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Chapter 1

Consolidation

Outline of chapter

1.1 Schedule 1 to this Bill amends the Income Tax Assessment Act
1997 (ITAA 1997) to:

» clarify the operation of certain aspects of the consolidation
regime; and

* improve interactions between the consolidation regime and
other parts of the law.

Context of amendments

12 The consolidation regime applies primarily to a group of
Australian resident entities wholly-owned by an Australian resident
company that choose to form a consolidated group. Specific rules provide
for the membership of certain resident wholly-owned subsidiaries of a
foreign holding company (a multiple entry consolidated group

(MEC group)). Unless otherwise specified, references in this Chapter to a
consolidated group include a MEC group.

13 Following a choice to consalidate, members of the group are
treated as a single entity for their income tax purposes. Subsidiary entities
lose their individual income tax identity on entry into a consolidated
group and are treated as part of the head company.

14 A number of issues have arisen from the practical operation of
the consolidation regime since its introduction in 2002. These
amendments respond to those issues by clarifying the operation of certain
aspects of the consolidation regime and improving interactions with other
parts of the law.
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15 The measures covered by these amendments were originally
announced by the former government. The Government announced its
intention to proceed with the amendments in the 2008-09 Budget (see
Treasurer’s and Assistant Treasurer’s Joint Media Release No 53 of

13 May 2008). These amendments cover the enhancements to the
consolidation regime listed in that media release, with the following
exceptions:

» modifying the mechanism for working out the taxable
income of consolidated groups that have life insurance
company members where there are intra-group transactions;

 limiting intra-group liabilities owed to a leaving entity in
step 3 of the exit allocable cost amount to accounting
liabilities;

» ensuring that, where an entity entersinto a contract that
causes a capital gains tax (CGT) event to arise and before the
contract is settled the entity joins or leaves a consolidated
group, the entity that receives the capital proceeds will
include the capital gain or lossin its taxableincome
(CGT straddles);

» extending the single entity rule to shareholders who dispose
of their shares in the head company of a consolidated group
for the purposes of the CGT discount rules and
CGT event K6;

» ensuring that beneficiaries of atrust that joins or leaves a
consolidated group part way through an income year are
taxed on an appropriate share of thetrust’s net income; and

» ensuring that the entry history rule applies to determine the
time that depreciating assets of a joining entity are acquired
by the head company of a consolidated group.

16 These issues are currently under review.
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Summary of new law

1.7 Schedule 1 to this Bill amends the consolidation provisionsin
the income tax law to clarify the operation of certain aspects of the
consolidation regime and improve interactions between the consolidation
regime and other parts of thelaw. In particular, the amendments will:

ensure thetax cost that is set for an asset of ajoining entity is
ableto be used for the purposes of applying other provisions
of theincome tax law;

subject to certain integrity rules, allow consolidated groups to
convert to MEC groups, and vice versa, with minimal tax
consequences,

improve the treatment of pre-CGT membership interests of a
joining entity;

clarify and improve the operation of various aspects of the
tax cost setting rules that apply when an entity joins or leaves
a consolidated group;

treat units held in cash management trusts and certain rights
to future income as retained cost base assets;

ensure losses transferred to the head company by a joining
entity that isinsolvent at the joining time can be used by the
head company in certain circumstances;

remove the potential for double taxation, or a double taxation
benefit, to arise where CGT event L7 happens and repeal
CGT event L7 from 8 May 2007,

reduce the capital gain that arises under CGT event L3 where
ajoining entity has impaired debts at the joining time;

ensure the blackhole expenditure provisions that apply to
consolidated groups also apply to MEC groups;

ensure certain consolidation transitional rules apply to the
head company of a group which has a substituted accounting
period where the group consolidated after 30 June 2003 on a
day prior to thefirst day of itsincome year; and

modify the operation of the inter-entity loss multiplication
rules for widely held companies.
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Comparison of key features of new law and current law

New law

Current law

Use of the tax cost setting amount

The head company will use the tax
cost setting amount of an asset for the
purpose of working out the amount
included in assessable income or
allowed as a deduction when
applying other provisions of the
income tax law.

Thetax cost setting rules set the tax
cost setting amount for assets held by
an entity that joins a consolidated
group. When atax consequence
arisesin relation to an asset for ahead
company, the tax cost setting amount
isintended to be used by the head
company to determine those tax
consequences. However, for the
purposes of applying certain
provisions in the income tax law, the
head company is unableto use the tax
cost setting amount of an asset.

Group restructures

Subject to certain integrity rules, tax
consequences will not arise for the
on-going members of the group
when:

» aconsolidated group convertsto a
MEC group; or

» aMEC group convertsto a
consolidated group.

Significant tax consequences arise for
the on-going members of a group
when:

» aconsolidated group convertsto a
MEC group; or

» aMEC group convertsto a
consolidated group.

Pre-capital gainstax proportions

The pre-CGT status of membership
interests held in ajoining entity will
be preserved by:

» working out the proportion of
pre-CGT membership interestsin
the joining entity; and

* subject tointegrity rules, attaching
pre-CGT status to an equivalent
proportion of membership
interests when the entity leaves
the group.

When an entity joins a consolidated
group its membership interests cease
to be recognised for income tax
purposes. If the membership interests
are pre-CGT assets, this statusis
preserved by attributing a pre-CGT
factor to the underlying assets of the
joining entity.
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Modificationsto the tax cost setting rules of a joining entity

When an entity joins a consolidated
group, the amendmentswill, broadly:

* ensure adjustmentsto the
allocable cost amount are not
double counted;

» clarify the scope of the adjustment
to the allocable cost amount in
respect of certain pre-joining time
CGT roll-oversthat applied to a
joining entity’ s assets; and

* phase out the over-depreciation
adjustment to the allocabl e cost
amount.

Under thetax cost setting rules, the
tax costs of ajoining entity’ s assets
are generally reset by allocating the
joining entity’ s allocable cost amount
to each of the joining entity’' s assets
in proportion to their market value.
Thisallocation process ensuresthat,
broadly, the costsincurred by the
head company to acquire the joining
entity’s membership interests are
pushed down into the tax costs of the
underlying assets of the joining
entity.

The allocable cost amount is basically
the sum of the cost bases of the head
company’s membership interestsin
the joining entity held by members of
the joined group and thejoining
entity’ sliabilities. Severa
adjustments are made to this amount.

Modifications to the tax cost setting rules of a leaving entity

When an entity leaves a consolidated
group, the amendmentswill, broadly:

» clarify that theliabilities taken
into account in working out step 4
of the old group’ s allocable cost
amount arethe liabilities held just
before the leaving time; and

e ensurean appropriate amount is
included in step 4 of the old
group’ s allocable cost amount in
respect of aliability when that
liahility was taken into account in
working out the allocable cost
amount for an entity that joined
the group.

When an entity leaves a consolidated
group, the tax costs of the
membership interestsin the leaving
entity needs to be reconstructed.

Under thetax cost setting process that
applies when an entity leaves a
consolidated group, the old group’s
allocable cost amount is worked out
to determine the tax costs of the
membership interestsin the leaving
entity.

Modifications to the tax cost setting rules of a joining or leaving entity

When an entity joinsor leaves a
consolidated group, the amendments
will, broadly:

» clarify that theliabilities
recognised by ajoining or leaving
entity under the tax cost setting
rules are generaly the same asits
accounting liabilities;

Some elements of the tax cost setting
rules apply both:

» when an entity joinsa
consolidated group; and

» when an entity leaves a
consolidated group.
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» clarify the scope of the adjustment
to the allocable cost amount in
respect of inherited deductions;
and

» if thejoining or leaving entity isa
general insurance company,
ensure that the tax cost setting
rules apply appropriately to its
deferred acquisition costs,
deferred reinsurance expenses and
recoveries receivable,

Retained cost base assets

Therange of assets that are treated as
retained cost base assets will include;

* unitsin acash management trusts
held by a joining entity; and

e certain accrued rightsto future
income held by ajoining entity.

Under thetax cost setting rules some
assets aretreated asretained cost base
assets. Thetax costs of retained cost
base assets are generally set at an
amount that is equal to the joining
entity’s cost of those assets.

Application of losses wit

h anil available fraction

If the transferred losses of ajoining
entity have an available fraction of
nil, the head company can apply the
losses to:

» reduce anet forgiven amount
under the commercial debt
forgivenessrules,

» reduce acapita alowancethatis
adjusted under the limited
recourse debt rules; or

» reduce the capital gain that arises
under CGT event L5 when the
joining entity subsequently leaves
the group.

When an entity joins a consolidated
group, provided certain testsare
satisfied, any losses of the joining
entity are transferred to the head
company of the group.

Transferred losses are given an
available fraction, worked out based
on relative market values, that
regulates the rate at which transferred
losses can be used by the group.

If ajoining entity has a market value
of nil, any transferred losses of the
joining entity will have an available
fraction of nil. Consequently, the
losses can never be used by the

group.

CGT event L7

For the period between 1 July 2002
and 8 May 2007, the amount of the
capital gain or capital loss that arises
under CGT event L7 will bereduced
if that amount istaxed under another
provision in the income tax law.

From 8 May 2007, CGT event L7
will be repealed.

CGT event L7 happens when:

» aliability that was taken into
account in working out the
allocable cost amount is
discharged for a different amount;
and

» thealocable cost amount would
have been different if the
discharged amount was used at
the joining time.

10
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Doubtful debts and CGT event L3

Thetax cost setting amount of an
impaired debt held by ajoining entity
will be reduced by the amount of the
capital gain arisng under

CGT event L3 (but not below zero).
As aresult, the capital gain arising
under CGT event L3 will bereduced
by an equivaent amount.

A capital gain arises under

CGT event L3 if the totd tax cost
setting amounts for al retained cost
base assets exceed the joining entity’s
allocable cost amount.

Impaired debts qualify as retained
cost base assets. Thetax cost setting
amount of impaired debts isthe face
value of those debts at the joining
time.

Asthe face value of impaired debts is
likely to be higher than the amount
that could be recovered, the capital
gain arising under CGT event L3 is
overstated.

Blackhole expenditure for MEC groups

The CGT cost base of an intra-group
asset held by a MEC group will
include certain expenditure paid to a
third party in relation to the asset.

A capital gain arisesif the capital
proceeds received by a taxpayer when
a CGT event happensto an asset
exceed the asset’ s cost base.

Under the blackhole expenditure
provisions, the cost base of an
intra-group asset held by a
consolidated group (but not by a
MEC group) includes certain
expenditure paid to athird party in
relation to the asset.

Transitional rulesfor groupswith substituted accounting periods

The transitional concession will apply
where the head company of a group
has a substituted accounting period
and the group consolidated between

1 July 2003 and 30 June 2004 on a
day that ison or before the first day
of itsincome year.

A transitional concession that allows
the alocable cost amount of a joining
entity to be increased by the
undistributed, untaxed profits accrued
to the group before 1 July 2003
appliesto:

» aconsolidated group that came
into existence before 1 July 2003;
or

» aconsolidated group that came
into existence between
1 July 2003 and 30 June 2004
provided that it cameinto
existence on the first day of the
income year of the head company
gtarting after 30 June 2003.

11
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Loss multiplication rulesfor widely held companies

A widdly held company will not have | The inter-entity loss multiplication
ardevant equity interest or relevant rules apply to an entity that has a
debt interest in aloss company at a relevant equity interest or relevant
particular time under theinter-entity | debt interest in aloss company at a
loss multiplication rules unless an particular time.

entity has a controlling stake in the
loss company and that entity has a
direct or indirect interest in, or is
owed a debt by, thewidey held

company in respect of which, broadly, the entity has a controlling
broadly: stake in the loss company and
» theentity could, if a CGT event satisfies certain other tests.
happened to the interest or deht, Widely held companies have
make a capital lossthat reflects | gjifficyity in satisfying the exceptions
any part of the loss company’s to these tests. Asaresult, in some
overall loss; or circumstances the losses of aloss
 the entity has deducted an amount | company receive no tax recognition at
in respect of theinterest or debt, all.
where the deduction reflects any
part of theloss company’ s overall
loss.

Subject to certain exceptions, an
entity has arelevant equity interest or
relevant debt interest in aloss
company at a particular timeif,

Detailed explanation of new law

Part 1 — Use of the tax cost setting amount

18 Thetax cost setting rules operate to set the tax costs of the assets
held by an entity that joins a consolidated group at the tax cost setting
amount. Section 701-55 ensures the reset tax cost setting amount of the
joining entity’s assets are used as the basis for applying other provisions
in theincome tax law. For example:

» subsection 701-55(2) appliesto treat the asset asif it were
acquired by the head company at thejoining time for an
amount equal to itstax cost setting amount for the purposes
of applying certain depreciating asset provisions;

» subsection 701-55(3) applies to set the opening value of
trading stock at the start of the income year in which the
joining time occurs at its tax cost setting amount; and

» subsection 701-55(5) applies to adjust the cost base or
reduced cost base of an asset so that it equals the asset’ s tax
cost setting amount where the CGT provisions apply to the
asset.

12
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19 Subsection 701-55(6) is aresidual or catch all provision that
applies to treat the tax cost setting amount as the cost of the asset where
any provision of the income tax law not specifically mentioned in
section 701-55 is to apply to an asset.

1.10 The purpose of subsection 701-55(6) is to ensure that the tax
cost setting amount of an asset is appropriately recognised for income tax
purposes. The use of the tax cost setting amount will depend on the
particular circumstances of each case.

111 Subsection 701-55(6) is modified to ensurethat it gives effect to
its policy intent. Under these modifications, subsection 701-55(6) will
apply where a provision of the income tax law, other than a provision
specifically mentioned in subsections 701-55(2) to (5B), isto apply in
relation to an asset by including an amount in assessable income, or by
allowing an amount as a deduction, in away that brings into account
(directly or indirectly) any of the following amounts:

» thecost of the assat;

» outgoings incurred, or amounts paid, in respect of the asset;

» expenditurein respect of the asset; or

e anamount of asimilar kind in relation to the asset.
[Schedule 1, item 2, subsection 701-55(6)]

112 In these circumstances, the other provision of the income tax law
applies for the purposes of determining the amount included in assessable
income or determining the amount of the deduction as if the cost,
outgoing, expenditure or other amount had been incurred or paid to
acquire the asset at the particular time for an amount equal to the tax cost
setting amount. [Schedule 1, item 2, subsection 701-55(6)]

113 However, subsection 701-55(6) does not apply to an asset that is
trading stock. [Schedule 1, item 2, subsection 701-55(7)]

114 Subsection 701-55(6) modifies the application of other
provisions in the income tax law only for the purpose of determining the
amount included in assessable income or the amount allowed as a
deduction. Therefore, the deemed acquisition of the asset is recognised
only for that purpose and does not affect the operation of the entry history
rule (section 701-5) in relation to the asset for other purposes.

13
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1.15 The effect of the deemed acquisition is to override the history
relating to the pre-joining time expenditure incurred and deducted in
respect of an asset. Asthetax cost setting rules provide each asset with a
new tax cost setting amount, the pre-joining time cost of an asset
(including the fact this cost may have been claimed as a deduction by the
joining entity prior to joining time) is not relevant history for the purpose
of applying the new tax cost setting amount in accordance with
subsection 701-55(6).

1.16 However, the deemed acquisition does not override facts that
may be relevant in determining:

» which provision of the income tax law is to apply to the tax
cost setting amount all ocated to an asset; or

* how aprovision of theincometax law is applied to the tax
cost setting amount allocated to an asset.

117 Thesefacts include, for example, the original acquisition date of
an asset and whether the asset is held on revenue account or capital
account.

Example 1.1: Tradereceivables

Company J sells trading stock valued at $20,000 to a customer on
credit (30 day term) on 25 June 2009. As Company Jistaxed on an
accruas basis, it includes the amount derived ($20,000) in its
assessable income for the 2008-09 income year. Therefore, on

30 June 2009, Company J holds an Australian dollar trade receivable
of $20,000.

On 1 July 2009, Head Co acquires all the membership interestsin
Company J. Asaresult, Company Jjoins Head Co's consolidated

group.

