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Dear Sir / Madam

Taxation of Financial Arrangements — Proposed Division 230

The Institute of Chartered Accountants in Australia (“ICAA”) welcomes the
opportunity to provide comments on the Division 230 exposure draft (“the
proposed ED”) dealing with the taxation treatment of financial arrangements
(“TOFA”).

We emphasise, from the outset, that we support the introduction of measures
simplifying the taxation of financial arrangements and agree with the
comments at paragraphs 2.3 to 2.7 of the Explanatory Material (“EM”) to the
proposed ED that there is a need to reform the current TOFA provisions.

We also agree that reforms relating to TOFA should be aimed at achieving the
objectives set out at paragraph 2.15 of the EM, which include:

" facilitating the appropriate allocation over time of the gains and losses
from financial arrangements for tax purposes

® reducing complexity while increasing clarity, consistency and coherency
® reducing taxpayer uncertainty and compliance costs

® minimising, as far as possible, the administrative impact of the reforms
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®  removing tax-timing mismatches and other anomalies and increasing
overall tax neutrality

® increasing reliance on economic substance over legal form
® providing tax treatments that cover all financial arrangements

® increasing alignment of tax treatments with the functional purpose of
entering particular financial arrangements

® incorporating the concepts used in financial accounting standards, where
possible, in the tax treatment of financial arrangements

® reducing opportunities for tax deferral and tax arbitrage.

In this regard, we welcome the inclusion of measures that will assist in
reducing the compliance burden of TOFA for some taxpayers. These
measures include elections to align with accounting, the ability to rely on
accounts, and the ability to use a reasonable approximation of compounding
accruals.

Notwithstanding these compliance-saving measures, the ED, in its current
form, does not appear to achieve the majority of the objectives listed above.

More specifically, our view is that the proposed ED does not necessarily
reduce complexity and uncertainty, increase clarity, minimise administrative
impacts, increase neutrality between arrangements, and increase the overall
alignment of the taxation and commercial treatment of financial
arrangements. In particular, our most significant concern is the high level of
compliance-related issues that are expected to arise for all taxpayers.

We have identified various issues we consider frustrate the achievement of
the objects at paragraph 2.15 of the EM. In summary these are:

® issues mainly attributed to the current drafting using a coherent principles
approach;

® the significant scope proposed by the ED;

" the complexities introduced by a broad and uncertain compounding
accruals regime; and

® the inflexibility of elections as currently drafted.

Our view is that further consultation is required, particularly where Treasury is
not in agreement with our recommendations. We also consider that further
consultation is required to determine how the proposed rules will apply in
practice and whether the rules operate as intended.



Our major concerns with the proposed ED are summarised below.
1. Timing of implementation

Ouir first issue is the date of effect of the TOFA changes. Whilst there has
been consultation in relation to the proposed Division 230, we consider that
further analysis and guidance is required. In particular:

® Treasury and Government need to make numerous policy decisions;
® the ATO needs to refine and develop its guidance processes; and

" the taxpayer community needs a substantial lead-time to prepare for the
eventual changes.

Accordingly, we recommend that TOFA, if introduced, should be effective
from the commencement of a year of income rather than being operational
from the date of introduction or the date of Royal Assent or some date shortly
after. We also recommend that the earliest possible introduction date for the
general community should be the income year commencing 1 July 2007. If
certain taxpayer segments wish to explore the possibility of an optional earlier
start date, that may be appropriate for those sectors. However, our view is
that a general community wide start date would not be feasible before 1 July
2007.

2. Significant expected compliance issues due to scope

One of the main concerns with the proposed ED is its extremely broad scope.
The proposed definition of financial arrangement (notwithstanding the various
exclusions, which are very limited) will result in almost all transactions
requiring a Division 230 review (on a transaction-by-transaction basis). Our
testing of scope indicates that the definition of “financial arrangement”, as
currently proposed, could encompass around 75% of all assets and liabilities
on the statement of financial position, and will also include many off balance
sheet ordinary transactions such as long term “royalty” agreements and
“operating rental leases” that do not practically involve any element of
financing or “interest”.

We believe that it is imperative for Treasury to consider alternative methods to
assist in reducing the scope and, in turn, the expected compliance issues that
we anticipate will arise from the proposed ED as currently drafted. We have
put forward a number of alternatives to the current scope proposed in the ED
and would welcome the opportunity to discuss and test these alternatives with
Treasury. Some suggestions we have outlined in our submission include a
linkage to the definition of financing arrangement in section 974-130, a
“bottom-up” approach rather than an “all inclusive” approach, a change from
an “economic benefits” approach to a “monetary test” approach, and a review
of the exclusions in the proposed Subdivision 230-F.



We also highlight that we wish to avoid the issues that were faced in New
Zealand where the “financial arrangement” legislation started with a broad
scope. Those rules currently have an expanded “exclusion” listing of 23
financial arrangements.

3. Compounding accruals

We are pleased that the proposed Division 230 allows taxpayers to use a
method that “reasonably approximates” compounding accruals, which we
believe would facilitate a reduction in compliance costs that would otherwise
be incurred. Notwithstanding the proposed compliance saving measure, we
believe that the compounding accruals tax timing method will result in
significant uncertainty mainly because of the following:

® The scope of Division 230 — due to the proposed broad scope of Division
230, taxpayers will need to apply (or determine whether or not to apply)
complex compounding accrual calculations to a large number of
transactions, on a transaction-by-transaction basis. However, this issue
could be dealt with by reducing the scope of Division 230 (as outlined
above).

® Reasonably likely test — the threshold for using compounding accruals
appears to be very low which will result in many arrangements requiring a
complex compounding accrual calculation. Furthermore, unlike Division
16E, there is no exclusion where the arrangement pays “periodic” returns
over the term of the arrangement.

®  Continual testing — the current drafting does not seem to make it clear as
to when an entity is required to test the instrument for compounding
accruals (e.g. on an upfront basis or on an annual / ongoing basis). We
acknowledge that continual testing should be required for some reset
instruments (e.g. variable rate instruments) but would be concerned if all
taxpayers were required to continually test all financial arrangements on,
say, an annual basis to determine whether or not to apply compounding
accruals. This would result in a significant ongoing compliance burden.

4. Principle based drafting

Whilst we agree that principle based drafting may allow for flexibility in dealing
with new financial arrangements and could assist in reducing the amount of
legislation required in relation to financial arrangements, our concern is that
the current drafting and limited guidance could result in significant uncertainty
for taxpayers and could result in a larger reliance on guidance from the
Commissioner.

Our recommendations (as set out in the attached submission) include, but are
not limited to:



" Linkage with objects - an appropriate linkage between the objects of
Division 230 and rules contained in Division 230.

® Additional examples — the ED currently provides a limited range of
examples. Expanding the range of examples that address different types
of financial arrangements would improve taxpayer certainty. We further
recommend that the ED include specific examples dealing with scope
issues and the calculation of gains and losses for different types of
arrangements.

® Reduced discretion - limiting the Commissioner’s discretion and his
ability / requirement to interpret the law under Division 230 (this is
discussed further in the following point).

5. Commissioner’s discretions

In its review of self-assessment (ROSA), Treasury recommended
(Recommendation 50) replacement tests where discretions would go to the
determination of a taxpayer’s liability. Our view is that the proposed
Commissioner’s discretions in relation to the “reliance on financial records”
and the “arm’s length test” will not meet this recommendation. Both of these
tests go to the determination of a taxpayer’s liability.

In line with ROSA, we therefore recommend that these tests be replaced with
alternatives that remove the discretionary power from the Commissioner.

6. Elections

Whilst we understand the integrity issues surrounding the use of the available
elections, we believe that some of the potential compliance issues relating to
Division 230 could be resolved if Treasury provided further flexibility in relation
to the proposed application of Division 230. It is currently proposed that
where an election is not made under Division 230, taxpayers will be required
to apply compounding accruals and realisation to all transactions within the
scope of Division 230. This could potentially impose a significant compliance
burden on taxpayers that cannot make elections and could result in many tax /
accounting differences.

Accordingly, we have made various recommendations in the attached
submission including the ability for all entities to make all available elections
under Division 230 (and not only entities within Chapter 2M of the
Corporations Act) where they apply the relevant accounting standard.
Furthermore, we recommend that the “audit requirement” be removed from
Division 230, and that there be some provision to enable revocation of an
election in certain circumstances. We would like to consult with Treasury in
relation to these recommendations to help overcome some of the issues that
have been identified in relation to elections.



7. Ability to use financial records

The ability to rely on a taxpayer's financial records is a welcome addition to
TOFA, and we consider that this provision will assist in avoiding some of the
significant compliance issues that arose under the second stage of TOFA (i.e.
the foreign currency rules under Division 775). However, we are disappointed
that this provision only provides a limited level of compliance savings for
certain taxpayers.

We believe the potential compliance savings could be significantly increased
(with little or no cost to the revenue) if the current provisions were extended to
any calculation of a Division 230 gain or loss where both the amount and
timing of the amount used in the accounts “approximates” the tax gain or loss,
and the use of the accounts would be consistent with the objects of Division
230 (i.e. to align more closely the tax and commercial recognition of gains and
losses).

8. Small taxpayers

Under the proposed Division 230, it appears that small taxpayers (i.e.
individuals and small business) will endure the greatest compliance burden.

