-365(1)]; Or cm
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arrangements of the member of the consolidated group or MEC group to
the extent that the financial arrangement relates to the lifeinsurance

- { Deleted: 350(5 ]

959  An eedion under Subdivision 230-F does not apply to //{De'eted: 944 )

transactions that are subject to Subdivision 230-E (hedging). Thereason
for thisisthat the tax hedge rules alow for tax classification hedging,
which is not reflected in financia reports. To preserve the after-tax
symmetry in respect of hedging financial arrangements, it is essential that
Subdivision 230-E take precedence over Subdivision 230-F. [Schedule1,
item 1, subsection 230-45(5)]

Effect of relying on financial reports

//{Deleted: 945, ]

961  Wherean dection made under Subdivision 230-F appliestoa -~ {(peteted: 946, )

financial arrangement, the gain or loss required by the relevant accounting
standard to beinduded in profit or loss in thefinancia report for that
financial arrangement will represent the gain or loss for income tax

purposes.

9.62  Jnparticular, the effect of making an eection under this o -~ eteted: 947. )

Subdivision isthat thetaxpayer rdieson their finandd reportsto
determine whether they have, and the amount of, again or loss from a
relevant financial arrangement and when thegain or lossisregarded as

arising. [Schedule1, item 1, section 230-370]

//{Deleted: 9.48. ]

9.63 JHowever, some specifi ¢ adjustments are made to the amount of

thegain or loss that is recognised for Division 230 purposes. The first of
these adjustments rel ate to franked distributions and the second relatesto
amounts arising on impairment of certain financia arrangements. | Deleted: 9.49. In respect of

/| financial arrangements that are fair

. L. . /| valued under Subdivision 230-F,
Adjustment for franked distributions /| any franked

9.64  Franked distributions (received either directly or indirectly) and *j/’ ) [ Formatted:
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The elective financial reports method

9.65

in favour‘of-a sharehotder-and the aceounting-standards (eg; Australian --- -
Accounting Standard AASB 118 Revenue) would have required the
taxpayer to recognise revenue (ie, again) in respect of the declared
distribution. At thistime, however, thedividend could not be franked.
Later when thedividend is actually paid, that payment would not be
assessed to the taxpayer because of the operation of the anti-overlap rule

(section 230-20) and, accordingly, franking benefits would not be alowed
to the shareholder.

Y- _ —

9.66 The exclusion of franked distributions will apply equallyto

distributions received directly by the taxpayer from a corporatetax entity j\‘\‘
or received indirectly by the taxpayer as a beneficiary of atrust or through
apartnership. Inthese cases, abeneficiary of atrust (and equaly a \
taxpayer that will receive franked distributions through a partnership) will
only recognise a dividend either when it is received through the trust or
when thedividend is declared but not paid and the beneficiary knowshow '

much it will actually receive. If this cannot be determined by the X

al itsfinancial arrangements. At 30 June 2009 the sharesin UE '
Co have a market value of $65 million. On1May 2009 UECo '\ '
pays fully franked dividends of $6 million. Barri Co'staxeble |
income for the 2008-09 year includesthe fair value gain of $15

\

\
Vo

(ignoring grossing-up for franking credits). However,

Division 230 will only assessthefair value gain of $15 million.
Thedividend paid by UE Co will be assessed under section 44
of the I TAA 1936.

At 30 June 2010 the shares in UE Co have a market val ue of
$90 million. No dividends have been paid for thisincome year.
Barri Co's taxableincome for the 2009-10 income year includes
thefair value gain of $25 million ($90 million — $65 million).

Adjustment for impairment of financial arrangement

9.67

€l ection subsequently becomes impaired (as determined under the
Accounting Standards), the arrangement ceases to be subject to
Subdivision 230-F, except where the arrangement isfair valued. This

is because the arrangement ceases to satisfy the requirements of
paragraph 230-360(1)(f) — that is, it cannot be said that the differencesin

v \L
| ANY
AN
ANRY
N [ Deleted: Example 9.2

\
N {Deleted: farvalue
{Deleted: -

Absent aspecificrule, adividend (distribution) may be declared | //{Deleted: 950
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Deleted: In such cases, the right
to receive the franked distribution
(that would arise at the time the
dividend is declared) is dso
excluded from the scope of the
financial reports election
[Schedule 1, item 1,
subsection 230-370(2)]. Tothe
extent that the distributionis an
unfranked distribution, the
differences between the time the
distribution is declared and paid
will not cause any imputation
issues to arise. Therefore, if the

1| distribution is unfranked, it is still
1| within the scope
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the results of the accounting method and the compounding accruals
method in Subdivision 230-B are reasonably expected to be not
substantial. Thereason for thisis that the compounding accrua s method
does not recognise a provision for doubtful debts. Hence, the relevant
financial arrangement will become subject to the remainder of

Division 230 other than Subdivision 230-F. If thefinancial arrangement
fallswithin the scope of Subdivision 230-B (accruds and redisation
method) and theimpairment is later written-off as abad debt, the
provisions within Subdivision 230-B will apply to alow adeduction for
amounts previously recognised as gains from the arrangement. Also, if a
some future time, the debt arrangement ceasesto beimpaired, it cannot be
subject to Subdivision 230-F again. [Schedule 1, item 1, subsection 230-375(4)]

9.68  Whereadebt arrangement that is subject to Subdivision 230-F -~ {(peteted: 953. )

becomes impaired, and the financid reports d ection ceases to apply toiit,
the arrangement is specifically precluded from beng subject to a
balancing adjustment [Schedule 1, item 1, subsection 230-380(4)]. The reason
for thisisthat if abalancing adjustment were applied at the time the
financial arrangement becomes impaired, the taxpayer would receive an
immediate deduction for theimpairment of the debt arrangement. Such a
result is contrary to the general policy in relation to doubtful debts for
financial arrangements that are not subject to the fair value dection (as
described in Chapter 4).

Interaction with other tax-timing el ections under Division 230

9.69  Whereataxpayer has made electionsunder Subdivision230-C -~ {(peteted: 9. )

and or Subdivision 230-D, and subsequently el ectsto apply Subdivision
230-F, the Subdivision 230-F eection will apply to al financial
arrangements entered into in the income year in which this el ection was
made or alater income year, even if they would otherwise have been
subject to Subdivision 230-C and/or Subdivision 230-D.

Where requirements for election are no longer satisfied

9.70  Although an eection to rely on financial reportsisirrevocable, ,///{De'eted: 9%, )

the el ection may cease to apply, depending on the circumstances of either: -

PR

Formatted: Tabs: Not at 4 cm ‘
» al of ataxpayer’sfinancia arrangements; or

» oneor more particular financial arrangements of the
taxpayer.

P
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The elective financial reports method

9.71 If an election to rely on financial reports ceases to apply to a |//{Deleted: 956 .

particul arfi naneiat arrangement; that election-cannot-subsegtent!y-reappty -
toit. [Schedule 1, item 1, subsection 230-375(4)]

9.72  Refer to Chapter 5 for further information as to when an eection Jlx/{De'eted: 957

torely on financia reports will ceaseto apply.

Balancing adjustment if an election ceases to apply

9.73  Wherean dection to rely on financial reports ceases to have l - {Deteted: o358 .

effect in relation to, or ceases to apply to, a particular financial
arrangement, from the start of a particular income year, abaancing
adjustment is made at that timein respect of the arrangement [Schedule 1,
item 1, subsections 230-380(1) and (3)]. A balancing adjustment does not apply

toafinanda arrangement where it becomes impaired (see

paragraphs 9,57 and 9,58). [Schedulel, item 1, subsection 230-380(4)] =
,,,,,,,,, --- { Deleted: 53
oo The balancing adjustment is to be madein accordance with the | _- { Deleted: 9.59.

L J

balancing adj ustment requirements as set out in Subdivision 230-G

(see Chapter 10). The balancing adjustment made isthe baancing
adjustment the taxpayer would have made if the taxpayer disposed of each
relevant arrangement at the start of the income year in which the election
ceased to apply for its market value and immediately reacquired it at that
time for that value. [Schedule 1, item 1, section 230-380]

l /{Deleted: 9.60 .

be bought to account as a result of the gpplication of the balancing \ Eorma“e“: b Indent.
adjustment where a financial arrangement ceasesto be subject to ase-text-paragraph, Indent:
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230-D and 230-F that apply to itsincome year that commences
on 1 July 2008. Asaresult of the operation of Division 230,
Bill Cordies onthe operation of Subdivision 230-F to quantify
itsfair value and foreign exchange retranslation gains and | osses
— as opposed to relying on Subdivisions 230-C and 230-D.

In respect of the financial reports for the year ended 30 June
2011, the auditor’s report is rd evantly qualified such that Bill
Co can no longer rely on Subdivision 230-F to determineits
gains and losses. Asthequalification isin respect of the
accounting systems and controls, Bill Coisableto rely on
Subdivisions 230-C and 230-D to determinethe value of its
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relevant gains and losses in respect of relevant financial
arrangements.

Asaresult of this, and the fact that Subdivision 230-F ceasesto
apply from the start of theincome year, the bal ancing
adjustment would be calculated as follows for a financial
arrangement that isbeing fair valued:

/,{Deleted: . ]
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« Acquired financia arrangement for $200 at 1 September { Formatted: dot point J
2009.
e Fair valueas a 30 June 2010 is $250.
*  Amount included in assessable income for year ended
30 June 2010 is $50.
Step 1 — thetotal of financial benefits received under the ( pR— )
finandd arrangement., -~ Formatted: Font: 11 pt
/,{Deleted: . ]
x$,2,5,0, ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, - [ Formatted: Font: 11 pt J
Step 2 — thetotal of the financial benefits provided under the
financid arrangement (ie, $200 for the acquisition) and the total
of the amounts that have been included in assessabl eincome
before the transfer or cessation, as gains from the arrangement
($50 gain attributable to the change in fair value).
/,{Deleted: . ]
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Step 3 — compare the step 1 amount with the step 2 amount. 1f
the amounts are equal, asthey arein this example, no balancing
adjustment is made.

9.76  Chapter 5,in respect of the dlective Subdivisions,and -~ {(eteted: 961 J

Chapter 10 more generally, provide further detail asto the operation of the -
balancing adjustment rules contained in Subdivision 230-G.

Making of a new election

//{Deleted: 9.62, ]

9.77 Where ataxpayer has made an election which ceasesto have
effect, they may later make anew € ection where the conditions for
making an election are once more satisfied (refer Chapter 5). With
respect to an election under Subdivision 230-F, if it ceased to have effect
because of a qualified audit in respect of the treatment of afinancia

arrangement or an adverse assessment of the taxpayer’s accounting [ Field Code Changed ]




The elective financial reports method

systems in areport of an audit or review, the election can only be
remade four years foll owing theincome year in which these particular

requirements werefirst failed. [Schedule 1, item 1, paragraph 230-350(2)(c) and
subsection 230-375(2)]
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Chapter 10

Balancing adjustment on disposing of
financial arrangements

Outline of chapter

10.1 This chapter explains when a financial arrangement (or part of a

financial arrangement) istransferred or otherwise ceases to be held, and

the consequences following these events.

10.2 Jror convenience, the expression *disposal’ is used to refer to a

financial arrangement (or part of afinancial arrangement), ceasing to be

hdd or beng transferred.

Overview of balancing adjustments on disposal

A balancing adjustment

10.3 A balancing adjustment on disposal is an additiona amount of

gain or loss brought to account on the disposal of afinancia arrangement

to ensure the correct amount of gain or loss is brought to account from

holding and disposing of the financial arrangement. A mounts recognised

prior to disposal are taken into account in working out any gain or loss on

disposal. This corrects any previous under-all ocation or over-allocation of

again or loss before disposal.

Gains and losses from disposal of a financial arrangement

104 Gains and | osses from disposing of afinancial arrangement (or a

part of it) may arise from atransfer to another person of relevant rights

and/or obligations under the arrangement. Gains and |osses from

disposing of a financial arrangement can aso be made when all therights

and/or obligations which exist under the arrangement cease. Both gains

and losses from either transfer or cessation require abalancing
adj ustment.
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Disposal of a financial arrangement

General rule

105 The general ruleis that disposal of awholefinancial
arrangement, that is, adisposal of all the rights and/or obligations
under the financial arrangement, occurs if those rights and/or
obligations end or aretransferred to another person.

10.6 The ending of therelevant rights and/or obligati ons can occur in
different ways, for example, through their discharge (of obligations) or
sati sfacti on, expiry, dose out, forfeiture or maturity.

10.7 A transfer of aright or obligation (which is aform of aright or
obligation ending) can occur in different ways, for example, as aresult of
asale, under alega defeasance (of obligations), or an assignment (of
rights). However, if afinancial arrangement is an asset atransfer is
effectively taken not to occur unless its effect is to transfer to another
entity substantialy all the risks and rewards of ownership of the asset.

Partial disposal

10.8 A partia disposal of afinancial arrangement can occur only if
thereis atransfer of one of the following types:

* aproportionate share of all therights and/or obligations
under the financid arrangement;

* aright or obligation under the financial arrangement to a
specifically identified financial benefit; or

* aproportionate share of aright or obligation under the
financia arrangement to aspecifically identified financial
benefit.

Special rules or exceptionsto the general rule

10.9 The general rules outlined above are overridden by special rules
and exceptions dealing with equity interests, hedging, margining,
historical rateroll-over, conversion or exchange and commercial debt
forgiveness.

Equity interests

10.10 A baancing adjustment is not made if the financia arrangement
isan equity financial arrangement and neither the fair value method nor
the el ective financid reports method apply toit. Such afinancia

/{ Field Code Changed




Balancing adjustment on digposing of financial arrangements

arrangement will be outside the scope of Division 230; rather any disposal
may be subj ect to the capital gainstax measures (if they are not on

revenue account).

Hedging

10.11 Thetax hedging provisions provide tax matching between the
hedging financial arrangement and the hedged item or items. To alow
this matching, it may be necessary to defer again or loss on the hedging
financial arrangement past the time of its disposal, at which timeit would
otherwise be recognised for income tax purposes.

10.12  Further, an equity interest which is ahedging financial
arrangement may have that part of the gain or loss which is attributable to
acurrency exchange rate effect worked out under the hedging provisions.

10.13  Hence, the balancing adjustments otherwise required are subject
to the operation of thetax hedging provisions.

Bad debts

10.14 Thewriting off of a bad debt would not be adisposal of a
financial arrangement. Thus abalancing adjustment is not made when a
financial arrangement is written off as abad debt.

Margining

10.15 A baancing adjustment is not required for exchange traded
derivatives that are subject to margining.

Historic rate roll-over

10.16  Thereis aspecific rule providing that an historic rateroll-over of
aderivativefinancial arrangement is taken to be aceasing of all the rights
and/or obligations under the arrangement. Accordingly, a balancing
adjustment may be required on disposal.

1017  However, thiswill be subject to the operation of the tax hedging
rules. Accordingly, thegain or loss on disposa of an historic rateroll-
over derivative contract (used in a hedging context) may be deferred and
matched to the timing and treatment of the gain or loss on ahedged item

for tax purposes.
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Conversion or exchange

10.18 A baancing adjustment will not be required by a conversion or
exchange of atraditiona security into ordinary shares if it was issued on
thebasis that it will, or may:

¢ convert into ordinary shares of theissuer or a connected
entity of the issuer, and the ceasing of therights or
obligations under the financial arrangement that isthe
security, is becauseit is converted into such shares;, or

¢ exchangeinto the ordinary shares of an entity other than the
issuer or a connected entity of the issuer, and:

— itisexchanged for such shares; and

— if the ceasing of therights or obligations occurs because
of adisposal, thedisposal isto theissuer or a connected
entity of the issuer.

Subsidiary member |eaving a consolidated group

10.19 A baancing adjustment is not made in relation to the financial
arrangement of a subsidiary member which ceases to be amember of a
consolidated group, or amultiple entry consolidated group as aresult
of ceasing to be amember of that group.

Commercial debt forgiveness

10.20 A cancdlation or other discharge of obligations under afinancial
arrangement which qualifies as commercial debt forgiveness will be
subject to the commercia debt forgiveness provisions. The gain which
would be subject to Division 230 is reduced to the extent that the gainis
covered by the commercia debt forgiveness provisions. Accordingly, to
the extent that the commercia debt forgiveness provisions apply no

bal ancing adjustment is required.

What amount is recognised as aresult of the disposal?

10.21  Theamount to be recognised as aresult of adisposd (ie, the
disposal balancing adjustment), is that amount which ensures that the
entity’s overall gain or loss from having the financial arrangement (or the
relevant part of it) isrecognised.

10.22  Thus, amounts recognised prior to the disposal aretaken into
account in working out the amount of any disposal gain or |oss.
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10.23  Inorde to work out thegain or loss, relevant costs must be
taken into account. So, thegain or loss in respect of the disposal of rights
and/or obligations comprising the whol e or part of afinancial arrangement
must factor in the costs (if any) in respect of the arrangement or the

rel evant part of the arrangement, at the time of disposal.

Complete cessation or transfer

10.24  Inbroad terms, ba ancing adjustment on disposal of a whole
financial arrangement is worked out as (1+2+3) — (4+5+6) where:

1 =thetotal of thefinancia benefits received;

2 =thetotal of amounts that have been allowed as deductions
and would have been allowabl e deductions before the disposal;

3 =thetotal of amounts allowed as deductions because of the
transitional balancing adjustment;

4 =thetotal of al financial benefits provided:;

5 = thetotal of amounts that would have been indudein
assessabl e income and have been included in assessable income
before the disposal; and

6 = thetotal of amountsincluded in assessable income because
of thetransitional balancing adjustment.

10.25 If thedisposal balancing adjustment is positive (ie, the sum of 1,
2 and 3 exceeds the sum of 4, 5 and 6) the amount is a gain made from the
financial arrangement and isincluded in assessableincome. Conversely,
if the disposa balancing adjustment is negative, the amount is aloss made
from the arrangement and may be an all owabl e deduction.

10.26  If abaancing adjustment is required for a partial disposal in
certain circumstances the variablesin the balancing adjustment formula
are adjusted to take into account the nature of the partial disposal.

Disposal balancing adjustment made in year of disposal

10.27 Thegain or loss produced by the disposa bal ancing adjustment
is made in the year in which the disposal occurs.
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10.28  Under the current income tax law, there are several provisions
dealing with the tax consequences of disposing of financial arrangements
which would qudify as financial arrangements under proposed

Division 230. They incude both general and specific provisions such as:

» sections 26BB and 70B of the Income Tax Assessment A
Act 1936 (ITAA 1936);

bullets or numbering

Formatted: dot point, No ‘

» section 159GS of the TAA 1936;

» sections 6-5 and 8-1 of the Income Tax Assessment Act 1997
(ITAA 1997); and

* Part 3-1 of theITAA 1997.

//{Deleted: 104. ]

10.29  These provisions apply in different circumstances and in i

different ways. For example:

Formatted: dot point, No
bullets or numbering

» sections 26BB and 70B generaly operate when an
‘arrangement’ is ‘redeemed’ or ‘disposed of . While
‘redeemed’ is not defined, ‘dispose’ isdefined in
subsections 26BB(1) and 70B(1);

» section 159GS operates when an arrangement is ‘transferred’ .
The definition of ‘transfer’ (in subsection 159GP(1)) is
similar to, but not the same as, the definition of ‘dispose’ in
subsections 26BB(1) and 70B(1);

» sections 6-5 and 8-1 generally rely on the concept of
realisation to bring to account gains and losses on disposal;
and

* Part 3-1 of the ITAA 1997 relies on the concept of capita
gainstax (CGT) events.

1030  Thus, thereis an amalgam of general and specific provisions ) -~ peteted: 105 )

without any common or uniform treatment applicable to the disposal of
financial arrangements. Thereisno explicit principled framework for
considering what is disposed of, when it is disposed of, and how to
quantify the amount to be recognised for tax purposes as aresult of the

disposal.

1031 Morespedificaly, thecurrent law does not containa. - {(Deteted: 105, J

comprehensive provision dealing with the tax consequences of disposing
of financial arrangementsthat are liabilitiesin anon-forgiveness context.
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This means, for example, that it isnot d ear whether the tax treatment of
the defeasance of debt instruments falls under the genera deduction and
income provisions, under the CGT provisions or under aspecific
provision. In addition, itisnot clear to what extent gains and |osses on
such defeasances are recognised under the current income tax law.

10.32

at thetime of disposdl, it is necessary to determine how much has aready
been brought to account, in respect of the financia arrangement or
relevant part of it. Any allocation of gain or |oss from the financial
arrangement prior to that time (eg, under the accruals provisions), istaken
into account to ensure that only the actua net gain or loss from thewhole,
or part, of the financial arrangement is recognised for income tax

purposes. That is, an adjustment is made on disposal for any previous

under-allocation or over-allocation. Thisadjustment on disposal is
referred to as a‘ba ancing adjustment’.

Summary of new law

10.33  Proposed Subdivision 230-G providesthat abalancing _
adjustment is made when all the rights and/or obligations under a financial
arrangement cease or are transferred to another person. In certain

circumstances, a ba ancing adjustment is also made when thereis a partial

transfer.

10.34

calculated by netting the financial benefits received and provided under
the arrangement — including the consideration received or providedin
relation to the cessation or transfer — and any amounts that have been (or
would have been) brought to account for income tax purposes from the
arrangement until the cessation or transfer.

10.35

year in which the cessation or transfer occurs.

Comparison of key features of new law and current law

New law

Current law

<>7|

The new law contains asingle
provision covering the tax
consequences (including the
balancing adjustment) arising from
thedisposal of different types of

A number of separate and ad hoc
provisions govern thetax
conseguences of the disposal of
different types of financial
arrangements,
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financia arrangements other than

arrangementsto which the hedging

rules apply.

The provision covers gainsand It isnot clear to what extent gains

losses from the disposal of liabilities | and losses from the disposal of

inanon-forgivenesscontext, | liabilities(in anon-forgiveness - { Deleted: 1
context) are recognised for tax
purposes.

Specific rules clarify thetax It isnot clear how margining and

treatment of margining and historic historic rate roll-over arrangements

rate roll-over arrangementsfor for derivatives are treated for tax

derivatives. purposes.

Detailed explanation of new law

10.36  Jnbroad terms, gains and losses from financial arrangements can

be made in one of two ways:

--

» having afinancia arrangement; or
» disposing of afinancid arrangement.

1037  Gains from having a financial arrangement can flow from, for
example, theright to receiveinterest or an amount represented by
discount, whilelosses from having a financial arrangement can flow from,
for example, the obligation to provideinterest or an amount represented
by discount. Theinterest ispaid or received under the arrangement in
question. Guidance on how the taxpayer should treat these gains and
lossesis not addressed in this chapter. Relevant guidance on these gains
and losses, and other gains and | osses which arise from the expiry or
performance of rights and/or obligations while the financial arrangement
continues in operation, is set out in other Subdivisions of Division 230
and in other re evant chapters of this explanatory memorandum.

1038  Gains and losses from disposing of afinancial arrangement (ora .
part of it) may, however, arise from atransfer to another person of

relevant rights and/or obligations under the arrangement. Gains and

losses from disposing of afinancial arrangement can also be made when

all therights and/or obligations which exist under the arrangement cease.
Both of these types of gains and losses (ie, from transfer or disposal) are

the gains and | osses that Subdivision 230-G apply to.

10.39  _Thedesign of the disposal provisionsin Subdivision 230-G »

takes into account the derecognition criteria adopted by Accounting
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bullets or numbering

- ‘ Formatted: dot point, No

_{ peleted: 1012

- { Deleted: 10.13.

- { Deleted: 10.14.

[ Field Code Changed




Balancing adjustment on digposing of financial arrangements

Standard AASB 139, Financial Instruments: Recognition and
Measurement.

What constitutes a disposal?

General rule

1040  Thegenerd ruleisthat disposal of awholefinancia Jl/’{De'eted: 1015, )

arrangement, that is, adisposal of al therightsand/or obligations

under the financial arrangement, occurs if those rights and/or

obligations cease or are transferred to another person. [Schedulel,item1, | - -1 Formatted: Referencing style,
Font: 11 pt, Not Bold, Not Italic

1041 A cessation of therdlevant rights and/or obligations can occur in | - (2eteted: 1016- )
different ways, for example, through their discharge (of obligations) or

sati sfaction, expiry, cose out, forfeiture or maturity.

1042 A transfer of aright or obligation (whichisaform of cessation) l - eleted: 1017- )

can itsdlf occur in different ways, for example, as aresult of asale, under
alega defeasance (of obligations), or an assignment (of rights). If a
financial arrangement is an asset, however, atransfer is effectively taken
not to occur unless its effect isto transfer to another entity substantially al

the risks and rewards of ownership of the asset [Schedule 1,item1, __-{ Formatted: Referencing style,
subsection, 230-385(3)]. Thus, for example, the security subject of the ‘repo’ Font: 11 pt, Not Bold, Not Italic
= 1T A~ - D R D T T A T I AN
in Example 2.5 would be treated as having not been transferred for "~ { Deleted: paragraph )
Subdivision 230-G purposes. \\\\ : Formatted: Referencing style,
'\, | Font: 11 pt, Not Bold, Not Italic
1043 A partia disposal of afinancial arrangement can occur only if = * { Deleted: )(a ]
thereis atransfer of one of the following types: ' Formatted: Referencing style
. . o \\ . | Font: 11 pt, Not Bold, Not Italic
» aproportionate share of all the rights and/or obligations AR { Doleted: 10.18 ]
under thefinancid arrangement [Schedule 1, item 1, N — - -
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subparagraph 230-385(1)(Q)(I)]; Lo o ke e o her
« aright or obligation under the financia arrangement to a | Eﬁljg’t‘:‘gtre:unfg;?f;”t No
specifically identified financial benefit [Schedule 1,item1, N _
subparagraph 230-385(1)(c)()]; or 1| Font 22 pt, Not 8o, Net tac
+ aproportionate share of aright or obligation under the Ef,’,:{“ itlt,e)? :NR(if%ﬁZCiE%th;’c
financiad arrangement to aspecifically identified financia : . =
benefit [Schedule 1, item 1, subparagraph 230-385(D)(O)(ii)]. |- Fort: 11 o, Not Bold, Kot e
Special rules or exceptions
1044 Thegenera rules outlined above are overricden by special rules |~ (eleted 1019, )
and exceptions dealing with equity interests, hedging, margining, {Formatted: right footer, Left j
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historicd raterall-over, conversion or exchange and commercia debt
forgiveness.

Equity interests

1045 A balanding adjustment is not madeiif the financia arrangement ///{De'eted: 1020. )

isan equity financial arrangement (as described in Chapter 2) — and

neither Subdivision 230-C nor Subdivision 230-F apply to the financial
arrangement [ Schedule 1, item 1, subsection 230-390(1)]. The effect of thisis -
that, unlessthe e ective fair value method or the election to rely on

financial reports appliesto an equity financia arrangement, the disposa

gainor lossin respect of that equity financial arrangement will not be

worked out under Subdivision 230-G, but rather will be determined by
provisions outside of Division 230. Accordingly, the disposal gain or loss

from such an arrangement will not necessarily be on revenue account.

Formatted: Referencing style,
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Hedging

_{ eleted: 1021

designed to provide appropriate tax matching between the hedging
financial arrangement and the hedged item or items. To establish this
matching, it may be necessary to defer again or loss on the hedging
financial arrangement past the time at which it would otherwise be
recognised for income tax purposes, dueto its disposa. In addition, an
equity interest which is ahedging financia arrangement may have that
part of the gain or loss which is attributableto a currency exchangerate
effect worked out under the hedging provisions. Hence, the balancing
adjustments otherwise required by Subdivision 230-G are subject to the
operation of the tax hedging provisions in Subdivision 230-E.

Bad debts

1047  Although thewriting off of abad debt would not congtitute a ) -~ peteted: 1022, )

transfer or cessation of a financia arrangement, Subdivision 230-G makes

it clear that a bd ancing adjustment is not made when afinancial

arrangement, in part or whole, iswritten off as abad debt [Schedule 1, item1, -
paragraph 230-390(3)(a)]. Specific rules for bad debt deductions areincluded

in the accrual's method and realisation method. To permit the ongoing

operation of the bad debt provision in section 25-35, thereis an exception

to the anti-overlap rule in section 230-25.

Formatted: Referencing style,
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Margining
1048 Fxchange traded derivatives typically are subject tomargining -~ Leleted: 1023 )
requirements. Thus, on adaily basis, the party carrying aloss on the
contract is required to settleit by making apayment. It isarguable that
the settlement of the contract means that the rights and obligations under it
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cometo an end because they are satisfied and that thereis therefore a
disposal.

1049  However, it appears that upon payment, under margining l/’{De'eted: 1024. )

requirements, a new contract equivalent to the setled contract (other than
asto price) is created to replace the settled contract. The effect, therefore,
isthat the parties to the contract are in the same economic position as

before the settlement but for the margin payment and the new price.

l//{Deleted: 10.25. ]

been a settlement of the old contract. In these circumstances, it is
appropriate for the settlement of the exchange traded derivative, dueto
any margining requirements, not to give rise to a balancing adjustment.
Thisiswhat paragraph 230-390(3)(b) gives effect to, although the
provision is not limited to exchangetraded derivatives. This exclusion
from having the balancing adjustment apply extends to any financial
arrangement that is aderivative financia arrangement, which is settled or
closed out for margining purposes.

1051  Asexplained in Chapter 8, derivative financial arrangements lx/{De'eted: 1026, )

arefinancial arrangements that:

» changeinvauein responseto a change in a specified
variable or variables; and

» requirelittle or no net investment, in that the net investment
is smaller than that required for other types of financia
arrangements — that is, other than derivative financial
arrangements — which would be expected to have similar
resultsto changes in market factors (see Chapter 8).
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1052 Jt should be noted that the margining process is different tothe Left: 2cm
process which occurs when an entity does not wish to maintain its ST { Deleted: 1027, ]
exposure under the derivative contract. In this case, it appears that under
clearing house rulesthere is a d ose-out, but no creation of an equival ent
contract (but for price). A close-out in this situation, which is not for
margining purposes, would constitute adisposal because the rights and
obligations under the contract are extinguished and thereis no exception
which provides otherwise.
Historic rate roll-over
1053 Theterm of aderivative finandial arrangement may be abletobe | -~ (eteted: 1025- )
extended or ‘rolled over’ at anon-market or ‘ off market’ rate which
reflects the origind or ‘historic’ rate at which the financial arrangement { Formatted: right footer, Left J
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was entered into, and the extension of credit by the party that hasagainin
relation to the financial arrangement, at that time, to the other party. This
iscommonly referred to as an ‘ historic rate roll-over’.

| peteted: 1029. )

1054 Jn substance, at the roll-over date, there is a cessation by way of
expiry of therights and/or obligations under the derivative financial
arrangement. Whether thereis an expiry as a matter of contract law may

not be clear. Accordingly, to avoid doubt, thereisa specific rulein
Subdivision 230-G to provide that an historic rate roll-over of a derivative

financial arrangement is taken to be a ceasing of al the rights and/or

Formatted: Referencing style,
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1055  Asmentioned above, this and other disposa situations are e {(Deteted: 1030. )

subject to the operation of the tax hedging rulesin Subdivision 230-E.
Accordingly, thegain or loss on disposal of an historic rateroll-over
derivative contract (used in ahedging context) may be able to be deferred
and matched to timing and treatment of the gain or loss on a hedged item
for tax purposes; this will depend on the application of the tax hedging

rules (see Chapter 8).

Conversion or exchange

yf/{Deleted: 1031, )

or exchange, as the case may be, of atraditional security into ordinary Formatted: Don't keep with
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connected entity of theissuer, and the ceasing of the rights or
obligations under thefinancial arrangement that isthe
security, is becauseit is converted into such shares[Schedule1, __-{ Formatted: Referencing style,

item 1, paragraph 230-390(3)(c)]; and Font: 11 pt, Not Bold, Not Italic

» exchangeinto the ordinary shares of an entity other than the

issuer of the security or a connected entity, and: Formatted: Referencing style,
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leaving a consolidated groupl
<#>10.32 - The provisions make

« if the ceasing of therights or obligations occurs becauseof @ /| dearthat abaancing adjustment is
disposal, the disposal isto theissuer of the traditional /| not made under Subdivision 230-G
security or a connected entity of theissuer [Schedule 1, item1, /| nreéldiontothefinandd

y y [Schedulel,item1, . . arrangement of asubsidiary

par agraph 230-390(3)(d)]. ! member which ceasesto be a
/ member of a consolidated group,
/ or amultiple entry consolidated

vC,er[Eir,q ?‘l, g,ebt, tqr,g,i veness ! group (MEC group), as aresult

. . of ceasing to be a member of that
10.57  Jt should be noted that a cancdlation, or other dischargeof group. [Schedule 1, item 1,
obligations under afinancial arrangement, which qualifies as commercial . [ subsection 230-390(4)]1 J
debt forgiveness would fall to be considered under Division 245 of { Deleted: 1033. )
Schedule 2C tothe ITAA 1936. The gain which would be subject to the [ Field Code Changed ]
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proposed Division 230 is reduced, to the extent that the gain is captured

section 230-420]

What amount is recognised for income tax purposes as a result of the

disposal?

of adisposa (ie, the disposa balancing adjustment), is that amount which
ensures that the entity’s overall gain or loss from having the financial
arrangement (or the rd evant part of it) is recognised.
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1059 Thus, amounts recognised prior to the disposal aretakeninto | -~ (Deleted: 1035- )
account in working out the amount of any disposal gain or loss. This
process corrects for any under-allocation or over-alocation prior to the
disposal paint.
1060 Asexplained in Chapter 3, which deslswith gansandlosses |-~ (eteted 036, J
from financial arrangements, the concept of again or lossisane concept.
In order to work out the gain or loss, rel evant costs must be taken into
account. So, thegain or lossin respect of the disposal of rights and/or
obligations comprising thewhole or part of afinancia arrangement must
factor in the costs (if any) in respect of the arrangement or the relevant
part of the arrangement, at the time of disposal.
Complete cessation or transfer
1061 Jn broad terms, theway in which the balancing adjustment for | -~ {Peteted: 1097, )
cessation or transfer of the whol e financia arrangement isworked out for
afinancia arrangement can be summarised in a formula, thus: W Formatted: Space After: 18 ‘
-« pt
Disposal balancing adjustment = (a + b + ¢) — (d + e + f) where:
a total of all financial benefits received under the **|* - { Formatted Table ]
= financial arrangement (subsection 230-395(1),
step 1(a) in the method statement).
b total of amounts that, because of circumstances |
= which occurred before the transfer or cessation,
have been allowed as deductions for losses from
thefinancia arrangement, or would have been
alowed as deductions, if al the losses from the
arrangement were allowable as deductions
(subsection 230-395(1), steps 1(b) and (c) in the
method statement).
c total of amounts that, because of circumstances |
= that occurred after the transfer or cessation, will { Formatted: right footer, Left J
be allowed as deductions to the entity because [ Field Code Changed ]
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of thetransitional balancing adjustment (refer
Chapter 12), to the extent to which those
amounts are attributable to the financial
arrangement (subsection 230-395(1), step 1(d)
in the method statement).

o

total of all financial benefits provided under the

step 2(a) in the method statement).

total of amountsthat, because of circumstances
which occurred before the transfer or cessation,
have been included in the entity’ s assessable
income as gains from the financial arrangement,
or would have been included in assessable
income if al the gains from the arrangement
were amounts of assessable income (subsection

statement).