Under thetax cost setting rules, the Australian dollar trade receivable
isaright to receive an amount of Australian currency, and thereforeis
aretained cost base asset (paragraph 705-25(5)(b)). The tax cost
setting amount is the amount of Australian currency concerned — that
is, $20,000.

Head Co eventually collects $18,000 in respect of the Australian dollar
trade receivable and writes off the balance of $2,000.

Head Co can deduct the amount of the Australian dollar trade
receivable written off as ageneral deduction under section 8-1 or asa
bad debt deduction under section 25-35.

14
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Example 1.2: Consumable stores

Company J operates a transport business and pays $100,000 to acquire
a quantity of fuel on 25 June 2009. Thefuel isfor usein itstransport
business.

Generally ataxpayer can deduct an amount for consumabl e stores,
such as stockpiled fuel, under section 8-1 when the expenditure to
acquire the consumable storesisincurred (the incurred basis) or asthe
consumabl e stores are used (the usage basis).

Company J applies the incurred basis to deduct the amount paid to
acquire the fud ($100,000) in the 2008-09 income year.

On 1 July 2009, Head Co acquires all the membership interestsin
Company J. Asaresult, Company Jjoins Head Co's consolidated
group.

Company J still holds 70% of the fuel that it acquired on 25 June 2009
at thejoining time. Under thetax cost setting rules, consumable stores
are areset cost base asset and thetax cost setting amount of the fuel is
$70,000.

Head Co will be taken to have incurred an amount equal to the tax cost
setting amount to acquire the fuel at the joining time.

Therefore, assuming that Head Co uses the fuel in the transport
business, it can deduct the tax cost setting amount of the fuel ($70,000)
in the 2009-10 income year.

Example 1.3: Long-term construction contr act

Head Co acquires all of Company J s membership interests.
Consequently, Company J joins Head Co's consolidated group.

Company J has a partially completed construction contract at the
joining time—that is, broadly, it has partially performed some work
under the contract that has not yet been completed to a sage where a
recoverable debt has arisen. For accounting purposes, Company J has
estimated the amount of partly earned unbilled income as $25,000.

Under thetax cost setting rules, the construction contract isareset cost
base asset. Thetax cost setting amount allocated to the asset is
$20,000.

If the construction contract is arevenue asset (asdefined in

section 977-50) of Company J, then subsection 701-55(6) will apply to
specify the use of the tax cost setting amount for the contract by

Head Co. That is, Head Co can use thetax cost setting amount for the
contract ($20,000) to work out:

15
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» the amount of profit to be included in assessabl e income under
section 6-5 in respect of the contract when it is completed; or

» thelossto be deducted under section 8-1 in respect of the contract
when it iscompleted.

Example 1.4: Rightsto deferred management fees

Company J operates aretirement village business and has rights to
deferred management fees —that is, rights to fees that accrue over a
resident’stenurein aretirement village unit but are not payable until
the time of ceasing to be aresident.

Head Co acquires all of Company J s membership interests.
Consequently, Company Jjoins Head Co's consolidated group.

Under thetax cost setting rules, therightsto deferred management fees
are areset cost base asset and have a tax cost setting amount of
$80,000.

If therightsto deferred management fees are arevenue asset (as
defined in section 977-50) of Company J, then subsection 701-55(6)
will apply so that Head Co can treat the tax cost setting amount
(%$80,000) asthe cost of the asset to work out:

» the amount of profit to be included in assessabl e income under
section 6-5 when the management fees are eventually derived; or

» thelossto be deducted under section 8-1 when the management
fees are eventually derived.

Example 1.5: Rightsto unbilled income for the supply of gas

Company J carries on the business of supplying gasto its cusomers
(being both domestic and commercial gas consumers) in very similar
circumstancesto those in FC of T v Audralian Gas Light Co

83 ATC 4800; (1983) 15 ATR 105.

In its profit and loss statement for the income year ended 30 June 2003,
Company J recorded unbilled gas income of $25,000. Its balance sheet
contained an unbilled gas asset of the same amount. The unbilled gas
income is recognised asincome for accounting purposes. However, it
has not yet been recognised as assessable income for income tax
purposes in accordance with Taxation Ruling No. IT 2095.

On 1 July 2003, Head Co acquires al of Company J s membership
interests. Asaresult, Company Jjoins Head Co's consolidated group.

Under thetax cost setting rules, therightsto unbilled gasincome are a
reset cost base asset. Thetax cost setting amount for therightsis
$20,000.

16
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If therightsto unbilled gasincome of Company J are arevenue asset
(as defined in section 977-50), then subsection 701 55(6) will apply so
that Head Co can use thetax cost setting amount for therights
(%$20,000) to work out the amount of loss or outgoing that is deductible
under section 8-1.

Example 1.6: Assets held on revenue account

Company Jis an investment company which held a significant share
portfolio. ltsinvestment strategy for the share portfolio is to maximise
dividend yields. Where the dividend yield on investmentsfell, those
shares would be sold and the proceeds invested in other shares with a
higher dividend yield. In times of rising share values but falling
dividend yields, Company Jregularly switches between investments.

Although only a small proportion of the Company J s portfolio was
earmarked for imminent sale at any given time, its entire investment
portfolio constituted revenue assets (as defined in section 977-50). All
the investments were held on the basis that, hypothetically, they could
be sold as part of Company J s hormal business activity, and if sold at
a profit would congtitute ordinary income (per London Australia
Investments Co Ltd v. FC of T (1977) 138 CLR 106; 77 ATC 4398;

7 ATR 757).

Company J acquired two parcels of sharesto add to its share portfolio:
» parce A for acost of $100,000; and
» parce B for acost of $80,000.

Company J subsequently joins Head Co's consolidated group. Under
the tax cost setting rules:

» thetax cost setting amount for the parcel A sharesis $105,000; and
» thetax cost setting amount for the parcel B sharesis $82,000.

Head Co also halds the two parcels of shares on revenue account. It
subsequently sdllsthe parcel A shares for $120,000. The gain on the
disposal of the sharesis the difference between the disposal proceeds
($120,000) and the tax cost setting amount ($105,000) —that is,
$15,000. Therefore, Head Co will include $15,000 in its assessable
income as ordinary income (section 6-5) in respect of the disposal of
the parcel A shares.

Head Co also sdllsthe parce B shares for $75,000. Theloss on the
disposal of the sharesis the difference between the disposal proceeds
($75,000) and the tax cost setting amount ($82,000) — that is, $7,000.
Therefore, Head Co's can deduct $7,000 as a general deduction
(section 8-1) in respect of the disposal of the parcel B shares.

17
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Example 1.7: Traditional securities

Company J acquires two assets that aretraditional securities (as
defined in subsection 26BB(1) of the Income Tax Assessment Act 1936
(the ITAA 1936) on 1 July 2005 — asset A was acquired for a cost of
$10,000 and asset B for a cost of $20,000.

Head Co acquires all of Company J s membership interests.
Consequently, Company J joins Head Co's consolidated group.

Under thetax cost setting rules, the traditional securities held by
Company Jare areset cost base asset and:

+ thetax cost setting amount for asset A is $11,000; and
+ thetax cost setting amount for asset B is $19,000.

Head Co subsequently disposes of asset A for $13,000. Therefore, it
makes a gain of $2,000 on the disposal of the asset (ie, the amount
received on the disposal of the asset ($13,000) less the tax cost setting
amount ($11,000)). The amount of thisgainisincluded in Head Co's
assessable income under subsection 26BB(3).

Head Co aso disposes of asset B for $15,000. Therefore, it makesa
loss of $4,000 on the disposal of the asset (ie, the amount received on
the disposal of the asset ($15,000) less the tax cost setting amount
($19,000)). Head Co can deduct the amount of thisloss under
subsection 70B(2).

Land carrying trees and rights to fell trees

1.18 When a taxpayer fells trees for sale or manufacture, the taxpayer
can deduct so much of the capital costs of acquiring land carrying trees as
isreferableto trees that have been felled in the income year

(section 70-120). A deduction is also available under section 70-120 for
the capital cost of acquiring rightsto fell trees, but only to the extent the
amount paid is attributable to the trees that are felled in the income year.
The amount that is attributable to the trees that are feled in the income
year is generally worked out based on the relative market value of the
treesthat arefelled to the land or rights.

1.19 Currently, if the trading stock provisionsin Division 70 apply in
relation to an asset, subsection 701-55(3) specifies the use of the tax cost
setting amount. The provisions in the income tax law that allow a
deduction for the capital costs relating to land carrying trees and to rights
to fel trees (section 70-20) arein Division 70. However, the use of the
tax cost setting amount specified in subsection 701-55(3) does not work
appropriatdy for the purposes of applying section 70-120.

18
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1.20 To avoid confusion, a technical amendment will clarify that
subsection 701-55(6), rather than subsection 701-55(3), applies to specify
how the head company uses the tax cost setting amounts allocated to land
carrying trees and to rights to fell trees for the purpose of applying
section 70-120. [Schedule 1, item 1, subsection 701-55(3)]

Example 1.8: Land carrying trees

Company J paid $850,000 to acquire land carrying trees. At that time
$50,000 is set out in the contract as being attributable to the trees.

Before the joining time, Company Jfells 100% of the trees, claiming a
deduction of $50,000. Company J then replants trees on theland.

Head Co acquires all of Company J s membership interests.
Consequently, Company J joins Head Co's consolidated group.

At the joining time, Head Co gets a val uation of the land which
documentsthat the market value of the land (including the trees) at the
joining time is $900,000. The value attributable to the newly planted
trees is $20,000.

Under thetax cost setting rules, thetax cost setting amount for the land
(including the trees) is $1 million. Therefore, the tax cost setting
amount attributable to the trees is $22,222

(ie, $20,000 / $900,000 x $1 million).

Head Co subsequently fellsthetrees, and sdllsthe timber for $50,000.
Head Co will include the amount received on the sale of the timber
(%$50,000) in its assessable income and can deduct the tax cost setting
amount attributable to the trees ($22,222) under subsection 70-120(4).

Capital expenditure

121 In some cases ataxpayer can deduct an amount for capital
expenditure on certain assets. For example, a deduction is allowed for
capital expenditure on:

» depreciating assets that are water facilities or horticultural
plants (Subdivision 40-F);

» landcare operations, e ectricity connections or telephone lines
(Subdivision 40-G); and

 assessable income producing buildings and other capita
works (Division 43).
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122 If ajoining entity is entitled to a deduction under

Subdivision 40-F, Subdivision 40-G or Division 43 prior to joining a
consolidated group, the head company of the group may be entitled to
deduct the remaining balance of the capital expenditure in accordance
with those provisions because of the operation of the single entity rule
(section 701-1) and the entry history rule (section 701-5). The amount of
the deduction is based on the remaining balance of the capital expenditure,
rather than the tax cost setting amount allocated to the asset.

Example 1.9: Capital works

Company J holds a building at the time it joins a consolidated group.
At thejoining time, Company A has undeducted construction
expenditure of $75,000 in relation to the building.

Under thetax cost setting rules, the building isareset cost base asset.
The tax cost setting amount allocated to the building is $300,000.

Generally, ataxpayer can deduct an amount for undeducted
construction expenditurein relation to capital works under Division 43.
The amount that can be deducted is the undeducted construction
expenditure in relation to the capital works.

The deduction under Division 43 is based on the construction costs of
the capital works. Therefore, Head Co can deduct the balance of the

undeducted construction expenditure ($75,000) under Division 43 by
applying the entry history rule (subsection 701-5).

Head Co cannot claim deductions for undeducted construction
expenditure in relation to the building based on the tax cost setting
amount allocated to the building.

Foreign currency trade receivables

1.23 In 2004 the ATO issued a draft taxation determination

(Draft Taxation Determination TD 2004/D80) which indicated that a
capital gain would arise when an amount received in payment of aforeign
currency denominated trade receivable exceeds its tax cost setting amount.

1.24 The ruling was withdrawn on 22 August 2006 following the
former government’s announcement to modify the operation of
subsection 701-55(6).

1.25 To ensure taxpayer’s are not disadvantaged by the withdrawal of
Draft Taxation Determination TD 2004/D80, atransitional modification
will be madeto preservethe CGT character of the gain or loss that arises
when the amount received in payment of a foreign currency denominated
trade receivable exceeds its tax cost setting amount, provided the amount
was derived between 1 July 2002 and 23 August 2006.
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1.26 The transitional modification will apply if:

» thetax cost of ajoining entity’s asset was set at thejoining
time at the asset’ s tax cost setting amount;

» theasset isatrade receivablethat is denominated in foreign
currency;,

* CGT event C2 happens to the asset between the joining time
and 23 August 2006;

* just beforethe CGT event, the head company of the group
held the asset because of the operation of the single entity
rule (subsection 701-1(1)); and

» disregarding section 118-20, thereis a capital gain or capital
loss from the event.

[Schedule 1, item 3]

1.27 In these circumstances, except to the extent that any capital gain
or capital loss from the event is attributable to currency exchange rate
fluctuations, the following provisions do not apply to the CGT event:

» section 6-5 (about ordinary income);

» any other provision that includes an amount in assessable
income (other than a CGT provision);

» section 8-1 (about amounts that can be deducted);
» any other provision that allows a deduction for the amount;

» section 118-20 (which reduces a capital gain by the amount
that it is otherwise assessable).

[Schedule 1, item 3]

1.28 This transitional provision will preserve the position set out in
Draft Taxation Determination TD 2004/D80 until 23 August 2006. After
that date, an asset that is a trade receivable denominated in foreign
currency may be treated as being on revenue account.

Subsection 701-55(6) will apply to ensure that the tax cost setting amount
for the asset can be used to determine the amount that is included in
assessable income or allowed as a deduction.
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Example 1.10: Foreign currency tradereceivable — no foreign
currency exchange gain or loss tax consequences

Thisexamplein based on the example in Draft Taxation Determination
TD 2004/D80 (which has been withdrawn). The example assumes no
foreign currency exchange gain or 10ss tax consequences.

On 1 May 2003, Company J derives ordinary income of $100 by
sdlling trading stock to Entity Z on credit for US$80. At that time,
A$1 isequivalent to US$0.80.

Company Jjoins Head Co's consolidated group on 1 July 2003. Under
the tax cost setting rules, atax cost setting amount of A$85 is all ocated
to the trade receivable. There are no currency fluctuations between

1 May 2003 and 1 July 2003.

Entity Z pays US$80 (which trandates to A$100) to Company Jin
settlement of itstrade debt on 30 November 2003. Under the
consolidation provisions, Head Co istaken to receive that A$100
payment.

The amount received by Head Co (A$100) exceeds the cost base
(being the tax cost setting amount) of the foreign currency trade
receivable of A$85. None of the excess is attributable to a currency
exchange rate effect. Therefore, Head Co makes a capital gain under
CGT event C2 of $15.

Example 1.11: Foreign currency tradereceivable —foreign currency
exchange loss tax consequences

On 1 May 2003 Company J derives ordinary income of $100 by sdlling
trading stock to Entity Z on credit for US$80. At that time, A$1lis
equivalent to US$0.80.

Company Jjoins Head Co's consolidated group on 1 July 2003 when
A$l isequivalent to US$0.75 and the trade receivable trandates to
A$106.67. Under thetax cost setting rules, atax cost setting amount
of A$106.67 isallocated tothe tradereceivable. Asthetrade
receivable is arevenue asset in the hands of Company J,

subsection 701-55(6) applies to the tax cost setting amount.

Entity Z pays US$80 to Company Jin settlement of its trade debt on
30 November 2003. At that time, under the exchangerate, A$l is
equivalent to US$0.80c and A$100 cash is received by Head Co.

The amount received by Head Co (A$100) isless than thetax cost
setting amount of the foreign currency trade receivable (A$106.67) and
acapital loss of $6.67 arises under CGT event C2.
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However, this difference is wholly attributable to the movement in the
exchange rate from 1 July 2003 to 30 November 2003.