Firstly, most small taxpayers that are not carved out of the regime will be
ineligible to make elections to use fair value, retranslation or tax hedging.
Accordingly, small taxpayers will most likely be required to calculate all gains
or losses on a compounding accrual or realisation basis.

Secondly, small taxpayers will not be able to “rely on their accounts” where
they do not conduct an audit (i.e. there is an exception under Chapter 2M for
small proprietary companies). Such entities will therefore be required to
prepare two sets of calculations (i.e. one for tax and accounting).

Thirdly, the exclusion proposed for small business (i.e. the “significant deferral
test”) is not as broad as the Division 16E exclusion and will require Division
230 to be applied to transactions that would not have otherwise required a
Division 16E calculation.

Finally, the foreign currency elections currently contained in Division 775 have
not been replicated in Division 230 for small business (e.g. the limited
balances election and retranslation election).

In light of the above, we request Treasury to consider alternative exclusions
and compliance saving measures for small taxpayers. In addition we would
also recommend that all elections, and all compliance saving measures
offered to large business be equally available to small taxpayers.

9. Matching rules for CGT

Division 230 provides limited “character” matching rules. Where financial
arrangements are given a different tax treatment to the underlying transaction,



we believe that this could result in a new category of “blackhole” income or
expenditures where the financial arrangement is treated inappropriately for tax
purposes under the proposed ED. This issue could be of concern in a
number of cases, including where:

® the underlying instrument is a CGT asset that derives capital losses;
® the underlying instrument is a class of foreign sourced income; or

® the underlying instrument is non-assessable non-exempt income.

In these types of cases there will be instances where the financial
arrangement (or a component thereof) will either be assessable or deductible
under Division 230 on revenue account, whilst the underlying transaction will
be treated on a different basis due to its character.

We believe that this issue can be addressed by the inclusion of appropriate
character matching rules. Furthermore, we believe that gains or losses on
designated tax hedging instruments should automatically take the character of
the underlying instrument.

10. Issues with tax hedging rules

We have highlighted some technical issues associated with the operation of
the tax hedging rules. Most of the issues identified can result in instances
where hedging is available for accounting purposes under AASB 139, whilst
not being available under Division 230.

11. Outstanding Division 230 rules

There still appear to be significant provisions of Division 230 still to be drafted.
This includes the synthetic rules, commencement dates, transitional rules,
and interaction rules. We note the significant compliance issues that were
faced by taxpayers under the piecemeal approach to the introduction of the
“tax consolidation” regime, and strongly recommend that this approach not be
repeated in relation to Division 230

We also consider that Treasury needs to consult on the remaining provisions
of Division 230 as soon as possible.

Finally, as identified earlier, we request that Treasury postpone any legislative
introduction of Division 230 until there has been appropriate consultation on
all aspects of Division 230 and appropriate involvement and consultation with
the ATO on the final complete package of legislation.



12. Errors in the EM and ED and other technical issues

There are a number of technical errors that are contained in both the EM and
ED in our detailed submission attached. We have highlighted these in the
attached submission.

The above issues, and our associated recommendations, are discussed in
detail in the attached submission.

Should you have any queries, or wish to discuss any aspect of this
submission, please contact me on (02) 9290 5623 or Julian Cheng on (02)
9290 5750.

Yours sincerely,

a K

Ali Noroozi
Tax Counsel
Institute of Chartered Accountants in Australia
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1. TIMING OF IMPLEMENTATION

We would like to raise the following strategic issue about the date of effect of
the TOFA changes.

1.1  Further analysis necessary

The changes proposed by the ED, while being thought through and consulted
on in an acceptable and appropriate manner, require a lot more analysis and
guidance. In particular we believe, as a minimum, the following would need to
take place before the rules are introduced as legislation:

® that Treasury and Government need to make numerous policy decisions
about the final shape of the law;

® the ATO need to refine and develop its guidance processes; and

" the taxpayer community needs a substantial lead-time in order to review
the implications of the eventual changes.

1.2 Effective start date

The proposed ED, at item 2, proposes a commencement date being the day
on which this Act receives Royal Assent. We note that this could be part way
through an income year.

We believe that the TOFA changes, if introduced, should be effective from the
commencement of a year of income, for example from 1 July 2007, rather
than being operational from the date of introduction or the date of Royal
Assent or some date shortly after. Furthermore for entities with a substituted
accounting period (“SAP”) we would recommend that the provisions allow for
a start date for such entities coinciding with their applicable SAP start date.

Additionally, the introduction of a measure as wide ranging as TOFA 3&4
during an income year would result in very significant compliance and
systems difficulties for taxpayers. This was demonstrated particularly by
TOFA Stage 2 — The Foreign Currency Reforms — which commenced at a
date in the middle of an income year thereby resulting in major issues around
compliance and systems changes for taxpayers, and affected a far smaller
sub-group of the community than will be affected by the TOFA 3&4 measures.

The date of effect should clearly be modelled on all of the other substantial tax
reforms introduced recently, such as the capital allowances measures, debt
equity measures, thin capitalisation measures, etc. where the date of effect is
aligned to years of income.
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1.3 Lead time for TOFA

We believe that the commencement date should be at least 3 months and
preferably 6 months after the bill is introduced, given the very significant
demands which will emerge from the TOFA measures, in particular for:

® conversion and updating of advice provided by financiers to their investors
(particularly in relation to products offered in the retail and public markets);

® the anticipated material volume of ATO guidance that will need to be
prepared; and

® the need for the ATO to arrange sufficient resources ahead of the
anticipated influx of private rulings requests and to meet the need to
prepare public rulings / determinations to clarify aspects of the TOFA
measures.

Furthermore, the business community will require a lead time, after the TOFA
3&4 measures have been finalised and exposed, including the issue of
relevant guidance by the ATO, to:

® consider the precise impact of the reforms on existing financial products
issued by financial services organisations;

® whether or not to restructure existing financial arrangements (assets and
liabilities); and

® assess the impact of the various elections available, including
understanding the precise interaction with corporate accounting systems.

We strongly believe that the TOFA measures are not ready for introduction
from 1 July 2006. The above steps cannot be compressed into a time line
calling for 1 July 2006 commencement. Accordingly, we would recommend
an earliest possible introduction date for the general community of the income
year commencing 1 July 2007.

Certain taxpayer segments may wish to explore the possibility of an optional
earlier start date, but we are very clear that a general community wide start
date is not feasible before 1 July 2007.

The ICAA considers there is no reason, such as any perceived integrity,
requiring introduction of these rules otherwise than in line with a year of
income. There is no particular arbitrage issue arising from the date of effect
of the measures, and the large array of elections, options and examination of
interactions with financial statements will require a lead time to properly
assess the output of the relevant financial systems within corporate or widely
held groups.
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1.4 Recommendations

We recommend that Treasury consider the following in relation to determining
the application date of the reforms proposed by the ED:

® that the effective start date be from the start of a year of income (e.g. 1
July) rather than being from a date that could fall part way through an
income yeatr;

® that the start date be no earlier than 1 July 2007;

®  that the effective start date allow SAP’s to start from the start of their
substituted accounting period; and

® that the provisions allow at least a lead time of 3 to 6 months to allow the
business community, tax advisors and the ATO to prepare for the
introduction of the measures.

2. DEFINITION OF A FINANCIAL ARRANGEMENT

The definition of “financial arrangement” contained in proposed section 230-
30 is broadly similar to the definition of “financial instruments” contained in
AASB 132. However, there appears to be three significant differences that
are contained in the proposed taxation definition:

® the tax definition uses the concept of “economic benefits” rather than “cash
or other financial instruments”;

® the tax definition looks at “legal and equitable” rights and obligations rather
than “contractual” rights and obligations; and

" the tax definition is not subject to the substantial number of exclusions
contained in AASB 132/ 139, especially where other accounting standards
take precedence.

These differences significantly widen the scope of “financial arrangements” for
Division 230 purposes, as compared to that used by AASB 132 and AASB
139. We are concerned that the definition proposed by Treasury will result in
unnecessary administrative compliance issues for taxpayers in determining
whether or not to apply the provisions to the large number of transactions that
will fall within the scope of Division 230. The above concerns are discussed
in detail in the following sections. A summary of our recommendations in
relation to the definition of financial arrangement is contained at point 2.12
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2.1 The scope of the tax definition

The definition of financial arrangement for tax purposes is extremely broad,
due to the use of the terms “something of economic value” and “legal or
equitable rights”. In Appendix 5, we expect that up to 90% or more of assets
and liabilities to fall within the definition of “financial arrangement” for Division
230 purposes (but for specific exclusions). Even with the proposed
exclusions, more than 75% of businesses assets and liabilities are likely to
come within the scope of Division 230. We note that this estimation does not
include off balance sheet items such as ordinary operating “lease”
arrangements and royalty arrangements. Given the broad definition of
financial arrangement proposed by the ED, we expect the scope of Division
230 to be very wide, with the consequence that entities will need to consider
the application of Division 230 for a wide range of transactions.

2.2  Thevaluation of benefits and compliance issues

We are concerned that significant compliance issues may result from the
application of the “gain and loss” methods contained in proposed subsection
230-25(1) which must be applied to every financial arrangement within the
scope of Division 230.

