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Glossary

Thefollowing abbreviations and acronyms are used throughout this

explanatory memaorandum.

Abbreviation Definition

AASB 7 Australian Accounting Standard AASB 7
Financial Instruments. Disclosures

AASB 101 Australian Accounting Standard AASB 101
Presentation of Financial Satements

AASB 112 Australian Accounting Standard AASB 112
Income Taxes

AASB 117 Australian Accounting Standard AASB 117
Leases

AASB 118 Australian Accounting Standard AASB 118
Revenue

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

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

AASB 132 Australian Accounting Standard AASB 132
Financial Instruments. Disclosure and
Presentation

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

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

ADI authorised deposit-taking institution

APRA Australian Prudential Regulation Authority

ASIC Australian Securities and Investments
Commission

ASX Australian Securities Exchange

ATO Augtralian Taxation Office

CGT capital gainstax

Commissioner Commissioner of Taxation
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Abbreviation Definition

CPl consumer price index

ITAA 1936 Income Tax Assessment Act 1936

ITAA 1997 Income Tax Assessment Act 1997

MEC group multiple entry consolidated group

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

PAYG pay as you go

Ralph Report Review of Business Taxation: A Tax System
Redesigned

Ralph Review Review of Business Taxation

retrand ation method

elective foreign exchange retrandation
method

TAA 1953 Taxation Administration Act 1953
The Act the ITAA 1936 and ITAA 1997
TOFA taxation of financial arrangements

us

United States of America




General outline and financial iImpact

Taxation of financial arrangements

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

Date of effect: These amendments will apply to income years
commencing on or after 1 July 2010, unless a taxpayer elects to apply the
amendments to income years commencing on or after 1 July 2009.

Proposal announced: This proposal was announced in the then
Treasurer’s Press Release No. 074 of 11 November 1999, the then
Minister for Revenue and Assistant Treasurer’s Press Release No. 002 of
5 August 2004 and the Treasurer’s Media Releases No. 53 and No. 54 of
13 May 2008 . Other announcements accompanied the release of
exposure drafts of thislegislation — the then Minister for Revenue and
Assistant Treasurer’s Press Release No. 107 of 16 December 2005 and the
former Minister for Revenue and Assistant Treasurer’ s Press Release No.
001 of 3 January 2007.

Financial impact: Therevenueimpact of this measure is unquantifiable.

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







Chapter 1
Background and framework

Outline of chapter

1.1 Division 230 contains new rules for the taxation treatment of
financial arrangements.

12 This chapter:

» explainswhy reform of the taxation of financial
arrangements (TOFA) is necessary;

» explains the framework of Division 230; and

» provides an outline of how the Division applies.

Context of amendments

Why is the existing law inadequate?

13 Over recent decades the development of new financial
arrangements to provide finance and allocate risk has had broad ranging
impacts on the operation of capital markets. Theincometax law has not
kept pace with this financial innovation.

14 Where the tax law has been amended to address new product
devel opments, the amendments have been largely in response to specific
pressures and have tended to be of alimited, ad hoc and piecemeal nature.
What has been lacking is an overarching framework which seeks to
systematically address the functional purposes of different financial
arrangements and the ways in which they are used. As a consequence,
current tax laws, which have continued to rely significantly on legal form,
represent an increasingly complex amalgam of both general and specific
provisions.

15 Under the current law, accruals rules, which spread gains and
losses from financial arrangements over time, have been narrowly
focused. Outsidetheir purview, tax treatments do not adequately take into
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account the time value of money or provide for an appropriate allocation
of economic income over time,

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

1.7 The current income tax law has often placed greater emphasis on
the form rather than the substance of financial arrangements. This has
resulted in inconsistencies in the tax treatment of transactions with similar
economic substance which has impeded commercial decision-making,
created difficulties in addressing financial innovation and facilitated tax
deferral and tax arbitrage.

Division 230 and earlier reforms to the taxation of financial arrangements

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

19 In 2001, in conjunction with the introduction of thin
capitalisation measures and in response to the failure of the legal
form-based tax system to cope with the creation of new financing
products, growing mischaracterisation of debt and equity interests and
general uncertainty over appropriate tax treatments, the Government
introduced Division 974 of the Income Tax Assessment Act 1997
(ITAA 1997).

1.10 Division 974 of the ITAA 1997 reformed the debt/equity tax
borderline and represented Stage 1 of the TOFA reforms. Under that
reform, the test for distinguishing debt interests from equity interests
focuses on a single organising principle — debt is evident where an issuer
has an effective obligation to return to the investor an amount at least
equal to the amount invested.
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111 In 2003, in response to uncertainty over the taxation of foreign
currency gains and losses, the Government introduced Division 775 and
Subdivisions 960-C and 960-D of the ITAA 1997. Those amendments
addressed anomalies and provided certainty as to how foreign currency
gains and losses are brought to account for tax purposes. At the same
time, reforms aimed at removing the taxing point at conversion or
exchange of certain financial instruments were introduced in

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

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

112 Division 230 contains provisions which cover both the tax
treatment of hedges (Stage 3) and tax-timing treatments in respect of
arrangements other than hedges (Stage 4). The provisions address:

» thefinal stages of the TOFA reforms recommended by the
Review of Business Taxation (Ralph Review);

» the Government’s announcement in the 2005-06 Budget to
extend the tax-timing hedge treatment for hedges of
commodities — proposed by the Ralph Review — to
hedging transactions generally; and

» theaddition of tax status hedge rules which provide for
matching of the tax classification or status (capital, revenue,
assessable, exempt, non-assessable non-exempt) of the gain
or loss from the hedging financial arrangement with the tax
classification or status of the underlying.

Objectives of Division 230

1.13 The two overarching objectives underpinning Division 230 are
greater efficiency and the lowering of compliance costs.

114 Greater efficiency, in this context, means minimising the

extent to which the taxation of financial arrangements, by providing
inappropriate impediments or stimulation, distorts a taxpayer’ s trading,
financing, investment, pricing, risk taking and risk management decisions.
Such distortions impact adversely on the allocation of investment

activity both within the financial sector and between the financial and
non-financial sectors and also reduce the general efficiency, effectiveness
and competitiveness of capital markets. Removing such distortions
involves the development of an enhanced and more comprehensive and
coherent tax law framework.
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1.15 Greater efficiency will result from:

» providing tax treatments that cover all financial arrangements
coherently and consistently;

» closer alignment of tax and commercial recognition of gains
and losses from financial arrangements,

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

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

 increasing reliance on economic substance over legal form;
and

* reducing opportunities for tax deferral and tax arbitrage.

1.16 The lowering of compliance costs necessarily involves greater
regard being given to the commercial context within which financial
arrangements are traded and exchanged. Lower compliance costs are
achieved through:

» reliance on the gains and losses required to be included in
commercial financial reports as the basis for taxation where
appropriate;

» otherwiseincorporating the concepts and methods used in
financial accounting standards, where appropriate, as the
basis for tax treatments;

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

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

117 The Division 230 tax framework explicitly takes into account a
number of Australian accounting standards. These standards reflect the
adoption of the international financial reporting standards in Australia,
with effect from 1 January 2005. However, Division 230 does hot
mandate that taxpayers use accounting standards as the basis for taxation.
Such an approach could impaose unfair compliance costs on certain
taxpayers and could also lead to volatility in tax liabilities. Volatility in




Background and framework

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

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

Summary of new law

1.19 This legidation is built on a principle-based framework for the
taxation of gains and losses from financial arrangements. Gains from
financial arrangements are assessable and |0sses are deductible. A set of
principles and rules within the framework tells taxpayers how to work out
gains and losses each income year.

1.20 The legislation generally applies to all ‘financial arrangements’
as defined in Subdivision 230-A or included by the additional operation of
Subdivision 230-J. However, certain financial arrangements are
effectively subject to an exception under Subdivision 230-H.

121 Division 230 provides arange of elective methods for
determining gains and losses, including the elective fair value method, the
elective retrandation method, the dective hedging method and the
elective financial reports method. Where these dective methods are not,
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or cannot be, adopted the tax treatment defaults to either the accruals or
realisation method.

This legiglation does not apply to:

 financial arrangements of individuals,

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

 financial arrangements of other entities with an aggregated
annual turnover of less than $100 million, except where the
arrangement is a qualifying security and its remaining life
after acquisition is more than 12 months or where the
taxpayer dects to have Division 230 apply to all of its

financial arrangements.

Comparison of key features of new law and current law

New law

Current law

The new law contains a
comprehensive set of principles and
rules for the tax-timing and character
treatment of gains and losses from
financial arrangements.

There are six tax methods:

» ¢dectiverdiance on financial
reports,

» dectivefair value

» dectiveretrandation;

» dective hedging;

» accruas; and

e redisation.
Thereisagenerd balancing

adjustment for when an entity ceases
to have a financial arrangement.

Generally gains are assessable and
losses are deductible.

Not all taxpayers will be subject to
Division 230.

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

» accrue gainsand |l osses of
discounted and deferred interest
securities;

» assess gains and losses on the
disposal of ‘traditional securities
such as bonds and debentures;

» alow adeduction for bad debtsin
certain circumstances,

* reflect gains from the forgiveness
of commercial debts; and

» assessgainsand losses from
foreign currency transactions.

10
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Detailed explanation of new law

Approach to tax reforms for financial arrangements

1.23 Achieving the optimal set of tax reforms for financial
arrangements requires the balancing of the objectives of greater efficiency
and lower compliance costs with rules to ensure the integrity of the tax
system within a complex financial environment. This part of the chapter
discusses the manner in which the reforms to tax treatments have been
approached with these factors in mind.

124 The Division 230 framework more closely aligns the recognition
of gains and losses on financial arrangements with commercial norms.

1.25 Regard to that commercial context is given effect by:

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

e providing an dection to rely on financial reports;

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

» placing many financial arrangements on revenue account.
Financial accounting concepts and methods

1.26 The default approach for Division 230 is accruals treatment of
gains and losses. Where gains or losses are not sufficiently certain a
realisation basisis used. In addition, Division 230 incorporates four
elective tax methods: an election to rely on financial reports, eectivefair
value, dective retrandation and dective hedging. The fair value,
retranglation, hedging and the financial reports methodol ogies are not
recognised, to any significant extent, under the current income tax law.
Their adoption as part of these reforms reflects the different methods
found in financial accounting standards and practice. That is, the
so-called ‘mixed model” approach in financial accounting is an inherent
feature of the Division 230 framework.

127 The mixed model approach in turn reflects alternative functional
applications and the different ways in which financial arrangements are
used for commercial purposes (ie, trading, investing/financing and
hedging).

1.28 Whilefinancial accounting standards may provide important
information for investors, they may not be an appropriate basis for

11
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taxation. Thereason for thisis that the standards aim to giveinvestors
information upon which they can make financial decisions, including
making assessments about the stewardship of the entity in question during
a particular accounting period.

1.29 Financial accounting standards covering the measurement of
gains and losses from financial arrangements have adopted fair value
accounting as a default treatment to better reflect commercial realities and
to expose the potential risksin using derivatives. The mandatory use of
thefair value treatment in a tax context could result in taxpayers being
required to pay tax on large, unsystematic, unrealised gains which do not
eventuate, potentially causing cash flow difficulties.

1.30 However, allowing taxpayers to access fair value tax treatment
through an elective regime may facilitate price-making in relation to
market-making portfolios of financial arrangements typically held by
financial institutions. It could also provide overall compliance cost
savings for taxpayers who prepare financial reports in accordance with the
new financial accounting standards.

131 Division 230 provides an elective regime for the recognition of
gains and losses on a fair value basis for income tax purposes in respect of
those financial arrangements which are fair valued through the profit or
loss statement. Chapter 6 explains the operation of this el ection.

1.32 Similarly, Division 230 allows elective tax treatment for
retranslation and hedging (see Chapters 7 and 8 respectively).

1.33 This legidation also includes an election for taxpayersto rely on
their financial reports for taxation purposes in respect of their financial
arrangements, subject to specified conditions (see Chapter 9).

1.34 Appropriate safeguards are required to ensure that the use of the
elective regimes does not |ead to adverse selection opportunities or other
inappropriate tax outcomes. The safeguards are explained in the relevant
chapters of this explanatory memorandum. Chapter 5 discusses the
general requirements common to all dective Subdivisions. Additional
specific requirements relevant to each eection are outlined in the specific
chapters (ie, Chapters 6 to 9) covering the elective tax treatments.

12
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Flexibility in tax-timing treatments

1.35 Substantial flexibility exists in the application of tax-timing
methods. For example:

» thereisno prescriptive basis for valuation under the fair
value and retranslation tax dections, other than the proper
application of the financial accounting standard on which
these elections are based,;

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

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

1.36 To prevent this flexibility from being exploited for income tax
purposes, the legislative framework requires that a particular manner of

alocating gains and losses has to be applied consistently. [Schedule 1,
item 1, section 230-85]

1.37 Reliance on broad, clearly enunciated principles where
appropriate, rather than highly prescriptive rules, should provide greater
stability to the tax framework, allowing it to better cope with financial
innovation and the flexibility of financial arrangements themselves.

Placing many financial arrangements on revenue account

1.38 With some exceptions, gains and |osses from financial
arrangements are generally to be taxed on revenue account (see Chapter 3
for more detail) [Schedule 1, item 1, section 230-15]. This removes the complex
capital/revenue distinction for many financial arrangements.

The legidlative approach

1.39 Division 230 tdls a taxpayer how to work out the amount of
gain or loss in an income year using the following steps:

* identify afinancial arrangement (step 1);

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

13
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» determine which tax method will apply to the financial
arrangement and, using relevant tax-timing treatments, work
out the gains and losses from the financial arrangement for
each income year (step 3); and

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

Identification of a financial arrangement

1.40 A financial arrangement is the core unit upon which a tax
liability is determined under Division 230.

141 Subdivision 230-A provides the test for determining whether an
arrangement is a financial arrangement [Schedule 1, item 1, section 230-50]. In
this context an arrangement consists of all the rights and obligations
(including contingent rights or obligations [Schedule 1, item 1, section 230-90]),
that are appropriately considered to be part of the same arrangement.
Section 230-60 sets out the factors to be considered when determining
what rights or obligations comprise an arrangement or two or more
Separate arrangements [Schedule 1, item 1, section 230-60]. Importantly,
whether there is one or more arrangements takes into account normal
commercial understandings.

142 Under this test, relevant rights and obligations under an
arrangement comprise a financial arrangement to the extent they are ‘cash
settlable’ legal or equitable rights or obligations to receive or provide
financial benefits, or combinations thereof, and the arrangement does not
consist of any other subsisting non-insignificant rights or obligations
[Schedule 1, item 1, subsections 230-5(1) and 230-50(1)]. The meaning of the term
‘cash settlable’, and its relationship to money or money equivalence, and
to intentions, purposes and commercial practices, is defined by this test,
and explained in Chapter 2 [Schedule 1, item 1, subsection 230-50(2)].