Division 775 does not apply to theright to receive foreign currency as,
under the entry history rule, Head Co istaken to have acquired the
right prior to 1 July 2003 and has not elected for the Division to apply
to theright.

Therefore, Head Co can deduct the amount of the difference ($6.67)
under section 8-1 (reducing the capital loss to nil).

Part 2 — Group restructures

1.29 In this Part, references to a consolidated group do not include a
MEC group.

1.30 Under the consolidation regime wholly-owned groups are
treated as single taxpaying entities for their income tax purposes.
Wholly-owned groups that have an Australian resident head company can
form a consolidated group. Resident wholly-owned subsidiaries of a
foreign holding company can form a MEC group.

131 When a change in the group structure occurs, it can result in:

» aconsolidated group converting to a MEC group
(section 719-40); or

» aMEC group converting to a consolidated group
(section 703-55).

1.32 Currently, when a group conversion occurs, the old group ceases
to exist and a new group comes into existence. Asaresult, significant tax
consequences inappropriately arise for members of the old group that
become members of the new group — that is, for entities that are on-going
members of the group. For example:

» thetax cost setting rules that apply when an entity ceases to
be a member of (or leaves) a consolidated group or
MEC group operate to set the tax costs of the membership
interests in each subsidiary member that leaves the old group,
potentially causing a capital gain to arise because, for
example, CGT event L5 happens; and

» thetax cost setting rules that apply when an entity becomes a
member of (or joins) a consolidated group or MEC group
operate to reset the tax costs of the assets of each subsidiary
member that joins the new group.
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Minimal tax consequences for on-going members

1.33 Subdivision 719-BA will ensure that there will be minimal tax
consequences when, at a particular time (the conversion time):

» aconsolidated group is created from a MEC group; or

* aMEC group is created from a consolidated group.
[Schedule 1, item 11, subsection 719-120(1)]

134 Subdivision 719-BA applies only in relation to entities that were
members of the old group just before the conversion time and are
members of the new group at that time—that is, entities that are on-going
members of the group. [Schedule 1, item 11, subsection 719-120(2)]

1.35 Therefore, Subdivision 719-BA does not apply to:

* entities that are members of the new group but were not
members of the old group just before the conversion time —
that is, entities that are new members of the group; or

* entities that were members of the old group before the
conversion time that cannot be members of the new group at
that time, such as entities that were transitional foreign-held
subsidiaries or transitional foreign-held indirect subsidiaries
(see section 701C-10 and 719-10 of the Income Tax
(Transitional Provisions) Act 1997).

New group retains the history of the old group

1.36 When Subdivision 719-BA applies, the head company of the
new group will retain the history of the head company of the old group.
That is, everything that happened in relation to the head company of the
old group before the conversion time is instead taken to have happened in
relation to:

 if the head company of the old group is the same entity asthe
head company of the new group, that entity in its role as the
head company of the new group; or

» otherwise, the head company of the new group.
[Schedule 1, item 11, subsection 719-125(1)]

1.37 This includes everything that, immediately before the
conversion time, was taken to have happened in relation to the head
company of the old group because of
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» thesingle entity rule (section 701-1);
» theentry history rule (section 701-5);

» the effects of a choice under section 703-75 to continue a
consolidated group or MEC group after an interposed
company becomes a new head company;

 the effects under section 719-90 that arise because of a
change in the head company of a MEC group; and

e any previous applications of Subdivision 719-BA.
[Schedule 1, item 11, subsection 719-125(2)]

1.38 The provisions which ensure that the head company of the new
group retains the history of the head company of the old group
(subsections 719-125(1) and (2)) have effect for:

* the head company core purposes in relation to an income
year ending after the conversion time;

» theentity core purposes in relation to an income year ending
after the conversion time; and

» thepurpose of determining the balance of the franking
account of the head company, or provisional head company,
of the new group at or after the conversion time.

[Schedule 1, item 11, subsection 719-125(3)]
1.39 However, subsections 719-125(1) and (2) do not override:
» theexit history rule (section 701-40); and

e aprovision of theincome tax law to which the exit history
ruleis subject because of exceptions to the corerules
(section 701-85).

[Schedule 1, item 11, subsection 719-125(4)]

1.40 Consequently, if, for example, the old group is a transitional
group, the new group will also be atransitional group. Similarly, if an
entity that is an on-going member is a transitional entity or chosen
transitional entity, the entity will retain that status. Therefore,

sections 701-40, 701-45 and 701-50 of the Income Tax (Transitional
Provisions) Act 1997) will apply when these entities leave the new group.
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Certain provisons do not apply when an entity joins the new group

141 The provisions that ordinarily apply when an entity joins a
consolidated group or MEC group, other than the single entity rule
(subsection 701-1(1)), do not apply to an on-going member that joins the
group because of a group conversion. In particular, the following
provisions do not apply:

» the modification to the operation of the same business test
that ordinarily applies when an entity becomes a subsidiary
member of a consolidated group or MEC group
(section 165-212E);

* the consolidation provisionsin Part 3-90 that ordinarily apply
when an entity joins a consolidated group or MEC group
(other than the single entity rule and Subdivision 719-BA);
and

» thetransitional consolidation provisionsin Part 3-90 of the
Income Tax (Transitional Provisions) Act 1997 that
ordinarily apply when an entity joins a consolidated group or
MEC group.

[Schedule 1, item 11, subsections 719-130(1), (2) and (5)]
Certain provisons do not apply when an entity leaves the old group

142 Similarly, the provisions that ordinarily apply when an entity
leaves a consolidated group or MEC group will not apply when an
on-going member ceases to be a member of the group because of a group
conversion, unless the entity becomes an dligibletier-1 company in
respect of the new MEC group. That is, unless the entity becomes an
eligibletier-1 company in respect of a new MEC group:

* theconsolidations provisionsin Part 3-90 that ordinarily
apply when an entity leaves a consolidated group or
MEC group (other than Subdivision 719-BA) do not apply;
and

» thetransitional consolidation provisionsin Part 3-90 of the
Income Tax (Transitional Provisions) Act 1997 that
ordinarily apply when an entity leaves a consolidated group
or MEC group do not apply.

[Schedule 1, item 11, subsections 719-130(3), (4) and (5)]
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Certain provisions continue to apply

143 Where an on-going member becomes an digibletier-1 company
in respect of a new MEC group, tax consequences will continue to arise
for the head company of the old consolidated group in respect of the
disposal of the membership interests in the on-going member to the
foreign resident company. Therefore, the tax cost setting amount of those
membership interests will continue to be worked out under Division 711.

144 Despite subsections 719-130(1) and (3), where a consolidated
group is created from a MEC group as result of a conversion,

Subdivision 719-K (sections 719-550 to 719-570), together with any other
provision to the extent that it is necessary for the application of the
Subdivision, will continue to apply. Subdivision 719-K determines the
tax cost setting amount for pooled interests when, among other things, an
eigibletier-1 company ceases to be a member of a MEC group. Subject
to the limitations set out in subsection 719-560(2), apooled interest isa
membership interest that an entity, other than an entity that is a member of
the MEC group, holdsin an eligibletier-1 company of the MEC group.
[Schedule 1, item 11, section 719-135]

145 Thefollowing provisions will continue to apply when a
MEC group is created from a consolidated group as result of a conversion:

» item 4 of thetable in subsection 707-320(2), which applies to
adjust the group’ s available fraction for each bundle of
transferred losses if thereis an increasein the market value
when the group is created because a subsidiary member of
the consolidated group becomes an digibletier-1 company of
the MEC group (known as a transfer-up);

» sections 719-300 and 719-325, which apply when a
MEC group is created because a new digible tier-1 company
joins the old group and have the effect of

— deeming prior group losses to be transferred losses; and

— if the group has existing bundles of transferred losses,
adjusting the availabl e fraction for each of those bundles
and for prior group loss bundle; and

» sections 719-700 and 719-720 , which apply to set the
reference time for the head company of the MEC group for
any future application of the loss integrity rulesin
Subdivisions 165-CC and 165-CD.
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1.46 Section 719-130 does not affect the operation of these provisions
because they are not triggered by an on-going member joining a
MEC group or leaving a consolidated group.

147 Similarly, the following provisions will continue to apply when
a consolidated group is created from a MEC group asresult of a
conversion:

e sections 719-260 and 719-280, which deem a continuity of
ownership test failure to happen to the head company of the
MEC group in relation to unused |osses because the
MEC group ceases to exist;

» sections 719-455 and 719-465, which deem a continuity of
ownership test failure to happen to the head company of the
MEC group in relation to bad debts because the MEC group
ceases to exist; and

* sections 719-705 and 719-725, which deem a changeover
time and an alteration time under the loss integrity rules for
the head company of the MEC group because the MEC group
ceases to exist.

1.48 Section 719-130 does not affect the operation of these provisions
because they are not triggered by an on-going member joining a
consolidated group or leaving a MEC group.

Consequential amendments

1.49 Sections 703-65 to 703-80 contain special rulesif a shelf
company isinterposed into a consolidated group or MEC group and
becomes the head company of the group. When the special rules apply,
everything that happened in relation to the original head company before
the completion time is taken to have happened in relation to the interposed
company instead of in relation to the original head company.

1.50 A consequential amendment will clarify that everything that
happened in relation to the original head company because of a group
conversion involving a MEC group is also taken to have happened in
relation to the interposed company. [Schedule 1, items5 and 6,

paragraph 703-75(2)(d)]
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151 Similarly, sections 719-90 and 719-95 sets out the effects if
thereis a change in the head company of a MEC group since the previous
income year. In these circumstances, everything that happened in relation
to the original head company before the start of theincome year for which
thereis a new head company is taken to have happened in relation to the
new head company.

1.52 A consequential amendment will clarify that everything that
happened in relation to the original head company because of a group
conversion involving a MEC group is also taken to have happened in
relation to the new head company. [Schedule 1, item 10,

paragraph 719-90(2)(ca)]

1.53 In addition, consequential amendments will clarify that:

» the members of aMEC group are the head company of the
group and the subsidiary members of the group;

» the members of a potential MEC group are, broadly, the
eligibletier-1 companies of the group and the subsidiary
members of the group.

[Schedule 1, items 7, 8 and 12, subsection 719-25(3) and the definition of ‘member’ in
subsection 995-1(1)]

Circumstances in which a company is ligible to be appointed asthe
provisional head company of a MEC group

154 Where the provisional head company of a MEC group ceases to
be whoally-owned by its foreign holding company (that is, a cessation
event happens), it is no longer eligibleto be the head company of the
group. In these circumstances, the MEC group will need to appoint a new
provisional head company so that the group can continue to exist.

155 Where a MEC group is created part way through an income year
and a cessation event happens to the original provisional head company in
the same income year as the MEC group was created, the new provisional
head company must have been a member of the MEC group from the start
of the original provisional head company’ s income year

(subparagraph 719-65(3)(d)(ii)).

1.56 Therefore, if the MEC group comes into existence after the start
of the original provisional head company’s income year because, for
example, a MEC group is created from a consolidated group, and the
cessation event happens before the end of that income year, the

MEC group is effectively prevented from appointing a new provisional
head company because no company is capable of satisfying the
requirements in subparagraph 719-65(3)(d)(ii).

29



Tax Laws Amendment (2009 Measures No 4) Bill 2009

157 To overcomethis difficulty, a company will be digible to be
appointed as the new provisional head company of a MEC group in these
circumstances provided the company was a member of the MEC group
from the time the MEC group came into existence. [Schedule 1, item 9,
subparagraph 719-65(3)(d)(i)]

Part 3 — Pre-CGT proportions

1.58 When an entity joins a consolidated group its membership
interests cease to be recognised for income tax purposes. If those
membership interests are pre-CGT assets (that is, interests acquired
before 20 September 1985 that have not stopped being pre-CGT assets
under the CGT provisions), the existing law preserves this status by
attributing a pre-CGT factor to the underlying assets of thejoining entity.

1.59 Due to the mechanics of the preeCGT factor calculation,
depending on the circumstances, only a proportion of the preCGT status
of the group’s membership interests in ajoining entity is maintained when
that entity later leaves the group. Asaresult, small and medium sized
groups that have a significant proportion of preeCGT membership
interests may be disadvantaged by electing into the consolidation regime.

1.60 To overcome these concerns, the mechanism for preserving the
pre-CGT status of membership interestsin ajoining entity will be
modified. The new mechanism will involve working out the proportion
(measured by market value) of membership interestsin thejoining entity
that have pre-CGT status —that is, the pre-CGT proportion. The pre-CGT
proportion is used when an entity leaves a consolidated group to work out
the number of its membership interests that are pree CGT assets.

[Schedule 1, items 14, 15 and 30, subsection 705-125(1) and the definition of ‘pre-CGT
proportion’ in subsection 995-1(1)]

161 The pre-CGT proportion is the amount worked out using the
formula:

Market value of pre-CGT membership interests
Market value of all membership interests

where:
» the market value of pre-CGT membership interestsis the sum
of the market value of each membership interest in the
joining entity that:

— isheld by amember of the group at the joining time; and

— isapreCGT asset; and
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» the market value of all membership interestsis the sum of the
market value of each membership interest in the joining
entity that is held by a member of the group at the joining
time.

[Schedule 1, item 16, subsection 705-125(2)]

1.62 When the entity ceases to be a member of the consolidated
group, subject to integrity rules, some or al of the membership interestsin
the leaving entity will be treated as pre-CGT assets, worked out using the
formula:

adNumber of membership interestsg
Sin the leavi ng entity held by
members of the old group

ab eaving entity's o}
&pre-CGT proportion

’

[Schedule 1, items 21, 22 and 24, subsections 711-65(1) and 711-65(4)]

1.63 For the purposes of applying this formula, the leaving entity’s

pre-CGT proportion is the amount worked out under section 705-125.
[Schedule 1, item 24, subsection 711-65(4)]

Example 1.12: Pre-CGT proportion — single class of shares

Company J has 10,000 ordinary shares on issue. Head Co owns all
10,000 shares, 8,000 of which are pre-CGT assets. The remaining
2,000 shares are post-CGT assets.

On 1 July 2002 Head Co forms a consolidated group. Company Jisa
subsidiary member of the group. The net market value of Company J
at the joining timeis $450,000. Each share has a market value of $45.

The pre CGT proportion of the membership interestsin Company Jis
calculated asfollows:

Market value of pre-CGT shares
Market value of all shares

_ $360,000
$450,000

= 80%.

On 1 July 2004, Head Co sells 1,000 sharesto athird party. Asa
result, Company Jleaves Head Co’s consolidated group.
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The pre-CGT proportion of Head Co's membership interestsin
Company Jis 80%. Therefore, assuming that subsection 711-70(1) has
not applied to reduce the pre-CGT proportion to nil, 8,000 shares are
pre-CGT assets.

Head Co chooses to sdll 1,000 sharesthat are pre-CGT assets.
Therefore, of the 9,000 shares that Head Co continues to hold in
Company J.

* 7,000 sharesare pre-CGT assets; and
e 2,000 shares are post-CGT assets.

Example 1.13: Pre-CGT proportion — more than one class of shares
Company Z has 50 class A shares and 50 class B shares on issue.
Head Co owns:

o 25 0of Company Z'sclass A shares—these sharesare preeCGT
assets as they were acquired by Head Co prior to
20 September 1985 and have not stopped being pre-CGT assets
under the CGT provisions, and

» 30 of Company Z's class B shares —these shares are post-CGT
assets as they were acquired by Head Co after 19 September 1985.

Company Y, which iswholly-owned by Head Co, owns:

o 25 0f Company Z'sclass A shares—these sharesare preeCGT
assets as they were acquired by Company Y prior to
20 September 1985 and have not stopped being pre-CGT assets
under the CGT provisions, and

* 20 of Company Z's class B shares —these shares are post-CGT
assets as they were acquired by Company Y after
19 September 1985.