Where neither the fair value, retranslation, or tax hedging election applies, an
entity is essentially require to work out the gain or loss using either item 2 or 4
of the table contained in subsection 230-20(1). Item 2 requires a financial
arrangement to be calculated having regard to the compounding accruals
basis or methodology.

We are particularly concerned about the requirement for an entity to review
each and every single financial arrangement to determine whether or not to
apply the tax timing methods.

Furthermore, once an arrangement is within the scope of the proposed
Division 230, the compounding accruals method requires an entity to
determine whether it is only “reasonably likely” that a gain or loss will be made
on the arrangement. When determining whether a gain or loss is reasonably
likely for “non-monetary” type transactions, this may require an entity to value
the non-monetary benefits to be provided and the non-monetary benefits to be
received for each of those financial arrangements. Where the definition of
“financial arrangement” differs to the accounting rules, and where the
application of the compounding accruals method also differs to the accounting
rules, this will require an entity to determine the valuation of benefits for a
significant number of tax financial arrangements involving non-monetary
amounts. We submit to Treasury that, should Division 230 require entities to
undergo continuous valuations, this will place an unwarranted compliance
burden on entities required to comply with Division 230 for tax purposes. We
demonstrate this with the following two examples:
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Example 1 — Number of arrangements

Aco enters into 100 arrangements during the year of income that fall within
the definition of “financial arrangement” for tax purposes. Aco does not make
any of the elections available under Division 230. Aco must establish whether
the value of the economic benefits to be provided is reasonably likely to
exceed the value of economic benefits to be received. For non-monetary
transactions, Aco must obtain a reasonable estimate of these non-monetary
amounts.

Example 2 — Prepayment arrangements

Aco enters into 15 prepayment arrangements during the year of income
where each arrangement exceeds more than 12 months (i.e. Aco makes
payments in advance of receiving goods and services). The fair value of the
prepaid good or service (when received) may exceed the total cash provided
by Aco during the arrangement. The “discount” would be expected to come
within Division 230. As this process is arguably not done for accounting
purposes, Aco is required to calculate the fair value of the expected goods
and services to be received in order to determine the amount of the discount
(or gain) for the purpose of Division 230.

2.3 The scope of the accounting definition

The draft explanatory material suggests that the accounting definition does
not deal with non-monetary items (refer to paragraph 3.7) and that there is a
need to increase the scope of the tax definition to cater for these scenarios.
However, we submit that this comment is not entirely accurate. We refer to
two types of non-monetary items that would be included within the definition of
financial instruments for the purpose of AASB 132:

B settlement of a financial instrument in another financial instrument rather
than cash (refer to the definition of financial asset or liability, paragraph 11
of AASB 132); and

® certain arrangements where the non-financial item, that is the subject of
the contract, are readily convertible to cash (refer to paragraph 9(d) of
AASB 132).

As demonstrated above, the accounting standard definition extends to
amounts that are beyond simple “cash” receivables and payables. However,
the definition used for accounting purposes appears to be more practical and
administratively easier to comply with as compared to the tax definition, as it
deals with amounts that can be more easily ascertained (i.e. “cash, other
financial instruments, or cash equivalents” as opposed to “something of
economic value”). We also note that the accounting definition is broad
enough to scope in commodities that are held by an entity for the purpose of
trading. This may occur, for example, where levels of the commodity held are
outside the expected purchase, sale, or usage requirements (see paragraph 8
of AASB 132). Accordingly, a commodity can also be regarded as a financial
instrument under the AASB 132 definition.
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Furthermore, for those entities complying with AASB 132, the exercise of
determining the scope of a financial arrangement would already be performed
for accounting purposes. Following a definition more similar to the accounting
standards would help to reduce the expected compliance burdens that will be
associated with the application of Division 230 under the current drafting to a
substantial number of transactions.

2.4  The application of other accounting standards

Paragraph 3.9 of the draft explanatory memorandum also suggests that the
definition contained in AASB 132 is not comprehensive enough and that other
standards are required to deal with the time value of money (paragraph 3.9).
Again, this statement is not entirely accurate. Almost all transactions that deal
with the time value of money would fall within scope of AASB 132 and AASB
139. However we note that, in general, items are scoped out of AASB 132
and AASB 139 if another standard is more prescriptive or where they are
specifically excluded from AASB 132 and AASB 139. The draft EM refers to
two accounting standards, AASB 117 and AASB 118 as support for the
comment in paragraph 3.9. However, in relation to these two accounting
standards, we make the following comments:

® |ease arrangements that are covered by AASB 117 would still be
included in the definition of financial instrument contained in AASB 132.
However, the arrangement is not accounted for under AASB 139 due to
the specific exclusion for leases (refer to paragraph 2(b) of AASB 139).
Accordingly, lease arrangements, per AASB 117, should not be cited as a
reason to expand the definition of financial arrangement for tax purposes

® a financial instrument accounted for under AASB 118 (Revenue) would
still be included within the definition of financial instrument of AASB 132.
AASB 118 only modifies the way in which the amount of revenue is
recognised for accounting periods on certain income arrangements (refer
to Appendix A of AASB 118, paragraph 14(a) to (c)). Furthermore, AASB
118 does not deal with financial instruments that are at fair value under
AASB 139 (refer to paragraph 6(d) of AASB 118). Once again, AASB 118
should not be cited as a reason to expand the definition of financial
arrangement for tax purposes.

We have raised “operating rental leases” and “royalty arrangements” as
examples of arrangements that we believe should not be included within the
scope of Division 230. This is mainly because neither of these standard
arrangements contains a “financing” or “interest” component as there are
periodic payments throughout the arrangement. This is demonstrated by way
of the example contained in Appendix 1.

We again note that the definition of “financial instrument” in AASB 132 is
broad enough to otherwise capture both royalty and operating lease
arrangements (but for a more specific accounting standard applying to the
arrangement).
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2.5 Accounting for deferred settlement and prepayment arrangements

Following on from the points raised at section 2.4 above, we understand that
one of the reasons for the broader definition contained in Division 230 is that
Treasury are seeking to include deferred settlement and prepayment
arrangements within Division 230 such that any “finance” component
embedded in such an arrangement is accounted for under the tax
compounding accruals method. These two types of transactions are
discussed below.

Deferred settlement arrangements

The majority of deferred settlement financial arrangements would fall within
the definition of financial instrument under AASB 132, and would generally
require an “amortised cost / effective interest” method calculation for
accounting purposes under AASB 139 (similar to the compounding accruals
method contained in Division 230). For example:

® where inventory is acquired on deferred settlement terms, the difference
between the purchase price and the normal credit terms is regarded as
interest (AASB 102, paragraph 18). The financing arrangement is
generally accounted for under AASB 139 using the amortised cost /
effective interest method.

® where property plant or equipment is acquired on deferred settlement
terms, the difference between the cash price equivalent and the total
payments is recognised as interest (AASB 116, paragraph 23). The
financing arrangement is generally accounted for under AASB 139 under
the amortised cost / effective interest method.

As per the calculation required in the above accounting standards, the
“interest” component is simply calculated by comparing the price of goods
under normal credits terms (price today) with the actual price to be paid in the
future under the agreement (at the time of the deferred settlement period). As
all of this information would normally be available to the entity, the interest
component would appear to be readily ascertainable in most cases. The
compliance issues with calculating a “compounding accruals” component may
not be significant where Division 230 only covers arrangements that exceed
12 months that are typically already picked up for accounting purposes.

We therefore highlight to Treasury, that a definition that uses a concept
of “aright to receive cash” or an “obligation to provide cash” would
appear to include deferred settlement arrangements as both parties to
the contract would either have a right or obligation to receive or provide
cash, even where settlement by one party is through the provision of an
economic benefit. This is demonstrated in example 6.3 of the EM. We
do not believe an extended definition of financial arrangement is
required to bring such transactions within the ambit of proposed
Division 230.
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Example 3 — Deferred settlements

Using example 6.3 of the EM. The deferred settlement arrangement:

= provides Home Pty Ltd with a right to receive cash (the instalments each
year)

= provides the counter party with an obligation to provide cash (the
instalments each year).

As such, the arrangement in example 6.3 would be included in the definition
of financial arrangement, should the definition be reduced to a AASB 132
definition or “monetary” type benefits.

Prepaid goods and service arrangements

In the case of prepayment arrangements, although it may be possible to
account for a “discount” on acquisition as a finance cost under the relevant
standards (which would then be brought to account under AASB 139 under
the amortised cost / effective interest method), unless the transaction was
clearly structured to compensate the purchaser for the prepayment through a
discount most all of these prepayment arrangements would practically be
recorded at cost for accounting purposes.

For example, we agree that a discount on a bill of exchange should come
within the rules of Division 230. However, if the definition of financial
arrangement were limited to “monetary items” rather than items of “economic
value”, such items would still be included. This is demonstrated by the
following example:

Example 4 — Discount on a bill of exchange

Aco prepays $90 to invest in a bill of exchange with a face value of $100.
Aco receives $100 in 3 month’s time. There is a discount of $10 on the
arrangement that represents interest. The arrangement is a financial
arrangement as the bill provides Aco with a right to receive cash. The
discount is “reasonably likely”. The gain will be brought to account on a
compounding accruals basis.