143 Some common examples of financial arrangements are:

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

 risk-shifting derivatives, including swaps, forwards and
options.

144 An equity interest (such as an ordinary share) is also a financial
arrangement [Schedule 1, item 1, paragraph 230-5(2)(b) and section 230-55], but not
all tax-timing methods will apply to equity interests (for instance, an
equity interest will not be subject to the accruals or realisation tax-timing
methods) [Schedule 1, item 1, paragraph 230-45(2)(€)].

14
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1.45 A simple delayed settlement is afinancial arrangement, where
the payment occurs some time after the relevant thingis ddlivered. Thisis
because from the time of delivery the only subsisting rights and
obligations under such an arrangement are cash settlable. However,

where the period between delivery and the time for payment is

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

1.46 Arrangements which are not ‘financial arrangements’ under the
definition include arrangements for the purchase of property (except
property that isitsdf afinancial arrangement), goods or services, where
payment is made on entering into the arrangement but delivery of the
property, goods or services is deferred (usually referred to as
prepayments). Thisis because such arrangements have non-insignificant
non-cash settlabl e rights and obligations throughout the life of the
arrangement. This fact, together with the exclusion for deferred payments
of less than 12 months (discussed above), would mean that most
construction contracts, contracts for the provision of services and
arrangements known as farm-out arrangements would generally be
excluded from the operation of Division 230.

147 A number of things that do not satisfy the definition of ‘financial
arrangement’ are specifically included in the scope of Division 230 by
virtue of Subdivision 230-J. Theseare:

» foreign currency;
* non-equity shares; and

» commodities and offsetting commaodity contracts held by
traders.

[Schedule 1, item 1, Subdivision 230-J]

1.48 Chapter 2 explains what arrangements meet the definition of a
‘financial arrangement’ or are otherwise treated as financial arrangements.

1.49 In addition, the permanent establishmentsin Australiaof an
offshore banking unit are treated as one person for the purpose of
Division 230. The other permanent establishments of the offshore
banking unit are treated as separate persons. This means that financial
arrangements between permanent establishments of an offshore banking
unit can be subject to Division 230 [Schedule 1, item 1, section 230-40]. This
reflects the treatment of permanent establishments of an offshore banking
unit under Part 111 of Division 9A of the ITAA 1936.

15
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Determine whether an exclusion applies to the arrangement

1.50 A number of financial arrangements have gains and losses from
them excluded from the provisions of Division 230. The main categories
of excluded arrangements are:

 financia arrangements held by individuals that are not
qualifying securities, and qualifying securities held by
individuals which have a remaining life at the time of
acquisition of 12 months or less [Schedule 1, item 1,
paragraph 230-5(2)(a) and section 230-405];

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

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

» gains on theforgiveness of commercial debts [Schedule 1,
item 1, section 230-420].

151 Other particular arrangements have gains and losses excluded
from the Division to the extent to which they arise from specific rights
and obligations that are leasing or licensing arrangements over real and
intellectual property, certain interests in partnerships or trusts, certain
insurance policies, certain rights or obligations under aworkers
compensation scheme, certain guarantees or indemnities, personal
arrangements and personal injury, certain superannuation and pension
income arrangements, interests in a controlled foreign company, interests
in aforeign investment fund, retirement village residence and services
contracts, arrangements under which residential care or flexible careis
provided, proceeds from certain ‘earn-out’ business sales, arrangements to
which Division 16L applies, arrangements to which section 121EK
applies, aright to receive, or obligation to provide, a farm management
deposit where the taxpayer is the owner of that deposit, interestsin
forestry-managed investment schemes which are deductible under
Division 394. Thelist of specific exclusions may be added to by
regulation. [Schedule 1, item 1, section 230-410 and subsections 230-425(3) and (4)]

16
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152 If an arrangement is excluded, other provisions of thetax law
may apply to the arrangement.

1.53 Chapter 2 explains what financial arrangements have their gains
and losses excluded from Division 230.

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

154 One or more of the following tax methods applies to every
financial arrangement that is subject to Division 230:

* Non-éective methods:
— compounding accruals [Schedule 1, item 1, Subdivision 230-B];
— realisation [Schedule 1, item 1, Subdivision 230-B]; and/or
— balancing adjustment [Schedule 1, item 1, Subdivision 230-GJ;
and/or;
» Elective methods:
— dectivefair value [Schedule 1, item 1, Subdivision 230-C];
— dectiveretrandation [Schedule 1, item 1, Subdivision 230-DJ;
— elective hedging [Schedule 1, item 1, Subdivision 230-E]; and

— dlectivefinancial reports method [Schedule 1, item 1,
Subdivision 230-F].

155 Use of any of the elective methods requires that the taxpayer
have financial reports prepared and audited in accordance with relevant
financial accounting and auditing standards.

17
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Diagram 1: Hierarchy of tax treatments (excluding balancing
adjustments)

Elective hedging

A 4

Elective financial reports

4
Electivefair value

Elective methods

4
Elective retrandation

Accruals

v
Realisation

Non-elective methods

1.56 Aswell as the above tax methods, a balancing adjustment is
generally required to be calculated when a taxpayer ceases to havea
financial arrangement, or transfers part of afinancial arrangement to
someone else [Schedule 1, item 1, Subdivision 230-G]. A separate balancing
adjustment may also arise where an dection ceases to apply to a financial
arrangement [Schedule 1, item 1, sections 230-210, 230-250 and 230-380].

157 The tax methods determine the basis for calculating what

amounts are assessable or deductible in each income year. [Schedule 1,
item 1, section 230-45]

Elective fair value method

1.58 The elective fair value method allocates gains and losses from a
financial arrangement to each income year in accordance with changesin
thefair value. If adopted, the method applies to al financial arrangements
acquired in the income year in which the ection is made, or in a later

18
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income year, that are classified or designated as at fair value through
profit or loss for the purposes of relevant accounting standards, where
they arereported in financial reports prepared and audited in accordance
with relevant accounting and auditing standards. This method is elective,
but once a taxpayer el ects to apply it to arrangements reported in its
financial reports, the eection generally applies to those arrangements for
all futureincome years. An eection will ceaseto apply to afinancial
arrangement where relevant criteria are no longer satisfied [Schedule 1,
item 1, Subdivison 230-C]. A balancing adjustment must be made if the fair
value election ceases [Schedule 1, item 1, section 230-210].

1.59 Chapter 6 explains the fair value method in more detail.
Elective foreign exchange retrandation method

1.60 The elective retranglation method all ocates gains and |osses
from changes in the value of foreign currency to theincome year in which
the change occurs. The dective foreign exchange retrandation method

may apply to:

» al relevant arrangements that are subject to retrandation
treatment under areevant accounting standard and which are
reported in areevant financial report prepared and audited in
accordance with relevant accounting and auditing standards
[Schedule 1, item 1, Subdivision 230-D] and which are acquired in
the year in which the election is made or later years; or

» designated qualifying foreign exchange accounts [Schedule 1,
item 1, Subdivision 230-D].

1.61 The effect of applying this Subdivision is that, for tax-timing
purposes, the taxpayer will generally recognise gains and losses from the
foreign currency component independently of gains and losses from the
rest of the arrangement. Accordingly, this method may apply in addition
to other tax-timing methods.

1.62 Theforeign exchange retrangation method only applies where
the taxpayer elects to apply it.

1.63 An entity can make a foreign currency retranglation electionin
respect of a qualifying foreign exchange account after it startsto have the
account. In such cases, a balancing adjustment is required to bring to
account any unrealised foreign currency gains or losses on the account.
Like thefair value el ection, the foreign exchange retrandation election
will cease to apply whererelevant criteria are no longer satisfied and a
balancing adjustment will be necessary when the foreign currency
retranslation election ceases to have effect [Schedule 1, item 1, section 230-250].
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It should be noted that the balancing adjustment in relation to the
cessation of the foreign currency retranglation e ection captures only the
foreign currency component of the relevant financial arrangement.

1.64 Chapter 7 explains the elective foreign exchange retranslation
method in detail. For taxpayers subject to Division 230, foreign currency
denominated arrangements excluded from the operation of Division 230
can beretranslated under the retrandation provisionsin Division 775.

Elective hedging method

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

1.66 The balancing adjustment required under Subdivision 230-G is
not required in relation to afinancial arrangement that is covered by the
hedging financial arrangement eection. [Schedulel, item 1,

subsection 230-390(2)]

1.67 Chapter 8 explains the e ective hedging method in detail.
Election to rely on financial reports

1.68 The election to rely on financial reports determines gains and
losses from financial arrangements by reference to relevant accounting
standards. This eection effectively aligns the tax treatment of relevant
arrangements to the accounting treatment.

1.69 To makethis election the taxpayer needs to have financial
reports which are prepared and audited in accordance with relevant
accounting and auditing standards. Other requirements include that the
relevant auditor’s report must be unqualified, and meeting certain
standards in relation to accounting systems and controls.

1.70 Further, the eection can only apply to afinancial arrangement if
it is reasonably expected that the difference between the amount of the
overal gain or loss and its all ocation over time derived from using the
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accounting reports and that which would be determined under the other
provisions of Division 230 would reasonably be expected not to be
substantial. [Schedule 1, item 1, Subdivision 230-F]

171 A balancing adjustment is required when the election to rely on
financial reports ceases to apply. [Schedule 1, item 1, section 230-380]

1.72 Chapter 9 explains the financial reports eection in detail.
Compounding accruals and realisation methods

1.73 All financial arrangements within the scope of Division 230
(after taking into account any exceptions or additions) will have gains and
losses worked out using the accruals or realisation methods unless:

» an eective method applies to the arrangement. However, in
the case of the elective foreign currency retranslation method
(where that method applies to determine the foreign currency
gain or loss from the arrangement) the accruals or realisation
treatment may still apply to determine the non-foreign
currency gain or loss component of the financial
arrangement; or

» thearrangement is an equity interest or isaright to receive or
an obligation to provide an equity interest and that right or
obligation is not ‘ cash settlable .

Compounding accruals method

174 The compounding accruals method all ocates gains and | osses
from afinancial arrangement to income years according to animplicit rate
of return. Thisrate of returnis commercially known as the ‘internal rate
of return’ or the ‘effective interest rate’. The compounding accruals
method applies when an overall, or a particular, gain or loss from a
financial arrangement is sufficiently certain. An amount or valueis
‘sufficiently certain’ if it is ‘fixed or determinable with reasonable
accuracy’. [Schedule 1, item 1, sections 230-105, 230-110, 230-120 and 230-135]

1.75 Where material changes are made to terms or conditions or
circumstances that affect arrangements, taxpayers are required to make
fresh assessments of gains and losses subject to accruals treatment. In
certain circumstances they may need to re-estimate relevant gains and
|osses. [Schedule 1, item 1, sections 230-155 and 230-160]

1.76 A running balancing adjustment is made to correct for any
underestimation or overestimation resulting from application of the
accruals method. [Schedule 1, item 1, section 230-145]
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177 Chapter 4 explains the compounding accruals method in more
detail.

Realisation method

1.78 Therealisation method allocates gains and losses to income
years when they occur, which will generally be when the relevant
financial benefit representing the gain or loss is due to be provided or
received, asthe case may be. This method applies to the extent that the

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

1.79 Chapter 4 explains the realisation method in more detail.

Available choices among the tax treatments

1.80 Gains and losses ataxpayer makes when they ceaseto hold a
financial arrangement (including if they transfer part of afinancial
arrangement) other than a hedging financial arrangement are recognised
using the balancing adjustment provisions, and not under any of the other
methods (see Chapter 10). [Schedule 1, item 1, subsection 230-45(1),

Subdivision 230-G]

181 However, while a taxpayer holds a financial arrangement, gains
and losses they make from that arrangement can be cal culated under the
accruals or realisation methods or any of the e ective methods (subject to
the relevant criteria being satisfied). [Schedule 1, item 1, subsection 230-45(1)]

1.82 Amongst the el ective methods, the el ective hedging method, to
the extent that it is applicable, takes priority over the other elective
methods. Subject to this, if an election to rely on financial reportsis
made, gains and losses from all relevant financial arrangements are
determined using this method. [Schedule 1, item 1, subsection 230-45(5)]

1.83 Wherethefair value treatment applies to the whole of afinancial
arrangement, the taxpayer does not have to consider other tax-timing
methods (except to the extent to which the el ective hedging method or the
electionto rely on financial reports applies to the financial arrangement).
[Schedule 1, item 1, subsection 230-45(3)]
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1.84 However, if thefair value treatment applies to only a part of a
financial arrangement then the other part is deemed to be a separate

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

1.85 Theforeign exchange retrand ation method may apply to
determine the foreign currency component of gains or losses from a
financial arrangement only if none of the other elective methods apply to
that arrangement [Schedule 1, item 1, subsection 230-45(4)]. If the retrandation
method and other el ective methods do not apply, the foreign currency gain
or loss may be taxed on aredlisation basis.

1.86 If thefinancial arrangement is subject to one of the elective
methods (other than the retrandation method), the accruals and realisation
methods will not apply. Where the foreign exchange retranslation method
applies to the financial arrangement, the accruals or realisation methods
will also apply to determine any gains or losses from the financial
arrangement, to the extent they are not attributable to currency exchange
movements. [Schedule 1, item 1, subsection 230-45(2)]

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

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

1.88 Finally, the realisation method will apply to a gain or loss from a
financial arrangement only where the accruals method does not apply.
[Schedule 1, item 1, subsection 230-105(5)]

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

1.89 In the last year that ataxpayer holds a financial arrangement, the
taxpayer needs to work out the gain or loss it makes from ceasing to hold
the financial arrangement. Thisisto ensure that the total gain assessable,
or the total |oss deductible, on the arrangement reflects the actual gain or
|0Ss [Schedule 1, item 1, section 230-385 and subsection 230-45(1)]. Chapter 10
addresses the treatment of gains and losses from ceasing to hold a
financial arrangement.
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Integrity rules

Consistency

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

Value shifting

191 Broadly, the value shifting rules prevent inappropriate tax
consequences where, under a scheme, value is shifted from equity or loan
interests. Gains which are reduced, or losses which are increased, in this
manner areto be disregarded under Division 230 in determining tax
outcomes for financial arrangements. [Schedule 1, item 1, section 230-427]

Arm'’slength rules
1.92 Broadly, Division 230 will incorporate arm’s length rules that

are consistent with those that apply to arrangements not covered by the
Division. [Schedule 1, item 1, sections 230-441 and 230-442]

Application and transitional provisions

1.93 The rules will apply to financial arrangements acquired on or
after thefirst day of thefirst income year starting on or after 1 July 2010.
A taxpayer may also dect to apply therules to financial arrangements
acquired on or after thefirst day of thefirst income year starting on or
after 1 July 2009.