—

total of amountsthat, because of circumstances
which occurred after the transfer or cessation,
will be included in the entity’ s assessable
income because of the transitional balancing
adjustment (refer Chapter 12), to the extent to
which those amounts are attributable to the
arrangement (subsection 230-395(1), step 2(d)
in the method statement).
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10.62 Jtistheintention that, where running balancing adjustments

(generally relevant for gains or losses subject to the accrua s method) have
been made over the period before disposal, these adjustments are taken
into consideration when cal culating the disposal balancing adjustment
under the method statement for the disposal bal ancing adjustment.

10.63  Jfthedisposa balancing adjustment is positive (ie, when the

tota of the step 1 amount exceeds the step 2 amount), the amount isagain
made from the financial arrangement. If the disposal balancing
adjustment is negative (ie, when the total of the step 2 amount exceeds the
step 1 amount), the amount is al oss made from the arrangement.

Investor Co buys afive-year bond carrying a fixed annua
coupon of 10 per cent per annum. The bond is bought for
$1,000 and isto be redeemed for $1,000 in five years.

.
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Assumethat, after receiving two coupons of $100 each and
induding in its assessabl e income $200, Investor Co sellsthe
bond for $1,050.

The overall gain from having the bond is:

$250= $1,050 + (2 x $100) — $1,000

vy _ oYY L\ YY) Y //

Since $200 gain has already been induded in Investor Co's
assessabl e income, only $50 has to beincluded as a disposal
gain.

f), set out in paragraph 10.37 (though c and f are not rlevant in
this drcumstance), thegain or lossis determined as follows:

($2,250 (per section 230-65, the $1,050 recei ved on disposal is
taken to have been received under the financial arrangement that
less

(%1,000 (per section 230-65, the $1,000 is taken to have been
provided under the financia arrangement that is the bond) +

adjustment for apartial disposd in certain circumstances. Inthese
circumstances, the variables in the above formula are adjusted to take into
account the nature of the partial disposal, as discussed in the following

paragraphs.

1066  Wherethereisadisposal of aright or obligationundera
financial arrangement of a specifically identified financial benefit, it is
necessary to determine what has happened in relation to that right or
obligation — for exampl e, in terms of the cost already allocated — in

order to determine the gain or loss to be brought to account as a balancing

adjustment. Thisisdone by determining, in relation to the particular
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proportion of such aright or obligation, afinancid benefit to aparticular
financial benefit, must reflect appropriate and commercially accepted
vauation principles. These principles must take into account the nature
of therights and obligations under the financial arrangement, therisks
associated with each of the financial benefits, rights and obligations

1068  Wherethereisadisposa of aproportionate share of arightto
receive or obligation to provideto afinancia benefit under thefinancia
arrangement, to a specifically identified financial benefit, the two types of
adjustment discussed above both apply. That is, the starting point for each
of the variablesin the formulais the amount reasonably attributable to the
particular right or obligation. These amounts are then reduced, by the
disposal proportion, to arrive at the amounts actually used for
the variables in the formula[Schedule 1, item 1, subsection 230-395(4)],

,,,,,,,,,,,,,,,,,,,,,,,,,,,,, a

This attribution must reflect the vauation principles discussed in

~

\

Assignor Co makes a 10 year loan of $5 million to Borrower Co.
Theloan pays afixed annua coupon. Therateis 8 per cent per
annum. Assumethat thisis aso the prevailing market interest
rate.

Assignor Co immediately assigns the right to all the interest
payments to Assignee Co for $2,684,033. This payment isthe
present value of the futureinterest payments discounted at 8 per
cent per annum.

Whilethe assigned payments are equal in amount to the interest
on theloan, the assignment effects apartia disposal of the asset,
being the right to a stream of future payments. In Assignee Co’s
hands, economically, each payment is equivalent to ‘ principa’
and ‘interest’ (ie, each payment economicaly has a portion of
Assignor Co’'s $5 million cost attributed to it — see discussion
in Chapter 3). Therulesin section 230-75 requiring no
attribution of a cost to interest payments, do not apply for the
purpose of Subdivision 230-G.

To calculate the gain or loss on the partial disposal of theloan, it
is necessary to determinethe cost of assigned interest payments
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Balancing adjustment on digposing of financial arrangements

at that time. Commercially, thisis done by allocating an
amount, sometimes referred to as the ‘ carrying amount’, to the
part which is disposed of. The partia disposal isdone by
allocating the carrying amount of the whole financial
arrangement between the part disposed of, and the part retained,
on the basis of the fair value of the part disposed of, relative to
thefair value of the whole thing.

Thefair value, at thetime of the partia disposal, of the part
disposed of is $2,684,033 and the fair value of thewhale loan, is
$5 million. The carrying amount of the wholeloan is

$5 million.

Therefore, the carrying amount of the part disposed of is
$2,684,033, which is the cost of the right to the 10 future annua
payments of $400,000. Since $2,684,033 is also the amount of
proceeds from the assignment, thereisno gain or loss.

Under the balancing adjustment formula, (aj b + ¢)less  ~ 1
(d + e + f) (though b, ¢, eand f are not rdevant in this "7 Deleted: )
circumstance), set out in paragraph 10.37, thisis determined as

follows:

($2,684,033 (per secti on 230-65, this amount received on |
disposa istaken to have been received under the financia
arrangement that istheloan, and it is entirdly attributable to the
portion of the arrangement, the interest income stream, disposed

///{Deleted: ]
. { Deleted: ]

less

(%$2,684,033 (per section 230-65, the $5 million lent is taken to
be an amount Assignor Co had an obligation to provide, and did
provide under its financial arrangement, and $2,684,033 of this
cost is attributableto itsright to receive interest payments that

///{Deleted: ]
- ‘[ Deleted: 200) = ]

=%0gain or loss on disposal.

Alternativedy, if, for example, Assignor Co assigns these
payments for $3 million, it would make an immediate gain of
$315,967 (Step 1(a) in the above cal culation would be $3
million).
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1070  Thus, for example if thereisadisposal becauseofan -~ {(eteted: 1046, )

assignment of certain rights under a financial arrangement, thegain or loss -
is made under the balancing adjustment when the assignment occurs.
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1071 Jn another case, when afinandal arrangement is sold, disposal

occurs (and the balancing adjustment gain or loss is made) when the
relevant rights and obligations are given up or transferred.

3,Heading 3 Charl,Heading 3

where the parties are not dealing at arm'’s length
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10.72  To preserve theintegrity of Division 230, the amount of a
financial benefit received or provided under certain non-arm’ s length
financial arrangement dealingsisto be substituted for the amount of the
financial benefit that would reasonably be expected to be received or
provided had the parties been dealing at arm’s length. Without such a
rule, parties not dealing at arm'’s length could, as aresult of those
dealings, obtain inappropriate tax advantages.

10.73  Under various provisions of the ITAA 1936 and ITAA 1997,
where afinancial asset or liability ceases to beheld as aresult of a
non-arm’s | ength dealing those provisions generally require the
Commissioner to substitute an arm’s length valueif the amounts provided
for the acquisition, transfer or cessation is not at arm’s length. Examples
include:

* subsections 26BB(3) and 70B(3) of the ITAA 1936 dealing
with gains and losses arising from the disposa or redemption
of traditional securities; and

e section 775-120 of the ITAA 1997 dealing with the
calculation of foreign exchange gains and | osses.

10.74 Inaddition, there are anumber of provisionsin the TAA 1936
and ITAA 1997 that either reduce the holding costs of afinancia
arrangement (eg excessive interest payments dai med as a deduction)
wherethe parties are not deaing at arm’s length or, dternatively, require
the substitution of a market value regardl ess of whether or not the parties
aredealing at arm’s length. Examples include
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Balancing adjustment on digposing of financial arrangements

* section 52A of the ITAA 1936, which limits adeduction to
thearm’slength amount on monies borrowed and used to
acquire ‘ prescribed property’ where the parties are not
dedling at arm’s length;

* subsection 73B(31) of the ITAA 1936 which limits excessive
interest payments associ ated with research and devel opment
activities to their arm’s | ength amount where thereis a non-
arm’ slength dealing;

* subsection 159GZZZQ(2) of Division 16K of the I TAA 1936
which deems the market value to have been received for the
disposal of asharein an off-market share buy-back

arrangement;

* section 775-40 which deems a market value where the
proceeds from the disposa of foreign currency is more or
less than market value;, and

o subsection 245-65(2) of subdivision 245-C of ITAA 1936
whi ch substitutes the market value as the consideration
provided by adebtor in respect of debt forgiveness whereno
consideration is provided or the consideration (in whole or
part) cannot be valued.

10.75 Taxpayers not subject to Division 230 are subject to non-arm’s
length dealing integrity rules contained in various parts of the ITAA 1936
and 1997 in respect of financial assets and liabilities while taxpayers
subject to Division 230 were not. Consistent with this, Division 230 will
contain corresponding integrity measures. Ensuring symmetry in the
operation of these integrity measures between taxpayers subject to
Division 230 and those not subject to Division 230 would also operate to
prevent inappropriate tax arbitrage opportunities.

10.76  The paragraphs below set out the situations when the non-arm'’s
length dealing rulein Division 230 of the ITAA 1997 will apply to
financial arrangements.

Non-arm'’s length dealings in relation to the complete or partial transfer,
cessation or from starting to have a financial arrangement

10.77  Consistent with the existing tax rules dealing with the disposal
or redemption of traditional securities contained in sections 26BB and
70B of the ITAA 1936, theintent of section 230-441 is to ensure that,

upon the cessation or transfer of afinancial arrangement, arm'’s length
values are used to calcul ate the balancing adjustment if there has been a { Formatted: right footer, Left ]

/,’//{ Field Code Changed J




(No border)

- 1 Formatted: Border: Bottom:

{ Deleted: 2007

)

non-arm’s length dealing in relation to the cessation or transfer, or the
starting to hold the arrangement, or the holding of the arrangement. This
preventsthe creation of aloss, agreater loss or reduction of again asa
result of the parties not dealing at arm’s | ength.

10.78  Also consistent with the application of the existing tax law
dealing with the taxation of traditional securities, section 230-441 does
not apply to non-arm’s length cessations or non-arm'’ s length dealings that
arose prior to the cessation of loan-like financial arrangement (eg when
thetaxpayer started to hold the financia arrangement). This prevents a
time-value-of-money financial benefit (eg interest) being deemed to have
been received or provided as aresult of those dealings. [Schedule 1, item 1,
paragr aph 230-441(1)(b)]

10.79  Accordingly, subject to the exception discussed below, the non-
arm’s | ength dealing rule would apply where:

¢ abalancing adjustment is made under section 230-385 in
respect of the financid arrangement;

¢ theparties to the financial arrangement did not deal at arm’s
length in relation to the cessation or complete or partial
transfer of the financiad arrangement, or inrelation to an
earlier time (including starting to have the financia
arrangement); and

* theamount of thefinancial benefit received or provided
under the financid arrangement at any time from (and
induding) starting to hold the financial arrangement until
(and including) a complete or partia transfer or cessation is
more or |ess than thefinancia benefit that might be
reasonably expected to have been received or provided if the
parties were dealing at arm’s length.

10.80 Insuch circumstances, unless a specific exception applies (see
be ow), the amount of the financial benefit received or provided
(including whereit isnil) istaken, for the purposes of Division 230, to be
the amount of the financial benefit that would have been received or
provided if the parties were dealing at arm’s length. [Schedule 1 ,Item 1
section 230-441]

Example 10.3:.__Non-arm’slength dealing

Hamish Co and Lucky Co entered into a financia arrangement

on 1 July 2010 whereby Hamish Co agreed to provide Lucky Co
with afinancia benefit of $100in return for Lucky Co providing
periodic financial benefits based on arm’s length rates of interest
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Balancing adjustment on digposing of financial arrangements

of 10% per annum and a repayment of the origina $100
financdial benefit in 5 years from the date the financial benefit
was provided. Hamish Co disposes of therightsto receivethe
finand al benefits under the financial arrangement to arel ated
entity, Bert Co, for $90 when itsarm’s length valueis $100.

Having regard to the relationship between the partiesto the
transfer and the fact that Hamish Co transferred the financial
arrangement to Bert Co, arelated entity, for anon-arm’slength
amount, it would be conduded that Hamish Co and Bert Co are
not dealing at arm’s length in relation to the transfer.

In these circumstances, Hamish Co would betaken to have
received afinancial benefit equal to thearm’ slength value of
$100 as aresult of the disposal.

From Bert Co' s perspective, if Bert Co disposes of the financial
arrangement for $105 to another entity, the financial benefit that
Bert Coistaken to have provided for acquiring the financial
arrangement is $100.

Exception for non-arm’s length dealings arising from the cessation of
financial arrangements that are debt interests or loans

10.81 Incertain circumstances, applying an arm’'s length ruleas a
result of a cessation event may giveriseto inappropriate tax outcomes and
impute a time-val ue-of-money financia benefit where no financial benefit
isto be paid. Therefore the measures exclude from the operation of the
arm’slength rule, non-arm’ s length dedings arising in respect of debt
interests and loans (whether they areloansin legal form or economic
substance) which cease to be held other than by transfer (eg by
repayment). This outcome s achieved, in part, by excluding non-arm’s
length dealingsin respect of commencing to hold or the cessation of a
‘debt interest’ as defined for the purposes of the debt equity rulesin
Division 974 of the ITAA 1997 and other financial arrangements that are
loans. Financial arrangements that are loans would ind ude, for the
purposes of Division 230, those financial arrangements that would
normally be considered to have debt-like features such as the existence of
debtor and creditor relationship. One such exampl e would be an interest-
freeloan with aterm greater than 10 years.

10.82  Without such an excluding provision, a cessation event in
relation to adebt interest or loan would result in the imputing of again to
thelender and aloss to theissuer because the financial benefit amount
repaid by ardated party borrower would be | ess than the arm’s length
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value (which would be the loan amount and the time-value-of-money as

compensation for use of funds).

Example 10.4: _Acquisition and cessation of a non-arm’slength
dealing financial arrangement

Hamish Co and a rd ated entity, Lucky Co, entered into an
arrangement on 1 July 2010 whereby, Hamish Co agreed to
provide Lucky Co with afinancial benefit of $100 (interest-free)
repayablein full in 15 years from the date the financial benefit
was provided. On 1 July 2010 the market value of theright to
receive the $100 financial benefit in 15 yearstimeis $70.

On entering into the arrangement Hamish Co has afinancia
arrangement being theright to receive $100in 15 yearstime.
Lucky Co aso has a financid arrangement being the obligation
to provide a cash settlable financial benefit of $100 in 15 years
time.

Having regard to the relationship between the partiesto the
financial arrangement and the fact that, had Hamish Co provided
the financial benefit of $100 to a non-related entity the financial
benefits that would have been received by Hamish Co would
have included a financia benefit or a series of financial benefits
for the use of the $100 cash provided for aterm of 15 years, it
would be concluded that the parties are not dedling at arm’'s
length.

Thefinancia arrangement would betreated as aloan for the
purposes of Division 230 given that thereis an obligation to
repay the amount after 15 years.

If the non-arm’s length rul e appli ed to this situation, Hamish Co
would make a $30 gain on the cessation of the financial
arrangement which would have had the effect of i mputing or
deeming atime-value-of-money gain on the financial
arrangement. Paragraph 230-441(1)(b) would operate so asto
prevent the application of the arm’slength ruleto these
circumstances and hence no gain or | oss arising from the non-
arm’ s length dealing would be bought to account.

From Lucky Co's perspective, when it commences to hold the
non-arm’ s length financial arrangement its market value would
be $70, which, if it had been substituted for the actual amount
received, would have resulted in aloss on providing the
financial benefit for Lucky Co at the end of theterm of the
financial arrangement (because Lucky Cois required to provide

_ - -7 Formatted: Border: Bottom:
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Balancing adjustment on digposing of financial arrangements

$100 at the end of the term of the financial arrangement).
Consistent with thetax treatment of Hamish Co, the loss from
therelated party non-arm’s length dealing would not be
recognised by not requiring thearm’s length value to be
substituted in the cal culation of Lucky Co’sbalancing
adjustment. On cessation of theloan, Lucky Co's financial
benefits provided would be taken to be $100 rather than the
market value of $70.

Exception for the transfer of non-arm’s length debt interests or loan—like
arrangements that give rise to aloss

10.83  To ensurethat inappropriate tax losses or reduced gains do not
arise from a compl ete or partial transfer of a debt interest or loan that has
been entered into, modified or transferred on non-arm’s length terms, a
deduction for such losses is prevented (or the gainisincreased). The
measures, in these circumstances, operate where thereis a complete or
partial transfer of adebt interest or loan and aloss, or reduced gain, arises
under the method statement as set out in subsection 230-395(1). Insuch a
case, thelossis reduced (or the gain increased) by the difference between
the amount of any financid benefits provided under the financial
arrangement and the amount that would have been provided if the parties
weredealing at arm’s length.  That is, the | oss would only be reduced (or
the gain increased) to the extent that it is attributable to the non-arm’s
length dealing as distinct from other factors.

Example 10.5: Transfer of a non-arm’slength financial
arrangement

Tony Co. on 1 July 2012 entersinto an arrangement with related
entity Teresa Co whereby Tony Co isto provide Teresa Co with
afinancial benefit of $100 which Teresa Co is required to repay
in 5 years' time. At thetimethe arrangement is entered into,
market rates of interest are at 8% and the arm’s length value of
the arrangement is $92.

On 1 July 2014, Tony Co transfers theright to receive the
financia benefit of $100in 3 years' time (being 5 years from the
origind date of the arrangement) for its market value of $85
(interest rates have increased).

On entering into the arrangement, Tony Co has afinancial
arrangement, being the right to receive a cash settlable financial
benefit of $100in 5 years' time. Teresa Co dso has afinancia
arrangement, being the obligation to provide a cash settlable
finandial benefit of $100in5 years time. The finandial | Formatted: right footer, Left_|
o /{ Field Code Changed J
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arrangement is adebt interest as defined in Division 974 of the
ITAA 1997.

Having regard to the relationship between the partiesto the
financ a arrangement and the fact that, had Tony Co provided
the financial benefit of $100 to a non-related entity the financial
benefits that would have been received by Tony Co would have
induded afinancia benefit or aseries of financia benefits for
the use of the $100 cash provided for aterm of 5 years, it would
be concluded that the parties are not dealing at arm’s length.

On 1 July 2014, Tony Co transfers theright to receive the
financia benefit of $100in 3 yearstime (being 5 years from the
origind date of the arrangement) for its market value of $85
(interest rates have increased). Upon transfer of the financial
arrangement, a loss of $15 would ordinarily arise under the
balancing adjustment method statement contained in subsection
230-395(1) (total of all financia benefits received under the
financial arrangement of $85 lessthetotal of all financia
benefits provided under the financial arrangement of $100).

However, if the parties had been dedling at arm’slength in
relation to the original acquisition, the loss would have been
limited to $7 (the difference between $92 and $85). Subsection
230-441(3) would reduce the loss on transfer of the financial
arrangement to this amount.

Arm'’s length dealings in relation to certain financial arrangements

10.84

As mentioned above, in certain circumstances the existing tax

law under the ITAA 1936 or ITAA 1997 operates to:

10.85

¢ substitute an arm’s length amount where the parties are not
dealing with each other at arm’ s length and excessive
deductions are daimed under afinancial arrangement to
amounts; or

¢ substitute a market value for the relevant financia benefit
wherethe parties are dedling with each other at arm’ s length
but the rel evant financial benefit is not at market value.

To ensure symmetry and prevent opportunities for tax arbitrage

between those provisionsin the ITAA 1936 and ITAA 1997 that require

theuse of an arm’ slength or market valuerule, the Division 230 arm’'s

length rules will, where the circumstances specified in those specific

provisions apply, operate to substitute an arm’ s length value or market
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Balancing adjustment on digposing of financial arrangements

vaue for thereevant financial benefit. Those provisions, aslisted at
section 230-442, are:

» section 52A, ITAA 1936;

* section 73B, ITAA 1936;

* Division 16K, ITAA 1936;

* subsections 245-65(2) of Subdivision 245-C of ITAA 1936;
and

e section 775-40, ITAA 1997.

Formatted:

10.86  In certain circumstances, both the arm’s length dealing rulesin  * 7 W base-text-paragraph

section 230-441 and section 230-442 can have application in respect of a
financial arrangement. In such cases, section 230-441 will operateto
specify the amount of the financial benefit that isto be substituted for the
purposes of Division 230 in anon-arm’ s length deaing.
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Chapter 11

Interaction and consequential
amendments (other than consolidation)

Outline of chapter

111 This chapter explains various amendments made to provisions of l - {(petetea: 111, )

the

. { Formatted: Font: Not Italic J
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Arrangements) Act 2003 (NBTS (TOFA) Act 2003); and

+ Taxation Administration Act 1953 (TAA 1953).

‘ /,{Deleted: ), ]

which are required as aresult of the introduction of Division 230 into the
ITAA 1997.

Context of amendments

112 Severd provisonsinthe ITAA 1936, the ITAA 1997 and the lx/{Deleted: Hz. J

TAA 1953 currently deal with the taxation of arrangements that may
satisfy the definition of ‘financia arrangement’. Theintended operation
of those provisions may be affected by the introduction of Division 230
intothe TAA 1997. Amendmentsto the other provisions of thetax laws
wererequired to ensure that they operate asintended in the context of the
introduction of Division 230. These are the ‘ consequentia amendments
which are required to adjust the operation of the current provisions of the
tax laws as a consequence of the introduction of Division 230.

113 Further, anumber of provisions wereincluded in Division 230 Jlx/{De'eted: 13, )

which will affect the operation of other provisions of the Act. Generally,
these amendments will affect the amount or value of afinancial benefit for
the purposes of the other provisions of thetax laws (eg, capital gains tax
(CGT) or capita allowance purposes) or the amount or value of a {

financial benefit for the purposes of calculating again or loss for

Deleted: (eg, inthe context of a
consolidated group)
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amendments' asthey provide rules which deal with the interaction of the
other provisions of thetax |aws with Division 230.

Summary of new law

114 Generdly, the consequential and interaction amendments that

are explained in this chapter fall into five categories:

ordering rules. afinancia arrangement may fall within the
scope of provisions of the tax laws other than Division 230.
This category of amendment ensures that it is clear which
provision will prevail in such circumstances,

value setting rules: financia benefits are recognised in
Division 230 for anumber of purposes. Onesuch purposeis
to calculate again or loss that will then be brought to account
under Division 230. Those financial benefits may also be
relevant for other purposes of thetax laws. This category of
amendments operates to provide rules which set the values of
those financia benefits for the purposes of the tax laws
(including Division 230);

recognition of gains and losses: this category of amendments
provides rules which go to whether an amount is assessable
or deductible where a Division 230 financial arrangement is
invol ved;

definitional: this category of amendmentsis required
because certain definitionsin the tax laws may change as a
result of theintroduction of Division 230

referencing: this category of amendments comprises
technical changes which either introduces signposts to
Division 230 in other provisions of the tax laws or updates

reguirements have been modified as aresult of the
introduction of Division 230.

115 Further, amendments have been made to ensure that

Division 775 of the ITAA 1997 (foreign currency gains and | osses) will
start to apply to authorised deposit-taking institutions (ADIs), non-ADI
financial institutions and securitisation vehicles. Theintention to have
Division 775 apply to those types of taxpayers when theretrand ation

«-
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Interaction and consequential amendments

module of thetaxation of financial arrangements reforms comes into
effect was stated in the explanatory memorandum to the NBTS (TOFA)
Act 2003. Theretranslation modul e of the taxation of financial
arrangements reforms is contained in Subdivision 230-D of thisBill.

116 Asaresult of the Division 775 amendments, some amendments l -~ Deteted: 116. )

were required to the NBTS (TOFA) Act 2003. Those amendmentswere
announced in the then Minister for Revenue and Assistant Treasurer’'s
Press Rdease No. 073 of 2 September 2005 (Securitisation vehiclesand |

foreign currency rules).

Detailed explanation of new law

l//{Deleted: 117, ]

l//{Deleted: S ]

Ordering rules

118  Jnsituations where anumber of different provisions may apply l - {(Deteted: 8- )

to an arrangement that is also a ‘financia arrangement’ for Division 230
purposes, these amendments provide rules which determine which

provision should take precedence over the other.

12-month prepayment rule

119  Subdivision 3-H of Part 111 of the I TAA 1936 sets out the timing Jl/{De"e‘ed: 9. )

of the deduction that may be all owable when such expenditureis prepaid.
Theserules dter the normal effect of section 8-1 of the ITAA 1997, which
otherwise may have allowed adeductionin full in the year in which the

expenditureisincurred.

l//{Deleted: 11.10. )

Subdivision 3-H generally appliesto certain prepaid expenditure where Font: 11 pt, Not Bold, Not Italic
that expenditure rd ates to a period which extends beyond the income year

in which the expenditureisincurred. That period may be lessthan

12 months. In such situations, Division 230 will not apply to the gain or

lossthat arises under the same set of facts. However, the relevant

prepayment period may be more than 12 months — wherethisisthe case,

there may still be situations where the rules in Subdivision 3-H of the

ITAA 1936 and Division 230 overlap.

for goods, property or services [Schedule 1, item 1, section 230-400]. |- { Formatted: Referencing style, J
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Deferred interest and discounted securities

11.12 Division 16E of Part |11 of the | TAA 1936 taxes gains and |osses
on certain discounted and deferred interest securities on an accruals basis.

11.13  Provisions throughout the ITAA 1936, ITAA 1997,
IT(TP)A 1997 and the TAA 1953 rely on or build on the taxing outcomes
and concepts of Division 16E in order to achievether intent.

11.14 Division 230 of the ITAA 1997 will tax gains and losses on
discounted and deferred interest securities that are acquired or issued on
or after 1 July 2010, or 1 July 2009 should the taxpayer so € ect, that
would otherwise have been taxed under Division 16E.

11.15 To ensurethe appropriate operation of provisions that rely or
build on the taxing outcomes and conceptsin Division 16E wherea
taxpayer holds a Division 230 financia arrangement, particularly one
taxed under the accruals method in Subdivision 230-B, the consequential
amendments discussed below are necessary

Tainted interest income

1116  Part X of the ITAA 1936 deals with the attributabl e income of
Controlled Foreign Companies (CFCs). Through the definition tainted
interest income, Part X relies on the taxing outcome under Division 16E.
In particular under paragraph 317(1)(b) tainted interest income includes
amounts that would have been assessabl e income under Division 16E had
the CFC been aresident. To ensure that Division 230 does not expand the
scope of tainted interest income before it is decided whether Division 230
should be applied in cal culating attributable income as part of the review
of Part X, thedefinition is amended to include amounts that would have
been assessable under Division 16E had Division 230 not been
introduced. [Schedule 1, item 49].

Land Transport Facilities (LTF) Offset

11.17 Division 396 allows alender atax offset for certain interest
(LTF interest) it derives on approved borrowings for the construction of
land transport facilities. LTF interest is defined by paragraphs
396-30(1)(b) and 396-30(2)(b) of the  TAA 1997 to include amounts that
would either be assessable income or all owabl e deductions under Division
16E. To ensurethat Division 230 does not expand the scope of what is
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Interaction and consequential amendments

L TF interest, the amendments to paragraphs 396-30(1)(b) and 396-
30(2)(b) ensurethat only those amounts assessable or deductible under
Division 230 that would also have been assessabl e or deductible under
Division 16E, had it applied, are LTF interest.

Fixed interest complying approved deposit fund (ADF)

1118  Subsection 295-390(5) of the IT(TP)A 1997 defines what afixed
interest complying ADF is. A complying ADF will be afixed interest
complying ADF if 90 per cent or more of itsincomeis comprised of
amounts which, amongst other things, areincluded in its assessable
income under Division 16E. In order to preserve the existing scope of
these measures, the amendment ensures that where Division 230 financia
arrangements are required to be taken into account in determining whether
an ADF is a complying fixed interest fund, only those amounts that would
have been bought to account under Division 16E, had it applied, are taken
into account.

Special accrual amount

11.19  Under section 960 of the ITAA 1997, amountsthat are
denominated in aforeign currency arerequired to be trand ated into
Australian currency. Generally where these amountsan used to in

cal culating another amount, subsection 960-50(4) of the ITAA 1997
requires each of those amounts to be translated from a foreign currency to
Australian currency before the calculation is done. The exception to this
iswherethe amount is a‘specid accrual amount’ as defined in subsection
995-1(1) of the ITAA 1997.

1120 Wherean amount is a‘specid accrual amount’ it is calculated
without trand ating the amounts used to calculateit. The special accrua
amount isthen translated into Austraian currency. The definition of
‘special accrual amount’ indudes the accruals taxation of Division 16E
securities.

1121  To ensurethat ‘special accrual amount’ indudes amounts

cal culated under Division 230 that are consistent with itsintent the
definition has been amended to ensure that only those gains and | osses
under subdivision 230-B that would be account under Division 16E are
subject to the special accrual amount rules.

Subsection 57-25(6)

11.22 Division 57 of Schedule 2D of the I TAA 1936 sets out the
income tax treatment of an entity that ceasesto be wholly exempt from
incometax. In particular, subsection 57-25(2) of the ITAA 1936, treats
assets to which section 57-25 applies to have been sold by the taxpayer
immediatey before thetransition time and re-acquired by the taxpayer at
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thetransition time for an amount equal the assets adjusted market value
for the purposes of determining future tax consequences. However, the
deemed re-acquisition rule does not invoke the operation of certain
provisions of the ITAA 1936 and ITAA 1997 if the asset was acquired
prior to the commencement of certain provisions listed in subsection

57-25(6).

1123 To ensurethat thereis no inadvertent retrospecti ve application
of Division 230 to assets acquired prior to the commencement of Division
230 in the circumstances described above, subsection 57-25(6) indudes it
initslisted provisions Division 230.

Consideration from the transfer of a right to receive income from
property

received from the transfer of aright to receive income from property in
thetransferor’ s assessable income in the income year in which theright is
transferred. The consideration isincluded in the transferor’sincomein
the year in which theright istransferred even if the consideration is, in
whole or in part, not actually received until alater income year.

1125  Sucharesultisinconsistent with theintended operationof =~
Division 230 in respect of such transactions — that isto bring to account
gains (or losses) where thereisa delay in time between the disposal of an
asset and actua payment of the consideration. This amendment will
ensure that section 102CA of the ITAA 1936 will not apply wherethe
right to receive income from property comprises a financial arrangement
to which Division 230 also applies. In such situations, the rdevant gain or
loss that arises from the transfer of such rightsisinstead brought to

ITAA 1936]

Complying superannuation funds, complying approved deposit funds
and pooled superannuation trusts

the ITAA 1936, Part 3-30 was introduced into the ITAA 1997. In
particular, section 295-85 was introduced to ensure that only the CGT
provisions (and not the general income provisions) apply if aCGT event
happens involving a CGT asset owned by a complying superannuation
fund, a complying approved deposit fund or a pool ed superannuation trust.
Paragraph 295-85(2)(a) of the ITAA 1997 will be amended to add a
reference to Division 230 to ensure that where a CGT event happensto a
CGT asset that isalso a financial arrangement, therelevant gain or lossis
brought to account under the CGT provisions and not Division 230.
However, the exceptionsto the rule in subsection 295-85(2) that are

~
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Interaction and consequential amendments

contained in subsection 295-85(3) will still operate to apply Division 230
wherethereisagain or loss made in respect of foreign currency
fluctuations or thereis adisposal of certain types of securities. [Schedulel, | - --
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11.27  Section 320-45 operates to apply the same trestment for CGT__ J
assetsthat are a virtual pooled superannuation trust asset of alife

insurance company, as that described above, for those entities subject to
section 295-85. A subsection is proposed to be added to section 320-45 of
the ITAA 1997 to ensure that, where relevant, section 320-45 will apply
rather than Division 230 to bring to account gains or losses from financia

arrangementsthat are also a virtual pooled superannuation trust asset of a
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Foreign trusts, controlled foreign companies and foreign investment

funds

1128 TheBoard of Tax’s “review of foreign source income anti-tax -~ {(peteted: 11.16. Insead ]

deferral rules” is currently considering the operation of thetax law in
relation to interests held in CFCs as well as FIFs and non-resident trusts
more widely. Consequently, how Division 230 should apply in relation to
interestsin CFCs, FIFs and non-resident trusts will receive further
consideration in the light of the outcomes of that review.