On 1 July 2003, Head Co forms a consolidated group. Company Y
and Company Z are subsidiary members of the group.

The net market value of Company Z at thejoining timeis $5 million.
The market value of each Class A share is $60,000 ($3 million in total)
and the market value of each Class B shareis $40,000 ($2 million in
total).
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The pre-CGT proportion of the membership interestsin Company Z is
calculated asfollows:

Market value of pre-CGT shares
Market value of all shares

_ $3,000,000
$5,000,000

= 60%.

On 15 May 2008, Company Y sdlsthe 45 sharesit holdsin
Company Z to athird party. Asaresult, Company Z leaves Head Co’'s
consolidated group.

The pre-CGT proportion of the membership interests in Company Z
is60%. AsCompany Z hastwo classes of shares, the pre-CGT
proportion is applied separately to each class asif the sharesin that
class were al the shares held by the old group in the leaving entity.
Therefore:

» 30o0f theclass A sharesare pre-CGT assets (ie, 50 x 60%); and

» 30 of theclass B sharesare pre-CGT assets (ie, 50 X 60%).

Of the 45 shares sold by Company Z, Head Co chooses to sl

25 class A sharesthat are pre-CGT assets and 20 class B shares that are
pre-CGT assets.

Head Co continuesto hold 55 sharesin Company Z:

» 25classA shares, 5 of which are pre-CGT assets; and

» 30 classB shares, 10 of which are pre-CGT assets.
Application of Division 149 to the head company

164 Division 149 sets out when an asset acquired before
20 September 1985 will stop being a pre-CGT asset for CGT purposes.

1.65 Broadly, for an asset’s pre-CGT status to be maintained, entities
must be able to demonstrate that the same ultimate owners who held
(directly or indirectly) more than 50 per cent of the beneficial interestsin
the asset, and in the ordinary income derived from the asst, just before
20 September 1985 have continued to hold more than 50 per cent of these
interests at the relevant time.
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1.66 An integrity rule will apply to ensure broadly consistent
treatment for membership interests in aleaving entity that are taken to be
pre-CGT assets under the pre-CGT proportion rules.

1.67 As aresult of the integrity rule, the pre-CGT proportion of a
leaving entity at the leaving time is nil if the leaving entity held assets
when it became a subsidiary member of the old group (disregarding the
single entity rule (subsection 701-1(1)) and:

» some or al of the assets stopped being pre-CGT assets under
Division 149 at a time when they were held by the head
company of the group (because of the single entity rule),
provided that the leaving entity was a subsidiary member of
the group at that time; or

» some or al of the assets would have stopped being pre-CGT
assets under Division 149 at atime when they were held by
the head company of the group (because of the single entity
rule) if they had been pre-CGT assets just before that time,
provided that the leaving entity was a subsidiary member of
the group at that time.

[Schedule 1, item 26, subsection 711-70(1)]
Application of CGT event K6

1.68 CGT event K6 (section 104-230) happens if certain CGT events
happen to pre-CGT sharesin a company or pre-CGT interestsin a trust
and, just before the time of the event, the market value of the post-CGT
property of the company or trugt, or of other entities in which the trust has
adirect or indirect interest, is 75 per cent or more of the net value of the
company or trust.

1.69 An integrity rule will apply to ensure broadly consistent
treatment for membership interests in aleaving entity that are taken to be
pre-CGT assets under the pre-CGT proportion rules.
1.70 Theintegrity rule will apply if the leaving entity ceases to bea
member of the old group and, as aresult, one of the following CGT events
happens to one or more of its membership interests:

» CGT event Al (disposal of a CGT asset);

* CGT event C2 (cancellation, surrender and similar endings of
an intangible CGT asset);

* CGT event E1 (creating atrust over aCGT asset);
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» CGT event E2 (transferring a CGT asset to atrust); or

* CGT event E8 (disposal by a beneficiary of a capital interest
inatrust)

[Schedule 1, item 26, subsection 711-70(2)]

171 In these circumstances, for the purpose of applying

CGT event K6 (section 104-230) in relation to those membership
interests, the 75 per cent test in subsection 104-230(2) is applied at the
leaving time, disregarding the single entity rule (subsection 701-1(1)).
This ensures the market value of intra-group assets, including membership
interests held in other subsidiary members acquired on or after

20 September 1985, are taken into account in applying the 75 per cent
test. [Schedule 1, item 26, subsection 711-70(3)]

1.72 In addition, if CGT event K6 applies, then, for the purposes of
working out the amount of the capital gain, the operation of

subsection 104-230(6) is modified in relation to each post-CGT asset
identified under subsection 104-230(2) that has its tax cost set at the
leaving time under:

» section 701-45, which sets the tax costs of assets consisting
of liabilities owed to the leaving entity by members of the
group; and

» section 701-50, which sets the tax costs of assets consisting
of certain membership interests held by the leaving entity
after it leaves the group.

[Schedule 1, item 26, subsection 711-70(4)]

1.73 In these circumstances, for the purpose of applying
subsection 104-230(6), the cost base of the asset at the leaving time will
be taken to be the asset’ stax cost setting amount. [Schedule 1, item 26,
subsection 711-70(4)]

Consequential amendments
174 Consequential amendments will:
» modify a cross reference in subsection 705-125(4);
» repeal the existing pre-CGT factor rules in section 705-165,
section 705-205, section 705-245, the note to

subsection 711-65(2), subsection 711-65(5), section 713-245
and section 713-270; and
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» repeal the definition of ‘pre CGT factor’ in
subsection 995-1(1).

[Schedule 1, items 17, 18, 19, 20, 23, 25, 27, 28 and 29]

Modifications to the tax cost setting rules when an entity joins a
consolidated group

1.75 Under the tax cost setting rules, the tax costs of ajoining entity’s
assets are generally reset by allocating the joining entity’ s allocable cost
amount to each of the joining entity’s assets in proportion to their market
value. This allocation process ensures that, broadly, the costs incurred by
the head company to acquire the joining entity’ s membership interests are
pushed down into the tax costs of the underlying assets of the joining
entity.

1.76 Thealocable cost amount is basically the sum of the cost bases
of the head company’s membership interests in the joining entity held by
members of the joined group and the joining entity’s liabilities. Several
adjustments are made to this amount.

1.77 The amendments will clarify and improve the operation of the
tax cost setting rules when an entity joins a consolidated group to:

» ensure adjustments to the allocable cost amount are not
double counted;

 clarify the scope of the adjustment to the all ocable cost
amount in respect of certain pre-joining time CGT roll-overs
that applied to ajoining entity’s assets; and

» phase out the over-depreciation adjustment to the allocable
cost amount.

Part 4 — No double counting of amountsin the allocable cost amount

1.78 Under the tax cost setting rules, several adjustments are made to
the allocable cost amount. In some circumstances the adjustments to the
allocable cost amount can be duplicated. As aresult, the tax costs
allocated to thejoining entity’ s assets can be distorted.

1.79 A duplication can arise, for example, because integrity measures
in theincome tax law prevent the duplication of losses by reducing the
cost base of shares. This adjustment to the cost base of shares causes a
potential double adjustment to the allocabl e cost amount because:

» it may bereflected in an adjustment to step 1;
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it may bereflected in reduced undistributed profits of the
joining entity at step 3; and / or

it may bereflected in the tax losses of the joining entity at
step 5.

1.80 The abject of section 705-62 is to prevent a particular amount
from being taken into account twice when calculating the allocable cost
amount for the joining entity for the purpose of promoting the object of
Subdivision 705-A. [Schedule 1, item 32, subsection 705-62(1)]

181 The abject of Subdivision 705-A, whichis set out in
subsections 705-10(2) and (3), is broadly:

to recognise the head company’ s cost of becoming a holder
of thejoining entity’ s assets as an amount reflecting the
group’s cost of acquiring the entity; and

to align the costs of the assets with the costs of membership
interests, and to preserve this alignment until the entity
ceases to be a subsidiary member, in order to:

— prevent double taxation of gains and duplication of losses;
and

— remove the need to adjust costs of membership interestsin
response to transactions that shift value between them, as
the required adjustments occur automatically.

1.82 Section 705-62 appliesif two or more provisions of the income
tax law operate with the result of:

altering the allocable cost amount for the joining entity
because of a particular economic attribute of the joining
entity; or

altering the allocable cost amount for another entity that
becomes a subsidiary member of the group at the joining
time because of a particular economic attribute of the joining
entity.

[Schedule 1, item 32, subsection 705-62(2)]

1.83 Where section 705-62 applies, only the alteration that is most

appropriate, inthe light of the object of Subdivision 705-A, is to be made.
[Schedule 1, item 32, subsection 705-62(3)]
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1.84 For the purposes of section 705-62, the economic attributes of
thejoining entity include thejoining entity’s:

* retained profits;

 distributions of profits to other entities;
* realised and unrealised | osses;

* deductions; and

» accounting liabilities (within the meaning of
subsection 705-70(1)).

[Schedule 1, item 32, subsection 705-62(4)]

1.85 The question as to which ateration is most appropriateis a
matter of judgement for the head company of the consolidated group.

Example 1.14: No double counting of adjustmentsto the allocable
cost amount

Holding Co incorporates Admin Co with $200. Admin Co usesthe
$200 to incorporate Beta Co. Beta Co realises atax loss of $50, and
has assets of $150 remaining.

Thereisan alteration in underlying majority ownership of Holding Co
so that Subdivision 165-CD appliesto reduce the reduced cost base of
Admin Co's membership interestsin Beta Co, and Holding Co's
membership interestsin Admin Co, by $50 to $150. For the purposes
of this example, any tax effects arising as aresult of the ateration have
been ignored.

Holding Co then forms a consolidated group.

Under the current law, the tax cost setting rules apply to Admin Co as
follows.

*  Step 1 of the allocable cost amount is the reduced cost base of
Holding Co’s membership interestsin Admin Co (ie, $150) —the
reduced cost base of the membership interests is used because the
market value of those membership interestsis less than or equal to
their reduced cost base.

* No other steps apply, so Holding Co's allocable cost amount for
Admin Co is $150.

» Thisallocable cost amount will be allocated to the membership
interests in Beta Co (the only asset of Admin Co).
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Under the current law, the tax cost setting rules apply to Beta Co as
follows.

e Step 1 of the allocable cost amount is thereduced cost base of
Admin Co’'s membership interestsin Beta Co (ie, $150).

» Thestep 1 amount isreduced by the amount of losses accruing to
joined group before the joining time (ie, $50) under step 5 of the
allocable cost amount.

* Holding Co's allocable cost amount for Beta Co is $100.

» Thisadlocable cost amount will be allocated to the assets of
Beta Co.

Thisisan inappropriate outcome. Holding Co invested $200in
Admin Co which, in turn, invested $200 in Beta Co. Beta Co had atax
loss of $50. Therefore, the correct tax cost setting amount for both
companies should be $150.

Applying section 705-62, the allocable cost amount for Admin Co will
be unchanged — that is, it will continue to be $150.

However, Holding Co determines that, to prevent double counting, the
step 5 adjustment should not be made. Thisis because the loss has
already been taken into account in cdculating the step 1 amount for
Beta Co. Asaresult, the allocable cost amount for Beta Co will be
increased to $150.

Part 5— Pre-joining time roll-overs

1.86 Step 3A of the allocable cost amount (section 705-93) adjusts
the allocable cost amount where ajoining entity has a deferred capital
gain or loss that arose because of an intra-group CGT roll-over before the
joining time.

1.87 The adjustment at step 3A of the allocable cost amount is
intended to prevent the deferred gain or loss arising from the pre-joining
time CGT roll-over in relation to an asset held by the joining entity from
being included in the tax costs of a joining entity’s assets as a result of the
tax cost setting process. This adjustment prevents the deferred gain or
loss from being indefinitely deferred for tax purposes.

1.88 Currently the step 3A adjustment is deficient because, for
example:
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the adjustment does not apply in all circumstances where a

CGT roll-over applied to an asset that was transferred to the
joining entity before the joining time from another entity in

the group; and

the adjustment does not apply if a subsequent CGT event
(such as CGT event G1) happened to the roll-over asset
wherethat CGT event does not cause the deferred gain or
loss to be brought to account for tax purposes.

1.89 To overcome these concerns, section 705-93 will be modified so
that a step 3A amount arises where:

before the joining time, there was a Subdivision 126-B
roll-over or a section 160ZZ0 roll-over in relation to an asset
(existing paragraph 705-93(1)(a));

at thejoining time, as aresult of the Subdivision 126-B
roll-over or the section 160ZZ0O roll-over, theroll-over asset
has a deferred capital gain or a deferred capital loss;

the originating company in relation to the Subdivision 126-B
roll-over, or thetransferor in rdation to the section 160220
roll-over:

— wasaforeign resident; or
— isadtick entity in relation to the joined group;

the recipient company in relation to the Subdivision 126-B
roll-over, or the transferee in relation to the section 160220
roll-over:

— was an Australian resident; and
— isasgpread entity in relation to the joined group;

if the recipient company was previously a subsidiary member
of another consolidated group, the conditionsin

section 104-182 (which prevents CGT event J1 from
happening if the recipient company ceases to be a subsidiary
member of a consolidated group at the time the group breaks
up) were not satisfied at any time in relation to the other
group between:
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— the Subdivision 126-B roll-over and the joining time; or
— thesection 160ZZ0 roll-over and the joining time;

» theroll-over asset isnot a pre-CGT asset at the joining time
(existing paragraph 705-93(1)(€)); and

» theroll-over asset becomes that of the head company of the
joined group because the single entity rule
(subsection 701-1(1)) applies when the joining entity
becomes a subsidiary member of the group (existing
paragraph 705-93(1)(f)).

[Schedule 1, items 36 to 40, paragraphs 705-93(1)(aa), (b), (c) and (d)]

1.90 The step 3A amount is the amount of the deferred roll-over gain
or the deferred roll-over 10ss. [Schedule 1, item 41, subsection 705-93(2)]

191 If the step 3A amount is a deferred roll-over gain, the allocable
cost amount is reduced by the amount of the deferred roll-over gain. If
the step 3A amount is a deferred roll-over loss, the allocable cost amount

isincreased by the amount of the deferred roll-over loss. [Schedule 1,
item 35, item 3A of the tablein section 705-60]

1.92 An asset has adeferred roll-over gain at a particular timeiif:

» beforethat timetherewas a CGT roll-over because a
CGT event happened in relation to the asset; and

» asaresult of theroll-over all or part of a capital gain from
the CGT event was disregarded.

[Schedule 1, item 45, paragraphs (a) and (b) of the definition of ‘ deferred roll-over gain’
in subsection 995-1(1)]

193 Theamount of the deferred roll-over gain is the amount of the
capital gain that was disregarded, reduced by the amount (if any) by
which the gain has been taken into account in working out a net capital
gain or net capital lossin relation to the asset between the roll-over time
and the particular time. [Schedule 1, item 45, the definition of *deferred roll-over
gain’ in subsection 995-1(1)]

194 An asset has adeferred roll-over loss at a particular timeif:

» beforethat timethere was a CGT roll-over because a
CGT event happened in relation to the asset; and
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» asaresult of theroll-over all or part of a capital loss from the
CGT event was disregarded.

[Schedule 1, item 46, paragraphs (a) and (b) of the definition of ‘ deferred roll-over loss
in subsection 995-1(1)]

1.95 The amount of the deferred roll-over loss is the amount of the
capital loss that was disregarded, reduced by the amount (if any) by which
the loss has been taken into account in working out a net capital gain or
net capital loss in relation to the asset between the roll-over time and the
particular time. [Schedule 1, item 46, the definition of * deferred roll-over loss in
subsection 995-1(1)]

1.96 A stick entity, in relation to a consolidated group, means a
member of the group that is:

» the head company of the group;
» achosen transitional entity; or
» atransitional foreign held subsidiary.