194 A taxpayer may elect to apply therules contained in

Division 230 to existing arrangements (ie, to those financial arrangements
which the taxpayer acquired before the start of the first applicable income
year but still held at that time). Such an election may giveriseto an
amount in the nature of a transitional ‘balancing adjustment’ if the amount
taken into account under the ITAA 1936 and the ITAA 1997 prior to the
application of Division 230 differs from the amount that would have been
taken into account under Division 230 if it had applied from the
commencement of the arrangement. The transitional balancing
adjustment is to be spread over thefirst applicable income year and the
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next three income years [Schedule 1, Part 3, items 97t0 99]. The election to
apply Division 230 to existing arrangements does not extend to the
alignment of tax classification treatment for gains and losses from hedging
financial arrangements under Subdivision 230-E where the taxpayer first
started to hold the arrangement prior to the commencement of

Division 230 [Schedule 1, Part 3, subitem 121(7)]. Chapter 13 explains the
application and transitional provisions in more detail.
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Chapter 2
Definition of ‘financial arrangement’

Outline of chapter

21 Division 230 uses theterm ‘financial arrangement’ astheitem to
which taxation applies. Gains and lossesin relation to a financial
arrangement are taken into account in determining taxable income.

2.2 This chapter sets out:
» the meaning and scope of theterm ‘financial arrangement’;

» which financial arrangements are specifically excepted from
the operation of Division 230; and

» theadditional operation of Division 230 to certain things.

Overview of the definition of ‘financial arrangement’

2.3 A Division 230 financial arrangement is an arrangement where
the rights and obligations under that arrangement are cash settable.

24 Besides financial arrangements Division 230 will also apply to
certain arrangements that are not financial arrangements but have very
similar characteristics. For example, foreign currency and non-equity
shares.

25 However, the gains and | osses from certain financial
arrangements, such as short term arrangements and arrangements where
thereis no significant deferral of gains are not subject to tax under
Division 230.

2.6 Often, the time to determine whether an arrangement is a
financial arrangement will be at the time the arrangement comes into
existence or commences to be held. However, Division 230 also provides
for testing throughout the life of financial arrangements.
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Cash settable rights and obligations

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

2.8 Basically, money is cash or a unit of Australian currency. A
money equivalent typically has a liquidity that is similar to that of cash.
Examples of money equivalent include bonds and loans.

29 However, an arrangement will not be a financial arrangement if
the cash settable rights and obligations are insignificant compared to other
rights and obligations under the arrangement or if the cash settable rights
and obligations no longer exist.

Additional operation of Division 230

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

211 The additional operation of Division 230 applies to:

* equity interests;

» foreign currency;

* non-equity shares in companies, and

» certain commodities and offsetting contracts held by dealers.
212 Although equity interests are financial arrangements may only
be subject to either the dective fair value method or the election to rely on

financial reports and in limited circumstances the elective tax hedge
method.

Specifically excepted gains and losses of certain financial arrangements

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

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

— afinancial arrangement that is given in exchange for
property or services ; or

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

— arrangement is not a cash settlable financial arrangement;
or

— arrangement is not a derivative financial arrangement; or
— afair value eection does not apply to the arrangement.

arrangements held by individuals and businesses that satisfy
the turnover tests where thereis no significant deferral of tax;

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

including:

leasing or property arrangement;

an asset to which Division 250 applies;
interests in partnerships and trust;

life insurance policies;

general insurance palicies,

certain worker’ s compensation arrangements;
certain guarantees and indemnities;
personal arrangements and personal injury;
— personal services

— deceased estates,

— gifts under deed;

— personal injury;

— injury to reputation;

superannuation and pension income;
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* aninterest in aforeigninvestment fund, foreign life policy or
a controlled foreign company;

» proceeds from certain business sales including ‘ earn-outs’;
* infrastructure borrowings;
» farm management deposits;

» deemed interest payments to owners of offshore banking
units; and

 forestry managed investment schemes;

» ceasing to hold financial arrangementsin certain
circumstances; and

» forgiveness of commercial debts.
2.15 There are also exceptions by way of clarification only which

include retirement village residence contracts, retirement village services
contracts and provision of residential or flexible care.

Context of amendments

What is a financial arrangement?

2.16 Financial innovation has spawned an endless variety of
arrangements under which finance is provided or risk is shifted. The
characteristics of such arrangements can mean that arrangements with
similar form can vary significantly in terms of the risks and benefits
involved, or that thereis very little difference in substance
notwithstanding that the form and the name given to the two are quite
different.

2.17 Traditionally the income tax law has tended to place emphasis
on thelegal form of the arrangement to determineits tax treatment. This
is not sustainable in the face of modern financial innovation. More
recently, specific areas of income tax law have been designed so that tax
treatments better reflect the economic and commercial characteristics of
arrangements. see, for example, the debt/equity rulesin Division 974 of
the Income Tax Assessment Act 1997 (ITAA 1997).

218 Reflecting this trend — and the need to minimise the
distortionary tax treatment that can arise under the current tax law in
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respect of economically similar financial arrangements — development of
aset of principles to establish the definitional scope of financing and risk
shifting arrangements for the purposes of Division 230 has taken into
account the common economic substance underpinning all such
arrangements. Aswell, account has been taken of the need to align tax
(to the greatest extent possible) with the commercial recognition of gains
and losses from financial arrangements. Centred on these foundations the
general and broadly applicable definition of a‘financial arrangement’
adopted in Division 230 is intended to enhance tax neutrality, consistency
and the functional effectiveness of the tax system.

2.19 A possible approach to the definition of ‘financial arrangement’
would beto rely on therelevant definitions in financial accounting
standards. For example, the scope of Australian Accounting Standard
AASB 132 Financial Instruments; Disclosure and Presentation

(AASB 132) is governed by the definition of the term *financial
instrument” which, in turn, is based on definitions of the terms *financial
asset’ and ‘financial liability’. For measurement purposes, Australian
Accounting Standard AASB 139 Financial Instruments. Recognition and
Measurement (AASB 139) adopts the same meaning of ‘financial
instrument’ asused in AASB 132.

2.20 The Division 230 definition of ‘financial arrangement’ draws on
and closely corresponds with the definitions in these accounting standards.
A complete alignment was not considered appropriate after consideration
was given to arange of factorsincluding those set out in the paragraphs
below.

221 The AASB 132 definition of ‘financial instrument’ was
developed in a different context to that relevant to thetax law. Firg, that
standard is but one of a number of interrelated standards that form a
broader financial accounting framework. These accounting standards
have different purposes to the income tax system.

2.22 Second, the approach of AASB 132 and AASB 139 to the
guestion of scope appears to be based on rights and obligations under
individual contracts. However, the provision of finance and risk-shifting
can occur through arrangements that comprise one or more contracts
(eg, stapled securities) and by way of rights and abligations that are not
necessarily founded on contract.

2.23 Third, not all entities subject to Division 230 would be required
to prepare financial accounts which classify arrangements based on the
definitionsin AASB 139. If the scope of the Division was based on the
scope of particular financial accounting standards, these entities would
need to understand, or obtain advice on, the scope of relevant financial
accounting standards, including changes to these standards and their
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interpretation, merely for income tax purposes. Such entities may view
such compliance as burdensome and unfair.

2.24 Against this background, the definition of ‘financial
arrangement’ for the purposes of Division 230 is cast in terms of what
fundamental and common elements, in principle, characterise both the
provision of finance and the shifting or allocation of risk. Inthis regard,
key common elements of all financial arrangements are theright to
receive, or obligation to provide, afinancial benefit (irrespective of
whether the value or existence of the right or abligation is contingent on
some event or other thing) whichiis:

* monetary in nature;

* non-monetary in nature and may be settled by money or a
money equivalent; or

» insubstance and effect monetary in nature.

2.25 Callectively, theserights and obligations are described in
Division 230 as ‘ cash settlable .

2.26 Limiting the definition of financial arrangement solely to
formal (legal) rightsto receive, or obligations to provide, financial
benefits of a monetary nature would not facilitate tax neutrality and
consistency, or enable the taxation of certain transactions to be aligned
with commercial outcomes. In particular, this could occur wherethe right
to receive, or the obligation to provide, a financial benefit is of a
non-monetary nature but having regard to factors such asthe pricing,
terms and conditions of the arrangement, business practices, the intention
of the parties, or the nature of the activities relating to the arrangement,
those rights and obligations will be likely settled in monetary terms. This
is why the cash settlable rights and obligations relevant for Division 230
purposes include those which arein substance or effect monetary in
nature.

2.27 Because the definition of ‘financial arrangement’ in

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

Additions and exceptions

2.28 Equity interests, including rights to receive, and abligations to
provide, equity interests, are specifically brought into the scope of
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Division 230 as a separate category of financial arrangement. However,
gains and losses made from these ‘ equity’ financial arrangements will be
subject to Division 230 only in limited circumstances.

2.29 In addition to the general definition for financial arrangements
and ‘equity’ financial arrangements, specific inclusion provisions exist to
ensure that arrangements which can operatein a similar way to these
defined financial arrangements are bought within the scope of

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

2.30 Division 230 also provides for various exceptions which exclude
gains and losses made from particular financial arrangements from being
subject to Division 230. For example, there are circumstances in which an
arrangement that conceptually comes within the scope of the definition of
financial arrangement is covered by another specific area of the income
tax law, and there are policy reasons for it to continue to be so covered. In
such cases, gains and losses from the arrangement are specifically
excluded from being dealt with under Division 230.

231 In addition, there are compliance and administrative reasons for
excluding other types of arrangements from treatment under Division 230.
Those arrangements are also the subject of either a general or specific
exclusion.

2.32 The scope of Division 230 should therefore be considered by
looking at what, by definition, is afinancial arrangement together with the
exclusions and the additional operation of the Division.

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

Unit of taxation

2.34 The definition of ‘financial arrangement’ isimportant because it
determines the unit of taxation in respect of which gains and losses are
recognised under Division 230. That is, the applicable tax-timing
methods apply in relation to a defined financial arrangement (and to those
arising from the additional operation of this Division) to determine the
gains and losses that will be subject to Division 230 (excluding financial
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arrangements from which the gains and | osses are covered by an
exception).

2.35 A financial arrangement is an arrangement which at the relevant
time satisfies the definition of financial arrangement under Division 230
(see paragraph 2.24).

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

2.37 To deal with the various forms in which relevant arrangements
may take, what rights and obligations constitute the relevant arrangement
for Division 230 purposes (ie, the arrangement to be tested to determine
whether it is or is not a financial arrangement), is based on various factors.
These factors go to the substance of these rights and obligations and the
facts and circumstances surrounding them.

Summary of new law

2.38 A financial arrangement is defined as a cash settlable right to
receive, or obligation to provide, afinancial benefit, or a combination of
such rights and obligations (irrespective of whether the value or existence
of theright or obligation is contingent on some event or other thing)
which exist under an arrangement. An exception will apply where, under
the same arrangement, there are other rights and obligations that are not
insignificant (ie, the cash settlable rights and/or obligations otherwise
comprising the financial arrangement must be the only rights and/or
obligations of any significance subsisting under the arrangement before a
financial arrangement will arise).

2.39 A right to receive a financial benefit or an obligation to provide
afinancial benefit will be cash settlable where the financial benefit is
broadly:

* money or amoney equivalent; or

* non-monetary, but the right or obligation to that financial
benefit is in substance and effect expected to be dealt with in
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amanner that resultsin receiving or paying money or a
money equivalent, when regard is given to factors such as:

— thetaxpayer’sintended way of settling theright or

obligation;

— the practice by which the taxpayer settles similar rights

and/or obligations;

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

— theliquidity of the financial benefit, or the ability to cash
settle theright or obligation, where the financial benefit is
to be provided or received other than as part of the
taxpayer’ s expected purchase, sale or usage requirements.

240

Division 230 does not generally apply to gains and losses from

arrangements that do not satisfy this definition of a financial arrangement.
However, equity interests (and certain rights and obligations to equity
interests that are not otherwise financial arrangements) are a separate
category of afinancial arrangement that will have gains and | osses dealt
with under Division 230 in limited circumstances. In addition, specific
inclusion provisions exist to ensure that arrangements which can operate
inasimilar way to these types of financial arrangements are bought within

the scope of Division 230.

241

Division 230 also provides for various exceptions which take

gains and losses from certain financial arrangements outside the scope of

the Division.

Comparison of key features of new law and current law

New law

Current law

The definition of ‘financial
arrangement’ is based on rightsto
receive, or obligationsto pay,
financial benefits that are cash
settlable.

Specific additions include certain
arrangements that have a smilar
effect or operation to these financial
arrangements.

There is no comprehensive definition
of financial arrangement, which
creates gaps, digortionsand
anomaliesin tax treatments.

Some financial arrangements have
their gains and losses disregarded for

Certain types and classes of financial
arrangements are not specifically
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New law Current law
the purposes of Division 230 for addressed.
compliance, adminigrative or other
policy reasons.

Arrangements comprising anumber | Arrangements are generaly treated
of different rights and obligationsare | based on legal form.

generally determined on a

stand-al one contractua basis where
the form of the contract is consi stent
with its substance.

The ability to cope with financial It isinadequate to deal with financial
innovation isincreased. innovation.

Detailed explanation of new law

242 Whether or not a particular arrangement is a financial
arrangement will depend on whether or not it satisfies:

» theprincipal financial arrangement definition dealing with
cash settlable rights and abligations to financial benefits
(a cash settlable financial arrangement), or

 the secondary financial arrangement definition dealing with
equity interests and rights and obligations to equity interests
(an equity financial arrangement).

An entity can haverights to receive financial benefits and/or obligations
to provide financial benefits. Accordingly, an entity can be either a holder
of afinancial arrangement that is an asset or an issuer of afinancial
arrangement that is aliability.

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

The arrangement that is being tested

243 Beforeit can be decided whether either of the tests for a
financial arrangement are satisfied, the particular arrangement being
tested must be determined.

2.44 An arrangement, as defined in the ITAA 1997, is abroad
concept. It includes any arrangement, agreement, understanding, promise
or undertaking, whether express or implied. Moreover, it does not need to
be enforceable, or intended to be enforceable, by legal proceedings.
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2.45 Division 230 modifies this broad notion of an arrangement,
providing guidance as to which specific rights and obligations will make
up the relevant arrangement to be tested for the purposes of the Division.
[Schedule 1, item 1, subsection 230-60(4)]

2.46 Arrangements can be constructed in very flexible ways.
However, for straightforward situations, an arrangement will often be
contract based. So too for Division 230 purposes, a contract will often
define the boundaries of arelevant arrangement. Thisis wheretheform
of the contract is consistent with its substance.

2.47 The various rights and obligations subsisting under a contract
will typically constitute the relevant arrangement for the purposes of
Division 230. That is, the contract is typically viewed on a * stand-alone
basis. Inthis context, the contract is neither aggregated with another
contract (or contracts), nor disaggregated into component parts, when
determining the relevant arrangement to be considered under

Division 230.