11.29  Pending the finaisation of that review instead of Division 230
applying, the current provisions of thetax laws will apply to bring to
account gains or losses made from arrangements that would otherwise be
classified as‘financial arrangements’ for the purposes of the Division.
More specifically, in relation to each of these entities:
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for foreign investment funds: the amendment will ensure

that foreign-investment fund i neeme-is-cal edlated under the-- -~

current law [Schedule 1, Part 2, item 51, paragraph 557A(c) of the

ITAA1936]. 4--—————————————— ¥ R
Deductions for returnson debt interests

0 avoid doubt, where adebt interest (as per Division 974 of the .
ITAA 1997) is also afinancial arrangement for the purposes of
Division 230, thegains or losses on those debt interests are brought to

account or allowable as adeduction under Division 230. [Schedule 1, Part 2,

deals with deductions rel ating to foreign non-assessabl e non-exempt
income to provide a signpost for the reader that the provisions of
Division 230 prevail over section 25-90 when therelevant lossis madein

Withholding tax

Where afinancial arrangement is held (as an asset) by aforeign

resident, any gain or part thereof from the financial arrangement that is

income (eg, interest) to which section 128B of the ITAA 1936 appliesis

not to be assessable under Division 230. Thosegains areto be subject to
withholding tax as per Division 11A of Part 111 of the ITAA 1936. Any

other gain/loss made from the financial arrangement, including a

balancing adjustment gain/loss, is to be dealt with in accordance with

Division 230. This policy approach |eads to two conclusionsin the

extreme cases. First, wherethe only gains that have been or can be made

from the financial arrangement are amounts to which section 128B applies

or will apply (or would apply but for certain exceptions in that section that

arediscussed in the next paragraph) and no | oss can be made, Division

230 will effectively not apply at all to those gains while the financial

arrangement is held by, or when it ceasesto be held by, aforeign resident.

Second, if no such payments are made/are to be made to aforeign resident

in respect of afinancia arrangement it holds, Division 230 will apply to

determine what gain/loss is made and whether it is assessable or

The gainsto be disregarded for the purposes of section 230-15

are amounts that are income to which section 128B applies, or would

apply but for the exclusions in Division 11A, other than exclusions that

deal with situations wherethe income s intended to be taxed by

assessment (if it has an Australian source) rather than by withholding tax.

In the current law theselatter exclusions arethose in paragraphs

128B(3)(d), (€). (gb), (h)(ii) and (j) and subsection 128B(3E) or in section
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17A of the International Tax Agreements Act 1953. Thedisregarded
gains, or more correctly the payments by which the gainsareredised, are
to be subj ect to withholding tax or in some cases (eg_amounts covered by
paragraph 128B(3)(jb) or section 128F) exempt from withholding tax.
These gains are hereafter referred to as ‘Division 11A payments'.

11.34 Normaly, section 128D would result in these Division 11A
payments being non-assessable non exempt income (NANE income).

However, in many cases where the gains from a financial arrangement are
dealt with by Division 230 the amount otherwise assessable under that
Division will be different from that which is dealt with by Division 11A
and so section 128D may not apply. A similar issue arises under the
existing law in relation to the digible return on a qualifyi ng security
where some or all of the payments areinterest. In that case, an exemption
from treatment under Division 16E of Part [11 of the ITAA 1936 for non-
residents is provided by subsection 159GW(1) of the ITAA 1936.

11.35 A payment that is subject to withholding tax is NANE income
and so to that extent again from the financia arrangement that would
otherwise be assessabl e will not be[Schedule 1, item 1, subsection 230 30(1A)].
To the extent that gains reflect payments that are exempt from
withholding tax but are nevertheless NANE income under section 128D
(eg interest that is exempt from withholding tax by section 128F) they also
will not be assessable under Division 230. Clearly, these amounts are not
intended to betaxed in Austrdia. However, in relation to amounts that
are exempt from withholding tax but are not made NANE income by
section 128D (eg interest paid to an Australian permanent establishment
of aforeign resident), gainswill still be determined in accordance with

Division 230 and they will be assessableif they have an Austraian
source.

Example11.1: Withholding tax and accruals

In Exampl e 4.3 assume that Hristina Co, the holder of the bond,
is aforeign resident and that all the payments are interest to
which section 128B applies and on which withholding tax would
be payable. Inthat example, it is determined that the accruals
method would apply to the overal gain from the bond.
However, because all the gain refl ects amounts that will be

subj ect to withholding tax and so are NANE income (on the
assumption that HristinaCo is aforeign resident), each annua
gain cal culated using the accruals method would be NANE
income. In practice, Hristina Co would probably not even
calculate the annual accrual amounts. Nevertheless, Division
230 may still beused by the issuer to cal culateits annual losses
from the bond and to determine whether they are deductible or
not.
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11.36  Unlike Division 16E, Division 230 could still apply to other
gainsor losses from the financia arrangement held by a foreign resident.
In particular, any retranslation gain/loss would still be dealt with under
Division 230 (if aretranslation € ection applies to the financial
arrangement). If the financial arrangement were subject to afair value or
financial reports election and not all gains are Division 11A payments, the
amount recognised in the accounts which would otherwise be used for
these methods would be reduced by the amounts of the Division 11A
payments. If alosswould otherwise arise for an income year under either
method (due to changing interest rates and therefore prices for the
financial arrangement), the adjustment for the Division 11A payments
would increase that | oss.

Example11.2: Withholding tax and forex loss

In Example 7.2 assumethat A Co, the holder of the note, isa
foreign resident_and that the gain on maturity is subject to
withholding tax. The amount on which withholding tax would
be payableis $1859 [=US$1450/0.78]. Because that amount is
therefore NANE income, to that extent the annual gains
calculated using the accrual method are NANE income (or are
disregarded). That leaves only the foreign exchange |l oss caused
by the changein A$/US$ exchangerate over the three years. In
the absence of aretrandation € ection, the balancing adjustment
cd culation on maturity picks up thisforeign exchangeloss. The
balancing adjustment | oss would be as cd culated in that

exampl e (page 229) except the second deduction in step 2 for the
interest amount would be A$1859 rather than the annual

assessabl e gains totalling A$1918, resulting in aloss of A$5054.
Deductibility would be determined according to section 230-15.

11.37 When it comesto cal culating a balancing adjustment under
Subdivision 230-G, these Division 11A amounts fall within Step 2(c) of
the method statement in section 230-395. Thisisillustrated in the
preceding exampl e with the deduction of theinterest amount received on
maturity of the note. It indudes gainsthat are exempt or non-assessable,
non-exempt income. This would effectively extend to gains of aforeign
resident that are not assessable because they do not have an Australian
source or becausethey are payments that are dealt with by Division 11A.

[Schedule 1, item 1, Note to paragraph (c) of Step 2 of method statement in
subsection 230-395(1)].

Trading stock

trading stock, will not apply to trading stock that is afinancial
arrangement to which Division 230 applies. Rather, al financial
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arrangements that are subject to Division 230 should have the gains or
losses made on those arrangements recognised under Division 230. In
some situations thiswill alow taxpayersto align the tax treatment of the
gainsor losses made on their financial arrangement, that otherwise satisfy
thedefinition of ‘trading stock’, with their financia accounting treatment.

1139  To avoid doubt, an amendment is made to the definition of l/’{De'eted: 120, )

‘trading stock’ such that financial arrangementsthat are subject to
Division 230 cannot be trading stock for the purposes of Division 70.
This means, for exampl e that, whilethe cost of trading stock which isa
financia arrangement will not be an all owabl e deduction under

section 8-1 of the ITAA 1997, that amount will be taken into account in

caculating again or aloss that may be an alowable deduction under
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1141 Where Division 230 appliesto gains and | osses from afinancial

arrangement that isa CGT asset (or where aCGT asset forms part of that =~ { Deloted- 11.22. ]
arrangement), a capital gain or acapital lossthat is made from CGT

events that happen to that CGT asset is disregarded.

1142 Thefurther references o creating a CGT asset and discharging a™ | - (oteteds 120 |
liahility areintended to reflect the fact that again or loss from a financial T Eg;tmattw: Don't keep with ‘

arrangement:

» thatisorincludesaCGT asset, may arisein respect of the
cregtion of that CGT asset, in circumstances that would also
giveriseto acapital gain or loss; and
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Nik Cofor itsnet present value as at that date of $8,944.32.

Nik Co acquired the bond when it was originally issued on 1
July 2009. Theterms of the bond are:

e Issueprice $8,000.

* Maturity date: 1 July 2012.

e Amount payable at maturity: $10,000.
» Internd rate of return: 11.804 per cent.

When it acquired the bond, Nik Co determined that it would
make an overall gain on the financia arrangement and was
required to return that gain on an accruals basis in accordance
with Subdivision 230-B.

A gain of $944.32 has been accrued up until the time of disposal
and isrequired to be included in assessableincomein
accordance with Division 230.

For CGT purposes, thebond isa CGT asset which has been
subject to CGT event A1 upon its disposal. Section 118-27
provides that any capital gain or loss from this CGT event is
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disregarded. Accordingly, Nik Cois not required to undertake a
separate cal culaion to determine whether there was an amount
of any capital gain or capital loss that would otherwise have to
have been cal culated on the disposal of the financial
arrangement. Without section 118-27, the capital gain or capital
loss would have been cal culated and then reduced under

section 118-20 of the ITAA 1997 to the extent to which that gain
or loss was brought to account under Division 230.

1144 Whereataxpayer has elected to align the tax characterisation of
again or loss from a hedging financia arrangement with the tax
characterisation of the hedged item, then the rule in subsection 118-27(1)
that disregards relevant capital gains or lossesis switched off.

This ensures that taxpayers are able to better align their after tax hedging

1145 Paragraph 118-27(2)(b) aso provides an exception to
subsection 118-27(1) in circumstances where a capital loss is made from
ceasing to have afinancial arrangement that is a marketable security
(within the meaning of section 70B of the ITAA 1936). The rationaefor
this is because where subsecti on 230-415(1) applies adeduction is not
alowable under Division 230 to the extent that the loss is of a capital
nature. Subsecti on 230-415(2) specificaly allows for thislossto be
treated as a capital 1oss under the CGT provisions.

Foreign exchange gains and losses — anti-overlap rule

1146 A note, following subsections 775-15(4) and 775-30(4), inserted
by this Schedul e, clarifiesthat where foreign exchange gains and |osses
are brought to account under either Division 230 or Subdivision 775-F of
the ITAA 1997, subsection 230-20(2) has the effect of disregarding gains
and losses from such arrangements under Division 775 to the extent they
are, or will be, induded in assessableincome or alowable as a deducti on
under Division 230.

Value setting rules

1147  [This category of amendments operates to providerules which set

the values of financial benefits in certain situations where a Division 230
financial arrangement isinvolved.

Section 230-440 and its interaction with Divisions 40, 104, 110 and 112
of the ITAA 1997,
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some other thing. Where this occurs, Division 230 changes the ordinary
operation of the provisions of the ITAA 1936 and the ITAA 1997, broadly
to ensure that this other thing is taken to have been acquired or disposed
of for the market value of the financial arrangement that isused as
consideration.

1149  Whereataxpayer provides or acquiresatax relevant thingin
consideration for the creation, acquisition, or cessation of afinancia
arrangement, Division 230 will operate to determine the amount for which
that tax rel evant thing is taken to have been acquired or disposed of. For
example, where thetax relevant thing used as consideration for starting or
ceasing to have a financial arrangement isa CGT asset, Division 230 will
operate to determine the cost base or capita proceeds of the CGT asset as
rlevant. Whereit is adepreciating asset, Division 230 will operateto
work out the termination value and cost of the depreciating asset.

1150 Theobject of section 230-440 is to provide appropriate proceeds

and cost base interaction rul es between the provisions of Division 230 and

» Division 230 applies to ataxpayer’s gains and losses from a
financid arrangement (ie, none of the exceptions discussed in
Chapter 2 apply in respect of that arrangement); and

« that financial arrangement is either received or provided, or
thetaxpayer otherwise starts or ceases to haveit (it is dealt
with) as consideration for something elsethat is either
provided or received (dealt with) in return.

1151  Peding with afinancial arrangement as consideration for
dealing with something else may or may not take place as part of alarger
transaction. In addition, the taxpayer may deal with only part of the
relevant financial arrangement as consideration for dealing with

something else, and still be subject to the operation of section 230-440., -

1152  For the purposes of section 230-440, the rel evant thing used as

consideration for starting or ceasing to have the financial arrangement is
not limited to tangible things and may include services, the conferring of a
right, incurring an obligation or extinguishing aright or obligation.

Examples of a ‘thing’ subject to section 230-440

1153  For the purposes of section 230-440, the relevant thing that a

taxpayer may deal with as consideration for starting or ceasing to have all -
or part of afinancial arrangement may include:

-
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assuming the obligation of another party to make payments
on aloan (acquiring athing that isan obligation);

assuming theright to receive interest payments on aloan
(acquiring athing that is aright);

receiving aright to exercise aright to acquire shares, for
exampl e, an option (acquiring athing that is aright);

receipt or disposal of property (acquiring or providing athing
that is property including CGT assets, depreci ating assets or
trading stock));

assuming theright of another to deliver equity interests under
aforward contract (acquiring a thing that isaright);

receiving services (acquiring athing that is the provision of
services); and

having aliability waived or otherwise extinguished
(acquiring something that is afinancial benefit, being the
waiver or extinguishment of aliability).

1154

for starting or ceasing to have the financial arrangement may or may not
itself be, or form part of, another financia arrangement. However, where
thething dealt with isatax re evant thing that is not, and does not form
part of, afinancial arrangement that has its gains and | osses subj ect to
Division 230, section 230-440 will have implications for other rel evant
provisions of the ITAA 1997 outside of Division 230 and of the

S8and,/2]

I mpact of section 230-440 on certain e ements of capital proceeds,
cost base, cost of a depreciating asset and ter mination values

1155  Section 230-440 operatesin relation to certain € ements of
capital proceeds, cost base, cost of a depreciating asset and termination
values. However, it does not in general affect the modification rules,
special rules and specific rulesin the capital gains and capital allowance
regimes (for exampl e, the market value substitution rules).

1156  You might start or ceaseto have aDivision 230 financial
arrangement (or part of such an arrangement) as consideration for
providing or acquiring a CGT asset. Y ou might also do this as
consideration for providing or obtaining athing relevant to that asset (for
exampl e, obtaining services resulting in capital improvements to the
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asset). In such situations, section 230-440 may apply. The key
i nteractions of section 230-440 with the CGT provisions and the capital
allowance provisions are as follows:

Section 230-440 generaly operates so that thefirst € ement of the
cost base and reduced cost base for the CGT asset includes the
market value of thething acquired at thetimeit is acquired.
Section 230-440 can also affect the other e ements of the cost base
to the extent that the financial arrangement represents
consideration for something obtained which is rel evant to those
dements. For example, if aDivision 230 financia arrangement is
provided as consideration for something acquired that increases an
asset’s value for the purposes of the fourth € ement of the cost
base (see subsection 110-25(5) of the ITAA 1997), then the market
value of the thing acquired at thetime it is acquired will be used to
calculate that element of the cost base.

Section 230-440 generaly operates so that the capital proceeds
include the market value of thething provided at thetimeitis
disposed of. The capital proceeds may be from CGT events that
involve providing a CGT asset or the creation of rights, for
example, CGT Event D1 (creating contractual or other rights).

Section 230-440 does not change thetime at which a CGT Event
happens under the CGT provisions. Thetime section 230-440 is
triggered (when you start or cease to have thefinancial
arrangement) may be different from thetiming of the CGT Event.
However, once section 230-440 istriggered, then the amount
determined as the market value for the thing provided (at thetime
it isprovided) will be brought to account in determining the capital
proceeds for the CGT Event.

Section 230-440 generally operates so that the cost of a
depreciating asset indudes the market value of the depreciating
asset that startsto be held. This may come about either because
the financial arrangement is started or ceased as consideration to
acquire— or to hold — the asset (relevant to the first el ement of
cost), or as consideration for something acquired that goes to the
second el ement of cost (for example, capital improvements).

Section 230-440 generaly operates so that the termination value
or the amount you are taken to have rece ved under a balancing
adjustment event indudes the market value of the depreciating
asset that is disposed of or that is no longer held.
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Consideration is taken to be received or provided for the ‘thing’

1157 Whereyou start o haveafinandal arrangement that hasits |-~ (eteted: 134, )
gainsand losses subject to Division 230 (a Division 230 financial
arrangement), or a part of such an arrangement, as consideration for:
 providing (giving) something to someone else (including by
transferring it to someone else or by its extinguishment); or
* acquiring (receiving) something from someone else Deleted: and the thing you
(including by acquiring it from someone e se or by creating /| provide or acquire is not money,
It)’ /// 1 Formatted:
/// base-text-paragraph no
then the value of the benefit that you give or receivefor providing or f/ numbers
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N (or relevant part)

11.58  Where you ceaseto havea Division 230 financial arrangement |\ (55icreq: sar o have the

(or part of such an arrangement) in consideration for: "\ | financial arrangement (or relevant
v part)
 acquiring (receiving) something from someone else { Deleted: 1 ]
(including by acquiring it from someone dse or by creating { Deleted: 11.35 . )

it); or -
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Buddy Co entersinto a contract on 1 July 2010 to sell aCGT \| \ | ITAA 1997
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» thesaleprice of $120,000 isto be paid 24 months after the
contract date on 1 July 2012 (ie, 18 months after delivery of

| peteted: 2011

the asset). Ve
Background and assumptions

* Buddy Co acquired the CGT asset for $80,000.

+ Themarke vaugof heCCT asset asat 1y 2012is - | Guueted: messued a Loniay
$105'OOO' \\\\\\\\ " Deleted: aright to receive
. v~ | $120,000in 18 months time (using
» Both Buddy Co and Fee Co hold the CGT asset on capital " Deloted- matod st ot
account. . | subsections 230-440(8) to (10)) on
\\ 1
» Both Buddy Co and Fee Co are subject to proposed { Deleted: 2011
Division 230.

Buddy Co — disposal of a CGT asset

On 1 January 2011, when Buddy Co delvers the asset to Fee Co, * -~ LFormatied: Font: 1
it will start to have afinancial arrangement. Thisisbecauseat ' { IFodrmf}ttegti egamp'e text,
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has remaining under its arrangement to dispose of its CGT asset { Deleted: 2010

to Fee Co, isitsright to receive $120,000 in 18 months time { Formatted: Font: 11 pt
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from Fee Co. Thisright isa cash settlableright to receivea
financia benefit, asit isaright to receive afinancial benefit that

ismoney. Buddy Co’sfinancial arrangement isconstitutedby - - Deleted: entirely

this cash settlabl e right (subsection 230-50(1) and *{ Formatted: Font: 11 pt

paragraph-230-50(2)(a)).,
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(financial benefit provided) istaken to be provided under the
financial arrangement started, and is effectively its cost.

Buddy Co therefore starts to have afinancia arrangement as

consideration for ceasing to haveits CGT asset. (Deleted: receved

)

Subsection 230-440(1) providesthat for the purpose of applying ./ ggggia\f;”?ggu?; angement it
theincometax law to the CGT asset Buddy Coistakento have .

gbtained the market value of the CGT asset at the timeitjs /-~ | Deleted: saredtonavetrt
provided.. This meansthat for the purpose of Parts 3-1 and 3-3 method set out in subsections 230-
of theITAA 1997, Buddy Co is taken to have received capital 440(8) to (10), as consideration for
proceeds on disposal of its CGT asset equal to the market value ceasing to have ts CGT asset

H T+ i H i _-- Deleted: financial arrangement it
of the CGT asset a thetimeit]sprovided. Thatis, Buddy Cois .| Deweted: fnendel arengemer

taken to have received the market value of its CGT asset beinga ™~

right to receive $120,000 from Fee Co, as determined under Deleted: started to have that
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section 230-440 at 1 January 2010. Thisvalueis$105000 __-{ Deleted: Asthis )
(subsection230-4402). N " { peleted: , Buddy Coistakento

AN have received capital proceeds of
Pursuant to section 104-10 of the ITAA 1997, CGT event Al ﬁy&?}%&'&‘i‘fgw of its CGT
occursin respect of Buddy Co's CGT asset, on 1 July 2009. N\
From the facts, the cost base of the CGT asset is $80,000. As 1 Deleted: 1) (8) and (9) and ’

Buddy Co will be taken to have received capital proceeds of
$105,000 (as set out above), it will make a capital gain of
$25,000 on disposa of its CGT asset, (being $105,000 less
$80,000).

- { Deleted: Example 11.4 explains ]

Buddy Co’s financial arrangement constituted by its right to
receive $120,000 from Fee Co._The cost of the financial
arrangement will be the market value of the CGT asset at the
timeitisprovided. Thedifference between this cost ($105,000)
and the proceeds Buddy Co receives from the financial
arrangement ($120,000), a $15,000 gain, will betaken into
account under Division 230.

Fee Co — acquisition of a CGT asset

On 1 January 2011 when Fee Coreceives the CGT asset from |~ {etetea: 201 )
Buddy Co, it will start to have afinancial arrangement. Thisis {Formatted: Indent: Left: 3.5 J
because after thetime of delivery, the only rights and/or obligations cm

Fee Co has remaining under its arrangement to acquire the CGT asset
from Buddy Co, isits obligation to pay $120,000 in 18 monthstime to
Buddy Co. This obligation is a cash settlable obligation to provide a
financial benefit, asit is an obligation to pay afinancial benefit that is
money. Fee Co' sfinancial arrangement is entirely constituted by this
cash settlable obligation (subsection 230-50(1) and

paragraph 230-50(2)(a)).

Under subsection 230-65(2)) the market value of the CGT asset
(financial benefit received) istaken to be received under the
financdi a arrangement started, and effectively constitutes the
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This $105,000 cost will form part of Fee Co's cost base of the i‘i‘fﬁﬂ;d U;gfése/gs'mgﬁj:?s
CGT asset (depending on any subsequent facts, it may bethe N\ — yF c —
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only element in Fee Co’s cost base for this asset). heve paid $105,000 to aequire this
CGT asset (subsections 230-440(1)

.he normal cost and proceeds rules apply to the tax treatment of and (8) to (10) and items 60 and

Fee Co's financial arrangement congtituted by itsobligationto . 1%

provide $120,000 to Buddy Co._The proceeds of thefinancial = { Deteted: Example11.4 expains |

arrangement will be the market value of the CGT asset at the N { Deleted: pay ]

timeit isacquired. The difference between these proceeds " Deleted: Buddy )

($105,000) and the cost Fee Co provides for the financial
arrangement ($120,000), a $15,000 loss, will betaken into
account under Division 230.

Note — the time of valuation of financial arrangements

Apart from the operation of Division 230, the capital proceeds
from aCGT event includethe market value of property that is

received in respect of the event, calculated as at the time of the
event. Wheretherelevant property is afinancid arrangement to [ Deleted: financial arrangement |
which Division 230 applies) which is started or ceased as { Deleted: garts to have ]
consideration for the CGT asset, the amount that would /' ( Deleted: financial angement )
otherwise be cal cul ated for the purposes of working out the s

capital gain or loss from the CGT event isreplaced by the giﬁ;ﬁ‘;’:tﬂe CGT rudes provide
market value of the asset on the date the taxpayer providesthe /| (o= —m === ——
gsset. Thisdatewill not always coincidewiththedateof the /' “| aeetinciudes
CGT event. This may mean that the taxpayer will berequired to .,/ Deloted: market value of
amend what*otherwise may have beehrtekeninto aceount forthe - .“| property given in respect
purposes of the CGT event. ///, - Deleted: acquisition of the asset
Yoo e A - worked out a the time of the
L. . . . . .. ! acquisition of the asset. Wherethe
Division 230 interaction with capital allowance provisions \ property given isafinancia
\ arrangement to which Division 230
11.60  Totheextent that Divisions 230 and 40 of the ITAA 1997 N aﬁ"' “’k‘his ;‘“0“';‘ ihserﬁp' a"‘“:‘i‘by
interact, section 230-440 will operate to ensure that there is alignment S| St st 101y 2010,
between the cost and proceeds rules that are used for the purposes of '\ | Again, this date will not always
Division 230, on the one hand, and the cost and termination value rules \ \ | coincide with the date on which
. . . .. . L. \ | the arrangement would otherwise
that are used in the uniform capitd allowances provisionsin Division 40 % | bevalued for

\

of the TAA 1997, on the other.
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1161  Theinteraction of the capita allowance provisions and the '
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Division 230 measuresis similar to that for CGT, inthat whereafinancial . { Formatted: Don't keep lines J

arrangement is used as consideration for acquiring or providing a | together
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Example 11.5: Disposal of a depreciating asset with a deferred | //{Deleted: Example 11.3 ]
delivery and Setttement —theconsi der ation received/provided-for-the -
asset

Smith Co entersinto a contract on 1 September 2009 to sdll its
depreciating asset (whichis not a Division 230 financial
arrangement) to Jones Co. Theterms of the contract are:

Formatted: Space Before: 0
pt, After: O pt

» ddivery of the asset in 12 months (ie, on 1 September 2010); 1

» thesaleprice of $250,000 isto be paid 27 months after the
contract date, on 1 January 2012 (ie, 15 months after delivery
of the depreciating asset); and

» notwithstanding the application of section 230-440, Division
40 of the ITAA 1997 would operate such that the liability to
pay the sale price does not arise until delivery of the
depreciating asset.

Background and assumptions

Formatted: Space Before: 0

» Smith Co used the depreciating asset wholly for ataxable "i o

R R X . o pt, After: O pt
purpose and claimed declinein value deductions for it in
accordance with Division 40.
» Theadjustable value of the depreciating asset in the hands of |
Smith Co at the time of delivery was $100,000.
« Themarket valugof the depreciating asset as at 1 September | Deteted:  mecsured )

. _ - Deleted: using the method set
201Q,is$150,000. -1 | outin subsections 230-440(8) to

. . (10), of aright to receive $250,000
» Both Smith Co and Jones Co are subject to proposed in 15 months time, on 1 January

Division 230. 2012

Smith Co — disposal of the depreciating asset

On 1 September 2010 when Smith Co ddlivers the depreciating
asset to Jones Co, Smith Co will start to have afinancial
arrangement. Thisis because, after thetime of ddivery, the

only rights and/or obligations Smith Co has remaining under its
arrangement to dispose of its depreciating asset to Jones Coisits
right to receive $250,000 in 15 months time from Jones Co.
Thisright isa cash settlableright to receive afinancial benefit,
asit isaright to recdve afinancial benefit that ismoney. Smith |
Co'sfinancial arrangement is entirely congtituted by this cash
sdttlableright (subsection 230-50(1) and

paragraph 230-50(2)(a)).
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Under subsection 230-65(1) the market value of the depreciating
asset (financid benefit provided) istaken to be provided under

the financial arrangement started, and eff ectively constitutes the
cost of the financial arrangement.

Smith Co therefore starts to have a financial arrangement as
consideration for ceasing to hold its depreciating asset.

Under the terms of the contract, Smith Co will stop holding the
depreciating asset on 1 September 2010 when it delivers the
asset to Jones Co. A balancing adjustment event will occur for
the asset at that time and Smith Co will need to work out a
balancing adj ustment amount for it.

Subsection 230-440(1) providesthat for the purposes of
applying theincome tax law to the depreciating asset Smith Co

of working out the balancing adjustment amount for the h
depreciating asset, Smith Co is taken to have received an amount

at thetimeit

h Deleted: started to have that
== g g AN financial arrangement, as
Division 40 of the ITAA 1997 Smith Co istaken to havea V| consideration for ceasing to hold
termination value of $150,000 for its depreciating asset \\\ '\ itsdepreciating asset
(subsection 230-440(2). X Deleted: financial arrangement it
77777777777777777777777777777777777 - \ started to have (determined under
Smith Co's adjustabl e value for its deprediating asset was, asset | |, | Xon 2304404 thetime it

out in the facts, $100,000 just beforethe time of the balancing
adjustment event (1 September 2010). As SmithCo's
termination value of its depreciating asset will be taken to be
$150,000 (as set out above), its assessabl e balancing adjustment

amount under Division 40 will be $50,000 (being $150,000 less
$100,000).

Jhenormal cost and proceeds rules apply to the tax treatment of
Smith Co’s financia arrangement constituted by itsright to A
receive $250,000 from Jones Co. Thedifference betweenthe
cost of the financial arrangement, being the market value of the
depreciating asset ($150,000), and the proceeds Smith Co

receives from the financial arrangement ($250,000), a $100,000
gain, will betaken into account under Division 230.

Jones Co — acquisition of the depreciating asset

\
\

\
\
\
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\| 230-440 Smith Co
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the market value of itsright to
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as determined a 1 September 2010
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\| itsdepreciating asset

\
. [Deleted: 1) and items 50 to 56 ]
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On 1 September 2010 when Jones Co receives the depreciatingasset <~ { Er?qrmamd: Indent: Left: 3.5 J

from Smith Co, Jones Co will start to have afinancial arrangement.
Thisis because at the time of delivery, the only rights and/or

[ Field Code Changed ]




Interaction and consequential amendments

obligations Jones Co has remaining under its arrangement to acquire
the depreciating asset from Smith Co, isits obligation to pay $250,000
in 15 monthstime to Smith Co. Thisobligation is a cash settlable
obligation to provide afinancial benefit, asit is an obligation to pay a
financial benefit that ismoney. Jones Co'sfinancial arrangement is
entirely constituted by this cash settlable obligation
(subsection 230-50(1) and paragraph 230-50(2)(a)),

Under subsection 230-65(2) to include the market value of the !

depreciating asset (financial benefit received), is taken to be received !
under the financial arrangement started, and effectively constitutes the i
proceeds from the financial arrangement.

Jones Co therefore starts to have afinancia arrangement as I
consideration for starting to hold the depreci ating asset.

Subsection 230-440(1) providesthat, for the purposes of I
applying theincome tax law to the depreciating asset JonesCo [ /

iy
i
************************************* = iy

of Division 40 of the ITAA 1997, Jones Co's cost of the
depreciating asset istaken to be equal to the market value of the

Iy
Iy
]

[

$150,000, Jones Co istaken to have paid $150,000 to acquire
this depreciating asset, for al purposes of theI TAA 1936 and

7
I

U
4

for thefinancial arrangement ($250,000), a $100,000 |oss, will
be taken into account under Division 230,

Financial arrangements of consolidated groups

consolidated groups (MEC groups) asif the head company of the group

is the relevant taxpayer. Chapter 12 contains a detailed discussion of the | .

consolidation-rel ated amendments.

Financial arrangements denominated in a foreign currency

11.62
subsection 960-50(1) requires that any amount or value that is
denominated in aforeign currency be translated (converted) into

I
)l
/

;U
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Australian currency. In particular, if there are amounts that are e ements
in the calculation of other amounts those el ements are to be translated into
Australian currency first and then the other amounts are cal culated. An
exception to this genera rule applies where those other amounts are a
‘special accrual amount’. Amounts under Division 16E of the ITAA 1936
weresuch ‘specid accrua amounts' (see definition of ‘ specia accrual
amount’ in subsection 995-1(1) of the ITAA 1997).

gainsor |osses that are subject to the accrua s method under

Subdivision 230-B. An amendment is made to the definition of ‘specia
accrual amount’ to include areference to gains or losses that are subject to
the accruals method in Subdivision 230-B where adl the financia benefits
that are provided and received under the financial arrangement are

“ special accrual amount’ in subsection 995-1(1) of the | TAA 1997]. If thefinancial
arrangement is comprised of financial benefits that are denominated in
more than one currency, the exception for special accrual amountswill not
apply to ca culating the gains or losses from that arrangement.

11.64  Theapplication of the special accrual amount rule meansthat
the sufficiently certain overall or particular gain or loss that is made from
thefinancial arrangementsin the circumstances specified isto be

ca culated in the foreign currency. Further, the spreading of that overall

or particular gain or loss over the relevant accrual period isto bedonein
the foreign currency. Only the amounts all ocated to the relevant

accruasintervals are to be translated using the relevant tablein

1165 ,Thefollowing amendments relate to the manner inwhich gains

or losses are recognised for tax purposes where a Division 230 financial
arrangement isinvolved.

Foreign bank branches and offshore banking units

transactions between foreign banks and their Austraian branches. Under
section 160ZZW of Part 111B, the branch is effectively treated as a
separate legal entity for certain financial dealings (such as the notional
payment of interest by the branch to the bank, notional derivative
transactions and notional foreign exchange transactions between the
branch and the bank — see sections 160ZZZA, 160ZZZE and 160ZZZF
of Part |11B, respectively). These sections apply where the foreign bank
applies Part 111B in caculating that part of itstaxableincome that is
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referableto certain activities of its Australian branch (see
section 160ZZV B of the I TAA 1936).

11.67

Part 111B to foreign financial entities and their Australian permanent
establishments. For convenience, the foll owing discussion refers only to
foreign banks and their Australian branches, but it should be bornein
mind that the amendments will apply more broadly.

11.68  Generally, Division 230 will apply toincludegainsor losses
made on financia arrangements held by the Australian branch of a foreign
bank in the calculation of its taxable income, including any gains or losses
arising from intra-bank dealings between the Australian branch and the
rest of thebank. To avoid doubt, an amendment is made to

section 160ZZW of Part I11B, to providethat gains or | osses from
financial arrangements entered into between the foreign bank and its
Australian branch will be brought to account under Division 230

J[Schedule 1, item 41, subsection 160ZZW(1A)],

the London Inter Bank Offered Rate. The amendment to section 160ZZW ' ' 4
+ | Font: 11 pt, Not Bold, Not Italic )

isnot intended to affect the operation of this requirement.

11.70

Part 111B to specify that gains made through the Australian branch of a

foreign bank, from financial arrangementsto which Division 230 applies,
aretaken to be sourced in Australia. Thiswill treat these gainsin the

Part 2, items 41 and 42, subsection 160ZZX(2 of the I TAA 1936)]

11.71 Inaddition, the permanent establishmentsin Australia of an
offshore banking unit are treated as one person for the purpose of the
definition of a‘financia arrangement’. The other permanent
establishments of the offshore banking unit are treated as separate
persons. This means that financial arrangements between permanent
establishments of an offshore banking unit can be subject to Division 230
[Schedule 1, item 38, subsection 121EB(3)]. This reflects the treatment of
permanent establishments of an offshore banking unit under Division 9A
of Part 111 of the TAA 1936.