[Schedule 1, item 48, paragraph (a) of the definition of ‘stick entity’ in
subsection 995-1(1)]

1.97 A stick entity, in relation to a MEC group, means a member of
the group that is:

» the head company of the group;

» achosen transitional entity;

» atransitional foreign held subsidiary; or
* andigibletier-1 company.

[Schedule 1, item 48, paragraph (b) of the definition of ‘stick entity’ in
subsection 995-1(1)]

1.98 A spread entity, in relation to a consolidated group or a
MEC group, means a member of the group that is not a stick entity in

relation to the group. [Schedule 1, item 47, the definition of *spread entity’ in
subsection 995-1(1)]

1.99 Section 705-147 modifies the operation of step 3A of the
allocable cost amount (section 705-93) in the case of a group formation to:

» apportion the step 3A amount among thefirst level
interposed entities; and
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» takeaccount of aroll-over asset that isa membership interest
in an entity that becomes a subsidiary member at the
formation time.

1.100 Asaresult of the amendments to section 705-93, consequential
amendments to section 705-147 clarify the scope of its operation and

remove redundant €l ements of the section. [Schedule 1, item 42,
subsection 705-147(3)]

1.101  Section 705-150 adjusts the step 3A amount for pre-formation
time CGT roll-overs by the head company to a subsidiary member. The
amendments broaden the scope of section 705-93. As aresult,

section 705-150 is no longer necessary and can be repealed. [Schedule 1,

item 43]

1.102  Asaresult of the modifications to section 705-93 and the repeal
of section 705-150, consequential amendments will:

* removethereferenceto section 705-150in
paragraph 104-505(1)(b); and

» replacethereference to section 705-150 with a reference to
section 705-93 in section 126-165 of the Income Tax
(Transitional Provisions) Act 1997.

[Schedule 1, items 34 and 49, paragraph 104-505(1)(b) of the ITAA 1997 and
section 126-165 of the Income Tax (Transitional Provisions) Act 1997]

1.103  Section 705-227 modifies the operation of step 3A of the
allocable cost amount (section 705-93) for linked entities that join a
consolidated group to:

» apportion the step 3A amount among thefirst level
interposed entities; and

» takeaccount of aroll-over asset that isa membership interest
in alinked entity that is held by another linked entity.

1.104  Asaresult of the amendments to section 705-93, consequential
amendments to section 705-227 clarify the scope of its operation and

remove redundant €lements of the section. [Schedule 1, item 44,
subsection 705-227(3)]

Part 6 — Phasing out over-depreciation adjustments
1.105 In some cases the amount of the reset tax cost setting amount

that would otherwise apply to an over-depreciated asset of a joining entity
is reduced (section 701-50).
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1.106  The over-depreciation adjustment prevents the indefinite
deferral of tax on the profits sheltered due to the over-depreciation of the
asset. This can arise where the accel erated depreciation of assets has
brought forward the joining entity’ s depreciation deductions, thus
deferring the payment of tax on its profits. The profits remain untaxed
when the entity joins the group where:

» theasset is over-depreciated at that time;

* theprofits have been distributed to another entity that was
entitled to the former inter-corporate dividend rebate; and

* theprofits have not been distributed to another entity that did
not have access to the former inter-corporate dividend rebate.

1.107  Currently, to work out whether the reset tax cost setting amount
of an over-depreciated asset of ajoining entity needs to be reduced by an
over-depreciation adjustment, the joining entity needs to determine
whether it paid unfranked or partly franked dividends to shareholders that
were entitled to the former inter-corporate dividend rebate prior to the
joining time. The inter-corporate dividend rebate for unfranked dividends
was removed from 1 July 2004 following theintroduction of the
simplified imputation system.

1.108  To reduce compliance costs, the over-depreciation adjustment
will effectively be phased out from 1 July 2009. Consequently, ajoining
entity will haveto look only at the five years of dividend history prior to
thejoining time to determine whether an over-depreciation adjustment is
required. [Schedule 1, item 51, paragraph 705-50(2)(b)]

Modifications to the tax cost setting rules when an entity leaves a
consolidated group

1.109  When an entity leaves a consolidated group, the tax costs of the
membership interests in the leaving entity needs to be reconstructed.

1.110  Under thetax cost setting process that applies when an entity
leaves a consolidated group, the old group’ s alocable cost amount is
worked out to determine the tax costs of the membership interestsin the
leaving entity.

1111  Theamendments will clarify and improve the operation of the
tax cost setting rules when an entity leaves a consolidated group to:

 clarify that the liabilities taken into account in working out
step 4 of the old group’s allocable cost amount are the
liabilities held just before the leaving time; and
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» ensurethat an appropriate amount isincluded in step 4 of the
old group’s allocable cost amount when subsection 711-45(8)

applies.

Part 7— Leaving timeliabilities: ensuring that liabilities held just
before the leaving time are included in step 4 of the old group’s
allocable cost amount

1112  When an entity leaves a consolidated group, the group’s cost of
the membership interests in the leaving entity is set so that it reflects the
cost to the group of the net assets of the leaving entity. The cost of the
membership interests in the leaving entity is determined by working out
the old group’s allocable cost amount. The old group’s allocable cost
amount broadly consists of the terminating values of the leaving entity’s
assets less the value of the liabilities and certain equity interests of the
leaving entity.

1.113  For these purposes, the liabilities that areincluded in step 4 of
the old group’s allocabl e cost amount are the liabilities of the leaving
entity at the leaving time (section 711-45).

1.114  InHandbury Holdings Pty Ltd v Commissioner of Taxation
[2008] FCA 1787, asubsidiary member |eft a consolidated group when
debt held by a non-group member was converted to equity. The taxpayer
argued that the debt was not included in step 4 of the old group’s allocable
cost amount because it was not a liability that the leaving entity takes with
it when it ceases to be a subsidiary member of the group.

1115 TheFederal Court concluded that subsection 711-45(1) includes
liabilities held by the leaving entity just beforethe leaving time. Asa
result, the debt isincluded in step 4 of the old group’s alocable cost
amount. The Federal Court reached this conclusion on the basis that it
produced an outcome that promotes the abjects of the consolidation
regime. That is, it ensured that the taxpayer was appropriately taxed on a
substantial economic gain that arose when the entity |eft the group.
However, it is noted that the taxpayer has lodged an appeal against the
Federal Court’s decision.

1.116  Toremove any doubt, the amendments will clarify that step 4 of
the old group’s allocabl e cost amount applies to liabilities of the leaving
entity that exist just before the leaving entity ceases to be a subsidiary
member of the group — that is, just before the leaving time. [Schedule 1,
items 53, 54, 55, 56, 57, 59, 60, and 61, sections 711-20, 711-25, 711-45 and 713-265]
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Part 7— Leaving time liabilities: entry amount of a liability is different
to its exit amount

1.117  Theamount of theliability that is subtracted from the old
group’s alocable cost amount under step 4 (section 711-45) is adjusted if
a subsidiary member of the old group held the liability at thetimethat it
joined the consolidated group and the amount of the liability recognised at
thejoining timeis different to the amount of the liability at the leaving
time (subsection 711-45(8)).

1118  Subsection 711-45(8) was introduced to ensure a consistent
outcome with the outcome that would have occurred if the liability had
been discharged prior to the leaving timetriggering CGT event L7
(section 104-530).

1.119 A capital gain or capital loss arises under CGT event L7 when:

» aliability is discharged for an amount that is different to the
amount of the liability recognised at the joining time; and

« theallocable cost amount is different to what it would have
been if the different amount of the liability had been used to
work out the allocable cost amount.

1.120  Asdiscussed later in this chapter, to reduce compliance costs,
CGT event L7 isto berepealed.

1121  Subsection 711-45(8) has awider rolethan CGT event L7. That
is, it prevents the double taxation of economic gains, or a double tax
benefit from arising, in the hands of the head company when an entity
leaves a consolidated group. Therefore, subsection 711-45(8) needs to be
retained.

1.122  However, modifications to subsection 711-45(8) will reduce
compliance costs by limiting the circumstances in which it applies. The
modifications will also clarify the operation of the subsection.

1.123  Asaresult, theamount at step 4 of the old group’s allocabl e cost
amount will be adjusted under subsection 711-45(8) only when:

 aliability mentioned in subsection 711-45(5), an employee
shareinterest mentioned in subsection 711-45(6), a share
mentioned in subsection 711-45(6A) or debt interest
mentioned in subsections 711-45(7), was taken into account
in working out the allocable cost amount for a subsidiary
member (whether or not the leaving entity) of the old group
in accordance with Division 705 (the original entry ACA);
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 theentry amount is different from the exit amount; and

» theoriginal entry ACA exceeds or falls short of the amount
(the adjusted ACA) that it would have been if the exit
amount, instead of the entry amount, had been taken into
account in working it out.

[Schedule 1, item 58, subsection 711-45(8)]

1.124  Subsection 711-45(8) will not apply if aliability that the leaving
entity takes with it is different to the liability that existed at thejoining
time. For example, if the original entry ACA for ajoining entity included
aprovision for long service leave and that liability is fully paid-out before
the entity leaves the consolidated group (resulting in a tax deduction for
the head company), subsection 711-45(8) will not apply to the long
service leave provision that the leaving entity takes withit. Thisis
because the provision that the leaving entity takes with it accrued after the
joining time and is different to the provision included in the

original entry ACA.

1125 Theentry amount is:

* inthecase of aliability — the amount of the liability that was
taken into account in working out the original entry ACA
after taking into account any adjustments made under
sections 705-70, 705-75 or 705-80; or

* inthecase of an employee share interest, share or debt
interest referred to in subsection 711-45(6), (6A) or (7) —the
amount that was taken into account in working out the
original entry ACA.

[Schedule 1, item 58, subsection 711-45(9)]

1.126 If aliability that was taken into account in working out the
original entry ACA has been partly paid-out before the leaving time, the
entry amount will be the unpaid part of the liability that was taken into
account in working out the original entry ACA.

1.127 Theexit amount is the amount of the liability, employee share
interest, share or debt interest that was taken into account under step 4 of
the old group’ s allocable cost amount following the application of
subsections 711-45(5), (6), (6A) and (7)). [Schedule 1, item 58,

paragraph 711-45(8)(b)]

1128  Where subsection 711-45(8) applies, the step 4 amount is altered
by:
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o if theoriginal entry ACA exceeds the adjusted entry ACA,
increasing the step 4 amount by the amount of the excess; or

» if theoriginal entry ACA falls short of the adjusted
entry ACA, reducing the step 4 amount by the amount of the
shortfall.

[Schedule 1, item 58, subsection 711-45(10)]

Example 1.15: Provision for long service leave

Head Co acquires all of the membership interestsin Company J on the
1 July 2009. Asaresult, Company Jjoins Head Co's consolidated

group.

Company J sfinancial reports at the joining time include a liability of
$10,000 for the provision for long service leave.

In working out the allocable cost amount for Company J at the joining
time (the origina entry ACA), the amount of theliability included in
step 2 is $7,000 (the entry amount). The amount of the accounting
liability ($10,000) isreduced by the amount of the future income tax
deduction in respect of the liability ($3,000) to work out the step 2
amount (subsection 705-75(1)).

On 30 June 2011, Company J leaves Head Co's consolidated group as
all of its membership interests are acquired by a non-group member.

Company J sfinancial reports at the leaving timeinclude a liahility of
$20,000 for the provision for annual leave. The provision has
increased gnce the joining time due to the accrual of an additional
liability of $10,000.

The amount of the liability included in step 4 of the old group’s
allocable cost amount for Company J at the leaving time is worked out
under section 711-45.

The amount of the accounting liahility included under

subsection 711-45(1) for the provision for long service leave at the
leaving timeis $20,000. As Company Jwill be entitled to afuture
income tax deduction in respect of theliability, subsection 711-45(3)
applies to reduce this amount by the amount of the future income tax
deduction ($6,000).

However, asthe liability for the provision for long service leaveis
recognised at alater time for income tax purposes than it is for
accounting purposes, subsection 711-45(5) appliesto reducethe
amount to be added at step 4 for liability to nil (the exit amount).
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Subsection 711-45(8) will apply to theliability for the provision for
long service |eave because:

» subsection 711-45(5) appliesto theliability;

 theentry amount ($7,000) isdifferent from than the exit amount
(nil); and

» theamount of the original entry ACA for Company Jwould have
been $7,000 lower if the exit amount was used instead of entry
amount to work it out — that is, the amount of the original
entry ACA exceeds the amount of the adjusted entry ACA
by $7,000.

Consequently, the amount included at step 4 of the old group’s
allocable cost amount for Company Jin respect of the liability for the
provision for long service leave is $7,000.

Example 1.16: Foreign exchange liability

Prior to joining time Company J borrowed US$100. At that time, A$1
was equivalent to US$0.80c. Company Jtherefore received A$125
cash on issue of the foreign exchange (forex) liability.

Head Co acquires all of the membership interestsin Company J on the
1 July 2009. Asaresult, Company Jjoins Head Co's consolidated

group.

At thejoining time, A$1 is equivalent to US$0.75. Therefore,
Company J sfinancial reports at the joining time include a forex
liability of A$133.33 and aforex loss of A$8.33. Asthelossisnot
deductible for income tax purposes, Company J has a deferred tax asset
of A$2.50.

In working out the allocable cost amount for Company J at the joining
time (the origina entry ACA), the amount of theliability included in
step 2 is A$130.83 (the entry amount). In thisregard, the amount of
the accounting liahility (A$133.33) isreduced by the amount of the
future income tax deduction in respect of the liability ($2.50) to work
out the step 2 amount (subsection 705-75(1)).

On 30 June 2010, Company J leaves Head Co's consolidated group as
all of its membership interests are acquired by a non-group member.

At that time A$1 is equivalent to US$0.85c. Therefore, Company J's
financial reports at the leaving time include aforex liability of
A$117.65.

The amount of the liability included in step 4 of the old group’s
allocable cost amount for Company J at the leaving time is worked out
under section 711-45.
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The amount of the accounting liability included under
subsection 711-45(1) for the forex liability is A$117.65.

However, asthe forex liability isrecognised at alater time for income
tax purposes than it is for accounting purposes, subsection 711-45(5)
applies to increase the amount to be added at step 4 for liability to
A$125 (the exit amount).

Subsection 711-45(8) will apply to the forex liability because:
» subsection 711-45(5) appliesto theliability;

+ theentry amount (A$130.83) is different from than the exit amount
(A$125); and

» theamount of the original entry ACA for Company Jwould have
been A$5.83 lower if the exit amount was used instead of entry
amount to work it out — that is, the amount of the original
entry ACA for Company J exceeds the amount of the adjusted
entry ACA by A$5.83.

Consequently, the amount included at step 4 of the old group’s
allocable cost amount for Company Jin respect of the forex liability is
increased by A$5.83 to $130.83.

Example 1.17: Foreign exchange liability — partial repayment after
thejoining time

Assume the same facts as for Example 1.17 except that US$50 of the
US$100 forex liahility isrepaid after joining time when A$1is
equivalent to US$0.78.

Therefore, Head Co makes arepayment of A$64.10 and realises a
foreign exchangeloss of A$1.60 for tax purposes. After taking into
account the tax benefit to Head Co of the loss of A$0.48

(A$1.60 x 30%)), the repayment has an after-tax cost of A$63.62.

When Company J leaves the consolidated group, A$1 is equivalent to
US$0.85. Therefore, Company J s financial reports at the leaving time
include aforex liability of A$58.82.

The amount of the accounting liability included under
subsection 711-45(1) for the forex liability is A$58.82.

However, asthe forex liability isrecognised at alater time for income
tax purposes than it is for accounting purposes, subsection 711-45(5)
applies to increase the amount to be added at step 4 for liability to
A$62.50 (the exit amount).
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For the purpose of working out whether subsection 711-45(8) applies,
the entry amount for the forex liahility is A$67.21 — that is, the
amount of the forex liability taken into account in working out the
original entry ACA (A$130.83) reduced by the after-tax cost of the
amount paid-out by Head Co before the leaving time ($A63.62).