248 On this basis, all cash flows under an instrument will typically
form part of the one arrangement and will not be disaggregated to
represent separate arrangements. For example, in the usual case, aright to
receive dividends will form part of a share instrument, and an obligation
to pay interest will form part of aloan agreement.

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

2.50 Which rights and/or obligations comprise the relevant
arrangement for Division 230 purposesis a question of fact and degree.
To determine whether a number of rights and/or obligations arise under
one or more arrangements, regard is to be given to the:

» nature of thoserights and/or obligations, when considered
separately and in combination (including having regard to the
substance and character of the rights and/or obligations);

» termsand conditions of the rights and/or obligations,
including those relating to any payment or other
consideration for them, both when considered separately and
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when considered in combination (including having regard to
the legal terms of the rights and/or obligations in their
economic context, including those reating to the amount and
timing of the consideration to be paid or received, and the
pricing of those rights and/or obligations relative to what
would otherwise be expected of such rights and/or
obligations, when considered separatdy and together);

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

» whether therights and/or obligations can be dealt with
separately or whether they must be dealt with together
(eg, the separate interests that comprise a stapled security
cannot be separately dealt with);

» normal commercial understandings and practicesin relation
to the rights and/or obligations when considered separately
and when considered in combination, including whether
commercially they are regarded as separate things or asa
group or a series that forms a whole (a comparison with
similar or typical commercial arrangements may help
determine the commercial understanding of the rdevant
rights and/or obligations under consideration); and

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

[Schedule 1, item 1, subsection 230-60(4)]

Example 2.1: Loan and hedge

Oz Co borrows in pounds gerling from Bank Co. To hedge its
exposure to pounds sterling, Oz Co also enters a cross currency swap.
Without this exposure being hedged, Bank Co would not lend to Oz Co
in pounds gerling.
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The fact that the swap and the borrowing may not have been entered
into without the other, is not sufficient for them to comprise one
arrangement. A consideration of the following factors:

» thenature of the loan and the swap, and the rights and obligations
which comprise them, differ;

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

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

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

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

» treating the loan and swap as separate arrangements would not
defeat the objects of the Division,

reveals that for the purpose of Division 230 the loan and the swap
should be treated as separate arrangements, each of which may be
assessed to determine whether or not it isafinancial arrangement

subject to the Division (subsection 230-60(4)).

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

Example 2.2: Convertible note

Hamish Co holds a convertible note that pays coupon payments at a
floating rate over thelife of the note. At maturity of the note,

Hamish Co has the option to convert the note and receive ordinary
shares of the issuing company. If Hamish Co chooses not to take this
option, it will receive areturn of its original investment in the note on
maturity instead of the note converting into ordinary shares.

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

Economically, Hamish Co's convertible note represents one
arrangement that comprises both a fixed income security (Similar to a
bond) and an equity derivative embedded in the security (the option to
convert).
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However, in light of the fact that:

» normal commercial practiceisfor the holder of a convertible note
to deal with the note as one arrangement;

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

» thetermsand conditionsindicate the arrangement, whilst having
the same effect asits separate components, must be dealt with
together and contain no provision for separate assignment of the
various embedded rights and obligations;

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

» it would be reasonable to assume that Hamish Co intends to deal
with itsrights and obligations under the note together and not
separately. Arguably, commercial understandings would suggest
that where taxpayers intend on dealing with a fixed income security
and an equity derivative separately, they would be more inclined to
enter into an arrangement that comprises an equity linked debt
security with equity warrants, which is economically similar to a
convertible note with the exception that normal commercial
understanding isthat the equity warrants are detachable and may be
dealt with separatdly; and

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

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

Whether or not Hamish Co's convertible note arrangement isa
financial arrangement is considered later in this chapter, in
Example 2.17.

Example 2.3: CPI index-linked bond

At the end of the 2010 income year High Hope Co, a company with an
aggregated turnover of $3 hillion, purchases a five-year index-linked
bond with a face value of A$100 from the issuer, XY Z Co, for its face
value (A$100). The index-linked bond pays coupons calculated by
reference to movementsin the United States of America (US)
consumer price index (CPI). Specifically, the index-linked bond pays
annual coupons of 7 per cent of the face value of the bond, adjusted
upwards or downwards according to the percentage movement on the
US CPI. If the percentage movement in the CPI in the relevant period
falsbelow theinitial set percentage, no coupon will be paid in that
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period. The bond contains no separate or detachable option. The bond
will pay A$100 on redemption (at the end of the 2015 income year).

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

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

» therightsand obligations under the CPI index-linked bond are dealt
with together as one arrangement;

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

* normal commercial practiceisto view CPl index-linked bonds as
one arrangement, and High Hope Co’s bond is consigtent with other
such bonds commonly available; and

 treating High Hopes Co's bond as such would be consistent with
the objects of the Division.

Whether or not High Hope Co’s CPI index-linked bond, asasingle
arrangement, isafinancial arrangement, is set out later in this chapter,
in Example 2.17.

For similar reasons to those listed in relation to High Hope Co’'s CPI
indexed-linked bond, typical equity linked bonds, where the coupon
return is based on the movement in an equity interest or basket of
equity interests, would also constitute the one arrangement.

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

Example 2.4: Two arrangements under the one contr act

LA Co entersinto a contract to purchase an office building from
Vendor Co. LA Co aso arrangesto acquire a significant amount
of office furniture from Vendor Co. Both the building and the
office furniture are delivered at the same time, but Vendor Co
agrees to defer payment of the building for two years. The office
furnitureis paid for at thetime of delivery. Whilethistransaction
may have been structured under the one contract, the purchase of
the office building and the purchase of the furniture, taking into
account the following factors, are treated as separate arrangements
(see subsection 230-60(4)):
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* The payment terms and timeline for performance of each, are
significantly different.

» They can be commercially understood separately, and could be
negotiated separately.

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

Therefore, the contract entered into by LA Co representstwo separate
arrangements. Each of these arrangementswill have to be separately
tested to determine whether it isa financia arrangement as defined
within the Division. For adiscussion on whether or not LA Co's
arrangements are financial arrangements, see Example 2.17.

Example 2.5: Sale and repur chase agreement

A typical cash-based sale and repurchase agreement involves the sale
of a cash-based security (such asabond or bank bill) and a
simultaneous agreement to buy it, or substantially the same security,
back at an agreed future date for an agreed price (which may be the
sale price plusalender’ sreturn). The combined sale and repurchase
arrangement is often referred toasa ‘repo’.

In terms of subsection 230-60(4):

» Thenature of the rights and/or obligations under therepo are such
that the sal e of the security would not be entered into without
entering into the repurchase agreement.

» Thetermsand conditions of the repo suggest that, in substance, itis
one arrangement.

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

* It would be unlikely for the sale rights and/or obligationsto be
dealt with separately to the repurchase rights and/or obligations.

* Normal commercial understandings and practices arethat the sale
and repurchase rights and/or obligations would be viewed as being
integrally related to each other. For example, AASB 139 would
consider them in combination and not de-recogni se the security
because the sdller retains substantially all the risks and rewards of
ownership (see paragraph AG51(b) of AASB 139).
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» Treatment of the repo as an arrangement under
subsection 230-60(4) is cond stent with the substance of the
situation and, accordingly, with the objects of Division 230.

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

Right or obligation to more than one financial benefit

A right to receive two or more financial benefits, or an

obligation to provide two or more financial benefits, istaken for the
purpose of Division 230 to be two or more separate rights, or two or more
separate obligations, respectively. [Schedule 1, item 1, subsections 230-60(1)

Example 2.6: Interest bearing bank account

Retailer Pty Ltd opens a current account with Bank Ltd on 1 July 2010.
Under the terms of the account, Retailer Pty Ltd may make deposits
and withdrawals at any time, provided it does not overdraw the
account. Interest iscalculated daily (on the minimum daily bal ance)
and payable on 31 July each year. If theaccount is closed, interest
calculated up until the date it is closed becomes payable at that time.
Theinterest rate is set in advance and can change at any time at

Bank Ltd's discretion.

A bank account is a single debt existing between the customer and the
banker in their respective capacities as creditor and debtor (Foley v

Hill [1843-1860] All ER 16). Theright to receive the balance of the
bank account istherefore taken to be the oneright. However, that right
isinreation to each dollar that comprises the balance of the account.
Each dallar isarelevant financial benefit. Hence, for the purposes of
the Division, Retailer Pty Ltd istaken to have a separateright to
receive each dollar that comprises the bal ance of the account
(subsection 230-60(1)).

Having regard to the features of Retailer Pty Ltd's bank account and
the circumstances surrounding this arrangement, it will be treated as a
single arrangement for the purposes of Division 230, having regard to
the fact that (see subsection 230-60(4)):

» therightsand obligations under the bank account are dedlt with
together as one arrangement;

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

* normal commercial practiceisto view the bank account as one
arrangement, and Retailer Pty Ltd’s bank account is consistent with
other such accounts that are commonly available; and
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* treating Retailer Pty Ltd’s bank account as such would be
consistent with the objects of the Division.

Asexplained in Example 2.17, Retailer Pty Ltd's bank account with
Bank Ltd isa cash settlable financia arrangement.

I sthe relevant arrangement subject to Division 230?

252 Therelevant arrangement for Division 230 purposes, determined
using the principles set out above, must meet the definition of a ‘financial
arrangement’ beforeit will be subject to Division 230. As mentioned
above, whether or not therelevant arrangement is afinancial arrangement
will depend on whether or not it satisfies:

» theprincipal ‘financial arrangement’ definition dealing with
cash settlable rights and abligations to financial benefits
(a cash settlable financial arrangement); or

» thesecondary ‘financial arrangement’ definition dealing with
equiity interests and rights and obligations to equity interests
(an equity financial arrangement).

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

Cash settlable financial arrangement
Background

2.53 Inacommercial context, arrangements commonly identified as
‘financial instruments’, ‘financial transactions', ‘financial assets' and
‘financial liabilities’ include:

 debt instruments such as bonds, loans, bills of exchange and
promissory notes, whether Australian dollar or foreign
currency denominated; and

* derivatives such as options, forwards and swaps.

2.54 A factor that is common to all of the above — and to equivalent
arrangements — is that a party to the arrangement has either aright to
receive, or an obligation to provide, cash or something equivalent to cash
or some combination thereof.

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

2.56 In other situations, even though the rights and abligations
associated with an arrangement are in respect of a non-monetary item, it is
possible that the way in which the arrangement is settled or dealt with will
have the same effect as the provision or receipt of afinancial benefit that
isin respect of money or a money equivalent.

257 For example, taxpayers holding rights or obligations to financial
benefits that are non-monetary, may, through business practices, settle
these rights or obligations with money, a money equivalent or by transfer
or entry into another financial arrangement (monetary financial benefits).
In other cases, taxpayers may by intention settle non-monetary rights and
obligations in away that result in the receipt or payment of monetary
financial benefits. Even without this practice or intention, a non-monetary
right or obligation that is able to be settled in monetary financial benefits
may have the same effect asa monetary right or obligation if the taxpayer
did not have the sole or dominant purpose of receiving or providing that
non-monetary thing as part of its expected purchase, sale or usage
requirements in the ordinary course of business.

2.58 In other circumstances taxpayers may enter into arrangements
giving riseto highly liquid non-monetary rights and obligations which are
readily convertible to money or a money equivalent, and which are not
entered into for the purpose of their ordinary business dealings or usage.

2.59 Therewill aso be circumstances where a taxpayer might carry
on, for profit, abusiness as dealer or trader in therights and obligationsin
respect of financial benefits of a non-monetary nature. An example of
such a dealer would be one who deals in rights to commodities with the
objective of profiting from differencesin the buy and sell margins from
holding offsetting positions, or through short-term strategies seeking to
exploit fluctuations in the price of the rights to the commodity.

2.60 The arrangements described above, in substance and effect have
identical consequences to those of monetary arrangements — that is, they,
through the conduct of the parties, give riseto rights and obligations to
provide financial benefits that are monetary in nature. The concept of a
cash settlable financial arrangement, as set out in section 230-50, seeks to
bring within the scope of the Division those arrangements that in
commercial and economic terms reflect these attributes.
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What is a cash settlable financial arrangement?

2.61 An entity has a cash settlable financial arrangement where,
under an arrangement (as determined under section 230-50 as discussed
above):

 theentity has one or more cash settlablelegal or equitable
rights to receive, and/or obligations to provide, a financial
benefit; and

* in comparison to these rights and/or obligations, the entity
does not also have one or more non-insignificant rights
and/or obligations that:

— arenot cash settlable and/or

— arenot rightsto receive, or obligationsto provide, a
financial benefit.

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

2.62 If the entity meets these conditions at any time, looking only at
the entity’ s subsisting rights and obligations under an arrangement, then at
that time, by definition, the entity will have a financial arrangement that
consists (only) of any of its cash settlable legal or equitable rightsto
receive, and obligations to provide, afinancial benefit under that
arrangement (however, see paragraph 2.49). Inincluding only cash
settlable rights and obligations, the financial arrangement as defined may
be narrower than the arrangement being tested, which is determined under
the principles in section 230-60. [Schedule 1, item 1, subsection 230-50(1)]

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

2.63 As mentioned in paragraph 2.48, the financial arrangement as
defined will only comprise the cash settlable rights to receive, and
obligations to provide, financial benefits under the arrangement.
Typically whether the cash settlable rights or obligations to financial
benefits are received or provided under the financial arrangement is
determined from the contractual terms of the arrangement. Although, as
discussed at paragraph 2.42, the concept of what is the arrangement can be
modified by the application of subsection 230-60(4). Thisis determined
on a case — by case basis. However, for the purpose of working out any
gain or loss from that financial arrangement, financial benefits the
taxpayer receives or provides (or hasaright or obligation to do so) which
play anintegral rolein determining whether again or loss is made from
the financial arrangement, are also taken to be relevant rights and
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obligations under that financial arrangement. These rules ensure that an
appropriate cost or amount of proceeds is allocated to the cash settlable
financial arrangement. These rules operate only for the purpose of
assisting in working out any gain or loss from the financial arrangement
and are not intended to broaden what constitutes the financial arrangement
as determined under section 230-50 or section 230-55. Therules are
described in more detail in Chapter 3. [Schedule 1, item 1, section 230-65]

Relevant rights and obligations

2.64 It is critical to the definition of a‘cash settlable’ financial
arrangement that there be one or more cash settlablerights to receive, or
obligations to provide, afinancial benefit. Thetermfinancial benefit as
defined in the ITAA 1997 means anything of economic value. Economic
value encapsulates money, money equivalent and non-monetary items.