11.72 Theamendments are not intended to change how Division 9A
applies to consolidated/M EC groups which contain an offshore banking
unit, either as the head company or as a subsidiary member, nor the scope
of transacti ons that are recognised for the purposes of Division 9A. But
they will mean that Division 230 will apply to financial arrangements
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related to the transacti ons or dealings that are counted as offshore banking
activitiesby Division 9A.

Application of eections to foreign bank branches and OBUs

11.73  Foreign financial entities with one or more permanent
establishmentsin Australia (foreign banks and other financia entities
covered by Part [11B of the I TAA 1936) may be digibleto make the
various g ections. Part 111B recognises certain intra-entity transacti ons or
arrangements in cal cul ating the taxabl eincome of the foreign financia
entity (see sections 160ZZW, 160277, 160ZZZA, 160ZZZE and
160ZZZF of the ITAA 1936). Wherethe foreign financial entity makes
an d ection, the € ection should apply to financial arrangements that
are/represent these notiona borrowings, notiona derivative transactions
or notional foreign exchange transactions, in addition to any other
financial arrangements that the entity has entered into with other entities.
However, the separate-entity rules contained in section 160ZZW should
not lead to the result that a separate set of  ections could/should be made
by the Australian PE(s). Nor should the € ection apply to any other intra-
entity arrangements that are not recognised under Part 111B (eg, an
arrangement between two Australian permanent establishments).

11.74  Thereis also aseparate entity rulein section 121EB of the ITAA
1936 for offshore banking units. Again, thisruleisnot to be taken to

imply that aseparate set of e ections could/should be made by the
Australian permanent establishments of the entity that carry on offshore
banking business or by a subsidiary member of a consolidated/M EC group
that is an offshore banking unit. The taxable entity is the entity that
makes the € ection (or doesn't as the case may be), including the head
company of agroup where section 717-710 applies. The dection applies
to dl relevant financial arrangements, including those arrangements that
arise in the course of carrying on offshore banking business. Becausethe
separate entity rulein section 121EB is only for the purpose of identifying
offshore banking activities, the additional financial arrangements to which
an d ection might apply should only be those arising from those offshore
banking activities as defined in Division 9A.

11.75 Thefinancia arrangements that are recognised only because of
Part 111B or Division 9A which the accounting standards would have
required be classified or designated in financial reports as at fair value
through profit or lossif the arrangements had been between separate | egal
entities are to be the subject of any e ection made by the taxpayer.
[Schedule 1, item 1, subsections 230-185(3), 230-225(3),230-275(2B), 230-360(8)]

11.76 Thegain or loss that is made from a financial arrangement
arising from dealings that are recognised by Part [11B or Division 9A and
that is covered by an eection is the gain or |oss that the standards would
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Interaction and consequential amendments

have required to be recognised in the profit and |oss report if they had
recognised the arrangement. Clearly, thiswill require some departures
from the audited financial reports but they should be no different in scope
than the departures that were previously required because of the additional
‘transactions’ that are recognised for tax purposes by Part 111B and/or
Division 9A. Adequate records of these departures should be maintained
in accordance with the rel evant record-keeping provisions. [Schedule 1, item

1, paragraphs 230-195(1)(c) and 230-370(1)(c), and subparagraph 230-240(1)(b)(iii)

Deductions for expenditureincurred for capital gain

1177  Section 51AAA of the ITAA 1936 denies certain deductions j|

where, broadly, the deduction would otherwise only be alowabl e because

of its connection to a capital gain. ’
11.78  With the introduction of Division 230, subsection 230-15(2) will |
allow adeduction for aloss from afinancial arrangement wherethelossis
made in gaining or producing assessabl eincome or is necessarily madein
carrying on abusiness for the purpose of gaining or producing assessable

income.
' Commencement, transitional and

1180 Proposed Division 250 contained provisions which had the same

' in various ways cause the offshore

effect as certain provisionsin Division 230. AsDivision 250 commences
at an earlier time than Division 230, the amendments required necessarily
referred to Division 250. It isintended that once Division 230
commences, Division 250 will then refer to therelevant provisionsin
Division 230. Asa consequence of this, further amendments are required

itemsgQtod
Pay asyou go instalments — Taxation Administration Act 1953,

1181  Subsection 45-120(1) of the TAA 1953 states that instalment
income for a period includes amounts of ordinary income that are derived
during that period, but only to the extent that it is assessable income in the
income year. Ordinary incomein this sensetakes its meaning from

section 6-5 of the ITAA 1997.
1182  Subsection 45-120(2B) operates to include additiond amounts

within the definition of ‘instalment income’ by including anew category
of statutory income within the definition of ‘instalment income’. To the
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extent that an amount of incomeis both ordinary income and statutory
income, it will only beincluded asinstalment income once. That is, the

amount of income will not be doubl e counted.

11.83
subject to Division 230 will be subject to the pay as you go (PAY G)

instalments system. The amendment madein this Bill ensuresthat the
PAY G instalment system recognises the gain or loss, or the part of the !

/

gainor loss, on afinancia arrangement that is attributable to each income ;
year. Thisis achieved by including gains and | osses made from !
Division 230 financial arrangements within the definition of !
‘instalment income’. P

/
!
i
!
!
[
!
[
|
I
I
|
1

I
I

1184 Theamendment further providesthat only the net resultof the /i,
relevant gains and losses made on financial arrangements, that are subject '/
to Division 230 for aparticular income year, will beincluded asthe i
instalment income amount. That is, the net result of the gains must ,ﬂ’ L
exceed the losses madein an income year in respect of afinancial / '
arrangement under Division 230 to be recognised for PAY G purposes. j/ I

11.85
in anincome year in respect of Division 230 financial arrangements, no ,

amount isincluded in the entity’ s instalment income under ,
subsection 45-120(2B). ”

The effect of a change of residence of the taxpayer

Jf ataxpayer changes from being an Australian resident to a |

11.86
foreign resident (or vice-versa) during an income year, special rules apply

to determine the rel evant amount of any gain and/or loss for that year on
thetaxpayer’ s financia arrangements. The general effect of therulesisto
cdculate any gain or loss on the financial arrangement for theincome year
by specifically taking into account the change of residence during the
income year, and appropriatd y apportioning the gain or lossto the periods
of different residency [Schedule 1, item 1, subsection 230-429(1)]. The specifics
of how thisis done depend on the method that would otherwise be used to
determine the taxpayer’s gain or loss for theincome year. While
theoretically the gain or loss made for the part of the year while aforeign
resident has to be calculated, in practice it may not need to be donein
many cases because a gain made while a foreign resident would not be

assessable or aloss would not be deductible.

11.87  For financia arrangements subject to the redisation method, the
ruleis more prescriptive as it deems a disposa and immediate
reacquisition of the arrangement at the time of the change of residence.
This approach has been adopted because this method relies on the actual
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situation a rule has been included
whereby the taxpayer is taken, for
the purposes of Division 230, to
start to have the arrangement when
the taxpayer becomes an
Australian resident. The taxpayer
isalso taken to have acquired the
interest in the arrangement for its
market value at that time.
[Schedule 1, item 1,
subsection 230-430(1)]1
A taxpayer ceases to be an
Australian residentf
<#>11.77 . For similar reasons to
the rule outlined above, thereis
aso an equivaent rule for when a
taxpayer ceases to be an Austrdian
resident. The ruleonly appliesif,
immediately after the taxpayer
ceases to be an Australian resident,
neither the gains are assessable nor
the losses are deductible in relation
to afinancid arrangement.q
<#>11.78 - Where the rule applies
the taxpayer is taken, for the
purposes of Division 230, to cease
to have that financial arrangement
and to have disposed of the interest
in the arrangement for its market
value at that time. The relevant

time for these eventsisth¢™ [97]
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rece pt or provision of afinancial benefit which may not in fact occur in
theincome year, and therefore not otherwise result in any gain or loss for
theincome year. Deeming these arrangements to be disposed of at the
time of theresidence change deals with the tax consequences of the
change of residence in the income year in which is occurs (asisthe case

for al other methods). [Schedule 1, item 1, subsection 230-429(6)]

11.88 Each gain or loss determined in accordance with theserulesis
taken to be made for the income year in which residence changes, and can
therefore be appropriately handled under section 230-15.

11.89 If the change of residence occurs at the end or beginning of an
income year the proposed rules for calculating any gain or loss will only
have practica relevance for financia arrangements subject to the
realisation method. For other methods the rules, although technically
applying, will not ater the calculation of thegain or | oss.

When the accruals method is used

1190 Where achange of residence occurs during the income year, a
taxpayer that has afinancia arrangement subject to the accruas method
should apportion any gain or loss on the arrangement for the year across
each period the taxpayer isan Australian resident and each period the
taxpayer is aforeign resident during theincome year. Thegain or loss
must be apportioned on a reasonabl e basis as between each of those
periods which, under the accruas method, should be determined based on
the number of days of each period of different residency. [Schedule1,

item 1, subsection 230-429(3

1191  Whether the gain (or loss) for each of these periods is assessable
(or deductible) is determined by applying Division 6 (or 8) to these
periods as if they were separate income years.

When thefair value, foreign exchange retrandation or financial reports
method is used

1192 A different approach applies for financial arrangements for
which the fair value, foreign exchange retrand ation or financial reports
method has been chosen. The taxpayer must work out again (or loss) for
both the period of foreign residency and the period of Australian

residency. [Schedulel, item 1, subsection 230-429(4)

1193  Thisruletreats these periods as if they were separate income
years and therefore will require the taxpayer to have recourseto its
financial reports. The taxpayer will have to make appropriate adjustments
to the amounts shown in the relevant accounts for the re evant accounting
periods (those that overlap the deemed income years). Thisis consistent
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with the general rulethat applies for these methods where the accounts are
not prepared for theincome year. In those cases the taxpayer can make
appropriate adjustments to the accounts for the overlapping accounting

periods.

1194  Treating the periods of residency as if they were separate
income years more accurately determines, in accordance with the specific
methods, again or |oss for each period of different residency.

1195 Again, whether the gain (or loss) for each of these periodsis
assessable (or deductible) is determined by applying Division 6 (or 8) to

these periods as if they were separateincome years.

1196 Theapplication of thisrule may result in again for the period of
Australian residency and aloss for the period of foregn residency (or
vice-versa), or other combinations of gain and loss. Further, the gain may
be assessabl e (for example, a foreign source gain made while an
Australian resident) but the loss not deductible (for example, whilea
foreign resident alossis not made in deriving assessable Australian
source income). To calculatethe gain or |oss using the same general
apportionment rul ethat appliesto the accruals method would provide an
incorrect outcome as the starting point would be again or |oss for the
entireincome year (rather than alowing for again or loss for each period
of residency). Therefore, adaily apportionment of the gain or loss for the
income year would not be acceptable when these methods are used.

When the realisation method isused

1197 Thereis aso aseparaterule for financial arrangements to which
the realisation method applies. |f thetaxpayer changes residence during
theincome year, or at the end of an income year, each such financial
arrangement is deemed to be disposed of and immediatel y reacquired at
the residence-change time for its fair [market] value at that time. A gain
or loss will accumulate (or be realised throughout the period) up until the
residence-changetime (wherethere is a deemed disposal and a balancing
adjustment gain or loss would be cal culated according to Subdivision
230-G). Similarly, again or loss will accumulate (or beredised
throughout the period) from the residence-change time until thetime of
actual disposal (whenever that occurs) or other payments may be made.
[Schedule 1, item 1, subsection 230-429(6)]

11.98 Although the deemed disposal treatment may not seem to be
strictly in accordance with the realisation method, its objectiveis similar
to the treatment provided under the other methods (in that it effectively
divides an overall gain or loss on redlisation into two parts) and is also
similar to treatment under the capital gains tax rules wherethereis a
change of residence.
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Interaction and consequential amendments

1199 Astherearetwo times when again and/or |oss on disposal
would be determined, this rul e can advance the recognition of again or
lossin situations where the actual disposal of the financial arrangement is
in an income year later than theincome year in which the residence

change occurs.

11.100 The purpose of dividing the overall gain or |0ssinto component
gains and/or losses before and after the change of residenceisto enable
each component to be treated according to residence immediately before
the change of residence and at the time of actual realisation. The
assessability and/or deductibility of each component gain and/or loss can
be determined separately based on theresidency of the taxpayer, the
source of any gain and/or the purpose for which any lossis made.

11.101 Further, therulefor deeming a disposal and reacquisition at the
residence change time avoids therisk of not collecting tax upon ultimate
disposal (or therisk that the taxpayer will not claim a deductible | oss that
would otherwise have been allowed).

11.102 An examplewherethisrule may apply isto again or lossthat
arises dueto movements in the exchange rate (foreign exchange gains or
|osses) on afinancia arrangement (where no other d ective method
applies). Any redisation gains or |osses that accrue over time will be
subject to thisrule.

When the hedging financial arrangements method is used

11.103 If instead the hedging financid arrangements method applies to
the financial arrangement the taxpayer will need to apply the specific

change of residence rulesthat are rel evant to the hedged item itself.
[Schedule 1, item 1, subsection 230-429(3)]

11.104 If thehedged itemisitself afinancial arrangement the specific
change of residence rules applicabl e for the method used for that financial
arrangement will determine the rel evant change of residence rules that are
relevant for the hedging financial arrangement (see paragraphs 11.90 to
11.102 above). If the hedged item is not afinancia arrangement (but
some other capital asset) then (in cases where again or 10ssis relevant)
the specific change of residence rules for the realisation method will apply
(see paragraphs 11.97 to 11.102 above).

When thereis adisposal of thefinancial arrangement in the same

Income year

11.105 |If thefinancia arrangement is disposed of after the change of
residence, but beforethe end of the income year, these rules will still
apply to ca culate again or loss using the appropriate method up until the
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change of residence. Thisis because subsection 230-45(1A) is
disregarded in determining if the change of residence rules apply
[Schedule 1, item 1, paragraph 230-430(2)]. Subsection 230-45(1A) gives
precedence to taking into account again or loss under the balancing
adjustment method over al other methods, where one of those other
methods might otherwise also apply in an income year. Turning off this
rule allows the change of residence rules to continue to apply for that
particular income year. However, the gain or loss for the second part of
theincome year should be cal culated using Subdivision 230-G

(ie subsection 230-45(1A) isapplied at that stage). That calcul ation
would take account of the gain or loss calculated for the first part of the
year using the relevant method whether it has been included in taxable
income or not. |f the realisation method otherwise applied to the
arrangement, there would be two applications of the bal ancing adjustment
cd culation in Subdivision 230-G in theincome year: one for the change
of residence and one for the actual disposal of the financia arrangement.
Because thereis adeemed reacquisition of the arrangement at the
residence-changetimein this case, the second cal cul ation of a balancing
adjustment gain or loss should measure only the gain or loss arising since
the residence-change time.

Special rule where a taxpayer ceases to be an Australian resident

11.106 When ataxpayer ceasesto be an Australian resident and the
financial arrangement has no further connection with Australia there will
be, for the purposes of Division 230 (regardless of the method used):

¢ adeemed disposal of theinterest in the financial arrangement
immediately before the taxpayer ceases to be an Australian
resident (which may be at the end of an income year or some
time during an income year) for its fair value at that time; and

¢ adeemed reacquisition of the financid arrangement
immediately after the change of residence for its fair value at

that time. [Schedule 1, item 1, subsection 230-430(2)

11.107 Theruleonly appliesif immediately after thetaxpayer ceasesto
be an Australian resident, gains and losses that could be madein relation
to the financial arrangement while the taxpayer remains aforeign resident
are neither assessable nor deductible [Schedule 1, item 1, subsection 230-430(1)].
The deemed disposal and reacquisition isa special caseand is an
exception to the general rulein section 230-429. Itsaim istwofold —to
ensure that:

¢ the effective movement of the financial arrangement out of
the application of Division 230 is adequately dedt with; and

/{ Field Code Changed




Interaction and consequential amendments

* thereisareevant cost of acquisition for the financial
arrangement should Division 230 apply to any gains and/or
losses on the financial arrangement some time after the
taxpayer ceases to be an Australian resident (eg if the
taxpayer again becomes an Australian resident).

11.108 Wherethisrule applies, effectively Division 230 will no longer
apply to the financid arrangement and the specific rulesin

section 230-429 will have no application to this particular change of
residence. Thisis because those specific rules only apply if the taxpayer
would, once aforeign resident, otherwise apply a parti cular method under
Division 230 to determineagain or loss. Whilein practical terms
Division 230 will no longer apply in relation to this financial arrangement,
if the taxpayer once again becomes an Australian resident this section will
once more betriggered.

11.109 Thedeemed disposal rule may result in a balancing adjustment
gain or loss under Subdivision 230-G (which isdiscussed in Chapter 10).

11.110 In other cases where ataxpayer ceasesto be an Australian
resident, Division 11A of Part 11l of the ITAA 1936 (interest withholding
tax) may apply exclusive y while thetaxpayer is aforeign resident. The
taxpayer would need to know how much gain or |oss was made for the
part of the year in which it was an Australian resident (in accordance with
section 230-429). The assessability and deductibility would be
determined according to Division 230. |If Division 11A did not ded with
all gainswhile aforeign resident (eg gains that are not interest), or if there
were any |osses, the taxpayer would still need to determinethe gain or
|loss made while aforeign resident (by applying section 230-429) and then

determine the assessability or deductibility of any gain or loss.

Interaction with withholding tax rules

11.111 Thereis apossible overlap between taxation under Division 230
and theimposition of withholding tax under Division 11A of Part [11 of
the ITAA 1936 (see paragraphs 11.32 to 11.37) wherethe holder of a
financial arrangement changes from an Australian resident to a foreign
resident and an interest payment is subsequently made.

11.112 If nowithholding tax ispayable (eg if thereis an exemption
from withholding tax) then thereis no possible overlap and therefore no
adjustment is required. However, in cases where withholding tax is
otherwise payable, thereis an overlap and therefore the amount of
withholding tax is reduced by the amount notionally payable on the net

amount that was assessabl e under Division 230. [Schedule 1, item 51,
subsection 128NBA(1) of the ITAA 1936]
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Example11.6. Refund of withholding tax when no interest ispaid
whilean Australian resident

Assumethe facts in Example 4.6 but also assume that John Doe
is an Australian resident when he invests $100in a zero coupon
bond that will pay $120 at maturity in four yearstime. Also, the
bond isissued by an Australian resident. At the beginning of

Y ear 4 John Doe becomes aresident of the United States.

Theinterest (totalling $14.65) that accrues (on a compounding
basis) in Years 1, 2 and 3isincluded each year asagain
calculated under the accruals method. John Doeis paid $120
($20 of thisisinterest) at theend of Year 4, at whichtimeheisa
foreign resident. Withholding tax of $2 is payable on the $20
interest payment. As $14.65 has aready beenincluded in
assessabl e income under Division 230 while John Doe was an
Australian resident, on application, section 128NBA will credit
an amount of $1.47 (withholding tax of 10 per cent payable on
the net Division 230 amount of $14.65). This will mean that
withholding tax is effectively only payable on $5.35 which isthe
gain that would have otherwise accruedin Y ear 4.

The gain that woul d otherwise have been included in assessable
incomein Year 4 isdisregarded becauseit is part of an amount

that is (or is anticipated will be) treated as non-assessable non-
exempt income under section 128D of the | TAA 1936.

11.113 Further, this rulein subsection 128NBA (1) to prevent double
taxation also applies to cases where there are periodic interest payments to
the taxpayer over thelife of the financia arrangement.

Example 11.7._Refund of withholding tax when interest has been
paid while an Australian resident

Assumethe facts in Example 4.7 but a so assume FLD Finance
Coisan Australian resident when purchasing the security for
$1,000. Also assume the security is issued by an Austraian
resident. At thebeginning of Year 3 FLD Finance Co becomes

aforeign resident.

Although FLD Finance Co changes residence, the deemed
disposal and reacquisition rulesin subsection 230-430(3) will
not apply because immediatel y after FLD Finance Co ceasesto
be an Australian resident the gains (Australian sourced) remain
assessable. However, rather than Division 230 applying to
assess the gain, any gain that would have otherwise been

included in assessableincomein Y ears 3 and 4 is disregarded
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becauseit is part of an amount or amounts (theinterest
payments) that will be treated as non-assessabl e non-exempt
income under section 128D of the ITAA 1936.

At the beginning of Y ear 3, $133.36 has previously been
induded in FLD Finance Co's assessabl e income (as accrual
amounts) under Division 230. Withholding tax is payable on the
interest payment in Y ear 3 of $80. However, by the end of

Y ear 3 the withholding tax payableis reduced to the amount that
would otherwise have been payable on thetotal interest paid
over thethree years ($40 + $50 + $80 = $170) less the net
amount included in assessableincome under Division 230
($133). Thewithholding tax payable on $43 (=$133 - $40 -
$50) [check that the new provision does this] of the $80 interest
payment would be credited under subsection 128NBA(1).
Therefore, of the $80 interest payment in Y ear 3 withholding tax
is effectively only payable on $37 of that payment. |n practice,
withholding tax is payable on the $80 and once the withholding
tax is paid the taxpayer can apply (in the approved form) to the
Commissioner for acredit of the withholding tax payable on the
$43.

When the subseguent $100 interest payment is madein Year 4,
withholding tax would be payable on that amount. In tota, of
the overall gain of $270, $133 would be included in assessable
income (under Division 230) and $137 would be subject to
withholding tax (under Division 11A of the I TAA 1936).

If in this exampl g, the difference between the total amount
induded in assessabl eincome under Division 230 in the first
two years and thefirst two interest payments had been greater
than the amount of interest paid in Y ear 3, acredit for the full
amount of withholding tax paid in Y ear 3 could be claimed and
theresidual could be claimed after Year 4. Alternativey, the
claim for the withholding tax credit could be delayed until after
Year 4. Onthe othe hand, if thefirst two interest payments had
been greater than the total amount included in assessable income
under Division 230 in the first two years, there would be no
withholding tax credit to be daimed. Instead, the excess would
be recognised as a gain (either on disposal or maturity of the
security, under Subdivision 230-G).

When a taxpayer become an Australian resident

11.114 Wheretheholder of the financial arrangement changes from
being aforeign resident to being an Australian resident it is not i ntended
that the gains that accrued whil ethat holder was aforeign resident would
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be assessabl e as soon as a payment is made when the holder is an
Australian resident. Thisiswhat isdonein reation to qualifying
securities covered by Division 16E of Part |11 of the | TAA 1936 under
subsection 159GW(2) of the ITAA 1936. Instead, any such gain would be

included in assessableincome as a balancing adjustment when the
financial arrangement ceases to be held.

Application of change of residencerulesto partnerships and trusts

11.115 WhereDivision 230 appliesto afinancial arrangement of a
partnership or trust, a change of residenceisirrd evant in determining the
net income of the partnership or trust because of the assumption of
residency of the partnership and trust (section 90 and subsection 95(1),
respectively, of the ITAA 1936).

11.116 However, if apartner, or abeneficiary that is presently entitled
to ashare of thetrust income, changes residence during the income year,
sections 92 and 97, respectively, of the | TAA 1936 require a
disaggregation of the net income into its Australian and foreign source
components. It is expected that the partner, or beneficiary, would do that
by applying the change of residence provisions asif it, and not the
partnership or trust, were the entity which held the financial arrangement.

11.117 Similarly, in situations where the trustee may be assessed in
respect of some or al of the net income under section 98 of the

ITAA 1936 (eg thebeneficiary is under alegal disability or isaforeign
resident at the end of the income year) any changein the beneficiary’s
residence during the year should be taken into account in determining the
trustee' s liability to tax.

11.118 In situations where the trustee may be assessed in respect of
some or all of the net income, under section 99 or section 99A of the
ITAA 1936 and the trustee changes residence during the income year, the
change of residence may or may not affect the tax liability of the trustee.
If thetrustee ceases to be an Australian resident during theincome year,
there will be no effect because thetrust is still held to be aresident trust
estate. If the trust becomes aresident trust because a trustee becomes an
Australian resident during the income vear, it will be treated as a resident
trust for thewholeincome year. In either case, thereis no need to
determine how much gain or loss was made on the trust’s financial
arrangements for the part of the year in which the trustee was an
Australian resident and how much was made while aforeign resident.
Therefore, there is no need to apply the change of residence provisionsin
this case.
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Interaction and consequential amendments

Interaction with value shifting rules

11.119 Section 230-427 applies such that gains and losses on financia
arrangements that are attributableto a value shift that would have
conseguences under the General V alue Shifting Regime (GV SR) are
disregarded under Division 230. Similarly, gains and losses in respect of
financial arrangements are disregarded to the extent that any of the former
vaue shifting rules would have applied in respect of afinancia

arrangement.

11.120 Broadly, the value shifting rules prevent inappropriate tax
consequences from arising (for example atax loss or areduction in
assessabl e income) where, under a scheme, value is shifted from equity or
loan interests. Generdly, these rules prevent inappropriate tax outcomes
from arising by ether requiring the tax values of the “losing” interest to
be reduced by the same magnitude of the value shift (note that the tax
value of a“gaining” interest may be revised upwards to the same extent)
or, aternatively, losses may be denied when the equity or |oan interests
arefinally redlised. Under either approach, correcting the tax outcomes of
avadue shift generally occurs upon realisation of the interests—that is, the
vaue shifting rul es effectively correct the result upon realisation of such
interests.

11.121 Onthe other hand, in many cases Division 230 operates to bring
to account gains and losses in respect of afinancia arrangement prior to
realisation, for example as the gains or |osses accrue. Consequently, in
the absence of special value shifting rules that apply to Division 230
financial arrangements, where a value shifting arrangement reduces the
value of afinancial arrangement or the expected future cash flows on a
financial arrangement, inappropriate tax_ consequences from the
arrangement could arise in theincome year in which the value shift
OCCUrs.

11.122 This may occur, for example, where an entity purchases a
security that provides for relativey certain fixed cash flows over several
years and the entity recogni ses the gains on the security by applying the
accruals method in Subdivision 230-B. During the term of the
arrangement a value shift could result in a reduction in the estimated cash
flows and consequently areduction in the overall gain on the arrangement.
Without specid integrity rules the entity holding the financia

arrangement might, for example, re-estimate the gain or loss on the
arrangement and the subseguent tax consequences woul d refl ect the re-
estimated gain or | oss.

11.123 Similarly, where an entity holds an asset that is subject to fair
value measurement under Subdivision 230-C, changesin the fair value of { Formatted: right footer, Left
such assets recognised in the financial accounts of the entity are brought
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to account for tax purposes. Absent special integrity rules, if avalue shift
occurs which causes the fair value of such an asset to decrease, the holder
would recognise aloss or reduced gain on that asset in theincome year in
which the va ue shift occurs.

11.124 Whereafinancial arrangement is not subject to Division 230,
the value shifting rules would ordinarily prevent the taxpayer from
recognising areduced gain or atax |oss on an arrangement that would
trigger the application of specific provisions within the value shifting
regime (for exampl e, in the case of indirect value shifting, Division
727-B). As aconseguence, areduction of the adjustable values cost
base) of the financial arrangement would occur in respect of the interests
from which value has been shifted. A corresponding adjustment might
also be made in respect of theinterests to which value has been shifted.
Alternatively, losses that would otherwise arise on realisation of the
financial arrangement might have been denied to the holder.

11.125 Theindusion of section 230-427 isintended to ensure that

i nappropriate value shifts that would ordinarily have consequences under
Divisions 723, 725, and 727 of the ITAA 1997 aredisregarded in
determining tax outcomes for financia arrangements that are subject to
Division 230.

11.126 Where an entity holds financial arrangements beforethe
commencement of Division 230, Division 230 allows taxpayers to, for
example, apply the e ective methods such as fair valueto those
pre-existing financial arrangements subject to certain requirements.
Where such an eection is made, the taxpayer must make a balancing
adjustment which brings about assessable income or an allowable
deduction which isto be spread over the first applicabl e income year and
the next three income years. Essentidly the balancing adjustment brings
to account the difference between what would have been the tax result had
Division 230 applied to the pre-commencement financia arrangements
from thetime the taxpayer started to hold it and the actual tax resultsin
respect of the financial arrangements.

11.127 If avaueshift occurred prior to the commencement of Division
230 in respect of a pre-existing financial arrangement causing the value of
afinancial arrangement to be reduced then, absent special integrity rules,
the taxpayer may be ableto obtain atax saving from that value shift
through the balancing adjustment. In these circumstances, section 230-
427 applies such that where abalancing adjustment is made in respect of
existing financial arrangements, any value shifts that would ordinarily
have consequences under Divisions 723, 725, and 727 of the ITAA 1997
aredisregarded in determining gain or loss determined under the
balancing adjustment.
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Interaction and consequential amendments

11.128 Value shiftsthat would have had consequences under repea ed
value shifting provisions (eg, former Divisions 138, 139, and 140 of the
ITAA 1997) are disregarded in determining gains and |osses under
Division 230 —including for the purposes of any balancing adjustment
made in respect of existing financial arrangements.

Definitional and referencing changes

contained in thetax laws have been affected by the introduction of
Division 230. Further, some amendments have been incuded to update
checklistsin the legislation.

Exchangeable interests

capital gain or capital loss from the disposal or redemption of an
exchangeabl einterest to the issuer of the interest or to a connected entity
of theissuer, will bedisregarded. Subdivision 130-E of the I TAA 1997
also modifies the cost base of the shares acquired as aresult of the
exchange or redemption.

-« ,/{ Deleted: 11.83. ]
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subsection 26BB(1) of the ITAA 1936, is asecurity that isnot issued at a
deep discount, does not bear significant deferred interest and is not capital
indexed. A traditiona security may be, for example, a bond, a debenture,
adeposit with afinancial institution or a secured or unsecured |oan.
11133 Amendmentsto section 130-100 broacen the application of this | -~ (eioted: 1185, )
provision such that an exchangeable interest will now extend to
‘qualifying securities' within the meaning of that term in Division 16E of
the ITAA 1936.
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aretraditional securities and exchangeableinterests that are quaifying

securities. Thisissimilar to thetreatment currently afforded to

convertible interests under section 130-60. [Schedulel,items63and64, I
section 130-100]
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Hedging activities of offshore banking units
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order to determineif they qualify as offshore banking activities. One of
thosetests determines whether the activity, as represented by a financial
arrangement, is a hedging activity. In order to reduce compliance costs,
the definition of *hedging activity' in subsection 121D(8) of the

ITAA 1936 will be amended to use the concept of a‘financia
arrangement’.
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11.144 The second amendment clarifies the application of subsection
262A(4). The provision ensures that records re evant to the cal cul ation of
gains and losses from Division 230 financial arrangements must be kept
for at least five years after the taxpayer includes an amount as assessable
income or is entitled to a deduction in accordance with Division 230.

11.145 This amendment does not modify the time at which records must
first be held (or in place). Accordingly, Division 230 will be relevant

when determining thetime at which arecord must be created or first held.
[Schedule 1, item 47, section 262A(2AAD)]

11.146 More specificaly, in respect of hedging financia arrangements
paragraph 262A (3)(ca) operates to ensure that record must be in place at,
or soon after, the time when a taxpayer creates, acquires or applies the
hedging financial arrangement. [Schedule 1, item 48, section 262A(3)(ca)]

Example 11.8._Documentation reguirements for a hedaing financial
arrangement

Jimmy Co, an Australian resident company, entersinto a _
hedging financial arrangement to hedge against foreign currency { Formatted: right footer, Left._|
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movements on the principa amount of |oan that is denominated

in $US. Theloan has afifteen year term and has anominal
value of $1,000,000.

Jimmy Co entersinto a series of 6 month forward rate
agreements to hedge the foreign currency movements on the
principal amount of theloan.

Section 230-310 requires that Jimmy Co has the relevant
hedging documentation in place at or soon after the time when
the hedging financid arrangement is entered into.

The modifications to section 262A of the ITAA 1936 operate to

ensurethat all documentation reating to the hedging financial

arrangement, including each forward rate agreement, is retained

for at least five years after either the:

{ Deleted: 2007

)

gain on the hedging financia arrangement isincluded as

an amounts of assessable income, or

lossis claimed adeduction in accordance with Division

230.

If theloan is structured such that it is an interest only loan
throughout its term, then all gains and | osses from the hedging
financia arrangements will be bought to account at the end of
theloan arrangement as this it the time at which the principal
amount of theloan is repaid.

In this example Jimmy Co will berequired to retain certain
records for aperiod of twenty years, ie, for the fifteen years of
theloan plus five years to comply with section 262A of the
ITAA 1936.

11.147 Findly, subsection 262A(6) defines aDivision 230 financial
arrangement to mean a financial arrangement to which Division 230
appliesin relation to your gains and | osses from the arrangement, that is,

the definition takes on the same meaning as contained in subsection
995-1(1) of the ITAA 1997. [Schedule 1, item 47, section 262A(6)]

Foreign currency gains and losses — Division 775 and
Subdivisions 960-C and 960-D,

vehicles and special purpose vehides were exempt from Division 775
with effect from 1 July 2003 were announced by the then Minister for
Revenue and Assistant Treasurer in Press Release No. 073 of 2
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Interaction and consequential amendments

September 2005. That exemption was provided until the commencement
of theretrand ation and hedging regimes as part of the taxation of financial
arrangements | egislative framework. Those regimes areto beintroduced
by this Bill.

these types of taxpayers the amendments (as described above) are
included in this Bill.

vehicles asdefined in section 820-942 of the ITAA 1997 and special
purpose vehicles that meet the requirements of subsecti on 820-39(3) of
the ITAA 1997. Generally, those provisions identify certain entities that
aredigiblefor special treatment as securitisation vehid es under the thin
capitalisation rulesin theincometax law. In particular the following
amendmentswill be made:

» section 775-170 of the ITAA 1997 will be amended to
provide an exemption from Division 775 in respect of foreign
exchange redisation gains and foreign exchange reaisation

» section 775-195 of the ITAA 1997 will be amended to
exclude the rd evant securitisation vehicles from being
eligible to make a choice for roll-over relief for facility

subsection 775-195(9)];

 section 960-50 of the ITAA 1997 will be amended to ensure
that the translation rules contained in Subdivision 960-C will
not apply to relevant securitisation vehicles for the purposes
of working out its assessabl e income, deductions or tax

» section 960-60 of the I TAA 1997 will be amended to exdude
relevant securitisation vehides from being eligibleto makea

the date of commencement of Division 775 and Subdivisions 960-C and
960-D.

hedging regimes under the taxation of financial arrangements legidative
framework commence, those entities that have been excluded from the
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Chapter 12

Consolidation interactions

A _

Outline of chapter

121 This chapter explains: ,

¢ amendments to the income tax consolidation regimeto
ensure appropriate interactions with Division 230; and

* how theexisting law in relation to consolidation will apply to
entities that aretaken to hold or ceaseto hold afinancial

arrangement.