However, where the scope of Division 230 is extended to “things of economic
value” for prepayments involving non-monetary amounts, this would require
an entity to compare the payments to be made over the arrangement with the
estimated future value of the goods or services to be received under the
arrangement (most likely at settlement). These arrangements are classified
as non-monetary prepayment arrangements.

On the face of it, this may appear to be relatively simple exercise. One may
suggest that the gain or loss on a non-monetary prepayment arrangement
would simply be the discount obtained by an entity for paying for the goods or
service early (as compared to the ordinary price). However, we consider that
the following example demonstrates the potential valuation complexities:
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Example 5 — Prepayment valuation example

Aco enters into a prepayment arrangement with Bco for the construction of
plant and equipment. Aco prepays $200,000 at the start of the arrangement.
In year 3, Bco completes the construction of the plant and equipment and
delivers this to Aco. The prepayment arrangement in this example would be
a “financial arrangement” under the expanded definition contained in Division
230. The arrangement would not appear to be a financial instrument per the
definition contained in AASB 132 (as the prepayment provides a right to
receive a non-financial asset of $200,000).Is this right? Isn’t the
prepayment of $200,000 to receive a non-financial asset but we don’t
know what the value is?

In this example, Aco is required to determine whether it is reasonably likely to
make a gain or loss on the arrangement for tax purposes (for the
compounding accruals method). Aco is therefore required to estimate the
value of plant and equipment at the end of each year of income. As delivery
is expected in 3 years time, Aco will need to estimate this value in year 1, 2
and 3 (i.e. to determine the value of the “economic benefits” to be received as
compared to the amount of cash paid). In this case, Aco estimates this value
to be $250,000 in year 1, $240,000 in year 2. This means that Aco is
required to bring to account a gain under compounding accruals of $50,000,
adjusted to $40,000 in year 2. At the time of receiving delivery of the plant in
year 3, Aco is again required to value the plant to determine whether Aco has
made a “realisation” gain or loss. Aco values the plant at $275,000 and
therefore makes a total realised gain of $75,000 (less any amounts brought to
account under the compounding accruals method). We note further, however,
that the realisation exception contained in subsection 230-25(2) would appear
to ignore this adjusting calculation on realisation. Effectively, this would
ignore any over or under estimated picked up in this realisation year. This
last sentence does not make sense.

The above example demonstrates the compliance issues arising from the
continuous valuation exercise and the requirement to estimate the future
value of “non-monetary” items.

Furthermore, unless proper valuations are conducted, we believe that the
actual “realised” gain or loss may be disputed by the ATO. We are concerned
that this will result in entities obtaining valuations in respect of “non-monetary”
benefits received under non-monetary prepayment arrangements in order to
ensure that the gains or losses under Division 230 are calculated with
reasonable accuracy. We believe that this will result in unnecessary complex
calculations for prepayments that may otherwise already be dealt with
appropriately under Division 3, Subdivision H of the 1936 Act (the current
prepayment rules). In conclusion, we are very concerned with the compliance
issues associated with the proposed extended scope of Division 230 and the
use of the non-monetary term “something of economic value”.

We query whether Treasury are really concerned with all discounts on
prepayments, other than discounts associated with the time value of money.
As per our calculation contained in Appendix 7, we believe that the additional
compliance issues that will be arise in relation to non-monetary prepayment
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arrangements are not warranted given that the there is not expected to be a
significant difference in the total amount of taxable income as compared to the
current treatment under the current prepayment rules.

2.6 Effect of reducing the scope of the definition

Were Treasury to accept a reduced scope to the definition of “financial
arrangement”, we still believe that all deferred settlement type arrangements
would be caught within Division 230. This is because the arrangement would
still provide the entity with a right to receive cash or a monetary equivalent
(the deferred receivable right) and an entity with an obligation to provide cash
or a monetary equivalent (the deferred settlement obligation), even where
final payment is required in a non-monetary form.

However, we do not believe that the majority of prepayment arrangements will
be covered by the amended definition. Under a prepayment arrangement, the
future rights and obligations are usually items of non-monetary value. As
such, we would expect that the majority of these items would be scoped out of
Division 230 but for prepayments on monetary types of arrangements (such
as discounts on bills of exchange, or prepayments in relation to interest rate
swaps, etc.). This type of treatment would be more in line with accounting
and commercial practice, and would help to ensure that the expected
significant compliance burden proposed by Division 230 in respect of these
transactions would be reduced to acceptable levels. Furthermore, we also
believe that the reduced scope would better meet the proposed objects of the
Division which are to align “more closely the tax and commercial recognition
of gains and losses from your financial arrangements (subsection 230-10(b)).”

2.7  Further considerations relevant to reducing scope

We also highlight that Division 230 will result in large business taxpayers
effectively applying a Division 16E compounding accruals regime to all
financial arrangements that are not covered by one of the election methods.
Division 230 does not currently contain exclusion for insignificant deferral
arrangements other than for individuals and small business taxpayers
(proposed section 230-130).

Without such an exclusion, Treasury are seeking to significantly broaden the
application of the accruals regime which would otherwise have been excluded
under the definition of “qualifying security” in Division 16E due to the
insignificant deferral test (i.e. the 1.5% test).

With the additional scope and compliance expected through Division 230, we
recommend that Treasury ensure that compliance with the new rules is
manageable for taxpayers. We believe it is not unreasonable to request
Treasury to consider reducing the scope of the definition of a financial
arrangement for Division 230 purposes to ensure that taxpayers will be able to
comply with the measures and manage their tax affairs under the proposed
Division 230.
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2.8 Proposal 1 -Link to “financing arrangement”

An alternative method of reducing scope to an appropriate level would be to
link the definition of “financial arrangement” in section 230-230 to the
definition of “financing arrangement” contained in Division 974 (or something
similar to that definition).

Section 974-130 defines a financing arrangement for the purpose of the debt /
equity provisions. We consider that a modified version of this definition could
help to ensure that the scope of Division 230 would be limited to an
appropriately manageable level. This approach could help to increase
certainty around what would be included within the scope of Division 230.

2.9 Proposal 2 - A “bottom-up” approach

We would like to highlight the New Zealand experience in relation to their
provisions dealing with financial arrangements. When initially introduced, the
New Zealand provisions included a very broad definition of financial
arrangement, which, over time, has been watered down through a number of
specific exclusions. We have included a list of the exclusions in Appendix 10.
The introduction of a wide definition of “financial arrangement” initially created
great uncertainty and compliance issues for taxpayers in New Zealand.

We consider that more certainty would be provided by a “bottom-up” approach
as opposed to an “all inclusive” approach.

A “bottom-up” approach would start with a definition of financial arrangement
being similar to that contained in AASB 132, with modifications to cater for
Treasury concerns.

For example, a "financial arrangement” could be defined to include both
® an "explicit financial arrangement”

® an "implicit financial arrangement”

An "explicit financial arrangement” could be defined as a financial asset or
a financial liability that would be accounted for under AASB 139. As such, this
would not cover arrangements such as leases, royalties and other such
arrangements that are dealt with under specific other accounting standards
other than the standard on “financial instruments”.

An "implicit financial arrangement” could then be defined as an
arrangement that includes areas of concern to Treasury, for example

" a prepayment arrangement

® adeferred settlement arrangement, etc.
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Treasury could then appropriately define any additional categories. For
example, a “prepayment arrangement” may be defined as an arrangement
that meets all of the following criteria:

® an arrangement greater than 12 months;

® the value of money / property provided by one party is not expected to
equal the value of the money / property provided by the other party to the
arrangement (value difference);

® the *value difference could reasonably be regarded as being equivalent to
the time value of money having regard to the manner, conditions
applicable, any other relevant matters;

® the value difference can be quantified with reasonably certainty at the
inception of the arrangement; and

® the arrangement is not an explicit financial arrangement as defined.

Again, we believe that this approach has the added benefit of increasing
certainty for taxpayers. Whilst a “bottoms up” approach is not entirely a
coherent principles approach, we do not believe that a combination of a
coherent principles approach together with a black letter law definition for
scope would detract from the effectiveness of the provisions. This is because
the definition uses a combination of a coherent principles approach (i.e. the
explicit definition) together with a black letter law approach (the implicit
definition). Given the broad scope of AASB 132 and AASB 139, we believe
that the approach will still be able to ensure that new and emerging financial
instruments will fall within the scope of Division 230 without the need for
additional legislation. Furthermore, we believe that the definition of Division
230 would only require modification for integrity issues identified in the future
by either the ATO or Treasury.

2.10 Proposal 3 — Monetary test

The definition of “explicit financial arrangement” in proposal 2 requires an
understanding of what is included in AASB 139 and what is excluded from
that standard. We understand that certain taxpayers are not necessarily
required to comply with AASB 139, and therefore Treasury may not consider
the reference to AASB 139 acceptable.