Subsection 711-45(8) will apply to the forex liability because:
» subsection 711-45(5) appliesto theliability;

» theentry amount (A$67.21) is different from than the exit amount
(A$62.50); and

» theamount of the original entry ACA for Company Jwould have
been A$4.71 lower if the exit amount was used instead of entry
amount to work it out — that is, the amount of the original
entry ACA for Company J exceeds the amount of the adjusted
entry ACA by A$4.71.

Consequently, the amount included at step 4 of the old group’s
allocable cost amount for Company Jin respect of the forex liability is
increased by A$4.71 to A$67.21.

Modifications to the tax cost setting rules when an entity joins or leaves a
consolidated group

1.129  Some elements of thetax cost setting rules apply both:
» when an entity joins a consolidated group; and
» when an entity leaves a consolidated group.

1.130 Theamendments will clarify and improve the operation of the
tax cost setting rules when an entity joins or leaves a consolidated group
to:

+ clarify that the liabilities recognised by ajoining or leaving
entity under the tax cost setting rules are generally the same
asitsaccounting liabilities;

 clarify the scope of the adjustment to the all ocable cost
amount in respect of inherited deductions; and

 if thejoining or leaving entity is a general insurance
company, ensure that the tax cost setting rules apply
appropriatdy to its deferred acquisition costs, deferred
reinsurance expenses and recoveries receivable.
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Part 8 — Accounting principles

Modifications when an entity joins a consolidated group

1.131  When an entity joins a consolidated group, the allocable cost
amount for the joining entity is increased by the value of its liabilities at
the joining time (step 2 of the table in section 705-60).

1132 Generdly, asastarting point, the step 2 amount includes the
value of ajoining entity’s liabilities that are recognised under the
accounting standards or under statements of accounting concepts made by
the Australian Accounting Standards Board.

1.133  Wherethe joining entity does not apply the accounting standards
or statements of accounting concepts to prepare a statement of its financial
position, the liabilities of the joining entity that can or must be recognised

under those standards as at the joining time must be taken into account for
the purposes of working out the step 2 amount.

1.134  InEnvestra Ltd v Federal Commissioner of Taxation

[2008] FCA 249; 2008 ATC 20-012, the Federal Court confirmed that a
joining entity cannot adopt an accounting standard to measure a liability
for consolidation purposesiif it did not adopt that accounting standard for
the recognition and measurement of the liability for financial reporting
pUrpOSES.

1.135 Toremove doubt, the amendments will modify the tax cost
Setting rules to confirm this position.

1136  Thatis, the amendments clarify that a matter is in accordance
with the accounting principlesif it isin accordance with:

» accounting standards; or

* if there are no accounting standards applicable to the matter,
authoritative pronouncements of the Australian Accounting
Standards Board that apply to the preparation of financial
statements.

[Schedule 1, item 84, the definition of ‘accounting principles’ in subsection 995-1(1)]

1.137  Inthisregard, authoritative pronouncements of the Australian
Accounting Standards Board can be relevant in the preparation of
financial statements and would be considered when recognising and
measuring accounting liabilities (and other dements on the balance shest).
These include:

» the Urgent Issue Group Interpretations;
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» the Framework for the Preparation and Presentation of
Financial Statements;

o statements of accounting concepts issued by the Australian
Accounting Standards Board; and

» other authoritative pronouncements of the Australian
Accounting Standards Board.

1.138  Broadly, when an entity joins a consolidated group, the joining
entity’ s accounting principles for tax cost setting must be applied for the
purposes of working out the allocable cost amount for the joining entity.
These arethe:

 theaccounting principles that the joining entity actually used
to prepareits financial reports just before the joining time; or

 if thejoining entity did not prepare financial reports just
before the joining time, the accounting principles that it
would useif it wereto prepareits financial reports just before
thejoining time.

[Schedule 1, item 70 and 85, subsection 705-70(3) and the definition of ‘accounting
principlesfor tax cost setting’ in subsection 995-1(1)]

1.139 If thejoining entity used audited accounts as the basis for
preparing its financial reports just before the joining time, the accounting
principles applied in the preparation of those audited accounts are the
joining entity’ s accounting principles for tax cost setting.

1.140 Therefore, for the purpose of working out the step 2 of the
alocable cost amount for a joining entity, the amendments clarify that the
liabilities that are taken into account are those liabilities that, in
accordance with the joining entity’ s accounting principles for tax cost
setting, are liabilities of the entity. That is

» for the purpose of applying section 705-70, the liabilities of
thejoining entity that are taken into account are those
liabilities that, in accordance with the joining entity’s
accounting principles for tax cost setting, are liabilities of the
entity;

* the adjustment to step 2 under section 705-80, if any, applies
to an accounting liability that is taken into account at alater
timethan is the case in accordance with the joining entity’s
accounting principles for tax cost setting; and
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if an adjustment is made to step 2 of the allocable cost
amount under section 705 85, the step 2 amount is increased
by, if relevant, the market value of each thing that, in
accordance with the joining entity’ s accounting principles for
tax cost setting, is equity in the entity at thejoining time,
wherethething is also a debt interest.

[Schedule 1, items 67, 68, 69, 71 and 72, subsections 705-70(1), 705-70(1A), 705-80(1)

and 705-85(3)]

1.141  Inaddition, when an entity joins a consolidated group:

the tax cost setting rules in relation to finance leases under
section 705-56 appliesto a lease held by the joining entity
that, in accordance with its accounting principles for tax cost
setting, is classified as a finance lease;

the consolidation provisions apply separately to each asset
and liability even if, in accordance with accounting
principles, they are required to be set off against each other
(section 701-58);

the exception for the treatment of linked assets and liabilities
in section 701-59 refers to the assets and liabilities of the
joining entity that, in accordance with the entity’ s accounting
principles for tax cost setting, are linked; and

the undistributed profits taken into account under step 3 of
the allocable cost amount (section 705-90) are the amounts
that, in accordance with the joining entity’ s accounting
principles for tax cost setting, are retained profits of the
entity.

[Schedule 1, items 64, 65, 66, 73 and 74, subsections 705-56(1), 705-58(1), 705-59(2),

and 705-90(2)]

Modifications when an entity leaves a consolidated group

1.142  When an entity leaves a consolidated group, the old group’s
allocable cost amount is reduced by the value of the liabilities that the
leaving entity takes with it when it ceases to be a member of the group
(step 4 of thetablein section 711-20).

1.143  Broadly, when an entity |eaves a consolidated group, the leaving
entity’ s accounting principles for tax cost setting must be applied for the
purposes of working out the old group’ s allocable cost amount for the
leaving entity. These arethe:
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 theaccounting principles that the group actually used to
prepareits financial reports just before the leaving time; or

 if the group did not prepare financial reports just before the
leaving time, the accounting principles that it would use if it
wereto prepareits financial reports just before the leaving
time.

[Schedule 1, item 77 and 85, subsection 711-45(1A) and the definition of ‘accounting
principlesfor tax cogt setting’ in subsection 995-1(1)]

1.144  If thegroup used audited accounts as the basis for preparing its
financial reports just before the leaving time, the accounting principles
applied in the preparation of those audited accounts are the leaving
entity’ s accounting principles for tax cost setting.

1.145 Therefore, for the purpose of working out the step 4 of the old
group’s alocable cost amount for aleaving entity, the amendments clarify
that the liabilities that are taken into account are those liabilities that, in
accordance with the leaving entity’ s accounting principles for tax cost
setting, are liabilities of the leaving entity at the leaving time. Therefore:

» theliabilities that are recognised under step 4 of the
old group’s allocable cost amount (section 711-45) are those
things that, in accordance with the leaving entity’s
accounting principles for tax cost setting, are liabilities of the
leaving entity at the leaving time;

» theadjustment to step 4 of the old group’ s all ocable cost
amount under subsection 711-45(5) applies to an accounting
liability that is taken into account at a later timefor tax
purposes than for accounting purposes in accordance with the
leaving entity’ s accounting principles for tax cost setting; and

 if subsection 711-45(7) applies, step 4 of the old group’s
allocable cost amount isincreased by the market value of
each thing that, in accordance with the leaving entity’s
accounting principles for tax cost setting, is equity in the
leaving entity at the leaving time, wherethethingisalso a
debt interest.

[Schedule 1, items 75, 76, 78 and 79, subsections 711-45(1), 711-45(5) and 711-45(7)]

1.146  Inaddition, when an entity leaves a consolidated group, the
amendments clarify that the exit history rule (section 701-40) applies, so
far asisrdevant, to any liability or other thing that, in accordance with the
accounting principles, is aliability. [Schedule 1, item 63, subsection 701-40(2)]
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Modifications when a partnership joins or leaves a consolidated group

1.147  Under Subdivision 713-E , special modifications are made to the
tax cost setting rules when:

e an entity that is a partner in a partnership becomes a
subsidiary member of a consolidated group; or

» apartnership becomes, or ceases to be, a member of a
consolidated group.

1.148  The amendments modify these special rules so that:

» when a partner in a partnership becomes a subsidiary
member of a consolidated group, the modification to the
treatment of partnership liabilities under the tax cost setting
rules applies to things that, in accordance with the accounting
principles that the partnership would use if it were to prepare
financial statements just before the joining time, are
liabilities of the partnership at thejoining time; and

» when a partner in a partnership leaves a consolidated group,
the modification to the treatment of partnership liabilities
under the tax cost setting rules applies to things that, in
accordance with the accounting principles that the
partnership would useif it wereto prepare financial
statements just before the leaving time, are liabilities of the
partnership at the leaving time.

[Schedule 1, items 80, 81, 82 and 83, subsections 713-225(6) and 713-265(4)]
Part 9 — Inherited deductions

1.149  When an entity joins a consolidated group, the allocable cost
amount of ajoining entity is reduced by certain deductions that are
inherited by the head company under step 7 of the allocable cost amount
(section 705-115). The purpose of this adjustment is to ensure that
inherited deductions do not give riseto both a higher allocable cost
amount and a future income tax deduction — that is, the adjustment
prevents the head company from getting a doubl e benefit.

1.150 Theamendments will clarify that inherited deductions are
deductions of the joining entity that the head company becomes entitled to
as a consequence of the operation of the single entity rule

(subsection 701-1(1)) and the entry history rule (section 701-5).
[Schedule 1, item 87, subsection 705-115(2)]
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1.151  Expenditure on certain assets acquired on or before

13 May 1997 (such as capital works expenditure on buildings) is
specifically excluded from being an inherited deduction. This preserves
the benefit of transitional provisions that grandfather the capital gains tax
cost base treatment of these assets.

1.152 Toensurethat this exclusion operates as intended, inherited
deductions that are covered by step 7 will not include deductions under
section 43-15 for undeducted construction expenditurein relation to an
asset acquired by the joining entity before 7.30 pm, by legal timein the
Australian Capital Territory, on 13 May 1997. [Schedule 1, item 88,
subsection 705-115(3)]

1.153  When an entity leaves a consolidated group, the old group’s
allocable cost amount is increased by the amount of deductions of the
head company that are inherited by the leaving entity under step 2
(section 711-35).

1.154 A technical amendment will clarify that the step 2 amount is
worked out by multiplying all the deductions of the head company that are
inherited by the leaving entity by the company tax rate (currently

30 per cent). Thiswill ensurethat thereis no duplication of the tax

benefit associated with inherited deductions when an entity leaves a
consolidated group. [Schedule 1, item 89, subsection 711-35(1)]

1.155 Inaddition, inherited deductions that are covered by step 2 will
not include deductions under section 43-15 for undeducted construction
expenditurein relation to an asset that, because of the exit history rule
(section 701-40), the leaving entity is taken to have acquired before
7.30 pm, by legal time in the Australian Capital Territory, on

13 May 1997. [Schedule 1, item 90, subsection 711-35(3)]

Part 10 — General insurance companies

1.156  Genera insurance companies are taxed on movementsin the
value of the unearned premium reserve and movements in the value of the
outstanding claims liabilities.

» The unearned premium reserve broadly represents the
amount of premium income received by a general insurance
company in an income year that reates to risk coveragein a
subsequent income year.

» The outstanding claims liabilities broadly represent the
present value of the amount that a general insurance
company determines to be necessary to set aside to pay
outstanding claims.

57



Tax Laws Amendment (2009 Measures No 4) Bill 2009

1.157 A genera insurance company can deduct the amount of any
increase in the value of these amounts over anincome year. The amount
of any decrease in the value of these amounts over an income yesr is
included in assessable income.

1.158 Thebasisfor working out the value of the unearned premium
reserve and the value of the outstanding claims liabilities under the
income tax law is different to the basis for working out those amounts
under the accounting standards. In particular, there are differences
between the income tax treatment and the accounting treatment of:

» deferred acquisition costs — that is, certain costs incurred by
ageneral insurance company in an income year in connection
with issuing insurance policies that relate to benefits that are
received by the company in alater income year;

» deferred reinsurance expenses — that is, certain reinsurance
expenses incurred by a general insurance company in an
income year in connection with reinsurance policies that
relate to benefits that are received by the company in alater
income year; and

* recoveriesreceivable — that is, amounts expected to be
received under reinsurance policies and from other sourcesin
relation to claims that have been incurred.

1.159  Thedifferences between the income tax treatment and the
accounting treatment of deferred acquisition costs, deferred reinsurance
expenses and recoveries receivabl e cause distortions to arise under the tax
cost setting rules.

1.160 Toremovethese distortions, thetax cost setting rules will be
modified where a general insurance company joins or leaves a
consolidated group and brings or takes with it:

» deferred acquisition costs in relation to the company’s
unearned premium reserve;

» deferred reinsurance expenses in relation to the company’s
unearned premium reserve; and

* recoveriesreceivablein relation to the company’s
outstanding claims.

[Schedule 1, item 92, subsections 713-725(1) and (4)]

1.161 If agenera insurance company joins a consolidated group:
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» thestep 2 amount of the allocable cost amount for the joining
entity is reduced by the amount of the deferred acquisition
costs, deferred reinsurance expenses and recoveries
receivable; and

» thedeferred acquisition costs, deferred reinsurance expenses
and recoveries receivable are taken to have a market value of
zero for the purposes of working out their tax cost setting
amount under section 705-35 — as aresult, they will have a
tax cost setting amount of nil.

[Schedule 1, item 92, subsection 713-725(2)]
1.162 If agenera insurance company leaves a consolidated group:

» thestep 4 amount of the old group’s allocable cost amount
for theleaving entity is reduced by the amount of the
deferred acquisition costs, deferred reinsurance expenses and
recoveries receivable; and

» thedeferred acquisition costs, deferred reinsurance expenses
and recoveries receivable are taken to have a terminating

value of zero for the purposes of working out step 1 of the
old group’s allocabl e cost amount under section 711-25.

[Schedule 1, item 92, subsection 713-725(3)]

Retained cost base assets
1.163  Under thetax cost setting rules, the cost of some assets is set at
an amount that is equal to the joining entity’s cost of those assets. These
assets are known as retained cost base assets (as distinct from reset cost
base assets) and include, among other things:
» Australian currency; and

» aright to receive a specified amount of Australian currency
(such as abank deposit).

1.164  The amendments will ensurethat retained cost base assets
include:

* Unitsin cash management trusts; and

» certain rights to future income.
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Part 11 — Cash management trusts

1.165  Currently units held by ajoining entity in a cash management
trust are reset cost base assets.  This causes undue compliance costs to
arise where the cash management trust is effectively used like a bank
account to meet day to day business needs. For example, a capital gain or
capital loss will arise whenever an amount is withdrawn from the cash
management trust.

1.166  Therefore, to reduce compliance costs, aunit in a cash
management trust will be aretained cost base asset if the redemption
value of the unit is expressed in Australian dollars and that redemption
value cannot increase. [Schedule 1, item 95, paragraph 705-25(5)(ba)]

1.167 Thetax cost setting amount for a unit in a cash management
trust that isaretained cost base asset is generally equal to the amount of
Australian currency concerned — that is, the face value of the unit.
[Schedule 1, item 94, subsection 705-25(2)]

1.168 A cash management trust isatrust of akind that is commonly
known as a cash management trust where all the units in the trust have the
same rights and either:

» theassets of thetrust are Australian currency or aright to
receive an amount of Australian currency; or

» theassets of the trust are predominantly, by value, Australian
currency or aright to receive an amount of Australian
currency.