2.65 A right to receive, or an obligation to provide, afinancial benefit
for the purposes of Division 230 will exist irrespective of whether the
value or existence of theright or obligation to the financial benefit is
contingent on some event or other thing. For example, a party that issues
an option assumes an obligation to provide a financial benefit,
notwithstanding that the value or existence of the abligation is contingent
on the exercise of the option. [Schedule 1, item 1, section 230-90]

2.66 In addition to being in respect of afinancial benefit, it is
fundamental to the definition of a ‘ cash settlable’ financial arrangement
that the relevant rights and obligations be cash settlable. The general
limitation of the scope of cash settlable financial arrangements to cash
settlablerights to receive, or obligations to provide, financial benefits
supports the relatively close correspondence between tax and commercial
outcomes to financial arrangements.

2.67 Because aright or obligation may be settled or dealt within a
way that makes it cash settlable, whether or not a particular right or
obligation is a cash settlable right or obligation must be determined from
the relevant taxpayer’s perspective. That is, the question of whether or
not an arrangement is a cash settlable financial arrangement is ardative
question, needing to be determined separately from the viewpoint of each
relevant taxpayer. This means that a particular taxpayer may have a cash
settlable financial arrangement, but the relevant counterparty’s
corresponding rights and obligations under that arrangement may or may
not amount to a cash settlable financial arrangement from their
perspective.
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Definition of cash settlable

2.68 Cash settlable rights and obligations naturally include those
rights and obligations to the receipt or payment of money or amoney
equivalent. However, limiting cash settlable rights and obligations to only
monetary rights and obligations would not appropriately reflect the
circumstances where ‘ cash-like' rights and obligations are dealt with in
the same way as monetary rights and obligations, as discussed in the
background above. Accordingly, cash settlable rights and obligations
include all of thefollowing.

Money or a money equivalent

2.69 For the purpose of the definition of ‘ cash settlable’, aright to
receive money, or an obligation to provide money, istakento bea‘cash
settlable’ right or obligation. In addition, the definition of ‘ cash settlable
rights and obligations includes aright to receive, or an obligation to
provide, a money equivalent. [Schedule 1, item 1, paragraph 230-50(2)(a)]

2.70 A money equivalent for the purposes of Division 230 is
defined as:

» aright to receive money, or something that is a money
equivalent; and

+ acash satlablefinancial arrangement.
[Schedule 1, item 21, subsection 995-1(1) of the | TAA 1997]

271 Because of this definition of * money equivalent’, a cash settlable
right or obligation includes aright to receive, or obligation to provide, a
financial arrangement which itself meets the test for a cash settlable
financial arrangement, in addition to aright to receive, or obligation to
provide, aright to such afinancial arrangement, or aright to receive
money.

2.72 Money inits simplest formis a unit of Australian currency. An
item that is a money equivalent will typically have a degree of proximity
to cash. Some examples would include bonds, loans and other forms of
financial accommodation.

Example2.7: Option to settle by money equivalent: satisfaction of a
debt by the issue of a bond

Qil Co has an outstanding loan owing to Grease Co of $100,000 which
isdue on 20 June 2011. Under the terms of theloan Qil Coisentitled
to issue afive-year zero-coupon bond with aface value of $150,000 in
satisfaction of that 1oan obligation.
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Oil Co's option to settleits obligation under the loan by the provision
of the bond is a contingent obligation to provide a bond (contingent in
the sense that it is subject to Oil Co choosing to settle the loan through
the provision of the bond ingtead of satisfying its loan obligation by the
provision of money).

The five-year bond is both aright to receive money (being theright to
receive its $150,000 face, or redemption, value) and isitself a cash
settlable financial arrangement (in that it consists only of cash settlable
rightsto receive, and/or obligationsto provide, financial benefits). As
such, Oil Co's contingent obligation to provide the bond satisfies both
limbs of the definition of ‘money equivalent’.

Qil Co therefore has an arrangement consigting of its contingent, cash
settlable, obligation to provide Grease Co with $100,000 (being its
loan obligation) and its contingent, cash settlable, obligation to provide
Grease Co with amoney equivalent (being its contingent option to
provide the bond in satisfaction of thisloan obligation). (Notethat the
settlement of either one of these obligations, being alternative
obligations, would effectively be a settlement of that obligation and an
extinguishment of the alternative obligation.)

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

Example 2.8: Value of a monetary item deter mined by a
non-monetary amount

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

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

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

Non-monetary financial benefits

2.73 In certain situations, even though the rights and obligations
associated with an arrangement are in respect of a non-monetary item, it is
possible that the way in which the arrangement is settled or dealt with will
have the same effect as the provision or receipt of afinancial benefit that
iS money or amoney equivalent. For example, in some cases, taxpayers
holding rights or obligations to financial benefits that are non-monetary,
may intend to settle, or have a practice of settling, these rights or
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obligations with money, a money equivalent or by cessation of, or entry
into, another cash settlable financial arrangement. These types of rights
and obligations, amongst others having a similar effect, are captured
within the definition of ‘ cash settlable’ as follows.

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

2.74 Where a taxpayer has an obligation to provide a non-monetary
financial benefit that they intend to settle by the provision of money, a
money equivalent, or by the starting or ceasing to have another cash
settlable financial arrangement (the provision of ‘ monetary items’), that
obligation will be taken to be cash settlable. This confirms the economic
substance of such an arrangement. [Schedule 1, item 1, paragraph 230-50(2)(c)]

2.75 Likewise, aright to receive a non-monetary financial benefit that
the taxpayer intends to satisfy by the receipt of money, a money
equivalent, or by starting or ceasing to have another cash settlable
financial arrangement (thereceipt of * monetary items’) will be treated as
being a cash settlableright to receive a financial benefit. [Schedule 1, item 1,
paragraph 230-50(2)(b)]

2.76 In agenera sense, the provision of a monetary item as explained
above also encapsulates set-off of monetary rights and obligations or the
waiving of a present right to receive money or a money equivalent.
Similarly, the receipt of a monetary item will include the extinguishment
of apresent obligation to provide a monetary item and arelevant set-off.
[Schedule 1, item 1, paragraphs 230-50(2)(b) and (c) and section 230-70]

2.77 What is meant by satisfy or settle also takes its commercial
meaning, so there must in substance be a satisfaction or settlement of the
relevant right or obligation as such. For example, a penalty for
non-performance may in substance settle an obligation to deliver or aright
to receive a non-monetary thing, if the amount of the penalty is based on
changes in the price of that non-monetary thing. However, afixed penalty
for such non-performance will often not amount to settlement of the
relevant right or obligation (see Example 2.10).

Practice of settling with monetary items

2.78 Where a taxpayer has an obligation to provide a non-monetary
financial benefit, but they have a practice of settling similar obligations
by the provision of a monetary item (in the sense explained in
paragraphs 2.60, 2.62 and 2.63), the obligation will be taken to be

a cash settlable financial benefit. Likewise, aright to receivea
non-monetary financial benefit will be taken to be cash settlable where
the taxpayer has a practice of settling similar rights by the receipt of a
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monetary item (in the sense explained in paragraphs 2.61 to 2.63).
[Schedule 1, item 1, paragraph 230-50(2)(d)]

Example 2.9: Practiceto settle futures contract by cash payment

(set-off)

Ore Co usualy entersinto nickel futures contracts with the

Metals Exchange, whereby Ore Co will agreeto sell a set quantity of
nickel for an agreed price. The contracts require delivery of the
underlying commodity. However, the practice as between Ore Co and
the Metas Exchangeis to settle these contracts by cash payment equal
to the difference between the agreed price for that quantity of nickel
and the prevailing market price for that nickel at the exchange date.

Ore Co currently has a futures contract with the Metals Exchange
under which it has an obligation to provide two tonnes of nickel at
$40,000 per tonnefor delivery in six monthstime. Were the market
value of the nickel to be $45,000 per tonne at the settlement date,

Ore Co'sprior practice with similar contracts would suggest that it will
pay the Metals Exchange $10,000 rather than providing the nickel (in
full satisfaction of both its obligation to provide nickd worth $90,000
and itsright to receive $80,000 from the Metals Exchange). Likewise,
were the market price of nickd to fall to $35,000 per tonne, Ore Co's
previous practice with itsnickel futures contracts would suggest that it
will receive $10,000 from the Metals Exchange (in full satisfaction of
bath its obligation to provide the nickel worth $70,000 and its right to
receive $80,000 from the Metals Exchange).

Ore Coin fact intends to satisfy this particular contract through the
deivery of the nickel. Nonetheless, because Ore Co has a practice of
settling similar obligations by the provision of money or a money
equivalent (including where relevant by the extinguishment of itsright
to otherwise receive a greater sum from the Metals Exchange, where
the prevailing market priceisless than the agreed price), its obligation
to provide the nickel istaken to be cash settlable.

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

Example 2.10: Take-or-pay penalty clause

Kanga Co, a deep sea mining company, enters into a take-or-pay
arrangement to supply natural gas on amonthly basisto Roo Co, afue
processing company, over aperiod of 4 years. Under the arrangement,
Roo Cois required to pay a penalty for any delivery it refuses to accept
bel ow a set threshold. As Roo Co's demand for natural gas varies
widely from month to month in line with demand for its fuel products,
it isnot uncommon for the penalty to be invoked.

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

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

The payment of the penalty, in the event that Roo Co requires delivery
of avolume of natural gas below the specified monthly threshold, is
afixed fee arrangement that is not dependent on the actual market
price of the underlying item at thetimeit isto be supplied. In these
circumstances, the payment of the penalty does not amount to a
dealing of a non-monetary naturein Roo Co'sright to receive the
non-monetary thing, being a volume of natural gasthat it had agreed
to take.

Notwithstanding Roo Co's history of having such a penalty clause
exercised againgt it, payments under such penalty clausesarenot in
satisfaction or settlement of aright to receive a non-monetary thing.
Accordingly, no part of itsright to receive the non-monetary thing
(the natural gas) under thisarrangement is a cash settlable right.

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

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

2.79 There will be circumstances where a taxpayer might carry on a
business as a dealer or trader in rights to receive, or obligations to provide,
non-monetary financial benefits for profit. An example of such a dealer
would be one who deals in rights to receive commaodities with the
objective of profiting from differencesin the buy and sell margins from
holding offsetting positions, or through short-term strategies seeking to
exploit fluctuations in price of the commodity (and thus in the value of the
rights and/or obligations).

2.80 Where a taxpayer ‘deals’ with aright to receive, or an obligation
to provide, a non-monetary financial benefit, or with similar rights or
obligations, for the purpose of:

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

» thepurpose of generating a profit from a dedler’s margin,

the right or abligation will be taken to be cash settlable. [Schedule 1, item 1,
paragraph 230-50(2)(e)]
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281 Note that the relevant dealing, for the purpose of this aspect of
the definition of ‘ cash settlable’, must be with the relevant rights and
obligations themselves, and not in respect of the particular non-monetary
financial benefits that the taxpayer has theright to receive, or obligation to
provide. This means, for example, that a dealing by a taxpayer with a
physical item of trading stock it has aright to receive, or ataxpayer’s
dealings in items of trading stock similar to that which it has aright to
receive, would not be relevant dealings for the purpose of this aspect of
the definition of cash settlable.

2.82 A taxpayer may ‘deal’ with rights or obligations in areevant
sense where, for example:

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

» thetaxpayer frequently deals with similar non-monetary
rights or obligations for short-term price fluctuation gains or
dealer’s margins; or

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

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

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

2.83 Where the rdevant financial benefit the taxpayer has aright to
receive, or an obligation to provide, under the arrangement is:

* readily convertible into an amount of money or a money
equivalent; and

» thereisamarket for the financial benefit that has a high
degree of liquidity, (a‘liquid financial benefit’), and

o gither:
— thetaxpayer had a purpose of liquidating or converting

the financial benefit into money or a money equivalent
(purpose of converting); or
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— theamount of money or money equivalent the financial
benefit is convertible into is a set amount or is not subject
to a substantial risk of changesin value (set value),

theright to receive, or obligation to provide, the liquid financial benefit
will be economically equivalent to aright to receive or obligation to
provide cash (or a money equivalent). Such aright or obligation will
therefore be taken to be a cash settlable right or obligation. [Schedule 1,
item 1, paragraph 230-50(2)(f) and subsection 230-50(3)]

2.84 A financial benefit will be readily convertible into money or a
money equivalent and be subject to a highly liquid market if, for example,
the financial benefit is a security or commodity traded in an active market
or if it isan amount of foreign currency that is readily convertible into the
functional currency of the taxpayer. A right to receive, or an obligation to
provide, afinancial benefit that is a publicly traded security for which the
market is not very active will still be readily convertible to cash and
subject to a highly liquid market if the number of shares or other units of
the security theright or obligationisfor, is small relative to the daily
transaction volume for that security. A right to receive, or an obligation to
provide, that same security would not be so readily convertibleif the
number of shares or units theright or abligation is for islarge relative to
the daily transaction volume for that security. [Schedulel, item 1,
subparagraph 230-50(3)(c)(ii)]

Purpose of converting

2.85 Where the taxpayer does not intend to deal with such aliquid
financial benefit as part of its ordinary business requirements, but rather
intends to liquidate or convert the financial benefit into money or a money
equivalent, it is appropriate that it be treated in a similar manner as aright
to receive money or amoney equivalent. However, where the taxpayer
intends to provide or receive such afinancial benefit as part of its ordinary
business requirements (in the sense that the taxpayer plans to deal with the
financial benefit as a non-monetary item and not as a substitute for
money), it will not be treated as being like money despite it being readily
convertible to cash. [Schedule 1, item 1, subparagraph 230-50(3)(c)(ii)]

Set value

2.86 The exception to this ordinary course of business exclusion will
occur where the value of the highly liquid thing is predetermined. That is,
the value the taxpayer has aright to receive or an obligation to provide, as
represented by thething that is readily convertible into money or a money
equivalent, is either known or not subject to a substantial risk of changein
value. Inthissituation, the highly liquid non-monetary thing is a proxy
for that value of money or amoney equivalent. [Schedule 1, item 1,
subparagraph 230-50(3)(c)(i)]
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Example 2.11: Right to receive shares

Henry Group Ltd entersinto a forward contract under which it will
acquire 10,000 Kaye Co sharesin 18 months for $200,000. Henry
Group Ltd has an obligation to make a large cash payment in

18 monthstime under a separate arrangement, and has entered into this
forward contract with the view that the value of Kaye Co shares will
increase at ahigher rate than other prevailing investment options.
Henry Group Ltd is not acquiring these shares as part of its ordinary
course of business, and irrespective of their value in 18 monthstime
intends to dispose of the Kaye Co shares as soon as they are delivered,
due to its cash requirements at that time.

Henry Group Ltd does not have an intention, practice or ability to
settle this contract anyway other than through delivery of the shares.
Henry Group Ltd does not deal with itsrights under thisforward
contract. Nor does Henry Group Ltd deal with any of its similar rights
to receive shares (under other arrangements) in order to generate a
profit from short-term price movements or from a dealer’ s margin.