If this is the case, we would urge Treasury to consider amending proposal 2
such that the definition of an “explicit financial arrangement” would be more
closely aligned with the definition of a financial instrument contained in AASB
132. We would also urge Treasury to expand the exclusions contained in
Subdivision 230-F to be more closely aligned with the exclusions contained in
AASB 132 and 139 so that the tax provisions deal only with what is
commercially accepted as a “financing arrangement”.
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2.11 Proposal 4 — Appropriate exclusions

As highlighted at section 2.10 above, we would urge Treasury to consider
expanding the scope of the exceptions contained in Subdivision 230-F to
bring them more in line with the exceptions contained in AASB 132 and 139.
This would mean the inclusion of exceptions contained in other accounting
standards, such as royalty arrangements. As highlighted in Appendix 1, whilst
such arrangements may be within the scope of AASB 139, they are not
accounted for under that standard as they do not, in essence, represent a
financing arrangement.

We believe that it may be possible to exclude a number of those
arrangements (as highlighted in Appendix 1) by appropriately modifying the
exclusion in section 230-125, where returns are paid periodically.
Furthermore, the significant level of exclusions contained in the New Zealand
legislation should also be noted and considered by Treasury. These are set
out in Appendix 10.

2.12 Recommendations

We make the following recommendations in relation to the definition of
financial arrangement and the scope of Division 230 for Treasury to consider.

that Treasury seriously consider reducing the scope of Division 230 to help
increase certainty under Division 230, and reduce expected
compliance costs with the provisions

that any test involving “something of economic value” be substituted with a
term that would be administratively possible to ascertain by an entity

that the definition of financial arrangement be more closely aligned with
the accounting definition of financial instrument contained in AASB 132

that Treasury consider the four proposals put forward in relation to the
scope of Division 230.

We strongly consider that there should be a further opportunity to discuss the
scope of the proposed Division 230 with Treasury and to test the various
alternatives raised in this submission.

3. COMPOUNDING ACCRUALS REGIME

3.1 Compliance issues

A compound accruals regime generally requires taxpayers to apply the
following methodology:

® determine the benefits to be received under the arrangement
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® determine the benefits to be provided under the arrangement
® determine the net gain or net loss

® determine a compounding rate of return for the net gain or loss

brings the net gain or loss to account using that rate

Where this methodology is applied for accounting purposes, or is applied for
tax purposes for a limited number of arrangements, we would not expect
significant compliance issues to arise. However, where this methodology is
required for a substantial number of tax transactions only, we believe the
internal rate of return calculations will impose a significant compliance burden
on taxpayers. We therefore consider that the following issues (and our
corresponding recommendations) need to be considered by Treasury.

3.2 Scope of Division 230

The wider the scope of Division 230, the more arrangements will be subject to
a compounding accruals regime. We have set out our concerns with the
scope of Division 230 at section 2 of this submission. We believe that many
issues associated with the compounding accruals regime will be reduced by
an appropriate limitation of the scope of the provisions.

3.3 Thereasonably likely test

There appear to be a number of concerns with the reasonably likely test that
is currently proposed. The current wording only requires that, for a year of
income, it is “reasonably likely” that the taxpayer will make an actual net gain
or actual net loss from the arrangement. Accordingly, it would appear that the
following types of arrangements would inappropriately be included within the
scope of compounding accruals.

Example 6 — Actual net gain or net loss

Aco acquires 100 options that will allow it to acquire certain blue chip shares
on market through the exercise of those options. The options must be
exercised in year 10 and have an exercise price of $1 each. Aco pays $100
for the options (100 options) on market (i.e. they are worth $100 at the time of
acquisition). By the end of year 8, the underlying shares have increased in
value such that the options are now worth $215 (an effective increase of 10%
each year on the value of the options). In Year 8, Aco assesses that it is
“reasonably likely” that it will make an actual net gain on the acquisition of the
underlying shares by exercising the options in year 10, as it is reasonably
unlikely that the value of the options will fall below $100 in the following 2
years. Although Aco cannot quantify the actual net gain, the test does not
appear to require quantification (even though there is the use of the word
“actual”). Aco must bring to account an amount of the actual net gain in
Years 8, 9 and 10.
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As currently drafted, it would appear that the test could encompass a
substantial number of arrangements that should not otherwise be within a
compounding accrual regime. Our recommendations in this regard are as
follows:

®  The compounding accrual test should specifically state that the entity could
guantify or determine the amount of the net gain or net loss expected to be
made on the arrangement. If the amount of the net gain or loss cannot be
determined, then the financial arrangement should not be within a
compounding accruals regime.

® The test should be something more than “reasonably likely”. We request
that Treasury consider other tests such as “reasonable certainty”,
“substantially more likely than not”, or “highly probable”.

®  Together, the two tests should require the entity to apply compounding
accruals if they are able to “quantify” the amount of the net gain or loss
using an appropriate threshold (e.g. reasonable certainty). This is
demonstrated by the following examples.

Example 7 — Alternative test - options

Using the previous example. Assume the test for compounding accruals was
changed to “the entity is able to quantify the amount of the net gain or net loss
to be made under the arrangement with reasonable certainty”. With the
modified test, the options would be appropriately excluded from the
compounding accruals regime.

Example 8 — Alternative test - bond

Assume the test for compounding accruals was changed to “the entity is able
to quantify the amount of the net gain or net loss to be made under the
arrangement with reasonable certainty”. Assume Aco issues a discounted
bond and receives $100 at inception, and will pay $50 in two years time and
$110 in three years time. As the entity can calculate the net loss of $60 with
reasonable certainty, the arrangement would require compounding accruals.

Example 9 — Alternative test — deferred settlement

Assume the test for compounding accruals was changed to “the entity is able
to quantify the amount of the net gain or net loss to be made under the
arrangement with reasonable certainty”. Aco sells goods worth $100 to Bco,
and will be paid in instalments over 4 years of $50 each instalment. Aco is
able to quantify the net gain with reasonable certainty (i.e. $100). The
arrangement would require compounding accruals.

Note that we are not categorically stating that the test for compounding
accruals be changed to “the entity is able to quantify the amount of the net
gain or net loss to be made under the arrangement with reasonable certainty”.
At this stage, we are only recommending that Treasury consider alternative
proposals for compounding accruals and that the wording chosen be tested
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against appropriate examples to determine whether it includes and excludes
arrangements appropriately.

3.4  Continual testing

There is some confusion as to whether the current version of compounding
accruals requires continual testing or testing up front. We note that Division
16E is quite clear as to the timing of testing, and the requirement for continual
testing on variable instruments. Furthermore, the “amortised cost” method in
AASB 139 only requires upfront testing unless an entity fits into the exception
outlined in paragraph AG6 (extract below):

“When applying the effective interest method, an entity generally
amortises any fees, points paid or received, transaction costs, other
premiums or discounts included in the calculation of the effective
interest rate over the expected life of the instrument. However, a
shorter period is used if this is the period to which the fees, points
paid or received, transaction costs, premiums or discounts relate. This
will be the case when the variable to which the fees, points paid or
received, transaction costs, premiums or discounts relate, is repriced
to market rates before the expected maturity of the instrument. In
such a case, the appropriate amortisation period is the period to the
next such repricing date. For example, if a premium or discount on a
floating rate instrument reflects interest that has accrued on the
instrument since interest was last paid or changes in market rates
since the floating interest rate was reset to market rates, it will be
amortised to the next date when the floating interest is reset to market
rates. This is because the premium or discount relates to the period to
the next interest reset date because, at that date, the variable to which
the premium or discount relates (i.e. interest rates) is reset to market
rates. If, however, the premium or discount results from a change in
the credit spread over the floating rate specified in the instrument, or
other variables that are not reset to market rates, it is amortised over
the expected life of the instrument.”

It appears that Division 230 is trying to cater for three different types of
arrangements in one coherent principle:

® arrangements that are only tested upfront;

® arrangements that require testing on an annual basis where a contingency
exists. Compounding accruals will then apply if the removal of the
contingency means that the entity can estimate their “net gain” or “net loss
for the purpose of the compounding accruals regime; and

®  variable rate instruments.

We consider that it may be difficult for Treasury to cater for all three scenarios
in a simple coherent principle. We therefore recommend that Treasury
consider a Subdivision that deals specifically with compounding accruals
(similar to Subdivision 230-B or 230-C). We believe that the three scenarios
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above could still be dealt with using a few simple coherent principles. The
principles do not need to be overly prescriptive.

3.5 Calculation in year of realisation

There is also uncertainty as to why the compounding accrual regime requires
the realisation method to be applied in isolation in the final year of the
arrangement. Appendix 8 highlights a potential issue with this approach. The
method could result in either an amount of income or a deduction being
inappropriately ignored under Division 230 in the year of realisation (because
of subsection 230-25(2)).

3.6 Recommendations

We have the following recommendations in relation to the application of the
compounding accruals regime:

® that Treasury consider reducing the scope of Division 230 to ensure that a
compounding accruals regime does not apply to a broad range of
arrangements, thus resulting in significant compliance issues;

® that Treasury review the current “reasonably likely” test to ensure that an
appropriate test is used to determine the application of compounding
accruals;

® that the provisions adequately deal with continual testing to remove some
of the uncertainties created with the current drafting; and

® that the compounding accruals regime apply to all years of income (and
not be excluded from the final realisation year).

4. PRINCIPLE BASED DRAFTING

The approach used in drafting the ED is identified as “principle based” drafting
or the “coherent principles” approach, as opposed to the “black letter law”
approach. Whilst we acknowledge that it may be possible for principle based
drafting to be flexible, we make the following observations and
recommendations in relation to this drafting approach.