[Schedule 1, item 96, the definition of ‘ cash management trust’ in subsection 995-1(1)]
Part 11 — Rightsto future income

1.169 Rightsto future income (such as work in progress) held by a
joining entity arereset cost base assets. Thisis appropriateif the joining
entity was acquired by the head company prior to the joining time and had
the rights to future income at the time of acquisition. Inthese
circumstances, the amount paid by the head company to acquire the
joining entity would reflect the value of the rights to future income at that
time.

1.170  However, distortions can arise under thetax cost setting rules if
rights to future income are owned by the group before the joining time
and accrue to the head company.
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1.171  Toovercomethese distortions, rights to futureincome held by a
joining entity that accrue to the head company will be treated as retained
cost base assets.

1172  Thatis, aright to receive a payment in respect of work (but not
goods) will be aretained cost base asset where:

» thework has not been performed to a sage where a
recoverable debt has arisen;

* itisreasonableto expect that arecoverable debt will arisein
respect of theright; and

» at thetimetheright was created:

— the head company was the head company of a
consolidatable group; and

— thejoining entity was a subsidiary member of a
consolidatable group.

[Schedule 1, items 98 and 99, paragraph 705-25(5)(d)]

1.173  Inaddition, aright to receive a payment under a contract for the
sale of goods (other than trading stock) will be a retained cost base asset
where:

 thecontract has not been completed to a stage where a
recoverable debt has arisen;

* itisreasonableto expect that arecoverable debt will arisein
respect of theright; and

» at thetimetheright was created:

— the head company was the head company of a
consolidatable group; and

— thejoining entity was a subsidiary member of a
consolidatable group.

[Schedule 1, item 99, paragraph 705-25(5)(€)]

1.174  If anasset isaretained cost base asset that is covered by
paragraph 705-25(5)(d) or (€), the asset’s tax cost setting amount will be

equal to the joining entity’s terminating value for the asset. [Schedule 1,
item 97, subsection 705-25(4B)]
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1.175 Theasset’'s terminating value will generally be the amount that
would be the asset’s cost base just before thejoining time if the asset were
a CGT asset (subsection 705-30(5). In most cases, the terminating value
of rights to future income held by ajoining entity that accrue to the head
company will be nil.

Example 1.18 Long-term construction contr act

Head Co acquired al the membership interestsin Company J on
1 July 1999.

On 15 January 2002, Company J entered into along term construction
contract with athird party.

Head Co formed a consolidated group on the 1 July 2003. Company J
became a subsidiary member of the group. At that time, Company J
has partially performed work under the construction contract that has
not yet been completed to a stage where a recoverabl e debt has arisen.

Company J estimates the amount of income partly earned under the
contract to be $25,000.

The contract will be aretained cost base asset because:
» itisaright toreceive a payment in respect or work;

» thework hasnot yet been performed or completed to a stage where
arecoverable debt has arisen;

» itisreasonableto expect that arecoverable debt will arisein
relation to the debt; and

» at thetime theright was created, Company J was a wholly-owned
subsidiary of Head Co.

The tax cost setting amount for the bundle of rights that make up the
contract is equal to Company J s terminating value for the asset, being
its cost base just before thejoiningtime. Asthe asset hasanil cost
base at thistime, the tax cost setting amount of the contract isnil.

Example 1.19: Unbilled income for the supply of gas

Head Co formed a consolidated group on the 1 July 2002. Company J
became a subsidiary member of the group. Company J has been
wholly-owned by Head Co since it was incorporated on 1 July 1990.

Company J carries on the business of supplying gasto its cusomers
(being both domestic and commercial gas consumers) in circumstances
similar to those considered in FC of T v Australasian Gas Light Co

83 ATC 4800; (1983) 15 ATR 105.
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In its profit and loss statement for the income year ended the

30 June 2002, Company J had recorded unbilled gasincome of

$20 million. Its balance sheet contains an unbilled gas asset of the
same amount. The unbilled gasincome is recognised asincome for
accounting purposes. However, it isnot yet been recognised as
assessable income for income tax purposes in accordance with
Taxation Ruling No IT 2095.

The unbilled gas asset of $20 million will be aretained cost base asset
because:

» itisaright toreceive a payment under a contract for the sale of
goods (other than trading stock)

» the contract has not been completed to a stage where arecoverable
debt has arisen;

» itisreasonableto expect that arecoverable debt will arisein
relation to theright; and

» at thetime theright was created, Company J was a wholly-owned
subsidiary of Head Co.

Thetax cost setting amount for the unbilled gas asset is equal to
Company J s termination value for the asset, being its cost base just
beforethejoining time. Asthe asset hasanil cost base at thistime, the
tax cost setting amount of the asset isnil.

Part 12 — Application of losses with a nil available fraction

1.176  When an entity joins a consolidated group any tax losses and net
capital losses of thejoining entity are transferred to the head company of
the group, provided certain transfer tests are satisfied

(Subdivision 707-A).

1.177  Transferred losses are given an available fraction that represents
thejoining entity’s market value in proportion to the market value of the
group as awhole (section 707-320). The available fraction limits the rate
at which transferred losses can be used by the group. The objectiveisto
ensure that the group cannot use the losses at a substantially faster rate
than the joining entity could if it had not joined the group.

1.178 If thevalue of an entity’s liabilities exceeds the value of its
assets at thetime it joins a consolidated group (that is, it has a market
value of nil), any losses of the entity that are transferred to the head
company of the group will have an available fraction of nil.
Consequently, assuming that no transitional concessions apply, the losses
can never be used by the group.
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1.179  Concerns have been raised that inequitable outcomes arisein
respect of atransferred loss with a nil available fraction wherethelossis
wholly or partly attributable to:

» adebt that isforgiven after the joining time, resulting in the
head company being subject to the commercial debt
forgiveness rules (Division 245 in Schedule 2C to the
ITAA 1936);

* adebt that is terminated after the joining time, resulting in
the head company being subject to the limited recourse debt
rules (Division 243); or

» aliability that is taken by an entity which leaves the group,
resulting in the head company making a capital gain because
CGT event L5 (section 104-520) happens.

1.180 To overcome these concerns, the operation of the commercial
debt forgiveness rules, the limited recourse debt rules and CGT event L5
will be modified if:

» an entity becomes a subsidiary member of a consolidated
group;

» atax lossor net capital loss was transferred from the joining
entity to the head company of the group at the joining time
under Subdivision 707-A; and

e thelossisinabundle of losses for which the available
fraction is nil.

[Schedule 1, item 104, subsection 707-415(1)]

1.181 Inthese circumstances, subject to certain conditions, the head
company can choose to apply the lossto, broadly:

» reduce the net forgiven amount under the commercial debt
forgivenessrules;

 reduce the capital allowance adjustment under the limited
recourse debt rules; or

* reducethe capital gain that arises under CGT event L5 when
the joining entity subsequently leaves the group.

[Schedule 1, item 104, subsection 707-415(2)]
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1.182 However, theloss can be applied to reduce the net forgiven
amount, capital allowance adjustment or capital gainin relation to an
income year only to the extent that the loss could be utilised by the head
company for theincome year on the assumption that the available fraction
for the bundle of losses was one. [Schedule 1, item 104, subsection 707-415(3)]

1.183 Inaddition, aloss can be applied to reduce the net forgiven
amount, capital allowance adjustment or capital gain only to the extent

that it has not already been applied. [Schedule 1, item 104,
subsection 707-415(7)]

Applying the loss under the commercial debt forgivenessrules

1.184  Thehead company can choose to apply the loss under the
commercial debt forgivenessrulesif:

» thejoining entity owed a debt just before the joining timeto
an entity that was not a member of the group at that time;

» thelossiswholly or partly attributable to the debt; and

» Subdivision 245-E in Schedule 2C to the ITAA 1936 (which
outlines how thetotal net forgiven amount is applied) applies
in relation to the debt (or another debt that is reasonably
connected to the debt) because the debt is forgiven after the
joining time.

[Schedule 1, item 104, item 1 of thetable in subsection 707-415(2)]

1.185 Inthese circumstances, the head company can choose to apply
the loss to reduce the total net forgiven amount mentioned in

subsection 245-105(1) for the purposes of applying that total net forgiven
amount to:

« reduce deductible revenue | osses in accordance with
subsection 245-105(5);

» reduce deductible net capital losses in accordance with
subsection 245-105(6);

 reduce deductible expenditures in accordance with
subsection 245-105(7); and

e reduce relevant cost bases of certain assets in accordance
with subsection 245-105(8).

[Schedule 1, item 104, item 1 of thetable in subsection 707-415(2)]
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1.186  However, the amount of the loss that can be applied to reduce
thetotal net forgiven amount cannot exceed the gross forgiven amount
(within the meaning of section 245-75) of the debt to which the loss was
attributable. [Schedule 1, item 104, subsection 707-415(4)]

Applying the loss under the limited recourse debt rules

1.187  The head company can choose to apply the loss under the
limited recourse debt rulesif:

» thejoining entity owed a limited recourse debt just before the
joining timeto an entity that was not a member of the group
at that time;

» thelimited recourse debt rules apply in relation to the debt;
and

» thelossiswholly or partly attributable to a deduction
mentioned in paragraph 243-15(1)(c) for an income year
ending before the joining time — that is, the lossis wholly or
partly attributable to, broadly, a capital allowance deduction
in respect of finance expenditure, refinance expenditure or
financed property.

[Schedule 1, item 104, item 2 of thetable in subsection 707-415(2)]

1.188  Inthese circumstances, the head company can choose to apply
the loss to reduce the deduction mentioned in paragraph 243-15(1)(c) for
the purposes of working out whether the capital allowance deductions are

excessive under subsection 243-35(1). [Schedule 1, item 104, item 2 of the table
in subsection 707-415(2)]

1.189 However, the amount of the loss that can be applied to reduce
the deduction mentioned in paragraph 243-15(1)(c) cannot exceed the

amount of the loss that is attributable to the deduction. [Schedule 1, item 104,
subsection 707-415(5)]

Applying the loss to reduce the CGT event L5 capital gain

1.190 Thehead company can choose to apply theloss to reduce the
capital gain arising under CGT event L5 if:

» thejoining entity ceases to be a subsidiary member of the
group after the joining time; and
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» theentity’sliabilities at the leaving time are the same as, or
are reasonably connected to, the liabilities that it had at the
joining time.

[Schedule 1, item 104, item 3 of thetable in subsection 707-415(2)]

1.191 Inthese circumstances, the head company can choose to apply
the loss to reduce the amount remaining after applying step 4 of the table
in subsection 711-20(1) for the purposes of working out whether

CGT event L5 happens at the leaving time and, if so, the amount of any
capital gain arising under CGT event L5. [Schedule 1, item 104, item 3 of the
tablein subsection 707-415(2)]

1192 However, theamount of the loss that can be applied to reduce
any capital gain arising under CGT event L5 cannot exceed the amount of
the capital gain —that is, the loss cannot be applied so that a capital loss
arises under CGT event L5. [Schedule 1, item 104, subsection 707-415(6)]

Consequential amendments

1.193  Conseguential amendments will insert notes into the commercial
debt forgiveness rules, the limited recourse debt rules and CGT event L5
to refer to the adjustments made by section 707-415. [Schedule 1, items 101,

102 and 103, subsections 104-520(3) and 243-35(2) of the I TAA 1997 and
subsection 245-105(1) in Schedule 2C to the | TAA 1936]

CGT event L7

1194 CGT event L7 (section 104-30) happens when:

 aliability that was taken into account in working out the
allocable cost amount for a subsidiary member at thejoining
timeis discharged for a different amount; and

» theallocable cost amount would have been different if the
discharged amount was used at the joining time.

1.195 A capital gain arises under CGT event L7 if the amount of the
liability ultimately discharged (the realised amount) is less than the
amount taken into account at the joining time. A capital loss arises if the
realised amount is greater than the amount taken into account at the
joining time.

1.196 The amendments will:

* removethe potential for double taxation, or a double taxation
benefit, to arise where CGT event L7 happens; and
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» repeal CGT event L7 from 8 May 2007.
Part 13 — No double counting

1.197  Concerns have been raised that CGT event L7 resultsin double
taxation because, in some circumstances, the diff erence between the
realised amount and the amount taken into account at the joining time is
included in assessable income or allowed as a deduction under other
provisions of theincome tax law.

1198 Todleviatethese concerns, a capital gain or capital loss that
arises under CGT event L7 will be reduced to the extent that the
difference between the realised amount and the amount taken into account
in working out the allocable cost amount at the joining time has been or
will be taken into account (directly or indirectly) in working out the
amount included in taxable income, or the amount of atax loss, in any
income year. [Schedule 1, item 106, subsection 104-530(6)]

Example 1.20: Reducinga CGT event L7 capital gain

Company Jis ageneral insurance company. Head Co acquires all of
Company J s membership interests. Consequently, Company Jjoins
Head Co's consolidated group.

The value of Company J s outstanding claims liabilities at the joining
timeis $150 million. Under thetax cost setting rules, this amount
included in step 2 of the allocable cost amount in respect of the
outstanding claims liabilities.

The insurance claimsin relation to Company J sliabilities that it held
at the joining time were eventually settled in the 2005-06 income year
for $136 million.

If $136 million (rather than $150 million) had been included in step 2
of the allocable cost amount in respect of the outstanding claims
liahilities at the joining time, the allocable cost amount would have
been $14 million smaller. Therefore, Head Co will make a capital gain
under CGT event L7 in the 2005-06 income year equal to the

$14 million difference.

However, Head Co includes the reduction in the outstanding claims of
$150 million is assessable income (section 321-10 of Schedule 2Jto
the ITAA 1936) and deducts $136 million for claims paid

(section 321-25 of Schedule 2Jto the ITAA 1936). Therefore, the
$14 million isaready included in the Head Co's taxable income.

Consequently, the capital gain arising under CGT event L7 will be
reduced by $14 million to nil.
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Part 14 — Removal of CGT event L7 from 8 May 2007

1199 Thevalueof liabilities that is used for tax cost setting purposes
is generally the accounting value of thoseliabilities at the joining time
(section 705-70).

1.200 Thecircumstancesin which liabilities are discharged for an
amount that is different to the accounting value at the joining time are
generally limited to long standing provisions for liabilities that are
contingent on future events (such as general insurance policy liabilities,
lifeinsurance policy liabilities, warranties and provisions for long service
and annual leave).

1.201 Inanarm'slength acquisition case, the accounting value of the
liabilities at the joining time genuinely reflects the value of those
liabilities at that time— that is, it is the best estimate of those liabilities at
the joining time and is not open to manipulation.

1.202  Theintroduction of the no double counting rule will limit the
circumstances in which a capital gain or capital loss will arise under
CGT event L7.

1.203  Inaddition, the value of long standing liability provisions tends
to be calculated on a pooled basis, rather than on an individual basis.
Tracking individual liabilities to determine whether the amount included
at step 2 of the allocable cost amount for an individual liability exceeded
the amount for which the liability was discharged places a significant
compliance cost burden on affected groups.

1.204  Therefore, to reduce compliance costs, CGT event L7

(section 104-530) will be repealed with effect from 8 May 2007.
[Schedule 1, item 109]

1.205 Consequential amendments will be made to:

e removereferencesto CGT event L7 in the table of
CGT eventsin section 104-5;

e removereferencesto CGT event L7 in the table that sets out
rules about the cost base and reduced cost base of a
CGT asset | section 110-10; and

» repeal section 701-34 of the Income Tax (Trangtional
Provisions) Act 1997 (which provides that CGT event L7
does not happen in respect of certain liabilities).