Kaye Co shares are listed on a national stock exchange and subject to
high trading volumes. That is, they are subject to ahighly liquid
market, and arereadily convertible into money or amoney equivalent.

Henry Group Ltd' sright to receive 10,000 Kaye Co shares, from the
time Henry Group Ltd starts to have thisright under its arrangement, is
acash settlableright. Thisisbecauseit isaright to receive afinancial
benefit that isreadily convertible into money, and that is subject to a
highly liquid market, that Henry Group Ltd intends to convert into
money by disposing of it. In determining whether thisisa cash
settlable financial arrangement, because Henry Group Ltd intendsto
convert the Kaye Co shares and thisis not part of the ordinary course
of its business, it is not relevant that the precise value of the financial
benefit owed by Kaye Co to Henry Group Ltd, in the form of 10,000
shares, is unknown (paragraph 230-50(2)(f) and subparagraph 230-
50(3)(c)(ii)).

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

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

subparagraph 230-50(3)(c)(i)).
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The ability to settle a non-monetary right and/or obligation with a
monetary item, where the non-monetary item is not part of the expected
purchase sale or usage requirements

2.87 Where a taxpayer has aright to receive, or an obligation to
provide, a non-monetary financial benefit that it is able to settle by the
receipt or provision of a monetary item (in the sense explained in
paragraphs 2.60 to 2.63), the right or obligation will be taken to be cash
settlableif the taxpayer does not have the sole or dominant purpose of
entering into the arrangement to receive or provide the relevant
non-monetary financial benefit as part of its expected purchase, sale or
usage requirements. [Schedule 1, item 1, paragraph 230-50(2)(g)]

2.88 For example, where a non-monetary financial benefit may be
provided in satisfaction of aright under an arrangement, but the taxpayer
is able to instead receive a monetary payment in satisfaction of that right,
and the taxpayer isindifferent as to what it receives, theright will bea
cash settlableright. [Schedule 1, item 1, paragraph 230-50(2)(g)]

Example 2.12: An obligation is not cash settlable merely dueto an
ability to cash settle

On 1 June 2011, Cered Co entersinto aforward contract with

Corn Co-operative to deliver on 20 June 2012, 200 bushels of corn for
$10,000. Under theterms of the forward contract, Cereal Co hasthe
choice of delivering 200 bushels of corn or settling the forward
contract by the payment of an amount of cash (referable to the value of
corn).

Under thisforward contract, Cerea Co therefore has a contingent
obligation to provide a non-monetary financial benefit (200 bushels of
corn) and an alternative contingent obligation to pay an amount of
money.

Cereal Co does not intend to settleits forward contract in cash, nor
does it have the practice of settling similar arrangements other than by
delivering the corn. Cereal Coisnot adeder in rights or obligations
such as those under this forward contract.

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

For the reasons given in Example 2.17, Cereal Co's arrangement is
therefore not a cash settlable financial arrangement.
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Example 2.13: Damages or compensation payments

Commercial Textiles Co entersinto a contract to purchase a new
warehouse. Thisisnot in the ordinary course of its business of
manufacturing. Under the arrangement Commercial Textiles Co hasa
right to receive the warehouse, and a corresponding obligation to pay
the contract pricefor it.

The terms of the agreement al so provide that should the vendor default
on the agreement, it will pay Commercial Textiles Co a cash payment
in full satisfaction of itsrights and obligations under the agreement.
Because of the specific terms, this has the effect that Commercial
Textiles Co'sright to receive the warehouse under the agreement is
ableto, in the appropriate circumstances, be settled by a payment of
money.

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

subsection 230-50(2).

Asexplained in Example 2.17, this has the effect that Commercial
Textile Co’'sarrangement isnot a cash settlable financial arrangement.

2.89 A right or obligation having a value limited by a set amount of
money, or referable to a set amount of money, will not necessarily be a
cash settlable right or obligation.

Example 2.14: Consumer loyalty points and gift certificates

Yvonneisan individua who, dueto the particular financial
arrangements relevant to her business, has e ected to have her gains
and losses from financial arrangements be subject to Division 230
under subsection 230-405(5) (see discussion in paragraphs 2.117
and 2.118).

In addition to her main business transactions, Yvonne is awarded
points as part of a consumer loyalty programme (‘the programme’) of
which sheisamember. Under the terms of the programme, and
subject to certain eigibility requirements and thresholds, sheis entitled
to redeem these points for various products and services, or gift
certificates with a prescribed cash face value, exchangeable by her for

57



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

goods and services. As her points have an economic value, Yvonne
therefore has aright to receive financial benefits under the programme.

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

Yvonne s rights under the programme, and under any gift certificates
acquired, are not cash settlable and, as explained in Example 2.17,
therefore do not congtitute a cash settlable financial arrangement.

Exception to the test for a cash settlable financial arrangement

2.90 An arrangement (as determined under section 230-60) may
consist of both cash settlable and non-cash settlable rights and obligations.
The arrangement will only be a cash settlable financial arrangement at a
time when:

» compared to the cash settlablerights to receive financial
benefits under the arrangement and the cash settlable
obligations to provide financial benefits under the
arrangement:

— any non-cash settlable rights and obligations under the
arrangement areinsignificant, and

— any rightsto receive or obligations to provide something
that is not afinancial benefit areinsignificant; or

» any non-cash settlable rights and obligations under the
arrangement, or rights and obligations to things other than
financial benefits, that are not insignificant when compared
to the cash settlable rights and obligations to financial
benefits, have ceased. In this case, the only subsisting rights
and obligations under the arrangement that are not
insignificant must be cash settlable rights to receive and/or
obligations to provide, financial benefits.

[Schedule 1, item 1, paragraphs 230-50(1)(d)(e) and (f)]
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291 This further demonstrates that whether or not an arrangement is
afinancial arrangement may change over time. At the point in time when
the only rights and obligations remaining under an arrangement are cash
settlable rights and/or obligations to receive or provide financial benefits,
the arrangement will be a cash settlable financial arrangement, which is
comprised of those cash settlable rights and obligations. Note further that
for the purpose of waorking out any gain or loss from the cash settlable
financial arrangement, other financial benefits which play an integral role
in determining whether a gain or loss is made from the financial
arrangement, are also taken to be relevant rights and obligations under that

financial arrangement: see paragraph 2.49. [Schedulel, item 1,
subsection 230-50(1) and section 230-65]

2.92 An arrangement such as this will not be precluded from being a
cash settlable financial arrangement merely because the arrangement also
consists of other rights and abligations that are insignificant when
compared to those cash settlable rights and aobligations comprising the
financial arrangement. However, during any period any other, non-cash
settable, rights or obligations under the arrangement subsist and are not
insignificant when compared to the cash settable rights and/or obligations
to financial benefits under the arrangement, the arrangement will not be a
cash settlablefinancial arrangement. [Schedule 1, item 1,

paragraphs 230-50(1)(d) to (f)]

2.93 Theintent of this exception is to ensure that arrangements that
predominantly relate to transactions that involve one side of the
arrangement being of a monetary nature and the other side being
non-monetary are excluded from the definition of a ‘financial
arrangement’.

Example 2.15: No financial arrangement wherethereisan
outstanding non-monetary benefit

Bill Co entersinto an agreement on 1 July 2006 to sell land to Jim Co
for $100,000. At thetime of the agreement, Bill Co has aright to
receive afinancial benefit of a monetary nature (ie, $100,000)
and an obligation to provide a non-monetary benefit (title to the
land). AsBill Co's obligation to provide the land is not insignificant
when compared to itsright to receive payment from Jim Co, the entire
arrangement will not constitute a financial arrangement.

The arrangement may later become a financial arrangement if, after
delivery of the land, payment to Bill Co remains outstanding. If
payment remains outstanding after the land is delivered, the only
subsisting rights and/or obligations under the arrangement will be

Bill Co's (cash settlable) right to receive payment from Jim Co. Note
further, though, that if payment is due within 12 months of delivery of

59



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

the land, Division 230 will not apply to Bill Co's gains and losses
from this financial arrangement (see paragraphs 2.102 to 2.107).

2.94 What is or is not an insignificant right or obligation to providea
financial benefit of a non-monetary nature is to be determined by the facts
and circumstances of each case, the purpose of the arrangement, the

intention of the parties to the arrangement and the objects of Division 230.

2.95 The effect of this exception to the definition of a‘ cash settlable
financial arrangement’ is that many arrangements for the supply of
property or goods or services will not, be cash settlable financial
arrangements. Most prepayments for property or goods or services (other
than the situations where the property or goods or services are themselves
cash settlable) are excluded. However, asillustrated in Example 2.15, this
exclusion will not extend to periods after the obligation to provide, or
right to receive, property or services has been satisfied, and the cash
settlable amount to be paid or received as consideration remains
outstanding. As such, the definition of a cash settlable financial
arrangement will extend to deferred settlement arrangements where
property or services that the taxpayer had a hon-cash settlable right or
obligation to receive or provide has been delivered, and only the payment
remains outstanding. However, gains and losses from these deferred
settlement arrangements where the relevant property or services are not
money or amoney equivalent, will not be subject to Division 230 unless
payment is deferred in excess of 12 months after receipt or delivery of that
property or services. (This matter is discussed in further detail in
paragraphs 2.102 to 2.107.)

Testing time for the existence of a financial arrangement

2.96 Generally, it will be necessary to classify a set of rights or
obligations as a financial arrangement or a non-financial arrangement at
the time that arrangement comes into existence or commences to be held.

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

2.98 As discussed above, such outcomes can result in an arrangement
not being a cash settlable financial arrangement at a particular time but
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becoming a cash settlable financial arrangement at another time. Asa
result, when an arrangement moves from having some non-cash settlable
rights and/or obligations that are not insignificant (whether or not there
are also cash settlable rights and/or obligations) to effectively having only
cash settlable rights and/or obligations, or vice versa, thereis a need to
re-assess whether the arrangement (even where there is no new agreement
between parties to the arrangement) is a financial arrangement.

Example 2.16: Financial arrangement — deferred payment

Steam Co entersinto an arrangement with Big Co to acquire atrain for
$1 million. Steam Co's obligation to pay for thetrain isacash
settlable obligation to provide afinancial benefit, and itsright to
receive the train from Big Coisnot cash settlable.

Scenario 1. Thetrain isdeivered and payment is made at the same
time.

Under this scenario, thereis no financia arrangement as under the
arrangement thereis, until the time of settlement, a non-insignificant
non-cash settlable right, and after settlement there are no subsisting
rights or obligations under the arrangement.

Scenario 2: Theterms of the agreement are such that thetrain will be
delivered to Steam Coimmediately, but payment will be deferred for
18 months.

Under this Scenario, thereisafinancia arrangement immediately after
deivery of the train (which is a the date of contract) as, at thistime,
the only subsisting rights and obligations under the arrangement are
cash settlable.

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

Under this Scenario, thereisalso afinancial arrangement immediately
after delivery of the train, which in this case is 12 months after the date
of the contract. Until thistime, the arrangement includes a
non-insignificant non-cash settlable right (being theright to receive
delivery of thetrain). After thetimeat which thetrain isdelivered, the
only subsisting rights and/or obligations under the arrangement are
cash settlable (the obligation to pay for thetrain), and thusfrom this
time the arrangement is afinancial arrangement. However, because
the time between ddivery of the train and the date that payment is due
islessthan 12 months, any gains and losses from this financial
arrangement will not be subject to Division 230 (see paragraphs 2.115
t02.118).
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Scenario 4: Under theterms of the arrangement, the train must be
delivered in 12 monthstime and payment isto be made at that time.
However Steam Co and Big Co agree to defer payment for three years
after delivery.

Similarly to above, until delivery of thetrain there isno financial
arrangement, as the arrangement includes a subsisting right that is not
cash settlable, and is not insignificant in relation to the other rights and
obligations under the arrangement (the right to receive thetrain). After
delivery, by agreement, the only rights and/or obligationsthat remain
are those of a monetary nature. At thistime, afinancial arrangement
will comeinto existence. Because the time between délivery of the
train and the date that payment is due is more than 12 months, any
gains and losses from this financial arrangement will be subject to
Division 230.

Example 2.17: Cash settlable financial arrangements under earlier
examples

Continuation of Example 2.1 —Loan and hedge (cash settlable
financial arrangement)

0Oz Co'sloan and cross-currency swap would both be cash settlable
financial arrangements, as from inception both arrangements consist
only of cash settable rights and obligationsto receive or provide
financial benefits.

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

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

If Hamish Co's convertible noteis also an equity interest, it will
satisfy the definition of an ‘equity financial arrangement’ (see
subsection 230-55(1)), and therefore will only be subject to a limited
operation of Division 230 (see paragraphs 2.103 and 2.105 to 2.107 for
further discussion on the limited operation of Division 230 to ‘equity
financial arrangements’).

Continuation of Example 2.3 —CPI index-linked bond (cash settlable
financial arrangement)

Therights and obligations under High Hope Co’ s index-linked bond
(being the right to receive the coupon payments, as adjusted for the
index movement) and the right to receive the face value of the bond on
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maturity) are all cash settlable and so the arrangement is a cash
settlable financial arrangement (section 230-50).

Continuation of Example 2.4 —Two arrangements under the one
contract (only one cash settlable financial arrangement)

In this example, LA Co has an arrangement to purchase an office
building which is paid for two years after delivery, and an arrangement
to purchase office furniture paid for at thetime of delivery.

The office furniture arrangement is not afinancial arrangement at any
timeas, at all times under the arrangement, LA Co's subsisting rights
and obligationsinclude a significant non-cash settlable right to receive
furniture (section 230-50).

The office building arrangement will become afinancial arrangement
after delivery of the office building, asfrom thistime the only rights
and/or obligations subsisting under the arrangement is LA Co's cash
settlable obligation to pay Vendor Co for the building (section 230-50).

Continuation of Example 2.6 —Interest bearing bank account
(cash settlable financial arrangement)

Retailer Pty Ltd'srights and obligations under its current account held
with Bank Ltd consist entirely of itsrights to receive financia benefits
totalling the amount standing to the credit of its account, as explained
in Example 2.6.

Each right to receive a dollar of the balance of the account (the
financial benefit) isa‘cash settable’ right to a financial benefit because
the benefit is money (paragraph 230-50(2)(a)).

Retailer Pty Ltd' srights under its bank account therefore comprise a
cash settlable financial arrangement (section 230-50).

Continuation of Example 2.7 — Option to settle by money equivalent:
satisfaction of a debt by the issue of a bond (cash settlable financial
arrangement)

Qil Co'sloan to Grease Cois a cash settlable financia arrangement
consisting of its contingent obligation to provide Grease Co with
$100,000 and its contingent cash settlable obligation to provide
Grease Co with the bond (section 230-50).