Context of amendments

122 Under the consolidation regime agroup of eligible ,
wholly-owned entities is treated as a single entity for their income tax
purposes. When an entity becomes asubsidiary member of a consolidated
group or multiple entry consolidated group (MEC group), the membership
interests held by the group in thejoining entity areignored and the

entity’s assets are treated for tax purposes as the assets of the head

company. Thetax costs of those assets are reset at an amount that reflects
the group’ s cost of acquiring the joining entity.

12.3 This chapter outlines the operation of the consolidation regime if
an entity that holds Division 230 financia arrangementsjoins or |eaves a
consolidated group or MEC group. To alarge extent, the existing
consolidation provisions will operate appropriately in these circumstances.
However, modifications are required to:

* enhance the interaction between the consolidati on regime and
Division 230; and

¢ reduce compliance costs.

Summary of new law

124 Therearefour basic propositions outlined in this chapter.
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125 First, where an entity joins a consolidated group or MEC group,
thejoining entity will apply Division 230 asif the joining timewasthe
end of an income year.

12.6 Second, the head company will apply the consolidation rules and
Division 230 (depending on whether it is required or has el ected to apply
Division 230) asif the head company had directly acquired assets that are

or form part of financial arrangements from the joining entity. Certain

amendments are made to this proposition to reduce compliance costs

specificaly rd ated to Division 230 interactions.

12.7 Third, where an entity leaves a consolidated group or MEC

group, the head company will apply Division 230 asif theleaving time

wasthe end of an income year.

128 Findly, aleaving entity whose financiad arrangement gains and

| osses Division 230 applies to will apply the Division asif the leaving

entity took the financial arrangements with it at the leaving time.

Comparison of key features of new law and current law

New law

Current law

If afinancial arrangement held by a

When an entity joins aconsolidated

joining entity is subject to the
accruals, realisation or hedging
methods, the tax cost setting rules

group, the tax costs of the joining
entity’ s assets are reset under the tax
cost setting rules.

will apply to determine the head
company’ stax cost for thefinancial
arrangement.

If afinancia arrangement held by a
joining entity is subject to the fair
value, financial reports or
retranslation elections, the head
company’ stax cost for thefinancial
arrangement will be, broadly, its
accounting value. Any difference
between the accounting value and the
tax cost setting amount will be
included in the head company’s
assessable income, or allowed as a
deduction, over four years.

Theterminating value of afinancial

When an entity leaves a consolidated

arrangement will be the amount of

group, the tax cost setting amount of

consideration that the head company

the membership interests the head

would need toreceiveif it wereto

company holds in the leaving entity is

dispose of thefinancia arrangement

worked out by reference to, among

390
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New law Current law
just before the leaving time without other things, the terminating value of
an amount being included in assets that the leaving entity takes

assessable income, or being allowed with it.
as a deduction, under Division 230.

A MEC group may rely on the A MEC group could not use certain
financia reports of the top company Division 230 methods where the

of the group for the purposes of using | financial arrangements are not
certain Division 230 methods where recognised in the financial reports of
the financial arrangements are not the head company.

properly reflected in the financial
reports of the head company, but are
properly reflected in the financial
reports of the top company.

Detailed explanation of new law

12.9 This chapter outlines how the amendments and existing
consolidation provisions will apply:

« if ajoining entity holds financial arrangements and
Division 230 applies to work out gains or |osses on those
financia arrangements, in relation to:

— thejoining entity; and

— thehead company at the joining time;, or

* if aleaving entity takes financial arrangements with it and
Division 230 applies to work out gains or |osses on those
financial arrangements, in relation to:

— theleaving entity; and

— thehead company at the leaving time.

12.10  This chapter will aso outline other consolidation and
Division 230 interaction amendmentsrelating to:

* theeligibility of MEC groups to make Division 230
eections; and

* theDivision 230 transitional measures.
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Treatment of joining entities

1211  Subsection 701-30(3) requires ajoining entity to work out its
taxable income for a period prior to the joining time as if the joining time
werethe end of anincome year.

12.12  Therefore, ajoining entity will apply Division 230 (depending
on whether it is required or has el ected to apply Division 230) asiit
ordinarily would on the basis that thejoining time s the end of itsincome

year.

12.13  Thereis no Subdivision 230-G balancing adjustment at the end
of thisincome year as a conseguence of the joining event because the
joining entity is not taken by the consolidati on rules to have transferred
the financial arrangement or otherwise ceased to haveit.

Example12.1

Joining Co holds a financial arrangement whose gains or |osses
areworked out using the compounding accruals method. The
effect of the compounding accruals method is that $333 must be
induded in the entity’ s assessableincome in 2010-11, 2011-12,
and 2012-13. Theintervalsto which thisgainisbeing alocated
exactly equate to Joining Co’'sincome year, which startson 1
July and ends on 30 June.

On 1 January 2011 Joining Co joins a consolidated group.

Therefore, Joining Co has an end of income year of

31 December 2010. Joining Co will betaken to have made a
gain equal to so much of that part of the gain asis allocated to
theincome year 1 July 2010 to 31 December 2010 on a
reasonable basis.

For exampl e, areasonabl e basis for calculating the part of the
gain to be dlocated to the 1 July 2010 to 31 December 2010
period may beto simply divide $333 by two. However, whether
thisis areasonabl e basis to allocate the gain entirely depends on
the facts and circumstances of the financial arrangement.

Example12.2

Joining Co holds a financial arrangement whose gains or losses
areworked out using the fair value method.

On 1 July 2010, the fair value of the financial arrangement
according to Joining Co's financial reportsis $100.
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On 1 January 2011, Joining Co joins a consolidated group. The
market value of the financial arrangement at thistimeis $120.

Joining Co will apply the fair value method on the basisthat
31 December 2010 is the end of itsincome year.

Joining Co makes again from thisfinancia arrangement for the
income year 1 July 2010 to 31 December 2010 of $20.

Subdivision 716-A does not apply even where a Division 230 spreading
method is being used

12.14  Subdivision 716-A appliesif a provision of theincome tax law
would spread an amount over two or more income years by including part
of the original amount in the same entity's assessabl e income for each of
thoseincome years [section 716-15]. Subdivision 716-A appliesin asimilar
manner in relation to deductions [section 716-25].

12.15  Subdivision 716-A does not apply to Division 230 financial
arrangements. This is because section 230-15 applies to Division 230
financial arrangements to indude gains in assessabl e income or allow
deductions for | osses in theincome year in which thegain or lossis made
under Division 230.

Treatment of head companies at the joining time

12.16 A head company which commencesto hold an asset or liability

that is or forms part of afinancia arrangement will apply Division 230 as
if the head company directly acquired the asset or liability. Therearetwo
implications of this:

¢ thetax cost of any asset that is or forms part of afinancial
arrangement that the head company is taken to have acquired
is equal to the asset’s tax cost setting amount; and

* any € ection the head company has made in relation to its
existing financial arrangements will apply to thefinancial
arrangementsit has taken to have acquired as aresult of the
joining entity becoming a member of the consolidated group.

Setting the tax costs of assets

12.17 If ajoining entity holds assets that are or form part of afinancia
arrangement, Division 705 will apply to set thetax costs of those assets at
their tax cost setting amounts.
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1218 Wheretheasset is areset cost base asset, section 705-40 will
apply such that the asset’ s tax cost setting amount must not exceed the
greater of the asset’s market value, or thejoining entity’ s terminating
vaue for theasset. Thisisbecause an asset that is afinancia
arrangement, where Division 230 appliesto work out gains or [osses on
the financial arrangement, is a revenue asset (as defined in

section 977-50).

12.19  Section 701-55 sets out how thetax cost setting amount is used
asthe basis for applying other provisionsin theincometax law. For the
purpose of applying Division 230, the use of thetax cost setting amount
for assetsthat are or form part of financial arrangements varies depending
on the method the head company is applying to work out its gains or

| osses under Division 230.

Wher e the head company is using the accrual/realisation method

1220 Inrelation to assets that are or form part of afinancia
arrangement to which gains or losses are being worked out using the
compounding accruas or realisation method, the effect of the asset’s tax
cost being set isthat Division 230 will apply asif the financia benefits
provided to acquire the asset were equal to the asset’s tax cost setting
amount. [Paragraph 701-55(5A)(a)]

1221  Consequently, thefinancial benefits the head company istaken
to have provided for the purposes of Step 2(a) of the method statement in
thetable at subsection 230-395(1) ind udes the asset’ s tax cost setting
amount (rather than itsoriginal cost). The asset’s tax cost Setting amount
will also be rd evant in determining whether an entity has a sufficiently
certain gain or loss from the financial arrangement.

12.22 Inthecontext of the accruas method, the tax cost resetting
process will not result in the amount to which therate of return isbeing
applied (eg the principa outstanding on aloan) being reset. Thisis
because the amount to which the rate of return is being applied is only
relevant for determining the cash-flows arising from the arrangement. As
aresult, subsection 230-160(1) will not apply to require a re-estimation
under subsection 230-160(4), notwithstanding that subsection 230-160(5)
refers to changes in the amount to which arate of return is being applied.

Example12.3

Joining Co has an asset that is afinancia arrangement whose
gains are worked out using the realisation method. The market
value of the financial arrangement is$100. Thisisthe only asset
or liability held by Joining Co.
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Head Co acquires Joining Co for $80. The asset is areset cost
base asset.

Head Co subsequently sells the financia arrangement for its
market value of $100. Asaresult, Head Co has a balancing
adjustment under Step 2(a) of the method statement in the table
at subsection 230-395(1).

The financial benefits received by Head Coin re ation to the
disposd of the financial arrangement are $100, and the benefits
taken to have been provided are $80 (as a result of the tax cost

setting process).

Asaresult, Head Cois taken to have made again from the
financia arrangement for the purposes of Division 230 egua to
$20.

Example12.4

Joining Co has a zero-coupon bond with the right to receive a
financial benefit equal to $200 on 1 July 2021. Joining Co
provided afinancial benefit equal to $100 in relation to the
acquisition of the bond on 1 July 2011.

Head Co acquires Joining Co on 1 July 2016 for $150
(representing the market value of theright to receive $200in
five yearstime). Head Co's allocable cost amount for Joining
Coistherefore $150.

Given that the amount to be received on 1 July 2021 represents a
right to receive a specified amount of Australian currency, the
asset is aretained cost base asset. Therefore, thetax cost setting
amount of the asset is $200. Asthis exceeds the all ocabl e cost
amount for Joining Co, CGT event L3 will happen and Head Co
will make a capital gain of $50 at thejoining time.

However, Head Co will take the tax cost setting amount of $200
into account when working out whether it has a sufficiently
certain overal gain or loss under the accruals method. Given
that this amount equals the amount due to bereceived on 1 July
2021, no Division 230 gain or loss will be made under the

arrangement.

Wher e the head company has elected to use the hedging method

1223 Inreation to assets that are or form part of afinancial
arrangement to which gains or losses are being worked out using the
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hedging method, the effect of the asset’ stax cost being set is that
Division 230 will apply asif the financia benefits provided to acquire the
asset are equal to the asset’ s tax cost setting amount.

[Paragraph 701-55(5A)(a)]

12.24  However, thiswill not affect whether the hedge effectiveness
test in section 230-320 is satisfi ed, even though the hedge effecti veness
test isin part based on the value of the underlying asset. The tax cost
resetting process only applies to reset the tax cost of the asset, and not its
accounting value. Given that the hedge effectiveness test relies on the
accounting standards to determine whether it is satisfied, the fact that the
tax value of the hedged item is reset is not relevant.

Example12.5

Joining Co has a cash settlable forward contract to sdl an asset
for $100in 24 monthstime. Theforward contract is a hedging
financial arrangement and the hedged item is the asset.

Assume that between the time the contract was entered into and
thejoining time, the market value of the CGT asset has
decreased to $80, and the market value of the forward has
increased to $20.

Head Co acquires Joining Co for $50 (notwithstanding that the
full market value of Joining Co is $100). Head Co’'sallocable
cost amount for the joining entity is $50. Thetax cost setting
amount for the CGT asset is $40, and for the forward contract is
$10.

Immediately after the joining time, Head Co sdls the CGT asset
under the forward contract for $100. CGT event A1 happensto
the CGT asset, resulting in a$60 capital gain.

Head Co also ceases to hold the hedging financial arrangement
for $0. Thetax cost setting amount for the hedging financial
arrangement is $10. Therefore Head Co makes aloss from the
hedging financdial arrangement equal to $10.

Wher e the head company has elected to use the fair value, retranslation
or financial reports method

12.25 Ifthegains or lossesin relation to an asset that is or forms part
of afinancial arrangement are calculated using the fair value, retrand ation
or financial reports method, the asset’s tax cost setting amount is the
asset’s Division 230 starting va ue. [Paragraph 701-55(5A) (b)]
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1226  Consequently, thefinancial benefits the head company has taken
to have provided includes the asset’ s Division 230 starting va ue (rather
thanits original cost) for the purposes of Step 2(a) of the method
statement in the tabl e at subsection 230-395(1).

12.27  Gains or losses under the fair value, retranslation or reliance on
financial reports methods will be worked out applying the principles set
out in those methods.

What isthe Division 230 starting value?

12.28 TheDivision 230 starting value of an asset that is or forms part
of afinancial arrangement depends on which e ective method is chosen in
relation to the arrangement.

12.29  |If thefair value method appliesin relation to the arrangement,
the Division 230 starting value is the value of that asset at the joining time
according to the head company’s rel evant standards mentioned in

section 230-195 that apply in relation to the arrangement. [Paragraph (a) of

the definition of ‘ Division 230 starting value'_in subsection 995-1(1

12.30 If theforeign exchange retranslation method appliesin relation
to the arrangement, the Division 230 starting valueis the value of the asset
at the joining time according to the head company’s relevant standards
mentioned in section 230-240 that apply in rel ation to the arrangement.
[Paragraph (b) of the definition of ‘ Division 230 starting value' in subsection 995-1(1)]

12.31 If therdiance on financial reports method is chosenin relation
to the arrangement, the Division 230 starting valueis the value of the asset
at the joining time according to the head company’s relevant standards
mentioned in section 230-370 that apply in rel ation to the arrangement.
Paragraph (c) of the definition of ‘Division 230 starting value’ in subsection 995-1(1)

Example 12.6

Joining Co holds an asset that is afinancial arrangement and
joins Head Co's consolidated group. Head Co has chosen to
apply the fair value method in reation to its financial

arrangements.

The value of the asset according to the relevant standards
mentioned in section 230-195 is $100. However, Head Co’stax
cost setting amount for the asset is $80.

For the purposes of applying Division 230, the value of the
financial benefits Head Co provided to acquire the financial
benefit will be $100. [n applying Step 2(a) of the Division 230
balancing adjustment provisions, the financid benefits provided
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in relation to the acquisition of the financial arrangement is
$100.

Under the fair value method, the value of the financial
arrangement is also egual to $100.

What happens when thereis a difference between an asset’s tax cost
setting amount and the Division 230 starting value

12.32  Thesum of the tax cost setting amounts of the assets of ajoining
entity that are, or form part of, financial arrangements may differ from the
sum of the Division 230 starting values for those assets.

12.33  If thesum of the Division 230 starting val ues exceeds the sum of
thetax cost setting amounts, an amount equal to 25% of that excessis
included in the head company’ s assessabl eincome for the income year in
which the single entity rule commenced to apply, and each of the
subsequent three income years. [Subsections 701-61(1) to (3)]

12.34  If thesum of the Division 230 starting valuesis|ess than the
sum of the tax cost setting amounts, an amount equal to 25% of that
shortfall is allowed to the head company as adeduction for the income
year in which the single entity rule commenced to apply, and each of the
subsequent three income years. [Subsections 701-61(1), (2) and (4)]

1235 Therationae for including these amounts in assessableincome,
or allowing adeduction for them, isthat the head company has effectively

obtained an increase or decreasein the value of the financial benefitsit
provided to acquire the financial arrangement. If a Subdivision 230-G
balancing adjustment subsequently occursin re ation to the financia
arrangement, the Step 2(a) amount in the method statement at

section 230-395 would be higher or lower, resulting in the head company
having ahigher or lower balancing adjustment that isincduded in
assessable income or allowed as a deduction under Step 3 of that method
statement. Therefore, thisdifferenceis appropriately induded in
assessabl e income, or allowed as adeduction, under section 701-61.

Example12.7

Following on from the facts on example 1.6, the Division 230
starting value of $100 of the asset exceeds itstax cost setting
amount of $80 by $20.

Therefore, Head Co will indude $5 in its assessableincomein
the year in which it was taken to have acquired the financial
arrangement from the Joining Co, and in each of the three
subsequent income years.
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Elections made by the head company apply to financial arrangementsa
head company istaken to have acquired

12.36 If ajoining entity holds financial arrangements, Division 230
will apply as if the head company had directly acquired those financial

arrangements.

What happens if the joining entity had made a Division 230 election?

12.37 If ajoining entity had made aDivision 230 eection in relation to
its financia arrangements prior to thejoining time, that el ection will not
bind the head company. In other words, the entry history rul e does not
operate to require the head company to use the € ections the joining entity
madeinrdation toits financia arrangements.

What happensif the head company made a Division 230 el ection prior to
thejoining time?

12.38 If ahead company had made a Division 230 € ection prior to the
joining time, the head company applies Division 230 on the basis that the
financial arrangements that it acquired from thejoining entity were
directly acquired from the joining entity. Therefore, the head company
must apply any Division 230 e ection it had made to the financia
arrangements acquired from the joining entity (assuming the gains or
losses on those financia arrangements are still digible to be worked out
under those € ecti ve methods).

12.39  Further, the head company will continue to apply any

Division 230 eection it had madein relation to the financial arrangements
it had prior to the joining time. The head company is not entitled to make
afresh eectionin relation to those financial arrangements because it has
acquired additional financial arrangements from the joining entity.

What happens if the head company had not made a Division 230 € ection
prior to joining time

12.40  If no éection has been made by the head company prior to
joining time, the accrua s/realisation method will apply to all of the head
company’'s financia arrangements. Thisincludes both the arrangements
the head company had prior to thejoining time, aswell as the
arrangements it acquired from the joining entity.

1241  Thehead company will also be eligible to make a Division 230
eectionin relation to all of its financial arrangements after the joining
time, unencumbered by any € ections that may or may not have been
made by thejoining entity.
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Example12.8

Joining Co hasten financial arrangements, and is applying the
accrua g/realisation method in relation to them.

Joining Co becomes a member of Head Co' s consolidated
group.. Head Co has previously d ected to apply thefair value
method to its financia arrangements.

Head Co must apply the fair value method to Joining Co’'s
financial arrangements (assuming it continues to be eigibleto
use the fair value method, and the fair value method appliesin
relation to the financia arrangements).

Financial arrangements consisting of liabilities

1242  Theentry history rule will apply to determine the value of any
liabilities a head company assumes from ajoining entity. Generally this
will bethe original value of theliability, taking into account repayments
of principa etc that may have been madein relation to theliability prior to

thejoining time.

Financial arrangements consisting of both an asset and a liability

1243  Somefinancial arrangements may consist of both assets and
liabilities. In this circumstance, the consolidation provisions may apply
separate y to these assets and liabilities, depending on the facts and
circumstances of the particular financial arrangement [Section 705-58].
However, if afinancid arrangement contains assets and liabilities that are
linked, section 705-59 may apply to the financial arrangement.

Treatment of head companies at the leaving time

1244  If ahead company is applying one of the Division 230 spreading
methods to gains and |osses for afinancial arrangement, the head
company would apply Division 230 asit ordinarily would on the basis that

theleaving timeisthe end of its income year [Subsections 230-140(3), 230-
240(3), 230-240(4), 230-370(3) and 230-370(4) of the TOFA Bill]

Setting the tax cost of head company’ s membership interestsin the

leaving entity

12.45  Under subsection 701-15(3), if an entity ceasesto bea
subsidiary member of a consolidated group, the membership interests that
the head company holds in that entity has atax cost that is set just before
theleaving time at the interest’s tax cost setting amount. The tax cost
setting amount for these membership interestsis set at an amount based on
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the old group’s alocabl e cost amount in the |eaving entity and the market
value of the membership interests.

12.46  Inworking out the old group’s allocable cost amount for the
leaving entity, the head company must work out the terminating values of
al the assets held by the leaving entity (subsection 711-25(1)).

1247  If an asset of thehead company is afinancial arrangement, the
head company’ sterminating va ue for the asset is equal to the amount of
consideration that the head company would need to receive, if it wereto
dispose of the asset just before the |eaving time without an amount being

assessable income of, or deductibleto, the head company under
Division 230. [Subsection 705-30(3B)]

12.48 In other words, the terminating valueis the amount of
consideration the head company would need to receiveif a

Subdivision 230-G balancing adjustment occurred just before leaving time
in order for theresult in Step 3 of the method statement in section 230-395
to benil.

Example12.9

Head Co has an asset that isafinancial arrangement. Leaving
Coisleaving the consolidated group and is taking the financial
arrangement with it. Therefore, the terminating value of the
asset must be worked out for the purposes of determining the old
group’s alocable cost amount.

Head Co provided $100 to acquire the arrangement. It also
received $20 under the arrangement by way of repayment of
principal.

Therefore, the terminating value of the asset isthe amount of
consideration that Head Co would need to receiveif it wereto
dispose of the asset just before theleaving time without a
balancing adjustment arising under section 230-395 —that is,
$80. In thisregard, applying the method statement in section
230-395:

¢ the Step 1(a) amounts would be $20 (being amounts received
under the arrangement) and $80 (being the amount needed to
bereceived in relation to the disposal of the arrangement so
that there is no balancing adjustment); and

¢ the Step 2(a) amount would be $100 (being the financial
benefits provided in relation to the acquisition of the

arrangement).
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Head company to retain any section 701-61 amounts

1249 Inaddition, if ahead company includes amountsin its assessable
income, or is entitled to adeduction, over afour year period under

section 701-61 and an entity |eaves the consolidated group before the end
of thefour year period, the amounts of assessable income or alowable
deductions will continueto attach to the head company. That is, the exit
history rule does not apply to transfer these amounts to thel eaving entity.

Treatment of leaving entities

1250 A leaving entity which commences to hold an asset or liability

that is or forms part of afinancial arrangement after the single entity rule
ceases to apply will apply Division 230 asif the leaving entity takes the

financial arrangements with it. As aresult:

¢ thetax cost of an asset that is or forms part of afinancial
arrangement that the leaving entity takes with it will be the
asset’ s terminating value;

* thevalueof aliability that is or forms part of afinancial
arrangement that the leaving entity takes with it will be the
value of the liability just before theleaving time; and

* theleaving entity will inherit the same Division 230 e ections
the head company had made (if any).

Tax cost of the leaving entity’ s assets

1251 Theexit history rule (section 701-40) will apply to set the tax
cost of an asset that is or forms part of afinancid arrangement that a
leaving entity takes with it at the asset’ sterminating value. Theleaving
entity’ s terminating value for the asset is the same as the head company’s
terminating value.

1252 Theleaving entity’'s tax cost of the asset is not reset to the
Division 230 starting value.

Example 12.10

In example 1.9, Head Co's terminating value for the asset was
worked out to be $80.

Similarly, for the leaving entity thetax cost of the asset will also
be $80. If a Subdivision 230-G balancing adjustment
subsequently occursin rel ation to the asset, the amount provided
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in relation to the acquisition of the asset for the purposes of Step
2(a) in the method statement in section 230-395 will be $80.

Value of liabilities assumed by the leaving entity

1253 Theexit history rulein section 701-40 will apply to set the value
of any liability that is or forms part of a financia arrangement that a
leaving entity takes with it. Asa result, anything that happened in relation
to theliability istaken to have happened to theliability asif it had been a
liability of the leaving entity.

Leaving entity inherits the e ections of the head company

1254  An entity that leaves a consolidated group or MEC group can
also make an el ection under Division 230. Thisis achieved under sections
715-700 and 715-705 of the ITAA 1997.

1255  Hence, provided the requirements of the relevant provisions are
met, aleaving entity may be ableto make afresh e ection that will apply
from theleaving time or, if the election rel ates to an income year, the
income year in which the leaving time occurs.

Eligibility of MEC groups to make Division 230 elections

1256 Thefair value foreign exchangeretranslation, hedging financial
arrangements and reliance on financial reports method for working out
gains and losses on financial arrangements requirethat the entity holding
the arrangement prepares financial reports.

1257 Inthecase of ahead company of a MEC group, these
requirements will be satisfied where:

* tothe extent that the financia arrangements of the group for
that year are taken into account and properly reflected in the
head company’s financia report for that year —the financial
report for that year of the head company of the group
sati sfi es those reqgui rements; and

* tothe extent that the financia arrangements of the group for
that year are not taken into account and properly reflected in
the head company’s financial report for that year, but are
taken into account and properly reflected in the financial
report of the top company — thefinancial report for that year
of thetop company of the group satisfies those reguirements.
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Interactions with the Division 230 transitional measures

Application of Subdivision 716-A to transitional balancing adjustment
amounts

1258  Subitem 121(2) provides for atransitional ba ancing adjustment
for financial arrangements that arein existence at the time Division 230
commences. Subitem 121(14) provides that atransitional balancing
adjustment is to be spread evenly over four income years where an entity
has madethe transitional balancing adjustment € ection.

1259  Given that thisamount is spread over two or more income years
by including part of the original amount in the same entity’s assessable
income, or alowing part of the original amount as adeduction to the same
entity, Subdivision 716-A may apply in relation to these transitional

bal ancing adjustment amounts.

Example12.11

Joining Co has made atransitional balancing adjustment e ection

which would incdlude $250 in that entity’ s assessabl e income
every income year from 2010-11 to 2013-14.

On 1 January 2011 Joining Co joins a consolidated group.

Subdivision 716-A appliesin relation to the $250 to be included
in the entity’ s assessabl e income over the current income year.
For the purposes of section 716-15, the spreading period isthe
period from 1 July 2010 and 30 June 2011, or 365 days. Joining
Co’'snon-membership period is 1 July 2010 to 31 December
2010, or 184 days. Joining Coisasubsidiary member of the
consolidated group for the remaining 181 days of the spreading
period.

Joining Co's assessable income for the non-membership period
incudes:

$250 x 184/365 = $126.03.

Head Co's assessableincome for the 2010-11 income year
incudes:

$250 x 181/365 = $123.97.
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Exit history rule not to affect transitional balancing adjustment
amounts

1260 If ahead company makes an eection under subitem 121(2)
relating to financial arrangements held by an entity that subsequently
|eaves the group, to reduce compliance costs, the transitional balancing
adjustment will remain with the head company. [Section 715-380]
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Chapter 13

Commencement, transitional and
iImplementation issues

Outline of chapter

13.1 This chapter explains:

* when the provisions of Division 230 begin to have effect; and

¢ how financial arrangements that ataxpayer has at the time
Division 230 beginsto have effect may betreated under this
Division.

Overview of commencement, transitional and implementation
issues

Application of Division 230

132 Division 230 will apply to all financial arrangement that a
taxpayer startsto have during income years commencing on or after 1 July
2010.

133 Financial arrangementsthat ataxpayer acquired before 1 July
2010 and still hason 1 July 2010 will not be subject to Division 230
unless the taxpayer makes an € ection for Division 230 to apply to them.

Consequences of making transitional election

134 Where ataxpayer makes the transitional € ection atransitional
balancing adjustment is made. Thetransitional balancing adjustment
compares the amounts subj ect to tax under the existing tax |aw with
amounts that would have been brought to account under Division 230.

135 If thetransitional balancing adjustment is positive a quarter of
this amount will be included in the taxpayer’s assessable income for the
first income year that Division 230 applies and each of the next 3 years.
Conversdly, if the transitional balancing adjustment is negative a quarter

{ Field Code Changed




-« -

of thisamount may be alowed as adeduction for the first income year
that Division 230 applies and each of the next 3 years.

Deferred tax liabilities and deferred tax assets

13.6 Where ataxpayer has elected to rely on ther financial reports
and has a deferred tax asset or tax liability amount isin respect of a
Division 230 financial arrangement use this amount immediately before
thefirst income year for the purposes of determining the balancing
adjustment amount. Thisisto reduce compliance costs relative to
undertaking individual calculations for al existing financia arrangements.

13.7 A deferred tax asset or adeferred tax liability isrecordedin a
taxpayer’ s financia reports where the financia year in which ataxpayer
recogni ses an amount of income or an expense for tax purposes is
different to the year in which the taxpayer entity recognises the income or
expense for financial accounting purposes.

PAYG transitionals

13.8 Where the taxpayer has a balancing adjustment this amount must
be spread evenly over therelevant 4 income years for i nstalment income
purposes. During each instalment guarter they will be taken to have made
again or loss that is equal to one guarter of the annual balancing
adjustment amount, that is, one sixteenth of thetotal balancing adjustment
amount.

Offshore banking units

An offshore banking unit will not be taken to have breached the rule
limiting its use of non-offshore banking money whereit has made a
transitiona election to have Division 230 apply to all of thefinancia
arrangementsit has at the start of the first applicable income year and a
bal ancing adjustment arises under those provisions.

Context of amendments

139 Division 230 will apply to income years commencing on or
after 1 July 2010. Taxpayers are also ableto elect to apply Division 230
to income years commencing on or after 1 July 2009. At thetime
Division 230 first applies, taxpayers may have financia arrangements on
hand which in earlier years were subject to the existing law. Generaly,
such arrangements will not be subject to Division 230 unless the taxpayer
eects for the Division to apply.
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Commencement, transitional and implementation issues

13.10 Generdly, financia arrangements which ataxpayer has prior to
Division 230 commencing will continueto be subject to the current law
(and not be subject to the provisions of the Division) induding for income
years after the commencement of the Division. An exception to this
genera ruleis where ataxpayer eectsto have Division 230 apply to all
financial arrangements they have at the time the Division commences.

Summary of new law

13.11 Division 230 will apply to income years commencing on or after
1 July 2010. Taxpayers are also ableto € ect to apply Division 230 to
income years commencing on or after 1 July 2009.

13.12  Division 230 will apply to financial arrangements a taxpayer
first startsto have in an income year commencing on or after 1 July 2010
or on an dective basisto financial arrangements first held in held in
income years commencing on or after 1 July 2009.

13.13 A taxpayer may dect to have Division 230 apply to financial
arrangements that woul d otherwise be the subject of the Division, that
were entered into prior to the first income year in which the Division
applies, and that the taxpayer holds at the start of that year. In respect of
such existing arrangements, atransitional ‘balancing adjustment’ (see
paragraphs 13.29 to 13.46) will be calculated and spread evenly over the
first applicableincome year (thetaxpayer’s first income year commencing
on or after 1 July 2010 — or on or after 1 July 2009 as appropriate) and

the foll owing three income years. 1 Formatted: Space After: 18 I
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Comparison of key features of new law and current law
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Detailed explanation of new law

Commencement date

means that for ataxpayer with a substituted accounting period ending on
31 December, Division 230 will apply on a mandatory basis for the
substituted accounting period commencing on 1 January 2011.

with asubstituted accounting period ending on 31 December will be able
to dect to apply Division 230 for the substituted accounting period
starting on 1 January 2010. For consolidated groupsit is the head
company that makes this election. Where ataxpayer makesthis election,
they must do so on or before thefirst lodgment date that occurs on or after
1 July 2009. [Schedule 1, Part 3, subitems,120(2) and (3)],

13.16
ending on 31 December, theincome year to which Division 230 will first
apply will depend on whether the taxpayer isan ‘early balancer’ or a‘late
balancer’.

13.17 Where ataxpayer is an early balancer, Division 230 will apply
mandatorily to income years beginning on 1 January 2011, that is, to the
2011 income year. Where an e ection is made under subitem 120(2),
Division 230 will apply to income years beginning on 1 January 2010,
that is, to the 2010 income vear.

13.18 Where ataxpayer isalate balancer, Division 230 will apply
mandatorily to income years beginning on 1 January 2011, that is, to the
2010 income year. Where an e ection is made under subitem 120(2),
Division 230 will apply income years beginning on 1 January 2010, that
is, to the 2009 income year.

Example 13.1; Commencement Date

BJ Investments Co is an investment company whose income
year ends on 31 December in lieu of 30 June. AsDivision 230
appliesto income years commencing on or after 1 July 2010 (or
1 July 2009 where an € ection is made under subitem 120(2)),
the first income year to which BJ Investments Co will be
required to apply Division 230 will commence on 1 January
2011(or 1 January 2010 if an e ection is made under subitem
120(2)).
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Commencement, transitional and implementation issues

Application to new financial arrangements

1319  Division 230 appliesto al financial arrangements (that are
subject to the Division) that the taxpayer startsto havein theincome year
in which the Division first appliesto the taxpayer, and to financia

arrangements the taxpayer startsto have in any subsequent income year.