[Schedule 1, items 108, 110 and 111, sections 104-5, 110-10 and 701-34]
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Part 15 — Doubtful debts and CGT event L3

1.206 A capital gain arises under CGT event L3 if the total tax cost
setting amounts for all retained cost base assets exceed the joining entity’s
allocable cost amount (section 104-510). A capital loss cannot arise under
CGT event L3.

1.207 Impaired debts qualify asretained cost base assets because they
are aright to receive a specified amount of Australian currency. The tax
cost setting amount of impaired debts is the face value of those debts at
thejoining time.

1.208 However, thefacevalue of the debt is likely to be higher than
the amount that could be recovered under the debt (that is, the market
value of the debt). Therefore, the amount taken into account in working
out the capital gain under CGT event L3 does not reflect the amount of the
debt that is likely to be recovered. Consequently, the capital gain arising
under CGT event L3 is overstated.

1.209 Toovercomethis concern, thetax cost setting amount of an
asset of ajoining entity will be reduced if:

» theasset isaretained cost basethat isaright to receive a
specified amount of Australian currency covered by
paragraph 705-25(5)(b);

» the market value of the asset is |ess than the tax cost setting
amount of the asset — the tax cost setting amount is the
amount of Australian currency concerned,

» the head company makes a capital gain under CGT event L3
(ignoring this modification) as aresult of the joining entity
becoming a subsidiary member of the group; and

» if theasset isanintra-group asset of the consolidated group,
thejoining entity has not been entitled to a deduction for an
income year ending on or before the joining time because the
market value of the asset is less than the specified amount of
Australian currency.

[Schedule 1, item 113, subsection 705-27(1)]
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1.210 Where an asset satisfies these conditions, the tax cost setting
amount of the asset will be reduced by the amount of the capital gain
arising under CGT event L3, but not below zero. Asthetax cost setting
amount of the asset is reduced, the capital gain arising under

CGT event L3 will also be reduced by an equivalent amount

(paragraph 104-510(1)(b)). [Schedule 1, item 113, subsection 705-27(1)]

1.211  Anintra-group asset of a consolidated group means an asset in
respect of which the requirements in subsection 701-58(1) are satisfied.
Those requirements are, broadly:

» thetax cost of the asset was set at the joining time because an
entity became a subsidiary member of the group;

* ignoring the operation of the single entity rule
(subsection 701-1(1)), the entity held the asset at thejoining
time and

* taking into account the operation of the single entity rule, the
head company of the group did not hold the asset at the
joining time.

[Schedule 1, item 115, the definition of ‘intra-group asset’ in subsection 995-1(1)]

1.212  If thetax cost setting amount of two or more of the joining
entity’ s assets could be reduced under subsection 705-27(1), areduction is
made sequentially to the tax cost setting amounts of each of those assets.
[Schedule 1, item 113, paragraph 705-27(2)(a)]

1.213  Thehead company can choose the sequence of assets to which
thereduction applies. However, if the head company does not make such
a choice, the reduction applies sequentially to each of the assets according
to the time at which they were created, from the earliest to the latest.
[Schedule 1, item 113, paragraphs 705-27(2)(b) and (c)]

1.214  Thehead company’s choice must be made by the day on which
the head company lodges its income tax return for the income year in
which the CGT event happened or within a further time allowed by the
Commissioner. Theway that the head company prepares its income tax
return is sufficient evidence of the making of the choice. [Schedule,

item 113, subsections 705-27(3) and (4)]

1.215 However, oncethe amount of the capital gain arising under
CGT event L3 isreduced to nil, no further reductions of the tax cost
Setting amount can be made.
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1.216  Asaresult of these changes, paragraph 705-35(1)(b) is modified
to remove a reference to section 705-25. [Schedule 1, item 114,
paragraph 705-35(1)(b)]

Part 16 — Blackhole expenditure for MEC groups

1.217 InthisPart, references to a consolidated group do not include a
MEC group.

1.218 A capital gain arisesif, broadly, the capital proceeds received by
ataxpayer when a CGT event happens to a CGT asset exceed the cost
base of that asset.

1.219 Thecost base of a CGT asset consists of five elements. One of
those e ementsisincidental costs incurred by the taxpayer

(section 110-35). The ninth category of incidental costs is expenditure
that:

* isincurred by the head company of a consolidated group to
an entity that is not a member of the group;

» reasonably rdatesto a CGT asset held by the head company;
and

e isincurred because of atransaction between members of the
group.

1.220 Theninth category of incidental costs was inserted into the
income tax law with effect from 1 July 2005 as part of the blackhole
expenditure amendments to ensure the head company of a consolidated
group gets appropriate tax recognition for costs paid to third partiesin
respect of intra-group transactions affecting CGT assets held by the group.

1.221 A technical amendment will ensure that consistent treatment
applies to the head company of a MEC group that pays costs to third
parties in respect of intra-group transactions affecting CGT assets held by
the group. [Schedule 1, item 117, paragraph 110-35(10)(a)]
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Part 17 — Transitional rules for groups with substituted accounting
periods

1222 Asatransitional concession, the allocable cost amount of a
joining entity could be increased by the undistributed, untaxed profits
accrued to the group before 1 July 2003 (former section 701-30 of the
Income Tax (Transitional Provisions) Act 1997). This concession
provided groups with an outcome that could be achieved through the
payment of an unfranked dividend to the head company prior to the
removal of the inter-corporate dividend rebate.

1.223  Thistransitional concession applied to:

» aconsolidated group that cameinto existence before
1 July 2003; or

» aconsolidated group that cameinto existence between
1 July 2003 and 30 June 2004, but only if it cameinto
existence on thefirst day of theincome year of the head
company starting after 30 June 2003.

1.224  Thetransitional concession will be modified so that, wherea
consolidated group cameinto existence between 1 July 2003 and

30 June 2004, the concession applies only if the group came into existence
on or beforethefirst day of the income year of the head company starting

after 30 June 2003. [Schedule 1, items 119 and 120, subsection 701-30(1) of the
Income Tax (Transtional Provisions) Act 1997]

1.225 Thereforeg, if the head company of a consolidated group had a
substituted accounting period that ended, for example, on 31 March 2004,
ajoining entity can access the transitional concession provided the group
came into existence on or before 31 March 2004.

Part 18 — Loss multiplication rules for widely held companies

1.226 If oneor more entities are interposed between individual
shareholders and a company with realised or unrealised losses (a loss
company), the company’s losses could be reflected in the value of shares
and loans held between such entities (inter-entity interests) when they are
sold or otherwise realised.

1.227  Theinter-entity loss multiplication rulesin Subdivision 165-CD
ensure that the economic losses of companies do not get inappropriate
multiple tax recognition when inter-entity interests are sold or otherwise
realised. Section 165-115K provides that the inter-entity loss
multiplication rules apply where, broadly:
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» an alteration time happens in respect of a loss company; and

» an entity has relevant equity interests or relevant debt
interests in the loss company immediately before the
ateration time.

1.228  Section 165-115X provides that an entity (other than an
individual) has ardevant equity interest in aloss company at a particular
timeif, broadly:

» the entity has a controlling stake in the loss company; and

» theentity directly or indirectly has interests in the loss
company that giveit control of, or the ability to control,
(either directly or indirectly through interposed entities)

10 per cent or more of the voting power, dividend rights, or
capital distribution rights of the loss company.

1.229  However, acompany will not have arelevant equity interest if it
satisfies the exception in subsection 165-115X(3).

1.230  Similarly, section 165-115Y provides that an entity (other than
an individual) has ardevant debt interest in aloss company at a particular
timeif, broadly, the entity has a controlling stake in the loss company and:

» theentity is owed a debt by the loss company of not less than
$10,000; or

» theentity is owed a debt by an entity (the debtor entity) other
than the loss company of not less than $10,000 where the
debtor entity has arelevant equity interest or relevant debt
interest in the loss company.

1.231  However, acompany will not have a relevant debt interest if it
satisfies the exception in subsection 165-115Y (4).

1.232  Widey held companies have difficulty in satisfying the
exceptions in subsections 165-115X (3) and 165-115Y (4). Asaresult, in
some circumstances the losses of a loss company receive no tax
recognition at all.

1.233  To address these concerns, theinter-entity loss multiplication
rules will be modified to makeit easier for widely held companies to
claim capital losses or deductions on the disposal of direct and indirect
interests in loss companies. These modifications will significantly reduce
compliance costs for widely held companies.
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1.234 A ‘widely held company’ is defined in subsection 995-1(1) to
mean, broadly:

» acompany whose shares arelisted for quotation in the
official list of an approved stock exchange; or

» acompany that has more than 50 members, unless no more
than 20 persons had rights to at least 75 per cent of the value
of the shares in the company or at least 75 per cent of the
voting power or dividend rights of the company.

Circumstances in which awidely held company will have a relevant
equity interest

1.235  For the purpose of applying the inter-entity loss multiplication
rules, awidely held company will not have a relevant equity interest in a
loss company at a particular time unless an entity has a controlling stake
in theloss company and that entity has a direct or indirect interest in, or is
owed a debt by, the widely held company in respect of which:

» theentity could, if a CGT event happened in respect of the
interest or debt, make a capital loss (other than a capital loss
that would be disregarded) that reflects any part of the loss
company’s overall loss; or

» the entity has deducted or can deduct, or could deduct at a
later time, an amount in respect of the cost of the acquisition,
or anet loss on the disposal, of theinterest or debt, where the
deduction reflected or would have reflected, or would reflect,
any part of theloss company’s overall loss.

[Schedule 1, item 121, subsections 165-115X(2A) and (2B)]

1.236  However, subsection 165-115X(2A) will not apply to awidely
held company in respect of a particular timeif an entity that had a direct
or indirect interest in, or was owed a debt by, the widely held company at
an earlier time, and had a controlling stake in the loss company at that
earlier time:

» made a capital loss (other than a capital loss that was
disregarded) because a CGT event happened in respect of the
interest or debt, where the capital loss reflected any part of
the loss company’s overal loss; or
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» has deducted or could have deducted at an earlier time, or
could deduct at alater time, an amount in respect of the cost
of the acquisition, or a net loss on the disposal, of theinterest
or debt, where the deduction reflected or would have
reflected, or would reflect, any part of theloss company’s
overall loss.

[Schedule 1, item 121, subsection 165-115X(2C)]

Circumstances in which a widely held company will have a relevant debt
interest

1.237  For the purpose of applying the inter-entity loss multiplication
rules, awidely held company will not have a rdevant debt interest in a
loss company at a particular time unless an entity has a controlling stake
in theloss company and that entity has a direct or indirect interest in, or is
owed a debt by, the widely held company in respect of which:

» theentity could, if a CGT event happened in respect of the
interest or debt, make a capital loss (other than a capital loss
that would be disregarded) that reflects any part of the loss
company’s overall loss; or

» the entity has deducted or can deduct, or could deduct at a
later time, an amount in respect of the cost of the acquisition,
or anet loss on the disposal, of theinterest or debt, where the
deduction reflected or would have reflected, or would reflect,
any part of theloss company’s overall loss.

[Schedule 1, item 124, subsections 165-115Y(3A) and (3B)]

1.238  However, subsection 165-115Y (3A) will not apply to awidely
held company in respect of a particular timeif an entity that had a direct
or indirect interest in, or was owed a debt by, the widely held company at
an earlier time, and had a controlling stake in the loss company at that
earlier time:

» made a capital loss (other than a capital loss that was
disregarded) because a CGT event happened in respect of the
interest or debt, where the capital loss reflected any part of
the loss company’s overal loss; or
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» has deducted or could have deducted at an earlier time, or
could deduct at alater time, an amount in respect of the cost
of the acquisition, or a net loss on the disposal, of theinterest
or debt, where the deduction reflected or would have
reflected, or would reflect, any part of theloss company’s
overall loss.

[Schedule 1, item 124, subsection 165-115Y(3C)]
Consequential amendments
1.239  Conseguential amendments will clarify that:

» subsections 165-115X(3) and (4), which exclude certain
interests from being relevant equity interests, do not apply to
widely held companies,

» subsections 165-115Y (4) and (5), which exclude certain
interests from being relevant debt interests, do not apply to
widely held companies,

* the consequences which arise under section 715-255 when a
loss company leaves a consolidated group apply only if the
head company has a rdevant equity interest under
section 165-115X in the leaving entity at the leaving time;
and

* the consequences which arise under section 715-270 when a
trust that is taken to be aloss company leaves a consolidated
group apply only if the head company has arelevant equity
interest under section 165-115X in the leaving entity at the
leaving time.

[Schedule 1, items 122, 123, 125, 126, 127 and 128, subsections 165-115X(3A) and (4),
subsections 165-115Y(4A) and (5), paragraph 715-255(1)(ba) and
subsection 715-270(5)]

Application and transitional provisions

1.240  Many of the announced measures are proposed to apply from
1 July 2002 (the commencement of the consolidation regime). Others are
proposed to apply from the date of the relevant announcement.
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1.241  Several submissions have been received seeking variations to
the proposed application dates for a number of the measures. The
proposed application dates will be reviewed in the light of those
submissions as part of the completion of these amendments.

Measures announced to apply from 1 July 2002

1.242  The measures which apply from 1 July 2002 (that is, from the
commencement of the consolidation regime) are the measures to:

ensure the tax cost setting amount allocated to a joining
entity’ s assats is used for the purposes of applying other
provisions of theincome tax law;

modify the circumstances in which a company is eligible to
be appointed as the provisional head company of a
MEC group;

improve the treatment of pre-CGT membership interests of a
joining entity;

clarify and improve the operation of various aspects of the
tax cost setting rules that apply when an entity joins or leaves
a consolidated group (other than the measure to phase out the
over-depreciation adjustment to the allocable cost amount);

treat units held in cash management trusts and certain rights
to future income as retained cost base assets;

ensure losses transferred to the head company by a joining
entity that isinsolvent at the joining time can be used by the
head company in certain circumstances;

remove the potential for double taxation, or a double taxation
benefit, to arise where CGT event L7 happens;

modify the operation of the loss multiplication rules for
widely held companies; and

ensure certain consolidation transitional rules apply to the
head company of a group which has a substituted accounting
period where the group consolidated after 30 June 2003 on a
day prior to the first day of itsincome year.

[Schedule 1, items 4, 31, 33, 50, 62, 86, 91, 93, 100, 105, 107 and 129]
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Measures announced to apply from 1 July 2005

1.243  The measureto ensure that the blackhol e expenditure provisions
that apply to consolidated groups also apply to MEC groups applies from
1 July 2005 (that is, from the commencement of the blackhole expenditure
provisions). [Schedule 1, item 118]

Measures announced to apply from 27 October 2006

1.244  Themeasureto allow consolidated groups to convert to

MEC groups, and vice versa, with minimal tax consequences (other than
the modification to the circumstances in which a company is digible to be
appointed as the provisional head company of a MEC group) applies to
conversion events which happen on or after 27 October 2006 (that is, from
the date of announcement). [Schedule 1, item 13]

Measures announced to apply from 8 May 2007

1.245  The measures which apply from 8 May 2007 (that is, from the
date of announcement) are the measures to:

» phase out the over-depreciation adjustment to the allocable
cost amount;

* repeal CGT event L7; and

 reduce the capital gain that arises under CGT event L3 where
ajoining entity has impaired debts at the joining time.

[Schedule 1, items 52, 112 and 116]

Amendment of assessments

1.246  Generally, the Commissioner of Taxation can amend an
assessment of a company, other than a small business entity, within four
years from the date of the notice of assessment (section 170 of the
ITAA 1936.

1.247  Asanumber of these amendments apply from 1 July 2002, the
period for amending assessments will be extended. That is, the operation
of section 170 will be modified so that it does not prevent the amendment
of an assessment if:

e the assessment was made before the commencement of
Schedule 1;
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» theamendment is made within four years after that date; and

» theamendment is made for the purpose of giving effect to the
amendments in Schedule 1.

[Section 4]
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