Continuation of Example 2.8 —Value of a monetary item determined
by a non-monetary amount (cash settlable financial arrangement)

Kramer Co's agreement with Diamond Co is a cash settlable financial
arrangement, as fromitsinception all of Kramer Co’s rights and
obligations under this agreement are cash settlable and in respect of
financial benefits (section 230-50).
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Continuation of Example 2.9 — Practice to settle futures contract by
cash payment (cash settlable financial arrangement)

Ore Co's futures contract with the Metals Exchange is a cash settlable
financial arrangement consigting of itsright to receive a set payment
from the Metals Exchange, and its cash settlable obligation to provide
nickel to the Metal’s Exchange. Ore Co hasno rights or obligations
under this arrangement that are not cash settlable (section 230-50).

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

Roo Co's agreement with Kanga Co isto receive natural gasin
exchange for making a payment for the gas. Asexplained in
Example 2.10, no part of Roo Co’ s right to receive natural gasis cash
settlable. Because thisright isnot insignificant when compared to
Roo Co' s other rights and obligations under the arrangement, its
take-or-pay arrangement with Kanga Co is not a cash settlable
financial arrangement (paragraphs 230-50(1)(d)(e) and (f)).

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

Henry Group Ltd’ srights and obligations under itsforward contract
comprise aright to receive 10,000 sharesin Kaye Co, and an
obligation to pay $200,000. For thereasonsgiven in Example 2.11,
Henry Group Ltd' sright to receive 10,000 Kaye Co sharesisacash
settlableright.

Henry Group Ltd’ s arrangement under the forward contract will
therefore be a cash settlable financial arrangement, within the meaning
of section 230-50, comprised by its cash settlableright to receive
10,000 Kaye Co shares and its cash settlable obligation to pay
$200,000. Henry Group Ltd hasnorights or obligations under this
arrangement that are not cash settlable (section 230-50).

If Henry Group Co' s right to receive Kaye Co shares was not cash
settlable, its forward contract would not be a cash settlable financia
arrangement asitsright to receive Kaye Co sharesisnot insignificant
when compared to Henry Group Ltd' s other rights and obligations
under the arrangement (paragraphs 230-50(1)(d)(e) and (f)).

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

Cereal Co'sforward contract with Corn Co-operative isnot a cash
settlable financial arrangement despite having a cash settlable right to
receive $10,000 and an option to settleits obligation to provide corn
with a cash payment (a cash settlable obligation). Cereal Co'sforward
contract is not a cash settlable financial arrangement because
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Cereal Co may also settle its obligation under the contract by providing
corn. Thisalternative obligation, despite being able to be settled in
cash, isnot a cash settlable obligation due to Cereal Co's purpose at
the time of entering into the arrangement as explained in

Example 2.12. Therefore, for the duration of the arrangement, Cered
Co has a non-ing gnificant non-cash settlable obligation to provide 200
bushels of Corn, in addition to its other rights and obligations under the
arrangement which are cash settlable.

Accordingly, as Cereal Co has anon-insignificant non-cash settlable
obligation for the duration of its arrangement, its arrangement with
Corn Co-operativeis not a cash settlable financial arrangement
(section 230-50).

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

Commercial Textile Co'sright to receive the warehouse isnot, for the
reasons given in Example 2.13, a cash settlableright. Because this
non-cash settlable right to receive the warehouse is not insignificant in
comparison to Commercial Textile Co's other rights and obligations
under the arrangement, its warehouse purchase arrangement isnot a
cash settlable financial arrangement within the meaning of

section 230-50.

Continuation of Example 2.14 — Consumer loyalty points and gift
certificates (not a cash settlable financial arrangement)

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

Equity interest is a financial arrangement
Equity interest financial arrangements

2.99 An ‘equity interest’, asdefined inthe ITAA 1997, isalso a
financial arrangement. [Schedule 1, item 1, subsection 230-55(1)]

2100  Anequity interest has the meaning given by Subdivision 974-C
of the I TAA 1997 in the case of a company (contained within

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

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

2101  Once determined under these other provisions of the
ITAA 1997, an equity interest in its entirety will constitute arelevant
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financial arrangement under subsection 230-55(1). [Schedule 1, item 1,
subsection 230-55(1)]

2102  Anequity interest will comprise a financial arrangement under
subsection 230-55(1), even if it comprises an arrangement that failsto
satisfy the definition of a financial arrangement under section 230-50.
Such an arrangement, being an equity interest or part of an equity interest,
will be subject to the limited scope of Division 230 that applies to equity
financial arrangements (see paragraphs 2.106 to 2.107).

Financial arrangements consisting of a right or obligation to an equity
interest

2103  Arright or obligation to receive or provide an equity interest, or a
combination of such rights and/or obligations will also be an equity
financial arrangement, if such aright, obligation or combination does not
already meet the definition of a cash settlable financial arrangement in
section 230-50. [Schedule 1, item 1, subsection 230-55(2)]

2104  Likewise, aright or obligation to receive or provide such a
financial arrangement (or a combination of these rights and/or obligations,
whether or not together with other rights and/or obligations to other equity
interests) will also be afinancial arrangement if it is not already a cash
settlable financial arrangement (or part of a cash settlable financial
arrangement) under section 230-50. [Schedule 1, item 1, paragraph 230-55(2)(b)]

2105  For these types of equity financial arrangements, the financial
arrangement is constituted by the relevant right, obligation or combination
explained above. However, for the purpose of working out any gain or
loss from equity financial arrangements, other financial benefits which
play an integral role in determining whether a gain or loss is made from
the financial arrangement, are also taken to be relevant rights and

obligations under that financial arrangement (see paragraph 2.49).
[Schedule 1, item 1, subsection 230-55(2) and section 230-65]

Limited scope of Divison 230 to equity financial arrangements

2106  Equity financial arrangements as explained above will be
‘financial arrangements’ as defined in Division 230. However, they will
not be subject to all of the provisions of Division 230 that apply to cash
settlablefinancial arrangements.. Asageneral rule, other areas of the
income tax law — such as the capital gains, imputation and general
income provisions — largely provide an adequate basis for recognising
the gains and losses, including dividends, from equity interests.

2.107  Specifically, an equity financial arrangement will not be subject
to:
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e Subdivision 230-B, which contains the accruals and
realisation methods for calculating gains and losses from
financial arrangements [Schedule 1, item 1, paragraph 230-45(2)(€)]
and Schedule 1, item 1, paragraph 230-5(2)(b);

» aforeign exchangeretranslation election in
Subdivision 230-D [Schedule 1, item 1, subsection 230-230(1)]; Of

» ahedging financial arrangement electionin
Subdivision 230-E, except to the extent it isaforeign
currency hedge issued by the taxpayer (as explained in
Chapter 8) [Schedule 1, item 1, subsection 230-285(1) and Schedule 1,
item 1, subsection 230-260(6)].

2.108  Inaddition, an equity financial arrangement will only be subject
to afair value election under Subdivision 230-C (where the taxpayer has
made such an eection) and/or the election to rely on financial reportsin
Subdivision 230-F (where the taxpayer has made such an election) and /
or in very limited circumstances the hedging financial arrangement
election under Subdivision 230-E (where the taxpayer has made such an
election) if:

» thetaxpayer isrequired by the accounting standards (or
comparable foreign standards) to classify or designate the
equity financial arrangement as at fair value through profit or
loss; and

« wherethefinancial arrangement is an equity interest, the
taxpayer is not the issuer of that interest (except where the
equity financial arrangement is aforeign currency hedge
under subsection 230-260(6) [Schedule 1, item 1, paragraph
230-185(1)(c), subsection 230-190(1), paragraph 230-360(1)(d) and
subsection 230-365(1)]

2109  Finaly, an equity financial arrangement will only be subject to
the balancing adjustment in Subdivision 230-G if it is otherwise subject to
either the fair value election or the election to rely on financial reports, as
explained above. [Schedule 1, item 1, subsection 230-390(1)]

2110 Thefair value election and the election to rely on financial
reports are explained in more detail in Chapters 6 and 9.

Additional operation of Division 230

2111 Theapplication of Subdivision 230-J extends the operation of
Division 230 to arrangements that would not otherwise satisfy the
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definition of afinancial arrangement. The extended operation of
Division 230 applies to:

» foreign currency [Schedule 1, item 1, subsection 230-445(1)];

* non-equity sharesin companies [Schedule 1, item 1,
subsection 230-445(2)];

» certain commodities held by traders for the purposes of
dealing, and fair valued through prafit or loss for accounting
purposes [Schedule 1, item 1, subsection 230-445(3)]; and

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

as though these assets were a right that constituted a financial arrangement
or, with respect to offsetting commodity contracts, the contracts were a
financial arrangement..

2112  The extended operation of the Division to these assets and
offsetting contractsis directed at ensuring that these arrangements are not
inappropriatey excluded from the scope of Division 230. While they may
not be cash settable financial arrangements, they share some of the
characteristics of such arrangements, for example because of their money-
like nature of the way they are dealt with by the parties to the
arrangement.

2113  These specific inclusion provisions operate to treat:

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

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

» acommodity asif the commodity were aright that comprised
afinancial arrangement where all of the following are
satisfied [Schedule 1, item 1, subsection 230-445(3)]:
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— itisheld by ataxpayer who trades or dealsin that
commodity, and who holds the relevant commaodity for
the purposes of dealing in the commodity;

— that taxpayer also trades or deals in financial
arrangements whose value changes in response to the
price or value of that commaodity;

— thetaxpayer has made a fair value dection (see Chapter 6)
or an eection to rely on financial reports (see Chapter 9);
and

— the commodity is an asset that the taxpayer is required to
designate or classify as at fair value through profit or loss
initsfinancial reports, in accordance with the Australian
Accounting Standards (or comparable foreign accounting
standards if the Australian standards do not apply).

2114  Division 230 also applies to a contract to which a taxpayer isa
party asif the contract where a financial arrangement if:

the taxpayer has aright to receive or an obligation to provide
a commaodity under the contract; and

the taxpayer has a practice of dealing in the commodity using
offsetting contracts of that nature;

the taxpayer does not have as their sole or dominant reason
for entering into the contract, the purpose of receiving or
delivery the commoadity as part of the taxpayer’s expected
purchase, sale or usage requirements,

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

the contract is an asset or liability that the taxpayer is
required by accounting standards or comparable foreign
accounting standards to classify or designate in their financial
reports as at fair value through profit or loss [Schedule 1, item 1,
subsection 230-445(4)].

Specific disaggregation provisions

2115 Onceafinancial arrangement has been determined, there are
specific disaggregation provisions in Division 230 that apply in particular
circumstances, which may operate to split the financial arrangement into
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two financial arrangements. An example of this is where an entity elects
fair value tax treatment and has hybrid financial arrangements in respect
of which the host and derivative components have dissimilar economic

characteristics and risks (see Chapter 6 for further details). [Schedule 1,
item 1, section 230-200]

Exceptions for certain financial arrangements

2116  Division 230 will not apply to the gains and |osses of a number
of other financial arrangements. While these financial arrangements meet
the essential characteristics of the definition of a financial arrangement,
there are administrative, compliance or other policy reasons for effectively
excluding them from Division 230.

Short-term arrangements where non-monetary amounts are involved

2117  Division 230 will not apply to gains and losses arising from
certain short-term financial arrangements. A key feature of financing is
where one party to an arrangement performs its part in advance of another
party. However, where the delay in performance isrelatively short it
could be said that the financing component is usually subservient to the
purpose of providing goods or services. For compliance and
administrative reasons, Division 230 will not apply to the gains and | osses
that arise from financial arrangements which satisfy all of the items listed
below.

Financial arrangement consideration for property or services

2118 Thefinancial benefits the taxpayer isto provide (or receive)
under the financial arrangement are consideration for property (including
goods) or services:

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

 that isnot money or amoney equivalent (see
paragraph 2.69).
[Schedule 1, item 1, paragraph 230-400(b)]

No more than 12 months delay in payment

2119  Theperiod from the time the taxpayer acquired (or provided) the
property or services (or asubstantial proportion of them), until thetime
the taxpayer isto provide (or receive) the consideration (or a substantial
proportion of it), is hot more than 12 months. [Schedule 1, item 1,

paragraph 230-400(c)]
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The arrangement is a cash settlable financial arrangement

2120 Thearrangement is a cash settlable financial arrangement, as

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

The arrangement is not a derivative financial arrangement

2121 Thefinancial arrangement is not a derivative financial
arrangement for any income year [Schedule 1, item 1, paragraph 230-400(d)].
Derivative financial arrangements are arrangements that:

» changeinvaluein responseto a change in a specified
variable or variables; and

* requirelittle or no net investment, in that the net investment
is smaller than that required for other types of financial
arrangements, besides other derivative financial
arrangements, that would be expected to have similar results
to changes in market factors (see Chapter 8).

[Schedule 1, item 1, subsection 230-305(1)]

The fair value election does not apply

2122  Thefair value election does not apply to the financial
arrangement [Schedule 1, item 1, paragraph 230-400(¢)]. For a discussion of the
fair value election, see Chapter 6.

Example 2.18: Short-term trade credits

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

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

However, the period between delivery of the widgets and the time for
payment is not more than 12 months. Asthe contracts are not subject
to afair value e ection under section 230-180, the gains or losses
arising from these financial arrangementswill be disregarded for
Division 230 purposes (pursuant to section 230-400).
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Example 2.19: Continuation of Example 2.11 — forwar d contr act
over shares

In Example 2.11, Henry Group Ltd entered into aforward contract
under which it will acquire 10,000 Kaye Co shares in 18 months

for consideration of $200,000. As explained in Example 2.17,
Henry Group Ltd's arrangement under the forward contract is a cash
settlable financial arrangement.

On settlement of this contract, Henry Group Ltd receives property
(Kaye Co shares) and is obliged to make payment immediately
(ie, thereisno delay, so that the period between acquisition of the
property, and thetime Kaye Co is to provide the $200,000
consideration, isnot more than 12 months).

Notwithgtanding that Henry Group Ltd’ sright to receive the sharesisa
cash settlableright (as explained in Example 2.11), the shares are not
money or a money equivalent as defined (see paragraph 2.69).

Accordingly, assuming Henry Group Ltd hasnot made a fair value
election that could apply to thisarrangement, it will be subject to the
exception for short-term arrangements where non-monetary amounts
areinvolved, unlessit is a derivative financial arrangement

(section 230-400).

Henry Group Ltd' sfinancia arrangement isitsrights and obligations
under the forward contract, which isaforward purchase of shares. The
value of thisarrangement changes over timein response to changesin
the value of Kaye Co shares. Henry Group Ltd would have either paid
a premium of an amount less than the value of 10,000 Kaye Co shares
at that time, or received a premium of less than this amount, or paid or
received nothing at the time of entering into the forward contract. This
will be considerably less than the amount Henry Group Ltd would
have otherwise had to pay at the time of entry into the forward contract
wereit to have purchased those shares at that time. Further, the shares
would be expected to have similar responses to changes in market
factors asthe forward contract.