1320 A taxpayer may dect that Division 230 also apply to dll
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financial arrangements that they started to have prior to the first income
year in which the Division applies to the taxpayer, and which the taxpayer
still has at the timethe Division first applies to thetaxpayer (‘existing

1321 Thedectionto bring existing financia arrangements within the
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Commissioner of Taxation (Commissioner) on or beforethe
first date for lodgment of an incometax return of the
taxpayer (lodgment date) that occurs on or after the start of
thefirst gppli cable income year to which the Division applies

1322  Taxpayers who are excluded from Division 230 as aresult of the
application of subsections 230-405(1) to (3) are ableto € ect to have
Division 230 apply to all their financia arrangements

(subsection 230-405(5)). Where avalid e ection is made under

subsection 230-405(5) the taxpayer is also ableto € ect, under subitem
121(4A), to have Division 230 apply to all their existing financial
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arrangements will be recognised as ‘revenue gains' and ‘revenue | 0sses'.
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1331 Theresult from the cal culation above (which must takeinto

account al ‘pre-existing financial arrangements’ to which thetransitiona

election applies) will be brought to account (as either assessabl eincome

| wherethereis apositive amount or as an allowable deduction where there
isanegative amount) in equal instalments over the first income year to
which Division 230 applies to the taxpayer and the following three
income years. That is, one quarter of the balancing adjustment is brought

Application of the transitional balancing adjustment to financial
arrangements

| 1332 When undertaking abalancing adjustment in respect of existing
financial arrangements, it isimportant to note that the values that are )
included at each step are positivenumbers. That is, an amount that is

included at steps 2 and 4 is not a negative amount becauseit is, or would

—
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Commencement, transitional and implementation issues

BJ Investments Co is an investment company whose tax and
accounting year ends on 30 June. It holdstwo portfalios of
shares, details of which are

» PortfolioNo. 1 contains 1,000 shares in Johnny Co. The |
shares were acquired for $5 per share, that is, the cost of this
portfolio was $5,000. This portfolio of shareswas acquired

on 30 January 2007;and | {(peteted: 2006 )
» Portfolio No. 2 contains 2,000 shares in Buddy Co. The
shares were acquired for $10 per share, that is, the cost of this
portfolio was $20,000. This portfolio of shares was acquired { Deloted: 2008 ]
on30March2005. | beleted:
Assumptions
<] Formatted: Space Before: 0 ‘
» Theshares are held on revenue account. pt, After: 0 pt
* Nodividends are paid during the period in which
BJ Investments Co holds the shares.
- { Deleted: 2008 ]
 Division 230 appliesto BJ Investments Co from 1 July 2009. |-
. ,{ Deleted: 2008 ]
« On30Junepooo:
— BJInvestments Co makes an dection under Subdivision
230-C to fair value Division 230 financia arrangements
that are fair valued in its financ d reports with effect from -
1myp009, Jlx/{Deleted. 2008 )

— BJInvestments Co also makes an d ection to apply
Division 230 to al existing financial arrangementsthat it
has at the start of the income year in which Division 230
first gppliestoit;

— BJInvestments Co always satisfies the requirements of
Subdivision 230-C to allow it to continue to apply the fair
value éection to relevant financia arrangements,

— thesharesin Portfolio No. 1 and Portfolio No. 2 are fair
valued in thefinancia reports of BJ Investments Co;

— thefair value of Portfolio No. 1 had increased to $7,500 |
—that is, $7.50 per share; and

— thefair value of Portfolio No. 2 had decreased to $8,000 |
—that is, $4 per share.

/{ Formatted: right footer, Left J
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¢ On 20 June 2010 BJ Investments Co disposes of all sharesin:«-~ {

— PortfolioNo. 1 for $8,000 — that is, $8 per share; and

— Portfolio No. 2 for $10,000 — that is, $5 per share.

Transitional balancing adjustment calculation

In light of the above facts, the balancing adjustment would be
caculated as follows:

Sep 1 —Amountsthat would beinduded if Division 230 had
applied from thetime Portfolio No. 1 was acquired — that is,
thefair value gain on Portfolio No. _1 as at 30 June 2008
(notional assessable amount).

$2500

Sep 2 — Amounts that would be deductible if Division 230
applied from thetime Portfolio No. 2 was acquired — that is,
thefair valueloss on Portfolio No. 2 as at 30 June 2008
(notional deductible amount).

Sep 3— Amountsthat have been induded in assessable income
from the time the taxpayer started to have the financia
arrangement (actual assessed amount),

Sep 4 — Amounts that have been allowabl e as deductions from
thetime the taxpayer started to have the financial arrangement
(actual deducted amount),

Sep 5 — Add the notional assessabl e amount to the actual
deductible amount,

($2,500 + $0) = $2,500

Sep 6 — Add the actual assessed amount to the notional
deductible amount,
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Commencement, transitional and implementation issues

Asthe step 6 amount exceeds the step 5 amount, the excess
($9,500) is alowabl e as adeduction as a ba ancing adjustment.
The balancing adjustment is spread evenly over the first
applicabl e income year and the next three years.

13.34

respect of financial arrangements held at the commencement of
Division 230 isto place those financial arrangementsin the same position

that they would have been had they been subject to Division 230 from the

subiten 23,10

1335  Jn Example 3.2 when BJ Investments Co disposes of the shares ™

that comprise Portfolios No. 1 and 2 they make: '

\

» anoveral gain of $3,000 in respect of PortfolioNo. 1. The
gain is comprised of the $2,500 that was included in the
transitional balancing adjustment and a further $500 that is
the difference between the proceeds on disposal and the fair
value of the portfolio at the start of the income year in which
the disposa occurred; and

» anoverdl loss of $10,000 is respect of Portfolio No. 2. The |
lossis comprised of the $12,000 that wasincluded in the
transitional balancing adjustment and a $2,000 gain that is
the difference between the proceeds on disposal and the fair
value of the portfolio at the start of the income year in which
the disposa occurred.

Deferred tax liabilities and deferred tax assets

1336  Wherethefinanda year in which an entity recognisesan _
amount of income or an expense for tax purposes is different to the year in
which the entity recognises theincome or expense for financial

accounting purposes, the entity will record in its financia reports a

deferred tax asset or adeferred tax liability in accordance with Australian

Accounting Standard AASB 112 Income Taxes (AASB 112).

13.37

Y P

» ataxpayer has made an eection to rely on ther financia
reports (under subdivision 230-F); and

» anamount in adeferred tax asset account or a deferred tax
liability account isin respect of a Division 230 financial
arrangement,that is subject to subdivision 230-F;

< |
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asset account or deferred tax liability account in the taxpayer’ s financia

1343

assessabl e amount recorded in a deferred tax asset account, the
attributabl e assessabl e amount is reduced to the extent that it represents
unused tax credits and is then grossed up in accordance with

1344

deductibl e amount recorded in a deferred tax liability account, the )

attributabl e deductible amount is reduced to the extent that it represents
unused tax credits and is then grossed up in accordance with

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,

1345

tax rate taken into account in working out the attributable assessable
amount or attributabl e deductible amount (the rel evant tax rate), would
usualy be thetax rate prevailing on the day that the amountsin the
deferred tax asset or deferred tax liability were cd culated or subsequently
adjusted because of a changein tax rates. Example2in Appendix B of
AASB 112 illustrates how a changein tax rateis recorded in the deferred
tax asset account or deferred tax liability account. Any cal culations or
adjustments made to these accounts are considered to have been madein
working out the attributable assessable amount or attributable deductible

up amount under subitem,121(13), the

1346  Where no amount of the deferred tax liability isin respect of @
financial arrangement, the taxpayer must rely on the method statement to

determine whether there is a notiona assessable amount or a notional

Pay as you go — transitional and application

1347  Theresult from the calculation above (which must takeinto
account all ‘pre-existing financial arrangements’ to which the transitional
election applies) will be brought to account (as either assessabl eincome
wherethereis apositive amount or an all owable deduction where thereis
anegative amount) in equal instalments over thefirst income year to
which Division 230 applies to the taxpayer and the following three
income years. That is, one quarter of the balancing adjustment is brought
to account in each of these four years.
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1348  Wherethetaxpayer has cal culated the amount of thebalancing ~_ { Deleted: 1234, )
adjustmefit-that 1ste beinctuded in their taxableincome fer anincome --- -~
year, they must spread this amount evenly over the rel evant income year

for instalment income purposes. That is, during each instalment quarter

they are taken to have made again or loss that is equal to one quarter of

the annual balancing adjustment amount — that is, equal to one sixteenth

of thetotal balancing adjustment amount. [Schedule 1, Part 3, subitem 121(14)] - { Deleted: 99 )

Impact of the transitional balancing adjustment on offshore banking units

1349  Anoffshore banking unit will not befaken to have breachedthe -~ | gion 19180 of the ITAA 1936

B ,1 Deleted: 12.35. In applying ’

rulelimiting its use of non-offshore banking money in section 121EH of . | (relatingto

the ITAA 1936 whereit has made atransitional election under subitem 1 Deleted: units) the transitional ’
101(2) to have Division 230 apply to al of the financiad arrangementsit * | balancing adjustment isto

has at the start of the first applicableincome year and a balancing { Deleted: disregarded ]

adjustment arises under those provisions. Where the offshore banking
unit makes this d ection, the bal ancing adjustment amount is brought to
account as assessabl eincome or an all owabl e deduction over the first four
years of Division 230 applying to the offshore banking unit. Such
additional assessableincome could, in the absence of this special
transitional rule, in various ways cause the offshore banking unit to breach
the 10 pe cent limit set in section 121EH. Any balancing adjustment is
also not to be taken into account in determining the effects of breaching
thelimit nor should it mean that the offshore banking unit would not

breach the limit when it would otherwise do so. [Schedule1,pPart 3, subitem - { Deleted: Part )
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Case studies

Outline of chapter

441 Thischepter includes case studieswhichillustratehow _
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Division 230 will apply to:

» adeferred settlement;

)

)
J

» afinancial arrangement where the retranslation method has | peleted: aninteret e swepit )
beendected;, __{ Deleted: and
» finanda arrangements over which the parties have agreed to
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Deferred settlement scenario

Go Coisatransport company with an aggregated turnover of
over $100 million. Go Co has not made any of the e ections
available under Subdivision 230-C, 230-D, 230-E or 230-F.

Big Rig Coisaheavy vehideretail company with an aggregated
turnover of over $100 million. Big Rig Co has not made any of
the el ections available under Subdivision 230-C, 230-D, 230-E
or 230-F.

On 1 May 2011, Go Co entersinto an agreement with l{ Deleted: 2010

Big Rig Co to purchase a refrigerated truck for its fleet, with the

payment of $100,000 for the vehicleto occur on 30 June2014. | - { Deleted: 2013

_{ Deteted: 2010

Keep lines together

1. Application of Division 230 to Go Co

Formatted: Keep with next,

Does Go Co have a financial arrangement under the
agreement to purchasethetruck?

Under the agreement to purchase the truck Go Co has aright to

receive afinancia benefit (the truck) on 1 June 2011 and an |- -{ Deleted: 2010
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$100,000) on 30 June2014. For the purpose of Division 230the -
right and the obligation are one arrangement (subsection

230-60(4)).

not have a finandia arrangement as.

although the $100,000 payment is a cash settlable financial
benefit (paragraph 230-50(2)(a)) and an obligation to provide
such abenefit can constituteafinancial arrangement

theright to receive the truck, which isunder the same
arrangement, is:

— not a cash settlable financia benefit; and

— not insignificant in comparison with the obligation to pay
the $100,000 (subparagraphs 230-50(1)(d) to (f)).

ontime, Go Cowill have afl nancial arrangement as the only
right or obligation existing under the arrangement from that time
isto a cash settlable financial benefit that isthe obli gaIion to '

section 230- 50 notel).

What arethe gainsand losses under thefinancial /
arrangement?

Jor the purposes of Division 230 Go Cois taken to have

received finandia benefits equal to the market value of thefruck / { Deleted: areto be

/

whenjtisdelivered. This financial benefit which Go Cois

into account in cdcul ating any gain or loss from the financia
arrangement. Supposethe truck has a market vaI ue of $73, 561 ,

taken to be received and the financid benefit of $1OO 000 which
is to be provided under thefi nanC| a arrangement, Go Cowill

-{ Deleted: 2013 )

~{ Deleted: 2010 )

/{ Deleted: - ]

- ‘{ Deleted: and ]

/| a thetime

/| the financial arrangement

/ gpplication of thisrule will involve
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{ Deleted: 2013 )

) Deleted: As Go Co has started to

have afinancid arrangement from
1 July 2010 in respect of the
delayed consideration for
acquiring the truck, for

Deleted: financia arrangement

Deleted: Go Co started to have

(subsection 230-440(2)). These
financial benefits

Deleted: The practica

Go Co determining the present
value (ie, the value on

Deleted: 2010) of the obligation
to pay $100,000 on 30 June 2013.
Assuming an interest rate of 10 per
cent and daily compounding, the
value of Go Co'’s obligation to pay
$100,000 on 30 June 2013 is
$74,546.58 & 1 June 2010. Under

subsection 230-440(2), this

{ Deleted: 7454658

" { Deleted: 25453.42

_{ Deleted: 2013
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amount of that financial benefit is fixed at $100,000 (paragraph
230-120(2)(b)), thereis a sufficiently certain overall loss
(subsection 230-110(1)) which is required to be accrued
(subsection 230-105(2)).

_{ Deleted: 25453.42

Spread:

» over the period starting when Go Co startsto have the

financia arrangement, that is 1 June 2011, and endingwhen | - { Deleted: 2009

will be held for therest of itslife, that is, until 30 June2014 | _-{ Deleted: 2013

(subsection 230-130(1));and

Deleted: 12 months. However,
/| astheterm of the financial

 using a compounding accruals method with compounding /| arrangement is 37 months, Go Co
intervals of not more than 12 months (subsections 230-135(2) /| usesacompounding period or
and (3)) K interva of one

' Deleted: for the period between
/7| 1June 2010 and the 30 June 2010

In spreading the loss Go Co uses compounding periods (or 7| (sibsection 230-135(3))
intervals) of pnemonth, z { Deleted: remaining

As each of the compounding intervals fall wholly within one ) - [ Deleted: Table13.1

income year the accrued loss from each interval istaken to have /| Formatted: Table Heading
been made in theincome year in which theinterval falls (section /| (outside table), Indent: Left:
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< L7
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Year ending | Amortised Accrued Cash flows Amortised | [ Deleted: 2010
cost (year | lossfor tax cost { Deleted: 586.26
start) purposes (year end) /' | Deleted: $74546.58
(@ (b) (© (a) + (b) — (c) { Deleted: -$75,132.85
30June2011 | $000 | _ $613 | S3561 | #4174 | { Deleted: 2011
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What isthe cost of the truck?
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In addition to the loss on the financial arrangement, and on the
assumption that Go Co usesthetruck for the purpose of
producing assessableincome, the company is dso entitled to
claim a deduction for the declinein value on the truck acquired
under the agreement.

Although Go Co pays $100,000 under the purchase contract, the
cost of thetruck for the purposes of cal culating the deduction
under Division 40 of the I TAA 1997 isthe market value of the

Jdruck (the ‘thing’ in terms of section 230-440) at thetimejtis - { Deleted: financial arrangement
£cquired (paregraph 230-440(2)(b)). Therefore, thecost of the - {pejeted: the financial
truckis§s3s61. . | arangement

{ Deleted: first held

2. Application of Division 230 to Big Rig Co (subsection 230-440(1

{ Deleted: 7454658

o J I J

Does Big Rig Co havea financial arrangement under the
agreement to purchasethetruck?

Under the agreement to sdl thetruck, Big Rig Co has an
obligation to provide a financial benefit (the truck) and aright to
receive afinancial benefit (the payment of $100,000). For the
purpose of Division 230, theright and the obligation are one
arrangement (subsection 230-60(4)).

_{ eleted: 2010

does not have a financial arrangement as:

« athough the $100,000 payment is a cash settlable financial
benefit (paragraph 230-50(2)(a)) and aright to receive such a
benefit can constitute a financia arrangement
(paragraph 230-50(1)(a)); and

 theobligation to provide the vehid e which isunder the same
arrangement is:

— not a cash settlable financia benefit; and

— not insignificant in comparison with the right to receive {D eS—
_-1De :

_{ eleted: 2010

However, from 1 June 2011 whenthe vehicleisddivered, -
Big Rig Cowill have afinancial arrangement as the only right or
obligation existing under the arrangement from that timeisto a

cash settlable financial benefit, that is the right to receive
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230-50, note 1).

What arethe gainsand losses under thefinancial
arrangement?

AsBig Rig Co has started to have afinancid arrangement at
providing the vehide, for the purposes of Divison230
Big Rig Coistaken to have provided financia benefits equal to
at the time when

amount isthe value of the financial benefit taken to have been
provided by Big Rig Co. LS

taken to be provided and the financial benefit of $100,000 which \
isto be received under the financial arrangement, Big Rig Co

\\

the amount of that financial benefit is fixed (a $100,000) R

T
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$100,000 on 30 June 2013.9
Assuming an interest rate of 10 per
cent, the value of Big Rig Co’s

Vil right to receive $100,000 on
(paragraph 230-120(2)(b)), there is asufficiently certain overall - | [ 30June 2013
gain (subsection 230-110(1)) which is required to be accrued 111\ Deleted: 74,546.58

(subsection 230-105(2)). Y
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arrangement, that is1 June 2011, and endingwhen | (_Deleted: 2545342
Big Rig Cowill ceaseto have the arrangement assumingthat ~ ~~~ { Deleted: 2010
it will beheld until maturity, that is 30 June 2014 (subsection | - { Deleted: 2013

230-130(1));

using a compounding accruals method with compounding /!
intervals of not more than 12 months (subsections 230-135(2)
and (3)). /
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: 12 months. However,
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As each of the remaining compounding intervas fall wholly
within oneincome year the accrued gain from each interval is
taken to have been madein the income year in which the
interval falls (section 230-140).

What arethe proceeds of the sale of the truck?

In addition to the gain on the financia arrangement, Big Rig Co
has also sold atruck. Although Big Rig Co is entitled to
$100,000 under the sal e contract, the amount of the benefit that
Big Rig Coistaken to have obtained for the truck is the market

value of the jruck (the‘thing’ in terms of section 230-440) at the -

timeit started to have the financia arrangement
(paragraph 230-440(2)(a)).

Accordingly, if thetruck istrading stock in Big Rig Co’ s hands,
the amount for which it istreated as having sold trading stock is
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Year ending Amortised Accrued Cash flows Amortised
cost (year gain for cost
start) tax (year end)
purposes
@ (b) (©) @+ (b —()

30June201l |  $000 | $13 | H7356L | B 4174 |
30June2012 | JBralvA | $g/67 | %000 | $81941
30June2013 | $81941 | $880 | 000 | $90521
30June2014 | $90,521 | $9479 | $100,00000 | $000
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Casestudy 2:

/[Cm

Formatted: Indent: Left: 2

Deleted: Aninterest rate swapf
An interest rate swap scenariof
On 1 July 2011 Spendid Co
entered into an interest rate swap
agreement with Big Bank Co.
Under the swap the notiona
principa is$100 million. The
term of the swap is three years.
Both fixed rate payments and
floating rate payments are due on
30 June 2012, 30 June 2013, and
30 June 2014. Under the swap,
Spendid Co makes fixed rate
payments and receives floating rate
payments and Big Bank Co makes
floating rate payments and receives

Balancing adjustment for the qualifying foreign exchange account
Qualifying foreign exchange account scenario

Kwala Co isatoy company, with an annua turnover of over
elective basis from 1 July 2009 and chooses not to make a
transitional € ection to bring existing financial arrangements
which it holds within the operation of Division 230.

Kwala Co has an account denominated in US dollars (US$)
which it dectsto retranslate under the qualifying foreign

exchange accounts el ection (subsecti on 230-220(5)). Kwala Co

does not elect to make the general retranslation election. If it

had, Kwala Co would not have been ableto make a separate
qualifying foreign exchange accounts el ection because the
relevant qualifying foreign exchange account isa foreign

currency denominated financial arrangement and would have

been subject to the operation of thegeneral dection. The
qualifying foreign exchange accounts e ection applies from

fixed rate payments.
Fixed rate payments are
determined by the fixed
rate prevailing at the

\| determined by the floati

commencement of the swap.
Floating rate payments are

interest
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1 July 2009, the beginning of theincome year in which the
election ismade. The account was opened on 7 July 2008.

In order for the quaifying fore gn exchange accounts el ection to
apply, Kwala Co must apply abalancing adjustment cal cul ation
under Subdivision 230-G to capture the foreign exchange gain or
loss not aready brought to account under another method
availablein the ITAA 1936 or the ITAA 1997 for bringing to
account foreign exchange gains and losses. Prior to making the
qualifying foreign exchange accounts el ection, Kwala Co was
bringing fore gn exchange gains and | osses to account under
Division 775 of the ITAA 1997. Kwala Co was using the
weighted average rateto determine the foreign currency gain or

loss.
_{ Deleted: Table13.1
Table14.3; Qualifyingforeign exchangeaccountinUS$ t/\ o T{ Fjr:::ied?blnedeitieﬂ: 3.17 :
Date Transaction Debit Credit Balance . { 'C::mi';a:e:e;z;i flp[:t ]
7 July 2008 ?Vﬁge%?snt «.| 30000 | 3B000CR | ~o \\{ Formatted Table J
20 Jly 2008 Deposit 25000 | 63000 CR *{ Formatted: Font: Not ltall )
30 August 2008 Interest 945 | 639.45CR % :’:ma:_ej; 2 ol
7 September 2008 | Withdrawal 75.00 %445CR | ¢ Fjr:::tt.ed — [ (126] ]j
15 October 2008 Withdrawal 50.00 514.45 CR
2 December 2008 Deposit 234.00 74845 CR
14 January 2009 Deposit 1,693.40 | 2,441.85CR
30 June 2009 Interest 36.63 247848 CR
30 June 2009 Closing balance 2,478.48 CR
11 July 2009 Deposit 360.00 | 2,83848 CR
12 August 2009 Withdrawal 240.00 2,598.48 CR
30 October 2009 Deposit 38.98 2,637.46 CR
15 March 2010 Deposit 456.00 | 3,093.46 CR
30 June 2010 Interest 46.40 3,139.86 CR
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Table 14.4: US$/A$ exchangerates «| .- | Deleted: Table1314 )
OO A% < { Formatted: Font: 11 pt J
Date EXChange rate - N : Formatted: Indent: Left: 3.17
7Ju|y 2008 0.755 cm, Space Before: 0 pt, Don't
’ * | keep lines together
7 uly 2008 0.760 \{ Formatted Table J
20 July 2008 0.706
30 August 2008 0.740
7 September 2008 0.752
15 October 2008 0.760
2 December 2008 0.789
14 January 2009 0.770
30 June 2009 0.740
30 June 2009 0.740
11 July 2009 0.720
12 August 2009 0.751
30 October 2009 0.770
15 March 2010 0.766
30 June 2010 0.780
- /,{ Deleted: Table13.15 ]
Table 145’, ,Q'YJ39?,??5,"‘!@'9,“@@,@‘@[@@? ,,,,,,,,,,,,,,,,, ] - Formatted: Indent: Left: 3.17
. . ) N cm, Space Before: 0 pt, Don't
Date Weighted Debit Credit Balance Fdreign ‘ keep lines together
average A$ A$ A$E g::r?%ge Formatted: Font: 11 pt J
7 July 2008 0.760 50000 | 500.00 CR e ormarted Toble )
Y : : : - { Deleted: 7uly 2008 [ 1297 ]
20 July 2008 0.737611940 338.93 854.11 CR o
{ Formatted Table J
30 August 2008 | 0.737647120 12.81 866.88 CR
7 September 2008 | 0.737647120 | 101.67 765.20 CR -1p4
15 October 2008 | 0.737647120 | 67.78 697.42 CR -199
2 December 2008 | 0.752969212 310.77 994.00 CR
14 January 2009 | 0.764698587 2,214.47 | 3,193.22 CR
30 June 2009 0.764321564 47.92 3,242.72 CR
30 June 2009 3,349.30 CR
11 July 2009 0.758400526 474.68 3,742.72 CR
12 August 2009 | 0.758400526 | 316.46 3,426.26 CR 3.12
30 October 2009 | 0.758569414 51.39 3,476.89 CR

8The A$ equivalentsin the above table have been calculated on the basis of the weighted

average costs for each deposit and withdrawal.
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(No border)
15 March 2010 0.759655668 600.27 4,072.19 CR
30 June 2010 0.759948582 61.06 4,131.67 CR
T TS Deleted: <#>Table 13.16:
Using theweighted average method avail able under the DiyisionI 775f forigg exchange
Division 775 income tax regulations, Kwala Co brings to ettt or the 2008-09 tax
account a foreign currency loss of $3.93 for the 2008-09 income Year end summary 2008-09 tax
year. year asat 30 June 2009( " T130]
Table 14.6:_Subdivision 775-E foreign exchange gain or 10ss
(retranslation eection)
Closing balance $3,349.30 < {Formatted Table J
Less opening balance 0
Less deposits -$3,412.18
Add withdrawals $165.52
Foreign exchange gain $102.64

The foreign currency gain or | oss which would have been
brought to account using a retranslation method would have

been $102.64.

Table147; Balanding adjustment required on qualifying  * -~ LDeleted: Table1315 )

foreign exchange election commencement . { Formatted: Font: 11 pt )

— - - Formatted: Indent: Left: 3.17
Division 775 forel an eXChange galn/I 0ss -$3.93 “~ ~ cm, Space Before: 0 pt
Division 230 foreign exchange gain/loss $102.64 ) { Formatted Table ]

(retranslation balancing adjustment)

Baancing adjustment $106.57

The additional foreign currency gain required to be brought to
account under the ba ancing adjustment provisionsin
Subdivision 230-G (section 230-395) is therefore $106.57.
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PV Enterprisesisan Australian resident company with an annual with next, Don't keep lines
aggregated turnover in excess of $100 million. It has not made together
any el ections under Division 230. It currently holds a number of
bonds which, dueto its business practices, it typically accrues
gains and |losses over intervals equal to itsincome years.

Forward contract scenario

For both taxati on and accounting purposes, the functional
currency for PV Enterprisesis Australian dollars.
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PV Enterprises entersinto the following transactions.

Acquisition of an Aussie bond

l /{Deleted: 2008

with aface value of $1,600 on the secondary market for $1,000
(the Aussie bond). At thetime of acquisition, the Aussie bond

has five years remaining of itsterm (ie, it is dueto mature on

l _{ Deleted: 2013

l /{Deleted: 2009

1 July 2014 for abond with aface vaue of US$1,300dueto - { Deleted: 2012
- { Deleted: 2014

At the time of entering into this contract, prevailing market rates
have fallen somewhat so the value of the Aussie bond is $1,164.

A USbond carrying aright to receive US$1,300 on

30 June 2016 has amarket valueat 1 July 2011 of US$850. | - { Deleted: 2014
Also at thistime, the prevailing USS/A$ exchange rateis 0.73, - { Deleted: 2009
so that in Australian dollar terms the US bond has a market

value of $1,164.

Settlement of theforward contract

l _{ Deleted: 2012

under the forward contract in exchange for receiving the
US bond.

At thistime its Aussie bond isworth A$1,500.

The US bond at thistimeisworth US$1,100. The US$/AS$
exchangerate prevailing at thistimeis 0.80. Accordingly, a
this time the US bond has a market value of A$1,375.

Redemption of the US bond

l _{ Deleted: 2013

l _{ Deleted: 2014

face value of US$1,300. At thistimethe US$/A$ exchangerate
has fallento 0.75, so PV Enterprisesis taken to have received

A$2,080 on redemption of the US bond. { Formatted: right footer, Left
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Economic summary

Under the entirety of thisarrangement, PV Enterprises has paid
out $1,000 for the Aussie bond and istaken to have recei ved
A$2,080 under the US bond, making an overall economic gain
of A$1,080.

] Formatted: Keep with next,
PV Enterprises’ Aussie bond Keep lines together

Financial arrangement

The Aussie bond hdd by PV Enterprisesis afinancial
arrangement consisting of a cash settlableright to receévea
financid benefit (the A$1,600 on redemption) (section 230-50).
Moreover, as the amount PV Enterprises paid for the bond
(A$1,000) isintegral to calculating any gain or loss on the
financid arrangement, it is taken to be an amount

PV Enterprises provided under its Aussie bond financial
arrangement (subsection 230-65(1)).

Application of accruals methodology

Asoutlined above, the only financial benefits under the
arrangement are PV Enterprises’ $1,000 payment for the

Aussie bond (taken to be provided under the arrangement
pursuant to section 230-65), and the $1,600 it has aright to
receive on maturity. The $1,000 acquisition cost, having aready
been provided by PV Enterprises, and theright to receive $1,600
on maturity, being reasonably expected and for a fixed amount,
are both sufficiently certain (subsections 230-120(2) and (9)).
Therefore, PV Enterprises has, from thetime it acquiresthe
Aussie bond, a sufficiently certain overdl gain from the
financia arrangement of $600 (subsection 230-110(1) and
paragraph 230-110(2)(a)). This $600 overal gain is subject to
the accruals method in Subdivision 230-B (subsection 230-
105(2)).

Under the accruas method, PV Enterprises will spread the $600
over the entire five-year remaining term of the bond using a
compounding accrual s method, or a method whose results
reasonably approximate this method (subsection 230-130(1) and
section 230-135).

Because of the circumstances of its business and how it treatsits
other bonds for tax purposes, PV Enterprises will accrue any
gains and losses it makes on its Aussie bond over 12-month

[ Field Code Changed ]
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intervals ending on 30 June each year (subsections 230-85(3)
and 230-135(3)).

Thegain or loss from PV Enterprises’ Aussie bond under a
compounding accruals method can therefore be calculated as
follows (this calculation reveals a9.86 per cent effective interest
rate for the Aussie bond).

Ao~ { Formatted: Font: 11 pt

B ,{ Deleted: Table13.19

Year ending | Amortised | Accrued gain Cash Amortised |\ Formatted: Indent: Left: 3.17
cost (year | for tax purposes |  flows cost (year S Space Before: 0 pt, Keep
N ines together
start) end) N
‘. | Formatted: Keep lines
€) (b) (9 @+ -( \{together
30June201l | $000 | $9856 | -$1,000 | $1,09856 || " ( Formatted Table
30June2012 | $1,09856 | $10827 | - _ $1,206.83 || {Formz?ltted: Keep with next,
30June2013 | $1,206.83 $118.95 - $1,325.78 || . LKeep lines together
””””””””””””””””””””””””””” | R d: K ith next,
0Xne014 | $132578 |  $13067 | — | staseas || | Eormaed: e nnen
30une2015 | $145645 | $14355 | $1600 | $000 | " Deleted: 2009

The accrual amounts will be assessableto PV Enterprises under
section 230-15 in the year they are accrued (sections 230-15 and
230-140).

arrangement (being the right to receive the US bond under the
forward contract) as consideration for the Aussi e bond. to be

provided.

Therefore subsection 230-440(2) will apply to deem the benefit
obtained for providing the Aussie bond to be the market value of
the Aussie bond when it is provided (that is, 1 July 2014).
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Alsoon 1 July 2011, PV Enterprises now knows it will only

hold the Aussie bond until 1 July 2014. However, it will

continue to accruethe overall gaifrit hascaledlated on-the ------ - { Deleted: 2012

Aussie bond (as set out in Table 13.19) asif it will continueto
hold the Aussie bond for therest of itslife, that is, until

30 June 2015 (subsecti on 230-135(4)). - { Deleted: 2013

At the time of entering into the forward contract,

PV Enterprises’ outstanding rights and obligations under the
Aussie bond are still the same. That is, entering into the forward
contract has not changed the terms and conditions of the

Aussie bond.

Further, the fact that PV Enterprises has entered into the forward
contract does not of itsel f necessarily cause a material changeto
the circumstances affecting the Aussie bond a thetimethe
forward contract is entered into. Although subsection 230-
155(2) does not limit the scope of what is considered to be a
material change in these circumstances, it provides further
context as to the types of changes that would be considered to be
material. Entering into the forward contract does not, for
exampl e, (taking into account the requirement under

paragraph 230-120(2)(a) for PV Enterprisesto assumeit will
hold the Aussie bond for therest of itslife) cause a contingency
to arisein respect of the financia benefits under the

Aussie bond, such that would cause those financial benefits to
cease to be sufficiently certain.

Because of this, it is also relevant to note that even if entering
into the forward contract was to be considered to materially alter
the circumstances affecting the Auss ebond, and materialy
affect the amount and timing of the financial benefits

PV Enterprises will receive under the Aussie bond (thus
triggering areassessment under section 230-155 and, assuming
the Aussie bond is still subject to accruals, are-estimation of the
gain or lossto be accrued under section 230-160), there will be
no difference in outcome. As mentioned above, the rights and
obligations under the Aussie bond have not changed. In
determining whether the financia benefits under such rights and
obligations are sufficiently certain to be received or provided,
PV Enterprises must continueto assumethat it will have

__{ Deleted: 2013

(paragraph 230-120(2)(a)). This means that following entry into
the forward contract, PV Enterprisesis still sufficiently certain

to receive A$1,600 on 30 June 2015. The same gain or loss, - { Deleted: 2013

even following a re-estimation, would continue to have to be

accrued (subsection 230-160(4)). ( Field Code Changed
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This means that based on the accrual calculationin Table 13.19,
on 30 June 2012, PV Enterprises will gtill accrue a$108.27 gain

Y ear ended 30 June 2013 ¢

Based on the accrual calculationin Table13.19, on \

30 June 2013, PV Enterpriseswill accrue a$118.95 gain in
respect of the Aussie bond.

Year ended 30 June 2014

Based on the accrual calculationin Table 13.19, on
30 June 2014, PV Enterprises will accrue a$130.67 gain in
respect of the Aussie bond.

Year ended 30 June 2015

The balancing adjustment on disposal of the Aussie bond //

PV Enterprises transfers the Aussie bond to the counterparty in
exchangefor receiving the US bond. Asaresult of thistransfer,
the balancing adjustment in Subdivision 230-G applies
(paragraph 230-385(1)(a)).

The method statement in section 230-395 results in the |

following bal ancing adjustment (under the rel evant steps): '

* Step1(a) (amountsreceived): PV Enterprisesistakento |

have obtained for disposing of its Aussie bond A$1,500 (its
market valuewhen it is provided): paragraph 230-440(2)(a).