4.1  Uncertainty through principle based drafting

We note the comments at paragraph 1.4 of the draft EM in relation to the
flexibility of the principal based drafting / coherent principles approach:

“1.4 One advantage of the coherent principles approach is that it
preserves flexibility. This is a particularly useful attribute in this
exposure draft legislation, which will have to apply to a very wide range
of financial transactions.”
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As highlighted in the draft EM, Division 230 is expected to apply to a large
number of transactions. Currently the draft EM has only 15 examples on the
application of Division 230. Only one of those examples relates to an
arrangement which contains “non-monetary” benefits. That is, the draft EM
only provides examples of transactions that are predominantly already
covered by the accounting standards AASB 132 and 139 (to which we already
have a degree of certainty). However, where transactions are not within
AASB 132 and 139 but are nevertheless within the scope of Division 230, we
are concerned that the current drafting of Division 230 may result in significant
uncertainty in relation to how the provisions should be applied to a particular
arrangement.

Example 10 - Definition of gain or loss

Division 230 constantly refers to the term “gains” or “losses”, which is integral
to the calculation of amounts included in income or allowable as deductions.
In determining the gain or loss for tax purposes, the entity considers the
following transactions in relation to the financial arrangement:

originating fees
servicing fees
management fees
commission fees
other fees

Division 230 is silent on how an entity would determine a gain or loss for tax
purposes where the arrangement includes any of the above transactions.

Given that Division 230 can apply to a vast majority of financial arrangements,
further guidance should be provided in the EM as to how a gain or loss is to
be calculated on a range of financial arrangements that are either currently
within AASB 139 (but accounted for under a different standard such as AASB
117 or AASB 118) or are a financial arrangement that is not specifically
accounted for under AASB 139. We do not believe that the 15 examples
contained in the EM provide sufficient guidance to taxpayers on the scope
and the application of the proposed Division.

4.2 Commissioner’s power to develop law

Whilst principal based drafting may allow for flexibility in its ability to deal with
new / emerging financial arrangements, we are concerned that the lack of
guidance around the principles could result in uncertainty. A lack of
uncertainty may therefore result in:

® an increase in disputes between taxpayers and the ATO in relation to the
interpretation of a provision contained in Division 230;

® areduction in the flexibility of principle based drafting where the ATO
takes a position in relation to the interpretation of a key component in
Division 230.
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The above points are illustrated having regard to the following example:

Example 11 - Definition of a gain or loss

Following on from Example 10. As Division 230 is silent on the determination
of the gain or loss for tax purposes, certain industry groups take a view on
calculating gains or losses which accord with accounting principles. The ATO
releases a taxation ruling which provides their view on the treatment of the
calculation of gains and losses for Division 230 purposes. The ATO view
does not accord with the view taken by the industry groups.

Principle based drafting can lead to the ATO inheriting the power to develop
the law through either their rulings process or through interpretive advice. It is
envisaged that such a process will inevitably lead to an increase in disputes
between the ATO and taxpayers where different positions are taken.

4.3 Link to the objects

Whilst objects are stated in section 230-10, there is no requirement that the
calculation methods stipulated in subsection 230-25(1) have regard to those
objects. Where this has occurred in the past, the ATO have appeared to
ignore the objects. An example of this occurred under tax consolidation.
Paragraph 705-10(3)(a) clearly stated that its object was to “prevent double
taxation”. However, due to errors in the “black letter law”, the ATO produced
taxation determination TD 2004/52 which could potentially result in double
taxation for taxpayers by effectively reducing ACA of a joining entity twice for
tax losses of a joining entity. Although this issue was later resolved by
legislative amendment, it illustrates that the ATO may ignore an objects
clause where it is insufficiently linked to the underlying provisions.

This can be compared to paragraph 170-210(3)(aa) of the ITAA 1997, which
specifically requires one to have regard to the objects of the Subdivision. We
recommend that this approach also be used in Division 230 by including a
requirement in section 230-25 that one must have regard to the objects when
calculating the gain or loss on a financial arrangement.

4.4 Recommendations

We recommend that Treasury consider restricting the interpretive power that
will be placed in the hands of the ATO under the current drafting of Division
230. Some possible suggestions to achieve this are as follows:

® amend the objects clause contained in section 230-10 so that it specifically
states that an object of the Division is to align more closely the “taxation
treatment” of gains and losses on financial arrangements with the
“commercial treatment”;

® ensure that the application and calculation provision contained in section
230-25(1) specifically has regard to the objects of the Division contained in
section 230-10. We refer to paragraph 170-210(3)(aa) of the ITAA 1997
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which takes this approach. This would ensure that the Commissioner
would at least be required to have regard to paragraph 230-10(b) (i.e. the
commercial recognition of gains or losses) and that the Commissioner
would also need to consider the previous dot point;

ensure that all calculation methods under the table contained in subsection
230-25(1) be subject to a “reasonable approximation” test (and not just the
compounding accruals test);

restrict the absolute discretionary power provided to the Commissioner in
proposed sections 230-115 and 230-120. This recommendation is
discussed further at point 5 of this submission below;

ensure that the EM contains appropriate examples that provide guidance
on the expected application of Division 230.

COMMISSIONER’S DISCRETION

Division 230 provides the Commissioner with a number of discretions. These
are summarised as follows:

the ability to consider a derivative a hedging instrument where the
arrangement either does not satisfy the accounting requirements or is not
recorded as a hedge instrument in the accounts during the year of income
(subsection 230-85(3));

the ability to consider a derivative a hedging financial arrangement where
the arrangement does not satisfy some of the additional tax requirements
(section 230-105);

an absolute discretion to use or not use the accounts for the purpose of fair
value elections, foreign exchange retranslation elections, or tax hedging
elections (section 230-115); and

a discretion to apply an arm’s length test under Division 230 (section 230-
120).

We are mainly concerned with the discretions contained in proposed sections
230-115 and 230-120, which relate to the calculation of a taxpayer's liability
and appear to be inconsistent with Recommendation 50 from the review of
self-assessment (ROSA)®, which stated that:

“Treasury should conduct a detailed review of discretions that go to the
determination of a taxpayer’s liability and recommend replacement

! Hon Peter Costello MP, Press Release No. 106 2004, “Outcome of the review of aspects of
income tax self assessment”, 16 December 2004.
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tests, wherever practical, that a taxpayer can apply at the time of
lodgement.”

In light of Recommendation 50, the discretions contained in proposed
sections 230-115 and 230-120 are discussed below. Our recommendations
are summarised at point 5.3.

51 Use of accounts

The ICAA is in favour of a provision that allows for the administrative use of
accounts where the difference between the amounts recorded in the accounts
and the calculation under Division 230 is not substantial, and the use of the
amounts recorded in the accounts would be in accordance with the objects of
Division 230. However, we are concerned with such a provision that is
overlayed with a Commissioners discretion which:

® requires the Commissioner to determine whether the difference is
substantial, particularly as there are no guidelines contained in the EM as
to what “substantial” is likely to mean (paragraph 230-115(1)(b); and

®  provides the Commissioner with the power to disregard the provision for
any matter that the Commissioner considers relevant (paragraph 230-
115(1)(c)).

We are of the view that the power proposed to be provided to the
Commissioner in accordance with section 230-115 would be in conflict with
Recommendation 50, as it would go to the determination of a taxpayer’s
liability. We note that the provision could still achieve its desired outcome
without a Commissioner’s discretion by:

® removing the words “the Commissioner is satisfied that” from paragraph
230-115(1)(b); and

® removing paragraph 230-115(1)(c) in its entirety.
5.2 Arm’s length test

The proposed “arm’s length” test contained in section 230-120 provides the
Commissioner with the power to determine:

" “that you and the other party are not dealing at arm’s length” even if you
are dealing at arm’s length (subsection 230-120(a)); and

® that the Division has “the operation that the Commissioner considers it
would have had in relation to the financial arrangement if you ... had been
dealing with each other at arm’s length” (subsection 230-120(b)).

Again we are concerned with the absolute power provided to the
Commissioner, by this provision. For example, under the current drafting of
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subsection 230-120, the Commissioner can replace any amounts in the
arrangement that he considers necessary if he is of the opinion that the
transaction is not at arm’s length. There appears to be no recourse in relation
to this discretion.

Furthermore, we are concerned that taxpayers will need to consider an arm’s
length test in relation to each and every financial arrangement within Division
230. Where this is subject to rules to be provided by the Commissioner (say
in a ruling), this can lead to a significant compliance issue for taxpayers where
Division 230 has broad application to a great number of transactions.

Lastly, we submit that it is not necessary for the Commissioner to have a
discretionary “arm’s length” test under Division 230. We consider this test
excessive given that there are already at least four provisions in the Act that
would deal with non-arm’s length transactions, namely:

" the “purpose” test for section 230-15(2) would typically deny excessive
deductions where the arrangement is not at arm’s length (refer to cases
such as Fletcher & Ors v . FC of T (1991-1992) 173 CLR 1 and Ure v. FC
of T 81 ATC 4100);

® the value shifting provisions contained in Division 727 of the ITAA 1997
deal with transactions between related parties where such transactions are
not at arm’s length;

® Division 13 of the ITAA 1936 deals with non-arms length transactions that
relate to International Agreements; and

" Part IVA can apply to any transaction where the dominant purpose of the
transaction is for obtaining a tax benefit.