’
’

Lessthesumof, f )
+ Step 2 (a) (amountspaid): PV Enterprisesistakento have ™|
provided the $1,000 cost of the Aussie bond under the
Aussie bond (subsection 230-65(1));
-

»  Step 2 (b) (amounts previously taken into account): the
amounts previously accrued and included in PV Enterprises
assessabl e income in respect of the reacquired Aussie bond
total $456.45 ($98.56 + $108.27 + $118.95 + $130.67)
(subsection 230-395(1), sections 230-15 and 230-140),

. Deleted: 2010 )

,| Deleted: Year ended 30 June
20119

Based on the accrual caculation in
Table 13.19, on 30 June 2011,

$118.95 gain in respect of the
Aussie bond.|

PV Enterprises will accrue a

Year ended 30 June 20121

Based on the accrual caculation in
Table 13.19, on 30 June 2012,

PV Enterprises will accrue a
$130.67 gain in respect of the
Aussie bond.q
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subsection 230-440(1) provides
tha PV Enterprisesistaken to
have received the market va ue of
the US bond (A$1,375),
determined a the time

PV Enterprises started to have it
(acquired it), as consideration for
ceasing to have (providing) the
Aussie bond

(subsection 230-440(1)); 1
subsection 230-440(5) instead
providesthat PV Enterprisesis
taken to have received the market
value of the Aussie bond,
determined a thetime it ceased to
have it (A$1,500), as consideration
for ceasing to have the
Aussie bond

(subsection 230-440(5)); andf
as two different amounts are taken
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which resultsin abalancing adjustment of a$43.55 gain being
made from the Aussie bond (paid $1,456.45 and received
$1,500).

Note On 1 July 2014 the el ements of subsection 230-440(1) are
satisfied again because PV _Enterprises starts to have the US
bond as consideration for ceasing to have the Aussie bond.
However, this will give rise to the same outcome, being an
amount deemed to have been obtained for providing the Aussie
bond equal to the market value of the Aussie bond at the time
this bond was provided.

Total gains and losses made by PV Enterprisesfrom the
Aussiebond

Under the Aussie bond, the following amounts will be
assessabl e under Division 230:

«  $456.45 accrued over the years ended 30 June 2011 to -~ Deteted: 2009 )

30 June 2014 ($98.56 + $108.27 + $118.95 + $130.67) - Deleted: 2012 )

__{ Deleted: 2013 )

on actua disposal).

/,{ Deleted: . ]

This amounts to atotal gain on the Aussie bond of exactly $500. " (Formatted: oample ot

PV Enterprises forward contract

Financial arrangement

The forward contract is afinancia arrangement in the hands of
PV Enterprises consisting of a cash settlableright to receive the
USbond (beng aright to receive a‘ money equivalent’ as
defined), and a cash settlabl e obligation to provide the

Aussie bond (being an obligation to provide a‘ money
equivaent’ as defined) (section 230-50, definition of * money
equivaent’ in subsection 995-1(1) of the ITAA 1997).

Application of accruals methodology

The US bond that PV Enterprises has aright to receive under the
forward contract arrangement isnot a financial benefit that it is
sufficiently certain to receive for the purpose of applying the
accruals methodology. Thisis because, whilst PV Enterprises
may reasonably expect to receive the US bond under the forward
contract, the amount or va ue of the US bond is not fixed or

[ Field Code Changed ]
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determinabl e with reasonabl e accuracy (paragraph 230-
120(2)(b)).

Thereason for thisis because the financia benefitsto be
provided and received under the forward contract are not al
denominated in the same currency — the value of the US bond
must betranslated into Australian dollars using the rulesin

section 960-50 of the ITAA 1997 (subsection 230-120(8) and : -
paragraph (aa) of the definition of ‘spedia accrual amount’ in “ Egg;“ﬁ‘;gi%;;ﬂ;r""'th next,
subsection 995-1(1) of the ITAA 1997). The vaue of the [T ———
USbond in Australian dollar terms, determined at thetimeit is iy Enrprises sould besad to

1| have ceased to haveits right to

receive the US bond as
consideration for ceasing to have
itsobligation to provide the
Aussie bond under the financia
arrangement, the effect of
section 230-440 would not alter
the amount taken to have been

to be translated, cannot be known until suchtime asitis
received. Assuch, it isnot sufficiently certain that

PV Enterprises will make either an overall or a particular gain or
loss under the forward contract, so it does not have a sufficiently
certain gain or loss under its forward contract that can be subject

to the accruals methodol ogy (sections 230-105, 230-110, ¥
230-115 and 230- 120)_ | 1| received under the arrangement.
1| Thisisbecause
. . 1| subsection 230-440(5) would
Balancing adjustment on settlement | 1| apply to substitute this val ue of the
[ US bond received (upon ceasing to
[ have the right to receive this bond

Inthe year afinancial arrangement ceasestobeheld, againor | | ¢ 570 it the market value
loss made in that year can only be determined under || of theright to receive the US bond
Subdivision 230-G (subsection 230-45(1)). On settlement of the | %‘JE t;"; tg:/;g;;g@%dy which
forward contract, a balancing adjustment will therefore be made | | | (section 230-440) 1 ]
(paragraph 230-385(1)(b))- J“ i | Formatted: example text,

/| Indent: Left: 0cm

The method statement in section 230-395 resultsin the [ Formatted: Font 1l J
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following balancing adjustment (under the relevant steps):
above, even though PV Enterprises

could be said to have ceased to
have its obligation to provide the

* Step 1 (a) (amountsreceived): PV Enterprises received the l

US bond, worth A$1,375, under its financial arrangement /)| havelts obl o providet
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. . h subsection 230- woul
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PV Enterprises US bond

Financial arrangement

The US bond isafinancial arrangement consisting of a cash
settlableright to receive afinancia benefit (the US$1,300 on
redemption) (section 230-50).

In addition, the amount PV Enterprises paid for the US bond is
integral to cal culating the gain or loss on the financia
arrangement, and thus is taken to be an amount PV Enterprises
provided under the arrangement (subsecti on 230-65(1)).

On 1 July 2011, the elements of subsection 230-440(1) are

satisfied because PV Enterprises starts to have apart of a
financial arrangement (being the obligation to provide Aussie
bond under the forward contract) as consideration for the US
bond to be acquired.

Therefore subsection 230-440(2) will apply to deem the benefit
obtained for acquiring US Bond to bethe market value of the
US bond when it is acquired.

Upon settlement of the forward contract on 1 July 2014, PV
Enterprises transfers the Aussie bond to the counterparty in
exchangefor receiving the US bond. Because of the operation
of subsection 230-440(2), PV Enterprises will be taken to have
paid US$1,100 (or A$1,375) for the US bond, being its market
value on 1 July 2014.

Note On 1 July 2012 the el ements of subsection 230-440(1) are
satisfied again because PV _Enterprises ceases to have the Aussie
bond as consideration for acquiring the US bond. However, this
will giveriseto the same outcome, being an amount deemed to
have been provided for acquiring the US Bond equal to the
market value of the US bond at the time this bond is acquired.

Application of the accruals methodology

PV Enterprises’ financial benefits under its US bond financial
arrangement are known. Asthey areal in aparticular foreign
currency (US$), they are not to be translated into Australian
currency beforetherelevant gain or lossis determined for the
purpose of applying the accruas methodol ogy (subsection
230-120(8) and paragraph (aa) of the definition of ‘special
accrual amount’ in subsection 995-1(1) of the ITAA 1997).
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Deleted: PV Enterprises paid the
Aussie bond (worth A$1,500 at the
time it was provided under the
forward contract) as consideration
for starting to have the US bond.
However, because PV Enterprises
ceased to have the Aussie bond as
consideration for starting to have
the US bond:q

subsection 230-440(4) provides
tha PV Enterprisesistaken to
have provided the market value of
the Aussie bond (A$1,500),
determined & the time

PV Enterprises ceased to have it
(disposed of it), as consideration
for starting to have (receive) the
US bond (subsection 230-440(4)); 1
subsection 230-440(2) instead
providesthat PV Enterprisesis
taken to have provided the market
value of the US bond, determined
a the timeit started to have it
(US$1,100, worth A$1,375), as
consideration for starting to have
the US bond (subsection 230-
440(2)); andf

as two different amounts are taken
to have been received by

PV Enterprises for ceasing to have
its Aussie bond,

subsection 230-440(3) provides
that subsection 230-440(2) applies
to the exclusion of the other
subsections

(subsection 230-440(3)).1
Accordingly, PV Enterprises will
be taken to have paid US$1,100
(or A$1,375) under its financial
arrangement constituted by its
right to receive US$1,300 under
the US bond.{
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Asoutlined above, the only financial benefits under the US bond
arrangement arethe US$1,100 PV Enterprises’ istaken to have
paid to start to have the US bond on 1 July 2014 (subsection |
230-65(1) and section 230-440), and the US$1,300 it-hasa right---
to receive on maturity. The acquisition cost, having been

provided by PV Enterprises, and the right to receive payment on
maturity, being reasonably expected and for a fixed amount (in

the relevant particular foreign currency), are both sufficiently
certain (subsections 230-120(2), (8) and (9)). Therefore,

PV Enterprises has, from thetimeit acquires the US bond, a
sufficiently certain overall gain from the financial arrangement

of US$200 (subsection 230-110(1) and paragraph

230-110(2)(a)). ThisUS$200 overall gain issubject to the
accruals method in Subdivision 230-B (subsecti on 230-105(2)).

_-{ Deleted: 2012 )

Under the accruals method, PV Enterprises will spread the
US$200 over thetwo year remaining term of the USbond using
a compounding accrua s method, or a method whose results
reasonably approximate this method (subsection 230-130(1) and
section 230-135).

Because of the circumstances of its business and how it treatsits
other bonds for tax purposes, PV Enterprises will accrue any
gains and losses it makes on its US bond over 12 month
intervals ending on 30 June each year (subsections 230-85(3)
and 230-135(3)).

Thegain or loss from PV Enterprises’ US bond under a
compounding accruals method can therefore be calculated as
follows (this calculation reveals a8.71 per cent annually
compounded effective interest rate for the US bond).

/ /{ Deleted: Table 13.20 ]

Table 14.9; Gain for each compounding interval “" 7| Formatted: Indent: Left: 3.17
cm, Keep lines together

Year ending | Amortised cost Accrued Cash flows |  Amortised | ~ - { Formatted: keep lines
(year start) gain for tax cost (year |+ | together

purposes G’]d) \{ Formatted Table J
(@ (b) (© @+ (b) = () |[ ~~ | Formatted: Keep with next,

30 June 2015 $0 $95.83 ~$1,100.00 $1,19583 | Keep lines together
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section 230-15 in the year they are accrued, and translated into " Deleted: 2014 )
Austraian dollars at that time (sections 230-15 and 230-140 and
paragraph (aa) of the definition of ‘specid accrua amount’ in
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Based on the accrual calculation in Table 13.20, on " {peleted: 2013 )
| 30 June 2015, PV Enterpriseswill accrueaUs$95.83gainin - { Deleted: 2013 )

respect of the Aussie bond. Based on prevailing exchange rates,
thegain that isincluded in PV Enterprises’ assessableincome
under section 230-15, will be A$153.33.

) ,{ Deleted: 2014 ]

Balancing adjustment

On maturity of the US bond, PV Enterprises will be paid
US$1,300 and all of its rights and obligations under this
arrangement will cease. Thiswill trigger abalancing adjustment
under Subdivision 230-G (paragraph 230-385(1)(b)). The
method statement in section 230-395 results in the following
balancing adjustment (under the relevant steps):

* Step 1 (a) (amountsreceived): PV Enterpriseswill receive
US$1,300 under the bond, which translates under the
translation rulesin section 960-50 (and as set out in the facts)

to A$2,080;
] Formatted: example text, ‘
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e [ Formatted: Font: ltalic J
* Step 2 (a) (amountspaid): asset outintheanalysisfor the
financiad arrangement that isthe US bond, PV Enterprisesis
taken to have paid A$1,375 to acquire the US bond -
Qoaragraph 230-!440(2)(b)); //{Deleted: subsection ]

- ‘[ Deleted: 65(1) and section 230- ]
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» Step 2 (b) (amounts previously taken into account):
the A$153.33 previously accrued and included in
PV Enterprises’ assessable income (subsection 230-395(1),
sections 230-15 and 230-140 and the definition of ‘special
accrual amount’ in paragraph (aa) of the definition of ‘ special
accrual amount’ in subsection 995-1(1) of the ITAA 1997),

which resultsin abalancing adjustment of a$551.67 gain being
made from the US bond (paid $1,375, assessed on $153.33 and
received $2,080).
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Total amount brought to tax from the US bond

Thetotal amount brought to tax from the USbond is a $705 gain
($153.33 accrual amount and $551.67 gain on maturity).

Formatted: Keep with next,
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arrangement to swap bonds

Under the entirety of thisarrangement, PV Enterprises has made
the following gains and | osses under Division 230:

e a%$500 gain made from the Aussie bond ($456.45 accrued

over the years ended 30 June 2009 to 30 June 2014, and a |- { Deleted: 2012

l _{ Deleted: 2013

* a%$125loss made from the forward contract (deductiblein the

_{ Deleted: 2013

30 June 2015 and $551.67 gain on maturity inthe year ended | - - { Deleted: 2013
-~ { Deleted: 2014

This amountsto atota overall gain on the entirety of the
arrangements of $1,080. This equalsthe overall economic gain
PV Enterprises made on the entirety of these arrangements.
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Summary of regulation impact statement

Regulation impact on business

Impact: Theintroduction of Division 230 is expected to cause medium
compliance cost increases for taxpayers and tax advisors during the transitional
period, but is expected to provide a medium overall reduction in compliance
costs on an ongoing basis.

Main points:

During the transitional stage, compliance costs are expected to be
incurred by taxpayersin the form of formal training of staff,
comprehension of new obligations, enquiries and requests for
rulings, and reviews of tax planning strategies. In terms of ongoing
compliance costs, Division 230 should allow compliance cost
savings for taxpayers in terms of record keeping, and enquiries and
rulings.



Taxpayers that basetheir commercial accounts on accounting
standards will be able to utilise the concepts and methodsin the
accounting standards for tax purposes. Thiswill contributeto
lower ongoing compliance costs.

The genera areas where transitional compliance costs are expected to
be borne by tax advisors are formal training of staff and
comprehension of new obligations. A particular cost on tax
advisorswill beto adviseindividual clients on the various dections
available under Division 230. Compliance costs for tax advisors are
expected to return to normal leve s following the transitional phase.

Thetransitional administrative costs for the Australian Taxation Office
are expected to take the form of increased demand for rulings and
other advice products.

Division 230 will not apply to individuals and most small and medium
businesses, except where those taxpayers hold a qualifying security
— or wherethe taxpayer € ects to have this Division apply.

Accruas taxation will apply on awider basis than previously.

Some taxpayers required by Division 230 to apply accrual s taxation
wherethey were not required to do so previously may
experience an ongoing compliance cost increase.

Taxpayers applying accruas taxation prior to the introduction of
Division 230 by virtue of Division 16E of the Income Tax
Assessment Act 1936 are expected to enjoy areduction in
ongoing compliance costs as the Division 230 accruas
calculation is less onerous that the Division 16E cal culation.

Systems deve opers empl oyed by affected taxpayers are expected to
bear the costs of reviewing tax reporting systems and processes
during the transitional period. Compliance costs for systems
devel opers are expected to return to normal during the ongoing
stage of Division 230.
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324 As mentioned in paragraph 3.21, section 230-65 will include
in the calculation of again or aloss from afinancial arrangement, the financia
benefits provided to acquire the financial arrangement, and those received on
cessation of the financia arrangement. However, where the thing provided or
received in return for starting, or ceasing, to have the financia arrangement is
something other than money, section 230-440 will apply and, where applicable,
will override the normal cost rulesin section 230-65. [Schedule 1, item 1,
section 230-440]

3.25 The primary function of section 230-440 isto provide
appropriateinteraction between the provisions of Division 230 and the other
provisions of the ITAA 1936 and the ITAA 1997 where afinancial arrangement
(or part of afinancia arrangement) whose gains and | osses are subject to
Division 230 isreceived or provided as consideration in some other tax-rel evant
transaction. In abroad sense, the provision ensures that the consideration



received or provided for that other thing, istaken to be the market value of the
financia arrangement (or relevant part of the financia arrangement) used as
consideration. [Schedule 1, item 1, subsections 230-440(1) and (2)]

326  Section 230-440 will not apply where gains and | osses from the rel evant financia
arrangement used as consideration under the transaction are not subject to Division 230. This
means that, for example, where ataxpayer provides an asset to ancther party in exchange for
aright to receive a payment of money from that party in the future (a cash settlable financia
arrangement), in circumstances where gains and losses from that right are not subject to
Division 230 (eg, under section 230-405 because of the taxpayer’ s traits, or under section
230-400 because of the period for which theright will be outstanding), section 230-440 will
have no application in resetting the amount taken to have been received for that asset for tax
purposes. Section 230-440 only applies in respect of dealings with financia arrangements
that are themsd ves dealt with under Division 230. [Schedule 1, item 1, paragraphs 230-440(1)(a) and
(A(@]

3.27 Theimpact of the operation of section 230-440 upon the tax treatment of atax
relevant thing, that arelevant financial arrangement has been used as consideration for, is
discussed in detail in Chapter 11.

3.28  To ensure consistency across the transaction, and appropriate interaction within
Division 230, whereit applies, section 230-440 will aso have an impact on the cost or
proceeds of the financial arrangement that is either acquired or given up as consideration
under therelevant transaction. For Division 230 purposes, section 230-440 will ensure that
the taxpayer istaken to have started, or ceased, to have the re evant financial arrangement (or
part of afinancia arrangement) used as consideration for the other tax-relevant thing for its

market value at the time the taxpayer started or ceased (as the case may be) to haveit.
[Schedule 1, item 1, subsections 230-440(2) and (5)]

Market value of a financial arrangement

3.29 As set out above, where ataxpayer starts or ceases to have dl
or part of afinancial arrangement whose gains and | osses are subject to Division
230 as consideration for some other thing, the market value of the arrangement
(or relevant part) will be taken to have been received or provided as
consideration for that other thing. In addition, the taxpayer will be taken to have
started or ceased to have that financial arrangement (or rel evant part) also for its
market value. Accordingly, the market value of a financial arrangement that is
dealt with under Division 230 will be critical to thetax treatment of transactions
under which such afinancial arrangement is used as consideration.

3.30 In applying section 230-440, the market value of the
financia arrangement (or the part of the financial arrangement) that is used as
consideration for the other thing is determined by the sum of the present values
of therightsto receive and obligations to provide financial benefits under that
arrangement (or relevant part). The present value of these rights and obligations
isto be determined at the time that the market valueisto be determined (ig, at
thetimewhen the financial arrangement, or relevant part, starts or ceasesto be
held by the taxpayer). [Schedule 1, item 1, paragraph 230-440(8)(a)]

331 The discount rate to be used in working out the present value
of aright to receive, or an obligation to provide, afinancid benefit to be
provided or received under section 230-440is:

the average, expressed as adecimal fraction, of the assessed secondary
market yields in respect of 10-year non-rebate Treasury bonds



published by the Reserve Bank during the financia year
immediatey preceding the financial year in which the financia
arrangement (or relevant part) starts or ceases to be held, increased
by 200 basis points (2 per cent); or

if no assessed secondary market yied in respect of bonds of that kind
was published by the Reserve Bank during the year, the decimal
fraction determined by the Treasurer for the purposes of the
definition of ‘long-term bond rat€’ in section 2 of the Petroleum
Resource Rent Tax Assessment Act 1987 in relation to the financia
year immediatdly preceding the financia year in which the financia
arrangement (or relevant part) starts or ceases to be held, increased
by 200 basis points (2 per cent).

[Schedule 1, item 1, paragraph 230-440(8)(a) and subsections 230-440(9) and (10)]

3.32 The long-term bond rate determined by the Treasurer for the
purposes of the Petroleum Resour ce Rent Tax Assessment Act 1987 in 2006 was
5.40 per cent. Thisrateis published annually on the Australian Taxation Office
(ATO) website.

3.33  Regulations may prescribe an aternative method for determining the market value of
afinancid arrangement for the purposes of section 230-440. [Schedule 1, item 1, paragraph 230-
440(8)(b)]

Example3.3: Saleof aCGT asset for a bond
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(or includes) the market value of the relevant non-monetary thing whenitis
provided or acquired (being a financia benefit that isintegral to calculating a
gain or loss from that financial arrangement) (see paragraphs 3.18 t0 3.22). As
demonstrated in Example 3.3, section 230-440 will replace this amount with the
market value of the relevant financia arrangement (as determined
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section 230-440) at thetimewhen it (relevantly) startsto, or ceases to, be held by
thetaxpayer. [Schedule 1, item 1, subsections 230-440(2) and (5)]
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Example 3.4: Continuation of Example 2.14

In Example 2.14,
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At the settlement date, theright to receive $100,000 in 18 monthstime
from Jim Co, has a market value (determined using the method set out
in subsections 230-440(9) and (10)) of $87,000.



As postulated in Example 2.14, on these facts Bill Co will start to have
afinancid arrangement on the settlement date consisting of its cash
settlabl e right to receive $100,000 from Jim Co (section 230-50).

For the purpose of cd culating a capital gain or loss on disposal of the
land, Bill Coistaken to have received capital proceeds from disposa

of theland equal to the market value of its right to receive $100,000
from Jim Co, determined under section 230-440 at the timewhen the
financia arrangement started to be held by Bill Co (ie, the market
value of this right determined under section 230-440 at the settlement
date, or $87,000). Thisisbecause Bill Co started to have the financial
arrangement at that time as consideration for something that it provided
(the land) (subsection 230-440(1)).

The value of theland provided as consideration for Bill Co starting to
have its right to receive $100,000 from Jim Co, will be taken, by
section 230-65, to be an amount provided by Bill Co under the
financial arrangement comprised of this right to receive $100,000,
giventhat it isintegral to determining the gain or loss from this
financial arrangement. However, irrespective of the value of the land,
subsection 230-440(2) will instead providethat Bill Co istaken to have
provided the market value of the financial arrangement, determined
under subsections 230-440(9) and (10), a thetimeit started to be held
($87,000) as consideration for starting to have that arrangement
(subsections 230-65(1) and 230-440(2)).

Accordingly, Bill Cowill caculateits capital gain or loss from disposal
of theland on the basis of receiving $87,000 capita proceeds, and will
make a$13,000 gain on its financia arrangement comprised of itsright
to receive $100,000 from Jim Co.

Where one financial arrangement (or part thereof) is dealt with as consideration
for another financial arrangement (or part thereof)

3.36 Particular issues arise where the rdl evant thing that starts, or ceases, to be held as
consideration for starting or ceasing to have al or part of afinancial arrangement isalso a
financia arrangement (or part of afinancial arrangement). In such asituation, subsection
230-440(1) or (4), in addition to subsection 230-440(2) or (5), may both apply so asto
determine the amount that is taken to be received, or provided, for starting or ceasing to have
the relevant financial arrangement (or part thereof). Thisis because where all or part of a
financia arrangement is used as consideration for adealing with al or part of a separate
financial arrangement, it will be both a financial arrangement referred to in section 230-440,
and ardevant thing referred to in that section. [Schedule 1, item 1, subsections 230-440(3) and (6)]

3.37 For these transactions, subsection 230-440(1) or (4) would
apply to deem a different amount to have been received, or provided, for starting
or ceasing to have afinancia arrangement (being the relevant thing referred toin
the provision), than would otherwise be deemed under subsection 230-440(2) or
(5) to have been so received or provided for starting or ceasing to have the
financia arrangement (as the relevant financia arrangement referred toin the
provision). Inthis case, thetie-breaker rulein subsection 230-440(3) or (6)
provides that subsection 230-440(2) or (4) (as relevant), rdating to the financial
arrangement used as consideration, isto take precedence. [Schedule 1, item 1,
subsections 230-440(3) and (6)]



3.38 The effect of thistie-breaker ruleisthat where one financia
arrangement is dealt with in consideration for another, each financia
arrangement will be taken to have been dedlt with for its respective market value,
rather than each financia arrangement being deemed to have been dealt with for
the value of the corresponding arrangement, pursuant to either subsection 230-
440(1) or (4). [Schedule1, item 1, subsections 230-440(3) and (6)]

3.39 For anillustration of when thistie-breaker rule may arise and how it applies, see Case
study 4 in Chapter 13.
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5.55 Where aleaving entity takes afinancial arrangement that was subject
to the fair value e ection, the foreign exchange retranslation dection or the
financia reports € ection when held by the head company, the gain or loss that
the head company is taken to have made from the financial arrangement is
calculated on the basis that the circumstances that existed at the leaving time
remain unchanged until the end of theincome year. The gain or lossis dlocated

to theincome year of the head company in which the gain or loss occurred.
[Schedule 1, item 1, subsections 230-195(3) and (4), 230-240(3) and (4), 230-370(3) and (4)]

556  Consistent with the principles contained in the Australian accounting standards, the
circumstances are taken to remain static for the purposes of establishing the gain or loss on
thefinancial arrangement at the leaving time.

557  For financia arrangements subject to thefair value eection, the gain or loss
recognised by the head company for that income year will bethe difference betweenits fair
value a the start of theincome year, and its fair value at the leaving time. That differenceis
taken to be the amount which the Australian accounting standards require the head company
to recognisein profit or loss for theincome year from the asset that was subject to the fair
value dection. [Schedule1, item 1, 230-195(3) and (4)]

5,58  For financia arrangements subject to the foreign exchange retrand ation dection, the
gain or loss the head company makes from the financial arrangement is calculated with
reference to thegain or loss that the relevant standard would require the group to recognisein
profit or lossin that income year up until the leaving time. [Schedule 1, item 1,

subsections 230-240(3) and (4)]

5.59 For financial arrangements subject to the financial reports
eection, thegain or loss the head company makes from the financia
arrangement is cal culated with reference to the relevant values of the financia
arrangement at the leaving time rather than the value at the end of the head
company’' sincome year. [Schedule 1, item 1, subsections 230-370(3) and (4)]

5.60 For further discussion on these amendments, see Chapter 11.
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foreign exchange accounts retranslation

Page 237: [10] Deleted wew 2/10/2008 2:04:00 PM

determined by the scope of the current retrandation € ection
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extended by thisamendment). The scope of the ‘ qualifying forex
accounts retranglation eection’ and theretranslation dection
contained in Subdivision 775-E of the ITAA 1997
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determined by the definition of ‘ qualifying forex retrandlation account’
which is being amended to cover transactiona accounts more
broadly
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(foreign exchange gains and 10sses)
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annual foreign exchange
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75 Foreign exchange gains and | osses, which are
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. These foreign exchange gains and | osses are
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statement for accounting purposes
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7.8 Retrandlation is different to fair valuein that it only

recoghises gains and |osses attributable to movementsin foreign currency
exchangerates. Fair vaue, on the other hand, recognises gains and | osses
attributable to changesin other variabl es such asinterest rates and
creditworthiness in addition to any gains or losses attributable to movementsin
foreign currency exchange rates. Consistent with the approach relating to the
fair valuetax rules, Division 230 does not mandate retrandl ation tax treatment.

79 However, for
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those financial arrangements such as transactional accounts, wherethereisahigh
volume of foreign exchange gains and losses being realised — that is, in respect
of
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712 On 5 August 2004 the then Minister for Revenue and
Assistant Treasurer announced, in Press Release No. 002, that the ITAA 1997
would be amended to alow this limited retrand ation € ection to be extended to
all transactiona foreign currency denominated accounts.

7.13 In this context, where ataxpayer does not want the
retrang ation method to apply to all of its relevant arrangements, it may still e ect
for any of its transactional foreign currency denominated financial arrangements
to have foreign exchange gains and | osses determined using aretranslation
method which isin accordance with the Australian accounting standards or
comparabl e foreign accounting standards.
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, inthe case of aretrandation € ection made by the head company of a
consolidated group, or amultiple entry consolidated group (MEC group),
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, & the head company may choose that the e ection does not apply to these
financia arrangements
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still ect to use the retranslation method to determine annual foreign exchange
gains and losses from, broadly,
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sthey select. Thislimited dectionisthe‘qualifying forex accounts € ection’
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foreign exchange retrandation
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on aDivision 230 financial arrangement (or other arrangement)
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, and auditing standards (including comparabl e accounting and auditing
standards) is explained in Chapter 5.



Scope of taxpayers who
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7.25 Any taxpayer may make
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generd retranslation € ection but an €ection will only be valid for
Division 230 purposes in respect of those taxpayers which meet the requirements
of thedection. The scope of taxpayers that may be ableto make avalid e ection
isdiscussed in Chapter 5.

Scope of general foreign exchange retrangation election

7.26 If thegenera foreign exchange retranglation el ection is made under
subsection
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Thisisthe case notwithstanding the assessing provisionsin Division 775 which
would otherwise have application. Thisis clarified by a
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7.32 Those financia arrangements specifically excluded from
retrand ation treatment under Division 230 are;

equity financia arrangements (including equity interests and certain
rights or obligations in respect of equity interests, as explained in
Chapters 2 and 5) [Schedule 1, item 1, subsection 230-230(1)]; and

qualifying securities held by individuals and by other entitieswith a
turnover less than the rel evant threshold, who have not dected to
have their financia arrangements subject to Division 230 (as
explained in Chapter 5) [Schedule 1, item 1, subsection 230-230(2)].

7.33
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item 1, section 230-230]; Or
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7.28 and 7.29.
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. This dection can be madein respect of one or more qualifying
foreign exchange accounts at any time, subject to a general retranslation eection
not appl ying to the account.

754 A qualifying foreign exchange account retrandlation e ection madein
respect of afinancial arrangement that isa‘qualifying forex account’
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account d ection made under Subdivision 230-D can apply to those qualifying
foreign exchange
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financia arrangements which were entered into prior to making such
an dection. [Schedule 1, item 1, subsection 230-220(4)]

7.55 If ataxpayer makes aqualifying foreign exchange account retranslation

Page 248: [52] Deleted wew 2/10/2008 2:04:00 PM

qualifying foreign exchange account (the re evant

Page 248: [53] Deleted wew 2/10/2008 2:04:00 PM

qualifying foreign exchange account retranslation

Page 248: [54] Deleted wew 2/10/2008 2:04:00 PM
A
Page 248: [55] Deleted wew 2/10/2008 2:04:00 PM

aquaifying foreign exchange account entered into before

Page 248: [56] Formatted mhyj 2/10/2008 2:04:00 PM
Space Before: 0 pt, After: O pt

Page 248: [57] Deleted wew 2/10/2008 2:04:00 PM



qualifying foreign exchange account retrangation election is made

7.56 At the time at which Division 230 first appliesto a
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757 Where aqualifying foreign exchange account retranslation
eectionisto apply to an existing qualifying foreign exchange account (ie, one
aready held by the taxpayer at the time of making the election), the e ection

takes effect from the commencement of the income year in which it is made.
[Schedule 1, item 1, paragraph 230-220(4)(b)]

7.58 In
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case, the taxpayer will be required to make a balancing adjustment, determined
as though the taxpayer ceased to hold the qualifying foreign exchange account at
thetimethe eection first takes effect in re ation to that account (ie, at the start of
the income year in which the foreign exchange retrans ation d ection is made), to
the extent it is attributable to a currency exchange rate effect (as described in
paragraph 7.41) [Schedule 1, item 1, section 230-235]. For information on how to

cal culate the ba ancing adjustment, see Chapter
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and who make a foreign exchange retrand ation € ection in respect of those
qualifying foreign exchange accountsin thefirst year in which Division 230
could apply to them, the balancing adjustment will only have a practical impact
wherethereisagain or lossin respect of the arrangement that is not attributable
to currency exchange rate changes.
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areto be determined in the reevant foreign currency. This effectively means
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Total of step 1 | | | 136,917 |
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step 3 Excess of step 2 over step 1 isaloss (D)
made from the arrangement

Aswould be expected, asthe retranslation method was used to
determine gains and | osses on the promissory note attributableto
changesin foreign exchange rates, and the accrua's method was used to
calculate the underlying gain made on the promissory note, thereis
littleleft to capture under the ba ancing adjustment.
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taken to have paid the market value of its obligation to pay $250,000 to

Smith Co, asdetermined at 1 September 2010, for starting to hold the
depreciating asset
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230-50(1) and items 51 to 56).

Example 11.5 explains
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Consideration istaken to bereceived or provided for the financial
arrangement

11.39  Asdiscussed above, where ataxpayer startsto havea
financia arrangement (or part
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afinancid arrangement) as consideration for ceasing or starting to have
another thing, subsection 230-440(1) will set
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amount that is taken to have been received or provided for that thing.
In addition, as explained in Chapter 3, the taxpayer will be taken to
have given or received an amount equal to
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timeit starts to be held, as consideration for starting to hold it in these
circumstances. [Schedule 1, item 1, subsection 230-440(2)]

11.40 Likewise, where ataxpayer ceases to have afinancial
arrangement (or part of afinancia arrangement) as consideration for starting or
ceasing to have another thing, subsection 230-440(4) will set the amount that is
taken to have been provided or received for that thing. Similarly, asaso
explained in Chapter 3, the taxpayer will betaken to have received or provided
an amount equal to the market value of this financial arrangement (or rel evant
part) at the time when it ceasesto be held, as consideration for ceasing to haveit
in these circumstances. [Schedule 1, item 1, subsection 230-440(5)]

Example11.4: Thedisposal of a capital asset with a deferred delivery and
settlement — the consider ation which isreceived/provided for the financial
arrangement

This exampleisa continuation of Example 11.2 and rel ates to the same
factual situation. It discussestheimpact of section 230-440 on both
Buddy Co and Fee Co in respect of the financia arrangements which
they start to have under their arrangement to transfer Buddy Co's CGT
asset to Fee Co, under which payment is deferred.

The financial arrangement each starts to have on 1 January 2010 isas
set out in Example 11.2. Asin Example11.2, thereferencesto the
value of the financia arrangements in this example are references to
the market value as determined using the method set out in
subsections 230-440(8) to (10).

Buddy Co — the amount provided to start to have a financial
arrangement

Asdiscussed in Example 11.2, the amount Buddy Co receives for
disposing of its CGT asset is taken by subsection 230-440(1) to bethe
market value of thefinancial arrangement that it receives on ddivery of
the CGT asset (comprising its right to receive $120,000 in 18 months
time from Fee Co).

Buddy Co will be further taken to have provided an amount equal to
the market value of its financia arrangement (itsright to receive
payment from Fee Co) when it started to haveit (1 January 2010), as
consideration for acquiring this financial arrangement. As such, Buddy
Co will betaken to have paid $105,000 to acquireits financial
arrangement on 1 January 2010 (subsection 230-440(2)).