In accordance with Recommendation 50 of ROSA, we recommend that
Treasury remove the power provided to the Commissioner in calculating a
taxpayer’s taxable income (i.e. that is currently proposed by section 230-120).

53 Recommendations

We make the following recommendations in relation to the Commissioner’s
discretions contained in Division 230:

® the Commissioner should not be provided with any discretions that would
unfavourably impact the calculation of an entity’s taxable income, in
accordance with Recommendation 50 of ROSA;

® that section 230-115 be appropriately amended to remove any reference to
a Commissioner’s discretion, and that the section operate on the basis of
the “objects of the provision” and whether the difference is “significant”;
and
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® that the arm’s length test be removed from Division 230, and that the EM
refers to the four possible provisions that could otherwise apply to a non-
arm’s length transaction (i.e. the purpose test, value shifting, transfer
pricing or Part IVA).

6. ELECTIONS

We make the following comments in relation to the three elections that are
proposed by Division 230, namely the fair value election, the foreign
exchange retranslation election and the tax hedging election. Our
recommendations in relation to elections are contained at point 6.7.

6.1 Allinclusive elections

The current proposal of “one-in all-in” will result in a number of entities
refraining from making an election due to the uncertainty of transactions that
may occur in the future. We recommend that Treasury consider some
alternative proposals that allow entities some choice when making the
elections under Division 230. For example:

® the ability for entities within a tax consolidated group to choose a fair value
election on a subsidiary by subsidiary basis;

® the ability for entities to be able to exclude certain arrangements from the
election (e.g. the ability to designate certain arrangements or classes of
arrangements out of fair value through profit or loss); or

B alternatively, that there be an ability for entities to be able to make an
election on a class-by-class basis.

6.2 Types of entities that can make elections

Division 230 proposes to allow certain entities to make elections where they
are required to report under Chapter 2M of the Corporations Act 2001.
Essentially only “companies, registered schemes and disclosing entities” will
be able to make such elections (refer to subsection 285(1) of the Corporations
Act 2001).

Whilst we fully support the ability for such entities electing in order to align the
tax treatment of financial arrangements with the accounting treatment under
the relevant accounting standards, we are concerned that the potential
compliance saving elections will only be extended to the top end of town.
Taxpayers that hold financial arrangements in unit trusts, discretionary trusts,
partnerships, superannuation funds or other non-reporting entities that are
outside of Chapter 2M will not be able to make the relevant elections under
Division 230. This is so even where those entities comply with the relevant
accounting standards AASB 121 and 139. Accordingly, Division 230 does not
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extend the possible compliance saving measures to taxpayers in the smaller
end of town that typically structure using these types of investment vehicles.

The current drafting of section 230-45, 230-60 and 230-85 makes appropriate
references to amounts “required” by the accounting standards and the
amounts “reported” in the financial statements in accordance with those
standards. We believe that these two safeguards are sufficient to ensure that
any error in the application of the accounting standard would result in the
Commissioner being able to adjust taxable income appropriately.

Accordingly, there appears to be no reason why the elections should not be
available to entities that prepare financial statements in accordance with
AASB 121 and 139, where such entities are not subject to Chapter 2M of the
Corporations Act 2001. The current restriction will place a significant
compliance burden on the smaller end of town, by subjecting all financial
arrangements to either “compounding accruals” or “realisation”. In turn, this
will create a substantial number of tax / accounting differences where the
relevant entity applies AASB 121 and 139 in their financial statements.

6.3  Entities controlled by Chapter 2M entities

Furthermore, we highlight that certain entities, such as partnerships or trusts,
may be owned by Chapter 2M type entities that are audited in accordance
with the Corporations Act 2001. Whilst the partnership or trust is not audited,
their distributions to the Chapter 2M entity are. This is demonstrated in the
following example.

Example 12 — Partnership

Aco Ltd is a 50% partner in PartnershipX. Bco is the other 50% partner. Aco
Ltd is audited in accordance with Chapter 2M. Due to the significant interest
held by Aco Ltd, the financial statements of Partnership X and the distribution
of accounting profits and taxation profits are reviewed in detail by the
auditors. PartnershipX is involved in the energy resource industry and enters
into a substantial number of derivatives that are fair valued through profit or
loss under AASB 139. The partnership wishes to make an election under
230-45. However, as the partnership is not an entity under Chapter 2M, the
partnership cannot make an election for fair value.

6.4  Audit requirements of Division 230
There appears to be inconsistent rules in relation to the “audit” requirement for

elections throughout the ED and the draft EM. We note all of these
inconsistencies below:

® per the ED, the fair value election (section 230-45) and the foreign
exchange retranslation election (section 230-60) do not require an audit,
whilst the tax hedging election does (paragraph 230-85(2)(d));
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®  the Commissioner’s discretion to rely on financial statements for election
purposes can only be used where the entity is audited in accordance with
Chapter 2M of the Corporations Act 2001 (paragraph 230-115(2)(a));

® the draft EM states that the fair value election and the foreign exchange
retranslation election require the relevant entity to prepare audited financial
statements at a number of points. We make reference to paragraphs 2.51,
5.6 (comparison table), 5.7, 5.10, 5.15, 7.20 (example 7.1), 8.9, 8.9
(comparison table), and 8.11.

We were of the understanding that the audit requirement was to be relaxed in
the ED, such that the three elections would not require an audit of the
financial statements. However, given the comments in the draft EM and the
fact that the tax hedging rules refer to an audit requirement in subsection 230-
85(2)(d), we are not completely clear as to Treasury’s position in this regard.

We recommend that an audit of the financial statements should not be a
requirement of such elections. Notwithstanding that an “audit” type
requirement would provide a level of comfort to Treasury in ensuring that
accounts are not amended, post the fact, for tax purposes.

However, any audit requirements in Division 230 will result in an impediment
to small taxpayers at the lower end of town from utilising the compliance
saving measures that are proposed for audited entities. This is because
many small taxpayers structure using entities other than companies.
Furthermore, even where the smaller taxpayer uses a company structure,
they are usually excluded from an audit due to the exclusion contained in
subsection 301(2) of the Corporations Act 2001.

We highlight the fact that the accounting standards already have appropriate
safeguards to ensure that taxpayers do not manipulate or amend accounts
post the fact and we consider these address any Treasury concerns that the
accounts can be manipulated. For example, designation rules for tax hedging
and fair value contained in AASB 139 requires formal designation for
transactions to be regarded as designated to fair value (refer to the definition
of a “financial asset or financial liability at fair value through profit or loss”,
paragraph (b) of AASB 139) and designated as a hedging instrument (refer to
paragraph 88(a) of AASB 139).

Finally, the option provided by section 230-115 should not require an audit of
financial statements. Firstly, it results in an inconsistency between the making
of a fair value and foreign exchange retranslation election (which do not
require an audit) and relying on the accounts for such elections (which require
the accounts to have been audited). Secondly, where the accounts are
materially misstated, section 230-115 does not allow a taxpayer to rely on the
accounts where there are “substantial differences” (paragraph 230-115(1)(b)).
That is, the test already caters for errors that may be reflected in the
accounts.
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6.5 Revocability of elections

We understand the desire by Treasury for irrevocable elections, and agree
that there must be integrity over the making of elections proposed by Division
230. However, the making of elections under Division 230 (in particular the
fair value and the foreign exchange retranslation elections) can result in
unrealised gains (which could be significant) becoming taxable in a relevant
year of income. We are concerned that the making of an election may
subsequently result in undue hardship of a taxpayer where they have
insufficient resources to pay tax on unrealised gains.

We recommend that there be at least some scope for the revocation of
elections under Division 230. The following suggestions may still maintain the
integrity of making an election, but allow an entity to revoke the election in
certain circumstances:

® elections can only be made or revoked on a prospective basis. This would
be similar to the election and revocation rules provided by sections 775-
270 and 775-275 for the “retranslation of qualifying forex accounts”. A
catch-up adjustment could also be added as an integrity rule, similar to that
proposed by Recommendation A3.7 in the Treasury TOFA release dated 5
August 2004 for retranslation elections and revocations. This could be
coupled with a requirement to notify the Commissioner of any elections or
revocations made during a year of income (a tick the box in the tax return).

® elections can be made in the same manner as trading stock as contained
in section 70-45, and elections can be changed on a yearly basis. This
option would also require appropriate catch-up adjustments as identified by
Recommendation A3.7 in the Treasury TOFA release dated 5 August
2004. For trading stock purposes this is achieved by reversing the amount
through section 70-35 for all items still on hand.

6.6 Classified as fair value through profit or loss
Section 230-45 only applies to arrangements that are “classified, in the set of

financial statements, as a financial asset or liability at fair value through profit
and loss”. Per AASB 139, this classification only includes:

® Held for trading instruments; and

®  Derivatives that are not designated as a hedge.

The “classification” does not include arrangements that are derivatives that
are part of a fair value hedge (as they are specifically excluded, even though
the fair value movement is recorded through the profit or loss), and it excludes

2 Proposed Amendments A3.7 — A taxpayer will realise an accrued gain or loss on an account
when a taxpayer makes an election to use retranslation for the account; and reset the cost of
the funds remaining in the account when a retranslation election is withdrawn, Treasury
Paper, 5 August 2004.
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impaired “available for sale” arrangements, where the fair value of the
instrument that previously was taken to equity is washed through to the profit
and loss (refer to paragraph 67 of AASB 139).

We recommend that Treasury clarify, by way of EM examples, which
instruments would qualify for the election, with specific reference to the above
examples.

6.7 Recommendations

We make the following recommendations in relation to the elections proposed
by Division 230:

® that consolidated tax groups be able to make the elections on an entity by
entity basis;

® that there be an option to designate an arrangement out of an election
method or alternatively there be an option for taxpayers to be able to elect
financial instruments on a class by class basis;

® there is no restriction as to the type of entity allowed to make an election
under Division 230. We recommend that the requirements to comply with
the relevant accounting standard and the reporting requirements be
maintained,;

" there be no requirement in Division 230 for an audit of the financial
statements in order to use any of the possible compliance saving elections
or methods (such as reliance on the accounts);

" there is at least some provision to enable a revocation of fair value or
foreign exchange retranslation elections.

1. FINANCIAL RECORDS

7.1  Reliance on financial records

Section 230-115 is an excellent example of where Division 230 can result in
compliance saving opportunities for taxpayers. We have highlighted some of
our suggested changes to section 230-115 elsewhere in this submission (see

sections 4.4, 5.3, and 6.7). We further note that this proposal does not
appear to cater for taxpayers that are neither:

® entities under Chapter 2M of the Corporations Act 2001,
" entities that are audited in accordance with those provisions;

B entities that have made elections under Division 230;
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® entities that have accounting periods in lieu of 30 June periods where
audited accounts are not used to prepare taxable calculations; or

®  entities that do not prepare audited accounts where they are acquired or
disposed of during a financial year.

Many of the above entities will be smaller entities, typically family owned or
SME’s, that will be subject to Division 230. We believe that these types of
entities may face the most significant compliance issues under Division 230.
Such entities will be subject to either “compounding accruals” or “realisation”
for all transactions that fall within the scope of Division 230. Furthermore,
such entities will not be able to rely on their accounts where similar
compounding accrual calculations are performed for accounting purposes.

We see no reason why an entity should not be able to rely on its accounts
where the criteria in paragraph 230-115(1)(b) is satisfied in relation to
compounding accruals and realisation calculations, i.e., where the:

B difference is not substantial; and

® the use of the accounts accords with the objects of the Division.

We believe that this is great opportunity to provide compliance saving
measures to all types of taxpayers, especially those smaller entities that will
be subject to compounding accruals.

7.2  Determining the gain or loss

The EM appears to be inconsistent in its explanation of the use of amounts for
the fair value and retranslation election.

At paragraph 8.9, the “retranslation” gain or loss for tax purposes is stated to
be the “same as that which ought to be recorded in the entity’s profit and loss
statement”. However, in comparison, the EM states that the “fair value” gain
or loss “ought generally to be the same as those used for fair valuation in the
relevant accounting standards” at paragraph 5.20. The difference in
commentary on these two elections (which are worded almost identically in
the ED) causes some administrative concerns where an entity cannot rely on
amounts that are used in the accounts in accordance with those standards.

We recommend that the EM state that amounts reported “in accordance” with
the applicable standard should be acceptable for tax purposes. Furthermore,
section 230-115 (or the table in subsection 230-25(1)) should further clarify
this issue by stating that an amount is acceptable if it has been reasonably
calculated in accordance with the accounting standard.

If this suggestion is not accepted, there could be substantial administrative
issues associated with Division 230. Any estimate of fair value made by
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taxpayers, irrespective of whether they are included in the accounts, could
become subject to the Commissioner’s scrutiny where the Commissioner
believes that another valuation is more appropriate. This could be the case
even where the difference is not material, or where the accounts have a non-
qualified audit report.

7.3 Use of consolidated accounts vs. single entity accounts

The proposed ED is not prescriptive as to whether the amounts to be used
are to be taken from the single entity accounts or the accounting consolidated
accounts where there is a tax consolidated group. Note that the accounting
consolidated accounts can include entities that are less than 100% owned.
This matter will be relevant for a number of transactions. Some examples are
demonstrated below:

Example 13 — AASB 121 retranslation

Aco is a member of a tax consolidated and accounting consolidated group.
Aco has an investment in “Bentity” (being a net investment in a foreign
operation). Aco refers to paragraph 32 of AASB 121 when translating
monetary items relating to the investment in the foreign operation (replicated
below).

“Exchange differences arising on a monetary item that forms part of a
reporting entity’s net investment in a foreign operation (a subsidiary,
associate, joint venture or branch of a reporting entity), the activities
of which are based or conducted in a country or currency other than
those of the reporting entity shall be recognised in profit or loss in the
separate financial report of the reporting entity or the individual
financial report of the foreign operation as appropriate. In the financial
report that includes the foreign operation and the reporting entity (e.g.
the consolidated financial report when the foreign operation is a
subsidiary), such exchange differences shall be recognised initially in
a separate component of equity and recognised in profit or loss on
disposal of the net investment in accordance with paragraph 48.”

Whether the amount meets the criteria of subsection 230-60 will depend on
whether Aco uses the accounting consolidated or single entity accounts.

Example 14 — Inclusion of entities other than Chapter 2M companies

Aco is the head of a consolidated group that includes Bco, Cco and XYZ trust.
All entities, but for the trust, are audited in accordance with Chapter 2M. Aco
is the taxpaying entity and makes all applicable elections. The trust holds
certain derivatives that are fair valued through profit or loss. Does the fair
value election of Aco apply to the derivatives held by the trust? Can the
taxpayer (Aco) rely on the accounts of the trust under section 230-1157?

7.4 Recommendations

We make the following recommendations in relation to the reliance on
financial records proposed by Division 230:
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® that election requirements (specifically identified in subsection 230-115(2))
be removed from subsection 230-115 to allow a taxpayer to rely on their
accounts where a similar calculation has been performed for accounting
purposes for the same financial arrangement;

® that the provisions appropriately accept any gains or losses that have
been reasonably calculated in accordance with the applicable accounting
standard, where they reasonably approximate the value to be used for tax
purposes; and

®  clarify the position in relation to elections made and the use of accounts by
entities within a tax consolidated group.

8. SMALL TAXPAYERS

We have two serious concerns for small taxpayers that will come within the
operation of Division 230. Firstly, the exclusion for individuals and small
business taxpayers (“small taxpayers”) is completely inappropriate as
demonstrated by our points at sections 8.1 to 8.5. Furthermore, Division 230
provides no compliance saving measures (e.g. elections or ability to rely on
accounts) for small taxpayers that fall within the ambit of Division 230 (refer to
point 8.7). We are concerned that Division 230 will result in significant
complexities for entities that will not be able to rely on their financial
statements or make elections under Division 230. This is demonstrated by
the example in

Appendix 2.

8.1 Reason for a small taxpayer exclusion

The draft EM clearly stipulates the reasoning behind the proposed exclusion
for small taxpayers at paragraph 3.25

“For compliance cost reasons, individuals and small business will

not be subject to proposed Division 230 in relation to their holdings of
financial arrangements, except to the extent that significant tax deferral
is involved.”

In order to achieve this outcome, we understand that 230-130 has been
drafted so that only arrangements that are within the current compounding
accrual regime (Division 16E) would generally be within the new Division 230.
This is also stated in the draft EM at paragraph 3.36.

“That is, a deferral transaction is broadly a transaction which would be

currently subject to accruals treatment under Division 16E of the ITAA
1936”
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As demonstrated in the following points, we are concerned that neither the
objective nor the outcome of applying the exclusion is achieved for small
taxpayers.

8.2 Inception vs. annual testing

Under Division 16E, compounding accruals is generally only applied by an
entity where there is a “significant deferral” at the inception of the
arrangement. The “reasonably likely” test is conducted under subsection
159GP(3) only “at the time when the security is issued”.

Under section 230-130, the exclusion appears to require a review of every
single arrangement on a yearly basis, as the section only excludes the
arrangement for an “income year” if the insignificant deferral test is satisfied
for that year. This is demonstrated in the following example.

Example 15 — Exclusion from Division 230

Aco enters into a financial arrangement, whereby a specified return will be
received in 10 years time if certain conditions are satisfied. At the time of
entering into the arrangement, it is not likely that such hurdles will be
satisfied. For the period of years 1 to 7, Aco still believes that it is not likely
that it will receive a return under the financial arrangement. In year 8 it
becomes “reasonably likely” it will make a gain. In year 10, Aco makes and
receives a substantial gain. The gain does not pass the significant deferral
test in year 8.

The exclusion contained in section 230-130 can only be applied “for all
income years” if there is not a significant deferral in any of the “single income
years” examined under the arrangement (refer to subparagraph 230-
130(2)(b)(ii)).

In this example, Aco has a significant deferral in year 8. As the conditions in
subparagraph 230-130(2)(b)(ii) are not satisfied, Aco cannot ignore the gain
in “any income year”. Aco is therefore required to apply compounding
accruals.

By comparison, there is no eligible return amount at the inception of the
arrangement under subsection 159GP(3) of Division 16E (due to not
satisfying at its inception the “reasonable likely” test). As such, the instrument
would not be a “qualifying