Under this financia arrangement, Buddy Co will receive $120,000
from Fee Coon 1 July 2011. Accordingly, Buddy Co will make a
$15,000 gain from its financial arrangement (section 230-75).

Asthis $15,000 overal gain is sufficiently certain (within the meaning
of Subdivision 230-B) at thetime Buddy Co starts to have the financial
arrangement (1 January 2010), if Buddy Co has not made any € ections
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, this $15,000 overal gain will be accrued over the 18-month life of the
financia arrangement (subsection 230-105(2), section 230-110 and
subsection 230-130(1)).

Buddy Co — the overall tax treatment from disposing of the CGT
asset

The net effect of Buddy Co's arrangement to dispose of its CGT asset
isthat it has made an overall gain of $40,000 (a $25,000 capital gain as
set out in Example 11.2 and a $15,000 assessabl e gain under

Division 230 as set out above), as aresult of the interaction between
the capital gains provisions and Division 230.

FeeCo

Asdiscussed in Example 11.2, the amount Fee Co is taken to have paid
to acquirethe CGT asset is, pursuant to subsection 230-440(1), the
market value of its financial arrangement that it startsto have on
receipt of the CGT asset (comprising its obligation to pay $120,000in
18 months time to Buddy Co).

Fee Co will befurther taken to have received an amount equal to the
market value of its financial arrangement (its obligation to pay

Buddy Co) when it started to haveit (1 January 2010), as consideration
for starting to have this financia arrangement. As such, Fee Co will be
taken to have received $105,000 for starting to haveitsfinancia
arrangement (its obligation to pay $120,000) on 1 January 2010
(subsection 230-440(2)).

Fee Co will pay $120,000 under this financial arrangement to
Buddy Co on 1 July 2011. Accordingly, it will make a $15,000 loss
from its financia arrangement (secti on 230-80).

Asthis $15,000 overal lossis sufficiently certain (within the meaning
of Subdivision 230-B) at thetime Fee Co starts to have the financial
arrangement (1 January 2010), if Fee Co has not made any €l ections
under Division 230 this $15,000 overall loss will be accrued over the
18-month life of the financial arrangement (subsection 230-105(2),
section 230-110 and subsection 230-130(1)).

Fee Co—theoverall tax treatment from acquiring the CGT asset

The net effect of Fee Co'sarrangement to acquire a CGT asset from
Buddy Coisthat it has acquired a CGT asset with a cost base of



$105,000 (without anything further) as set out in Example 11.2, and
made a deductible $15,000 | oss from the financia arrangement, under
which it has to pay Buddy Co $120,000, as aresult of the interaction
between the capital gains provisions and Division 230.

Example11.5: Thedisposal of a depreciating asset with a deferred delivery
and settlement — the consideration received/provided for the financial
arrangement

This exampleis a continuation of Example 11.3 and rel ates to the same
factua situation. It discussestheimpact of section 230-440 on both
Smith Co and Jones Co in respect of the financia arrangements which
they start to have under their arrangement to transfer Smith Co's
depreciating asset to Jones Co, under which payment is deferred.

The financial arrangement each starts to have on 1 September 2010 is
asset outin Example 11.3. Asin Example 11.3, the references to the
value of the financia arrangements in this example are references to
the market value as determined using the method set out in
subsections 230-440(8) to (10).

Smith Co— theamount provided to start to havethefinancial
arrangement

Asdiscussed in Example 11.3, the amount Smith Co receives for
disposing of its depreciating asset is taken (by subsection 230-440(1))
to be the market value of its financid arrangement that it receives on
ddivery of the depreciating asset (comprising itsright to receive
$250,000 in 15 months time from Jones Co).

Smith Co will be further taken to have provided an amount equal to the
market value of its financia arrangement (its right to recei ve payment
from Jones Co) when Smith Co started to haveit (1 September 2010),
as consideration for acquiring this financial arrangement. Assuch,
Smith Co will betaken to have paid $150,000 to acquireits financia
arrangement on 1 September 2010 (subsection 230-440(2)).

Under this financia arrangement, Smith Co will receive $250,000 from
Jones Co on 1 January 2012. Accordingly, it will make a$100,000
gain from its financial arrangement (being these proceeds of $250,000
less the $150,000 taken to beits cost) (section 230-75).

Asthis $100,000 overal gain is sufficiently certain (within the
meaning of Subdivision 230-B) at the time Smith Co starts to have the
financia arrangement (1 September 2010), if Smith Co has not made
any e ections under Division 230 this $100,000 overall gain will be
accrued over the 15-month life of the financial arrangement
(subsection 230-105(2), section 230-110 and subsection 230-130(1)).

Smith Co— the overall tax treatment from disposing of its
depreciating asset

The net effect of Smith Co’'s arrangement to dispose of its depreciating
asset isthat it has made an assessabl e bal ancing adjustment amount of
$50,000 on disposal of its depreciating asset as set out in Example 11.3



and an assessabl e gain of $100,000 under Division 230 (as set out
above), as aresult of theinteraction between the capita allowance
provisions and Division 230.

JonesCo

Asdiscussed in Example 11.3, the amount Jones Co is taken

to have paid to acquire the depreciating asset is, pursuant to
subsection 230-440(1), the market value of its financial arrangement
which it starts to have on receipt of the depreciating asset (comprising
its obligation to pay $250,000 in 15 months time to Smith Co).

Jones Co will be further taken to have received an amount equal to the
market value of its financial arrangement (its obligation to pay

Smith Co) when it started to haveit (1 September 2010), as
consideration for starting to have this financia arrangement. Assuch,
Jones Co will be taken to have received $150,000 for starting to have
itsfinancial arrangement (its obligation to pay $250,000) on

1 September 2010 (subsection 230-440(2)).

Jones Co will pay $250,000 under this financial arrangement to
Smith Co on 1 January 2012. Accordingly, it will make a $100,000
loss fromits financial arrangement (being the $250,000 paid less the
$150,000 it is taken to have recei ved) (section 230-85).

Asthis $100,000 loss is sufficiently certain (within the meaning of
Subdivision 230-B) at the time Jones Co starts to have the financial
arrangement (1 September 2010), if Jones Co has not made any

el ections under Division 230 this $100,000 overall loss will be accrued
over the 15-month life of the financial arrangement

(subsection 230-105(2), section 230-110 and subsection 230-130(1)).

Jones Co — the overall tax treatment from acquiring the
depreciating asset

The net effect of Jones Co’s arrangement to acquire adepreciating
asset from Smith Coisthat it has acquired a depreci ating asset with a
cost of $150,000 (without anything further) as set out in Example 11.3,
and made a deductibleloss of $100,000 from the financia arrangement
under which it has to pay Smith Co $250,000, as aresult of the
interaction between the capital alowance provisions and Division 230.

Where one financial arrangement (or part thereof) is dealt with as consideration
for another financial arrangement (or part thereof)

1141  Asexplained in Chapter 3, atie-breaker ruleisincluded in
section 230-440 for where therelevant ‘thing’ that the financial arrangement is
used as consideration for providing or acquiring, isitsdf afinancial arrangement.
[Schedule 1, item 1, subsections 230-440(3) and (6)]

11.42 For an illustration of when thistie-breaker rule may arise and
how it applies, see Case study 4 in Chapter 13
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rules about consolidated groupsin Part 3-90 of the I TAA 1997. In particular,
the single entity rule applies
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ensure that gains or losses arising from financial arrangements between
group members are not recognised.

Taxation of gains or losses in respect of financia arrangements up until the
joining
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leaving time

11.44  When an entity joins a consolidated group or MEC group
during an income year, gains and losses made on financia arrangements up until
the joining time are brought to account because an entity that is not asubsidiary
member of agroup for the whole of an income year is required to calculateits
taxable income for each such period asif it were an income year (section 701-30
of the I TAA 1997).

1145  Thegain or loss on afinancial arrangement isaso
recoghised by the head company of a consolidated group or MEC group when a
subsidiary leaves thegroup. Thegain or lossisalocated to theincome year of
the head company in which the gain or loss occurred.

1146  Thisensuresthat thegain or lossthat reatesto the period
during which the head company hdld the asset is brought to account for tax
purposes. Thus, gains and losses on Division 230 financial arrangements are
recoghnised consistently when they cease to be held by the joining entity or the
head company. However, it does not affect the actual income year of the head
company — it isrequired so that the amount of the gain or loss, that would have
otherwise been accrued if the leaving time had been the end of theincome year,
can be brought to account in that income year.

11.47  Wherealeaving entity takes a financial arrangement that,
when held by the head company, was subject to the accruals method under
Subdivision 230-B, the head company is required to bring to account for the
purposes of applying the accruals method, the part of the gain or loss that has

been allocated to intervals that occur before and up to the leaving time. [Schedule
1, item 1, subsection 230-140(3)]

1148  Wherealeaving entity takes a financia arrangement that was
subject to the fair value e ection, the foreign exchange retranslation e ection or
the financial reports € ection when hed by the head company, thegain or loss
that the head company is taken to have made from the financial arrangement is
calculated on the basis that the circumstances that existed at the leaving time
remain unchanged until the end of theincome year.



1149  Consistent with the principles contained in the Australian
accounting standards, the circumstances are taken to remain static for the
purposes of establishing the gain or loss on the financial arrangement at the
leaving time.

11.50 For financial arrangements subject to thefair value dection,
thegain or loss recognised by the head company for that income year will bethe
difference between its fair value at the start of theincome year, and its fair value
at theleaving time. That differenceistaken to be the amount which the
Australian accounting standards require the head company to recognise in profit
or loss for the income year from the asset that was subject to the fair value
gection. [Schedule 1, item 1, subsections 230-195(3) and (4)]

1151 For financia arrangements subject to the foreign exchange
retrand ation el ection, the gain or loss the head company makes from the
financial arrangement is cal culated with reference to the gain or loss that the
relevant standard would require the group to recognise in profit or lossin that
income year up until the leaving time. [Schedule 1, item 1, subsections 230-240(3) and
(@]

11.52 For financial arrangements subject to the financial reports
eection, thegain or loss the head company makes from the financia
arrangement is cal culated with reference to the relevant values of the financia
arrangement at the leaving time rather than the value at the end of the head
company’' sincome year. [Schedule 1, item 1, subsections 230-370(3) and (4)]

What happens to a Division 230 e ection made by an entity when it joins or
leaves a consolidated group or MEC group?

1153  Andection made under Division 230 will affect the amount
of again or lossthat is recognised for tax purposes and the timing of when that
gain or loss is brought to account. Wherethe e ection is made by an entity that
joins aconsolidated group or MEC group, or the head company of agroup in
relation to aleaving entity, the application of the entry history rule and the exit
history rule may not be consistent.

1154  Whereajoining entity had made an dection (choice) under
Division 230 prior to thejoining time, the head company of the consolidated
group or MEC group can override the entry history rule by making a fresh choice
under Division 230 in relation to financia arrangements of thejoining entity that
become assets of the head company. [Schedule 1, item 83, subsection 715-660(1), item
3Ain thetable]

1155  Thehead company can aso make a choice when an entity
joins aconsolidated group or MEC group where an inconsistency exists between
the choice (or absence of choice) of thejoining entity and the choice made by the
head company. [Schedule 1, item 84, subsection 715-665(1), item 1A in the table]

1156  Anentity that leaves a consolidated group or MEC group can also
make an e ection under Division 230. Thisisachieved under sections 715-700
and 715-705 of the ITAA 1997. Hence, provided the requirements of the
relevant provisions are met, aleaving entity may be able to make a fresh

e ection that will apply from theleaving time or, if the dection relates to an
income year, the income year in which the leaving time occurs
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Offshore banking units — the loss of special treatment wherethereis
excessive use of non-offshore banking money

11.69  An offshore banking unit will not be taken to have breached
therulelimiting its use of non-offshore banking money in section 121EH of the
ITAA 1936 whereit has made atransitional € ection under subitem 82(2) to have
Division 230 apply to al of thefinancial arrangement it has at the start of the
first applicableincome year (see Chapter 12 — Commencement, transitional and
implementation issues) and a balancing adjustment arises under those provisions.
Where the offshore banking unit makes this € ection, the balancing adjustment
amount is brought to account as assessable income or an allowabl e deduction
over thefirst four years of Division 230 applying to the offshore banking unit.
Such additiona assessable income may in various ways cause the offshore
banking unit to breach the 10 per cent limit set in section 121EH. Any balancing
adjustment is a'so not to be taken into account in determining the effects of
breaching the limit nor should it mean that the offshore banking unit would not
breach thelimit when it would otherwise do so. [Schedule 1, Part 3, subitem 99(16)]

Page 370: [97] Deleted wew 2/10/2008 2:04:00 PM

A taxpayer becomes an Australian resident

11.76 A specia deeming rule applies where a taxpayer becomes an
Australian resident and immediate y before this time neither the gains are
assessabl e nor the losses are deductiblein relation to a financial arrangement the
taxpayer has. Becoming an Australian resident is the trigger event for the first
time the taxpayer needs to account for that financial arrangement for Australian
incometax purposes. To dea with this situation a rule has been included
whereby the taxpayer is taken, for the purposes of Division 230, to start to have
the arrangement when the taxpayer becomes an Australian resident. The
taxpayer is aso taken to have acquired the interest in the arrangement for its
market value at that time. [Schedule 1, item 1, subsection 230-430(1)]

A taxpayer ceasesto be an Australian resident

11.77 For similar reasonsto the rule outlined above, thereisaso an
equivaent rule for when ataxpayer ceasesto be an Austraian resident. Therule
only appliesif, immediatdy after the taxpayer ceases to be an Australian
resident, neither the gains are assessabl e nor the losses are deductiblein relation
toafinancia arrangement.

11.78  Wheretherule appliesthetaxpayer is taken, for the purposes
of Division 230, to ceaseto havethat financial arrangement and to have disposed
of theinterest in the arrangement for its market value at that time. The re evant
time for these eventsis thetime the taxpayer ceasesto be an Australian resident
(which may be at the end of an income year or may be some time during an
income year). [Schedule 1, item 1, subsection 230-430(2)]

11.79  Wherethereisadeemed disposal of theinterest in the
financia arrangement there may be aba ancing adjustment under proposed
Subdivision 230-G of the I TAA 1997 (which is discussed in Chapter 10).



Certain cases where the change of residence rules do not apply

11.80 Under Division 6 of the ITAA 1997, aforeign resident will
only need to include gains made from a financial arrangement where those gains
have an Austraian source. By comparison, whether or not aforeign resident is
allowed adeduction for aloss on afinancia arrangement depends not on any
source rules, but on the purpose for which thelosswas incurred. [Schedule,

item 1, subsection 230-15(2)]
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124 Division 230 will apply to income years commencing on or
after 1 July 2009. Taxpayers are aso ableto elect to apply Division 230 to

income years commencing on or after 1 July 2008.

125 Division 230 will apply to financia arrangements a taxpayer
first startsto have in an income year commencing on or after 1 July 2009 or on
an dective basisto financid arrangements first held in held in income years

commencing on or after 1 July 2008.

12.6 A taxpayer may dect to have Division 230 apply to financia
arrangements that would otherwise be the subject of the Division, that were
entered into prior to thefirst income year in which the Division applies, and that
the taxpayer holds at the start of that year. In respect of such existing
arrangements, atransitional ‘balancing adjustment’ (see paragraphs 12.17 to
12.32) will be cal culated and spread evenly over thefirst applicable income year
(the taxpayer’ s first income year commencing on or after 1 July 2009 — or on or
after 1 July 2008 as appropriate) and the following three income years.

Page 407: [99] Change Unknown
Fied Code Changed
Page 414: [100] Formatted mhyj 2/10/2008 2:04:00 PM

Referencing style, Font: 11 pt, Not Bold, Not Italic

Page 414: [101] Formatted mhyj

Referencing style, Font: 11 pt, Not Bold, Not Italic

2/10/2008 2:04:00 PM

Page 414: [102] Formatted mhyj

Referencing style, Font: 11 pt, Not Bold, Not Italic

2/10/2008 2:04:00 PM

Page 414: [103] Formatted mhyj

Referencing style, Font: 11 pt, Not Bold, Not Italic

2/10/2008 2:04:00 PM

Page 414: [104] Formatted mhj

2/10/2008 2:04:00 PM



Referencing style, Font: 11 pt, Not Bold, Not Italic

Page 414: [105] Formatted mhyj 2/10/2008 2:04:00 PM

Referencing style, Font: 11 pt, Not Bold, Not Italic

Page 414: [106] Formatted mhyj 2/10/2008 2:04:00 PM
Tabs: Not at 1.27 cm

Page 427: [107] Deleted wew 2/10/2008 2:04:00 PM

Aninterest rate swap
Aninterest rate swap scenario

On 1 July 2011 Spendid Co entered into an interest rate swap
agreement with Big Bank Co. Under the swap the notiona principa is
$100 million. Theterm of the swap isthree years. Both fixed rate
payments and floating rate payments are due on 30 June 2012,

30 June 2013, and 30 June 2014. Under the swap, Spendid Co makes
fixed rate payments and receives fl oating rate payments and

Big Bank Co makes floating rate payments and recei ves fixed rate
payments.

Fixed rate payments are determined by the fixed interest rate prevailing
a the commencement of the swap. Floating rate payments are
determined by the floating interest rate prevailing on the day 12 months
prior to the payment date.

Floating rate payments are determined by the floating interest rate
prevailing:

on 1 July 2011 for the payment due on 30 June 2012; and

on the day 12 months prior to the payment date for the
remaining floating rate payments.

The agreement allows for payments and receipts, which are payable or
receivabl e on the same day, to be netted off.

Table 13.3: Relevant interest ratesduring theterm of the swap

Date Fixed rate per annum Floating rate per
annum
1July 2011 5.75% 6.25%
30 June 2012 5.75% 5.74%
30 June 2013 5.75% 5.21%




Table 13.4: Spendid Co cash flowsunder the swap agreement

Date Spendid Co Spendid Co Net cash flow
pays fixed receives floating (Spendid Co)
30 June 2012 $5,750,000 $6,250,000 $500,000
30 June 2013 $5,750,000 $5,740,000 -$10,000
30 June 2014 $5,750,000 $5,210,000 —$540,000
Overall loss —$50,000

Table 13.5: Big Bank Co cash flowsunder the swap agreement

Date Big Bank Co Big Bank Co Net cash flow
pays floating receives fixed (Big Bank Co)
30 June 2012 $6,250,000 $5,750,000 —$500,000
30 June 2013 $5,740,000 $5,750,000 $10,000
30 June 2014 $5,210,000 $5,750,000 $540,000
Overall gain $50,000

Spendid Co has not made any of the € ections under Division 230 and
has an annual turnover of more than $100 million. Big Bank Co has an
annual turnover of more than $1 billion and has made afair value

€l ection under Subdivision 230-C.

1. Application of Division 230 to Spendid Co

Does Spendid Co have one or more arrangements under the swap
agreement?

Under the swap agreement Spendid Co has anumber of rightsto
receive, and obligations to provide, financia benefitswhich are
represented by the cash flows under the arrangement. Whether these
rights and obligations are to be considered one arrangement, or

two or more arrangements, is a matter of fact and degree

(subsection 230-60(3)). In making such a determination, regard
must be had to the:

nature of the rights and obligations;
terms and conditions of the rights and obligations;

circumstances surrounding the creation or performance (including the
purpose of the relevant parties);

rights and obligations and whether they must be dealt with separatdy
or together;

normal commercial understandings and practicesin reation to the
rights and obligations (including whether those rights and
obligations are viewed commercialy as separate thingsor as a
group or as awhole); and

objects of the Division.



Spendid Co has both contractual rights to receive annual payments —
calculated by anotional principal amount and a prevailing floating
interest rate— and an obligation to provide annua payments —
calculated by multiplying a notiona principa amount by afixed
interest rate. Under the agreement, each year Spendid Co has aright
and an obligation in relation to the payments which arise at the same
time and are netted off, so that in aparticular year Spendid Co will
ether have to make apayment or will receive apayment (unlessthe
two payments netted off to nil).

This does not mean that under the agreement, the requirement to pay or
receive the net value of the fixed and floating interest paymentsis not
initsaf aright or obligation that replaces theinitia right to receive
floating payments and its obligation to pay floating payments.
However, it appearsto beindustry practice to consider that both
Spendid Co’sright to receive the floating interest payment is satisfied
and the obligation to pay fixed interest paymentsis discharged by the
payment or receipt of that netted off amount (paragraph 230-60(4)(€)).
Such a practice can also beidentified in the circumstances surrounding
the creation of the relevant rights and obligations and the proposed
manner in which those rights and obligations are to be exercised or
performed (paragraph 230-60(4)(c)).

Taking into account each of these factors, it is concluded that the rights
and obligations that arise in each annua period under the swap do not
represent separate arrangements but rather all the rights and obligations
should be viewed in combination as constituting one arrangement.

I sthe swap agreement a ‘financial arrangement’?

Spendid Co will have afinancid arrangement if, under the swap
agreement, there is a combination of one or more cash settlabl e rights
to receive and cash settlabl e obligations to provide financia benefits.
However, the swap agreement will not be afinancia arrangement if
there arerights and obligations that are not cash settlable and those
rights and obligations are not insignificant in comparison with the cash
settlablerights and obligations (paragraph 230-50(1)(c)).

A right to receive, or an obligation to provide, afinancial benefit is
cash settlableif one of the requirementsin subsection 230-50(2) is
satisfied. In the case of the swap agreement, al of therights and
obligations arein relation to a benefit that is money or amoney

equiva ent (paragraph 230-50(2)(a)). There are no other rights and
obligations under the swap agreement, so there are no financia benefits
which are not cash settlable. Hence, the swap agreement satisfies the
definition of ‘financia arrangement’ for the purposes of Division 230.

How arethe gains and | osses calculated?

Spendid Co has not made a fair value e ection (Subdivision 230-C), a
hedging financial arrangements dection (Subdivision 230-E) or a
financia reports € ection (Subdivision 230-F) and therefore
Subdivision 230-B will apply to calculate the gains and losses from the
swap arrangement (as the financial arrangement is not denominated in
aforeign currency, whether Spendid Co has made aretranslation



e ection under Subdivision 230-D is not relevant). Spendid Co

must determine under Subdivision 230-B if accruals or realisation
treatment will apply to the gains or losses it will make from the
financia arrangement (ie, the swap agreement). The accruas method
will apply wherethereis asufficiently certain gain or loss
(subsections 230-105(2) and (3)). If the accruals method does not
apply, then the realisation method will apply (subsection 230-105(5)).

In determining whether thereisin fact a sufficiently certain gain or loss
a aparticular time under section 230-110, Spendid Co can only take
into account those financia benefits under the financial arrangement
which are sufficiently certain (section 230-120).

Section 230-120 tells Spendid Co whether or not afinancial benefit
issufficiently certain at a particular time. In applying thetestin
section 230-120 at the time at which Spendid Co entered into the swap
arrangement, Spendid Co determinesthat it is sufficiently certain to
receive and provide all the financia benefits under the swap
arrangement (paragraphs 230-120(1)(a) and (b)) as:

it isreasonably expected that all the financial benefits under the swap
will bereceived or provided, assuming the swap continues to be
held for the rest of itslife (paragraph 230-120(2)(d)); and

the amount or value of the benefits are, at thetime that Spendid Cois
making the determination, fixed or determinable with reasonable
accuracy (paragraph 230-120(2)(b)). The floating rate payments
are determinabl e with reasonabl e accuracy because of the
assumption in subsection 230-120(4) that the interest rate will
continueto havethe valuethat it has at thetime.

Spendid Co determines the amount or value of the financid benefits
and the overdl gain at thetime that Spendid Co begins to have the
financia arrangement (see Table 13.4). Spendid Coisrequired

to assumethat it will hold the arrangement until maturity
(paragraph 230-110(2)(a)). Maturity in this case occurs at the

time the last payment is made at theend of Year 3.

Table13.6: Spendid Co'sestimated cash flowsat 1 July 2011

Date Spendid Co Spendid Co Net cash flow
pays fixed receives floating (Spendid Co)
30 June 2012 $5,750,000 $6,250,000 $500,000
30 June 2013 $5,750,000 $6,250,000 $500,000
30 June 2014 $5,750,000 $6,250,000 $500,000
Overall gain $1,500,000

Spendid Co has a sufficiently certain overall gain of $1.5 million
(subsection 230-110(1)) and therefore should apply the accruas
method to the swap arrangement (subsection 230-105(2)).

Section 230-130 tells Spendid Co that it should spread the sufficiently
certain overall gain from thetime at which Spendid Co startsto have
the arrangement to thetime at which Spendid Co will ceaseto have

the arrangement. Spendid Co isrequired to assumethat it will ceaseto



have the arrangement when the arrangement matures
(subsection 230-130(1)).

Section 230-135 tells Spendid Co to spread the gain or loss using
compounding accruals or a method which approximates compounding
accruals (subsection 230-135(2)). The swap payments are periodicin
nature and the notional principal does not change during the term of the
swap. Accordingly, Spendid Co uses a straight line method to alocate
the overal gain or loss, $1.5 million, across the three-year term of the
swap arrangement.

What isthe gain or lossfrom the swap for theincome year ending
30 June 2012?

In thefirst income year (ie, the year ended 30 June 2012) Spendid Co
brings to account $500,000.

What isthe gain or lossfrom the swap for theincome year ending
30 June 20137

On 30 June 2012 the interest rate decreases to 5.74 per cent.

Spendid Co had estimated its overal gain based on an interest rate of
6.25 per cent. Becausethe interest rate changes and because of
subsection 230-120(3), Spendid Co re-estimates the amounts or values
of thefinancial benefitswhich rdy on thefloating interest rate
(section 230-160). On 1 June 2012 Spendid Co’sre-estimated
financial benefits are as follows.

Table 13.7: Re-estimated financial benefitson 25 June 2013

Date Spendid Co Spendid Co Net cash flow
pays fixed receives floating (Spendid Co)
30 June 2012 $5,750,000 $6,250,000 $500,000
30 June 2013 $5,750,000 $5,740,000 —$10,000
30 June 2014 $5,750,000 $5,740,000 —$10,000
Overall gain or $480,000
loss

For the remaining term of the swap (ie, from 1 July 2012 to

30 June 2014) Splendid Co has are-estimated loss of $20,000. As
explained above, Splendid Co spreads the gains and |osses from the
swap on astraight linebasis. The $20,000 is spread on that basis over
the remaining two years of the swap.

For the income year ending 30 June 2013, Spendid Co bringsto
account aloss of $10,000.

What isthe gain or lossfrom the swap for theincome year ending
30 June 20147

On the 30 June 2013 the fl oating interest rateis 5.21 per cent
per annum. Based on this, Spendid Co again re-estimates the
remaining financial benefits as follows.



Table 13.8: Re-estimated financial benefitson 30 June 2014

Date Spendid Co pays Spendid Co Net cash flow
fixed receives floating (Spendid Co)
30 June 2012 $5,750,000 $6,250,000 $500,000
30 June 2013 $5,750,000 $5,740,000 -$10,000
30 June 2014 $5,750,000 $5,210,000 —$540,000
Overall gain or —$50,000
loss

For the remaining term of the swap (ie, from 1 July 2013 to

30 June 2014) Splendid Co has are-estimated |oss of $540,000. As
explained above Splendid Co spreads the gains and | osses from the
swap on astraight line basis. The $540,000 loss is spread on that basis
over the remaining one year of the swap.

In theincome year ending 30 June 2014, Spendid Co brings to account
aloss of $540,000.

The overall gain or loss brought to account by Splendid Co

The overdl gain or loss that Spendid Co has brought to account is a
loss of $50,000 over the three-year term of the arrangement.

Table13.9: Theoverall gain or loss brought to account by Splendid Co

Year ending Gain or loss
30 June 2012 $500,000
30 June 2013 —$10,000
30 June 2014 —$540,000

2. Application of Division 230 to Big Bank Co

Does Big Bank Co have one or more arrangements under the swap
agreement?

Asdiscussed abovein rdation to Spendid Co, whether therights and
obligations under theinterest rate swap are to be considered to be one
arrangement or two or more arrangements is a matter of fact and degree
(subsection 230-60(4)). The same facts that were considered in making
such adetermination in reation to Spendid Co will also be considered
in relation to Big Bank Co.

Big Bank Co has both contractual rights to receive annua payments —
calculated by notional principal amount and a fixed interest rate — and
an obligation to provide annua payments — cal culated by multiplying
anotiona principal amount by a prevailing floating interest rate.

Under the agreement, each year Big Bank Co has aright and an
obligation in relation to the payments that arise at the same time and
arenetted off, so that in a particular year Big Bank Co will either have
to make a payment or will receive a payment.

It is concluded that the rights and obligations of Big Bank Co that arise
in each annual period under the swap do not represent separate



arrangements but rather all the rights and obligations should be viewed
in combination as constituting one arrangement.

I sthe swap agreement a ‘financial arrangement’?

Big Bank Co will have afinancial arrangement if, under the swap
agreement, there is a combination of one or more cash settlabl e rights
to receive and cash settlabl e obligations to provide financia benefits.
However, the swap agreement will not be afinancia arrangement if
there arerights and obligations that are not cash settlable and those
rights and obligations are not insignificant in comparison with the cash
settlablerights and obligations (paragraph 230-50(1)(c)).

A right to receive, or an obligation to provide, afinancia benefit is
cash settlableif one of the requirements in subsection 230-50(2) is
satisfied. In the case of the swap agreement, al of therights and
obligations arein relation to a benefit that is money or amoney
equiva ent (paragraph 230-50(2)(a)). There are no other rights and
obligations under the swap agreement, so there are no rights or
obligations which are not cash settlable. Hence, the swap agreement
satisfies the definition of ‘financial arrangement’ for the purposes of
Division 230.

How arethe gains and | osses calculated?

Big Bank Co has made a fair value éection (Subdivision 230-C);
therefore the fair value method will apply to calculate Big Bank Co's
gains and losses from the swap arrangement. Under the fair value
method Big Bank Co will include in its assessabl e income the change
in the present value of the swap between the start of atax year and the
end of that tax year and any net cash flows made under the swap (net
cash flows made under the swap do not represent excluded gains, such
as financial benefits which are gainsin the form of adistribution by a
corporate tax entity (subsection 230-160(2)).

Big Bank Co will need to cal culate the present value of Big Bank Co's
remaining net cash flows under the swap at the end of each year. The
present value of Big Bank Co’s cash flows asat 1 July 2011 isnil
becausethere are no remaining cash flows.

What isthe gain or lossfrom the swap for theincome year s ending
30June 2012, 2013 and 20147

Table 13.10: Present value of remaining cash flowsat 30 June 2012

Year ending Opening Closing Net cash Gain or loss
value value flows
30 June 2012 $0 $18,400 —$500,000 | -$481,599
30 June 2013 $18,400 $153,259 $10,000 $504,858
30 June 2014 $153,259 $0 $540,000 $26,741
Overall gain $50,000
or loss




The overdl gain that Big Bank Co makes from the swap agreement is
$50,000. Notethat this corresponds to the overall loss of $50,000 that
Spendid Co makes from the agreement. However, the year-by-year
gains and losses of Big Bank Co and Spendid Co do not correspond
because of the different tax-timing methods that they adopt.

Table13.11: Calculation of closing value of swap asat 30 June 2012

Date Net cash Discount Present value of
flow factor! net cash flows
30 June 2013 $10,000.00 0.945716° $9,457.16
30 June 2014 $10,000.00° 0.894379" $8,943.79
Total of present value $18,400.95
of theremaining net
cash flows

Table 13.12: Calculation of closing value of swap asat 30 June 2012

Date Net cash Discount Present value of
flow factor net cash flows
30 June 2014 $540,000.00 0.950480° $513,259.20
Total of present value $513,259.20
of theremaining net
cash flows
Casestudy 3:
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1 For the purposes of simplicity the discount factor has been calculated using the floating rates used

to calculate the floating leg cash flows.
2 1+ (1+ 00574)

®  Thisisan estimated cash flow calculated assuming the interest rate prevailing at 30 June 2012 will
be the rate prevailing at 30 June 2013.

41 + (1 + 0.0574)% where0.0574 is the interest rate prevailing at 30 June 2012 (see Table 13.3).
®1 + (1 + 0.0521), where0.0521 isthe interest rate prevailing at 30 June 2013 (see Table 13.3).
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Table 13.16: Division 775 foreign exchangegain or lossfor the 2008-09 tax year

Year end summary 2008-09 tax year asat 30 June 2009
Foreign exchange (a) $3,424.90
Total debits (b) $169.46
Cash flow tatal (c) = (a) — (b) $3,255.45
Closing balance (d) $3,349.30

Total foreign exchange gain or loss

Closing balance — cash flow total () = (d) — () $93.85
Foreign exchange loss (f) $1.94
Foreign exchange loss (g) $1.99
Foreign currency gain for 2008-09 income year $89.92
(e-(F-(

Using the weighted average method available under the Division 775
incometax regulations, Kwala Co brings to account aforeign currency
gain of $89.92 for the 2008-09 income year.



Table 13.17: Subdivision 775-E foreign exchangegain or loss(retrandation
election)
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Step 1 (@) (amountsreceived): as PV Enterprises ceased to have
(disposed of) the Aussie bond as consideration for starting to
have (acquiring) the US bond:

subsection 230-440(1) providesthat PV Enterprisesistaken
to have received the market value of the US bond
(A%1,375), determined at thetime PV Enterprises started
to haveit (acquired it), as consideration for ceasing to
have (providing) the Aussie bond
(subsection 230-440(1));

subsection 230-440(5) instead providesthat PV Enterprises
istaken to have received the market value of the
Aussie bond, determined at thetimeit ceased to haveit
(A$1,500), as consideration for ceasing to havethe
Aussie bond (subsection 230-440(5)); and

as two different amounts are taken to have been received by
PV Enterprises for ceasing to haveits Aussie bond,
subsection 230-440(6) provides that
subsection 230-440(5) appliesto the exclusion of the
other subsections (subsection 230-440(6)).

Accordingly, PV Enterprises istaken to have received A$1,500
upon disposing of its Aussie bond under the forward contract (section

230-440).
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