Henry Group Ltd' s financial arrangement constituted by its cash
settlable rights and obligations under the forward contract istherefore a
derivative financial arrangement, and not subject to this exception for
short-term arrangements where non-monetary amounts are involved
(paragraph 230-400(d) and subsection 230-305(1)).

2123  Where an arrangement otherwise satisfies the requirements for
the exception for short-term arrangements where non-monetary amounts
are involved, but the deferral of payment from the time the property or
servicesisreceived or provided is more than 12 months, Division 230 will
apply to thefinancial arrangement constituted by the ‘deferred settlement’
or trade credit arrangement. (See Chapters 3 and 11 for an explanation of
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how Division 230 interacts with the other provisions of the ITAA 1997 or
the ITAA 1936 that may apply to the relevant property or services in these
Cases). [Schedule 1, item 1, section 230-440]

I ndividuals and those businesses that satisfy the turnover tests where
thereis no significant deferral

2124  For compliance cost reasons, gains and losses from financial
arrangements of individuals and those businesses that satisfy the relevant
turnover test will not be subject to Division 230, except to the extent that:

 thefinancial arrangement is a qualifying security with a
remaining term of more than 12 months at the time the
taxpayer started to have it [Schedule 1, item 1, paragraph 230-
405(1)(b)]; or

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

2125 Tohavegains and losses from financial arrangements subject to
this exception, the taxpayer must be :

e anindividual;

» an authorised deposit-taking institution, securitisation vehicle
or entity which is required to register under the Financial
Sector (Collection of Data) Act 2001, (or would be required
to so register if the entity were a corporation) with an
aggregated turnover of less than $20 million; or

e another entity with an aggregated turnover of less than
$100 million.

[Schedule 1, item 1, paragraph 230-405(1)(a) and subsections 230-405(2) and
230-405(3)]

2126  ‘Aggregated turnover’ is defined in section 328-115 of the
ITAA 1997, and for the purpose of this Division 230 test it carries the
same meaning. In summary, an entity’s aggregated turnover for an
income year is the sum of the rdevant annual turnovers (adjusted in
particular circumstances) of the entity, its connected entities and affiliates.
Amongst other things, this definition ensures that where an entity does not
carry on its business for an entire income year, its aggregated turnover is
worked out using a reasonabl e estimate of what it would beif that entity
carried on business for the whole of the relevant income year.
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2127  For the purpose of this exception, the timing of the relevant
turnover test is specified, and may vary for different entities. An entity
determines whether or not it meets this turnover test for a particular
income year (the relevant income year) for the purpose of this exception
based on:

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

» wherethe entity only cameinto existence during the
particular income year, its turnover as worked out at the end
of that rdevant income year [Schedule 1, item 1,
subparagraphs 230-405(2)(b)(i) and (3)(b)(i)].

2128 Thegains and losses from the financial arrangements of these
taxpayers (individuals, and entities falling below the relevant turnover
threshold) will not be subject to Division 230, except in the situations set
out below. [Schedule1, item 1, subsections 230-405(1) and (4)]

2129  Wherean entity that is below the relevant threshold, in the
income year it starts to have the financial arrangement, meets the relevant
threshold in alater year, the Division will not apply to the gains or losses
from that financial arrangement (unless the entity has made an irrevocable
election to apply the Division to all its financial arrangementsin or before
theincome year it started to have the financial arrangement (see
paragraphs 2.132-2.133)). Similarly, where an entity that meets the
relevant threshold in the income year it starts to have the financial
arrangement and falls below the threshold in a later income year, the
Division will continue to apply to the gains or losses from the financial
arrangement in that later year (assuming that it still has the arrangement)
[Schedule 1, item 1, subsections 230-405(1)].

Qualifying securities of more than 12 months

2130 Gains and losses from a financial arrangement of an individual
or entity falling below the relevant turnover threshold may still be subject
to Division 230 where that arrangement is a ‘qualifying security’ within
the meaning of Division 16E of Part |11 of the ITAA 1936. [Schedulel,
item 1, paragraph 230-405(1)(b), definition of ‘ qualifying security’ in

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

2131 Broadly, a‘qualifying security’ is a security which, at thetime
of issue, is reasonably likely to result in the sum of the payments
(excluding periodic interest as defined in subsection 159GP(6) of the
ITAA 1936) exceeding the statutorily established formulain

subsection 159GP(1) of the ITAA 1936.
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2132  Whereanindividua or entity falling below the relevant turnover
threshold starts to have a qualifying security, and it is otherwise a
financial arrangement that would be subject to Division 230, its gains and
losses will not be excluded from the Division under section 230-405,
where that security has more than 12 months remaining of its term at the
time when the taxpayer starts to have the qualifying security. That is,
these qualifying securities will have gains and |osses on them subject to
Division 230. [Schedule 1, item 1, paragraph 230-405(1)(b)]

Irrevocable election to have Division 230 apply to all financial assets and
liabilities

2133  Thosetaxpayersreferred to in paragraph 2.110 may make an
election to have Division 230 apply to all their gains and |osses from their
financial arrangements. The election once made is irrevocable and applies
to all financial arrangements a taxpayer acquires, or otherwise startsto
have (such as afinancial arrangement the taxpayer creates), in theincome
year in which the éection is made and for subsequent income years.
[Schedule 1, item 1, subsections 230-405(4) and (5)]

2134  Anindividual or entity falling below the relevant turnover
threshold who makes this e ection will have the gains and losses from all
of thefinancial arrangements it startsto have in or after the income year in
which the election is made, not just its rdevant qualifying securities,
subject to Division 230, unless those arrangements are otherwise subject
to another exception (such as those discussed below).

Exceptions for various rights and/or obligations

2.135  Division 230 does not apply to a taxpayer’s gains and |osses
from a financial arrangement for an income year to the extent that the
rights and/or obligations under that arrangement are subject to any of the
following exceptions.

Leasing or property arrangement

2136 Most leasing arrangements will not be cash settlable financial
arrangements, as under the arrangement the taxpayer will have not
insignificant non-cash settlable rights or obligations (the lesse€ s right to
use the rdevant thing being leased, and the lessor’ s obligation to allow,
and be deprived of, such use). However, to the extent that particular
leasing arrangements do satisfy the definition of a financial arrangement,
theleasing or property exception will apply to aright or obligation arising
under:

» aluxury car lease under Division 42A of Schedule 2E to the
ITAA 1936 [Schedule 1, item 1, paragraph 230-410(2)(a)];
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» saleand loan arrangements to which Division 240 of the
ITAA 1997 applies [Schedule 1, item 1, paragraph 230-410(2)(b)];

e an arrangement dealing with assets put to tax preferred useto
which Division 250 of the ITAA 1997 applies [Schedule 1, item
1, paragraph 230-410(2)(ba)]; Or

e an arrangement that:
— isalicenceto use or

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

goods or apersonal chattel (other than money or a money
equivalent — see paragraph 2.69), real property, or
intellectual property [Schedule 1, item 1, paragraphs 230-410(2)(c)
and (d)].

2137  Aluxury car lease within the meaning of Division 42A of
Schedule 2E to the ITAA 1936 excludes hire purchase agreements and
short-term hiring arrangements. The leases that are subject to this
Division aretreated as a hotional sale (generally for the cost of the
vehicle) and aloan transaction. The Division contains specific rules to
determine the finance charge under this notional loan, and how the
notional loan is to be treated for tax purposes. Division 230 will not
disturb the tax treatment of arrangements subject to Division 42A of
Schedule 2E to the ITAA 1936.

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

2139  Thethird category under this exclusion broadly covers licences
and leases over goods (other than money or a money equivalent), real
property, and intellectual property.

2140  Goods, personal chattels, real and intellectual property take their
ordinary meaning, and so in a broad sense cover personal property (other
than money or amoney equivalent), land, and interestsin land and rights
in respect of creative and intdlectual effort including copyright, registered
designs, patents and trademarks.
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Interest in a partnership or trust

2141  Arright carried by an interest in a partnership or trust (or a
corresponding obligation) will be subject to an exception if thereis only
one class of interest in the partnership or trust, or the interest is an equity
interest in the partnership or trust, or the right or obligation relating to a
trust is managed by a funds manager, custodian or *responsible entity of a
registered scheme [Schedule 1, item 1, subsections 230-410(3)]. As mentioned
in paragraph 2.99, the reference to an equity interest in the context of a
partnership or trust takes its meaning from section 820-930 of the ITAA
1997.

2142  What is meant by the reference to a funds manager and a
custodian takes on its ordinary commercial meaning. A responsible entity
of aregistered scheme draws its meaning from the Corporations Law. It
is the company named in the Australian Securities and Investments
Commission’s record of the scheme' s registration as the responsible entity
or temporary responsible entity of a managed investment scheme
registered under section 601EB of the Corporations Act 2001. Ina
general sense, a managed investment scheme as defined under the
Corporations Act 2001 covers (subject to certain exceptions) a scheme
where the contribution made by members to acquire interestsin the
scheme are pooled and used to produce benefits for members, where the
members do hot have day-to-day control of the operation of the scheme
(see section 9 of the Corporations Act 2001).

2143  The exception for multi-class trusts that are managed by a funds
manager or custodian promotes competitive neutrality, avoiding the
unnecessary creation of multiple single class trusts that are managed by
the same funds manager, custodian or responsible entity. [Schedule 1, item 1,
paragraph 230-410(3)(c)]

2144  Wherearight carried by such an interest in a partnership or trust
as explained above (or a corresponding obligation) is aright (or
obligation) under afinancial arrangement that is subject to ether afair
value election or an election to rely on financial reports, this exception for
certain interests in a partnership or trust will not apply to that right (or
obligation). [Schedule 1, item 1, subsection 230-410(4)]

Certain insurance policies

2.145  Arright or abligation under alife insurance policy or ageneral

insurance policy is subject to an exception from Division 230. [Schedule 1,
item 1, subsections 230-410(5) and (6)]

2146  The exception for certain insurance policies applies to both the
issuer and the holder of an insurance policy. Accordingly, the exception
can apply to alife insurance company, a general insurance company,
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certain life insurance policyholders and certain general insurance
policyholders.

2147  Subject to certain exclusions applying to holders of policies, the
exceptions ensure that Division 230 does not apply to rights and
obligations under life insurance policies and general insurance policies.
Theserights and obligations may also be taken into account under the
insurance taxation rules in Division 320 of the ITAA 1997, Division 321
of Schedule 2Jto the ITAA 1936 and Division 15 of Part I11 of the

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

2.148  The exception does not extend to investments (other than
investments by way of a policy covered by the exceptions) that support
the policy liabilities of the insurance company from the operation of
Division 230 of the ITAA 1997.

Exception for lifeinsurance policies

2.149  Arright or abligation under alife insurance policy is subject to
an exception. This exception ensures that Division 230 does not apply to
rights and obligations under those life insurance policies that are subject

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

2150  The exception does not apply to alifeinsurance policy if the
policy is an annuity that is a qualifying security and the entity is not alife
insurance company (as defined by the ITAA 1997) that is the insurer.
Therefore, the holder of such a security would not be eligiblefor the
exception.

2151  However, from the holder’ s perspective, the exception will
apply in respect of an annuity if it is an ‘ineligible annuity’ within the
meaning of Division 16E of Part |1l of the ITAA 1936 (as these annuities
are not qualifying securities).

2152 Alifeinsurance policy is defined in subsection 995-1(1) of the
ITAA 1997 to have the meaning given to the expression ‘life policy’ in
the Life Insurance Act 1995, but includes:

» acontract made in the course of carrying on business that is
life insurance business because of a declaration in force
under section 12A or 12B of the Life Insurance Act 1995;
and
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» asinking fund policy within the meaning of the Life
Insurance Act 1995.

Example 2.20: A lifeinsurance policy that is subject to exception

Biancaisan individual who has elected under subsection 230-405(5) to
have all of her gains and losses from financial arrangementsthat are
not otherwise excepted, subject to Division 230. She holdsan
endowment life insurance policy issued to her by alife insurance
company in her own right. Asaresult of the application of

subsection 230-410(5), Division 230 will not apply to any gain or loss
that Bianca makes under the palicy.

Exception for general insurance policies

2.153  Arright or abligation under a general insurance policy is subject
to an exception, except wherethe palicy is a derivative financial
arrangement and the taxpayer is not a general insurance company as
defined by the ITAA 1997. [Schedule 1, item 1, subsection 230-410(6)]

2154  This exception ensures that Division 230 does not apply to rights
and obligations under those general insurance policies that are subject to
taxation under Division 321 of Schedule 2Jto the ITAA 1936.

2155 A general insurance policy is defined in subsection 995-1(1) of
the ITAA 1997 to mean a policy of insurancethat is not alife insurance
policy or an annuity instrument. Theterm ‘policy of insurance is not
defined and therefore takes its ordinary meaning. It may include a policy
of reinsurance. Examples of general insurance policies includefire, theft,
injury, accidental damage, negligence, storm and professional indemnity
insurance.

2156  Theactivities of agenera insurance company can be split into
underwriting and investment activities. As previously stated, investment
activities involving financial arrangements will generally be subject to
Division 230. The underwriting activities of a general insurance company
(to the extent that they would otherwise be subject to Division 230) will
usually bethe subject of this exception and would therefore be excluded
from the operation of Division 230.

Certain workers' compensation arrangements

2.157  Arright or obligation in relation to an outstanding claims liability
for certain workers' compensation liabilities is subject to an exception.
This exception ensures that Division 230 does not apply to rights

or obligations arising under these workers' compensation liabilities that
are subject to the taxation treatment set out under Division 323 of
Schedule 2Jto the ITAA 1936. [Schedule 1, item 1, subsection 230-410(7)]
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2.158 Division 323 of Schedule 2Jto the ITAA 1936 specifies the
taxation treatment of outstanding claims liabilities for workers
compensation liabilities of companies that are not required by law to
insure, and do not insure, against liability for such claims (‘ self insurers’).

Certain guarantees and indemnities

2159  Arright or obligation under a guarantee or indemnity will be
subject to an exception unless:

» thefinancial arrangement is the subject of afair value
election, or an dectionto rely on financial reports (see
Chapters 6 and 9) [Schedule 1, item 1, paragraph 230-410(8)(a)];

 thefinancial arrangement is a derivative financial
arrangement (see paragraph 2.106 and Chapter 8) for any
income year [Schedule 1, item 1, paragraph 230-410(8)(b)]; Or

» theactual guarantee or indemnity is itself given in relation to
another financial arrangement [Schedule 1, item 1,
paragraph 230-410(8)(c)].

2160 What is meant by a ‘guarantee’ or an ‘indemnity’ takes on its
ordinary meaning to include a promise to answer for the debt or default of
another, or to make good a loss suffered through a third party.

Example 2.21: Cash settlable guar antee

On 1 September 2010 Gez Co entersinto an arrangement to acquire a
fleet of carsfor useinits business. Both delivery of the vehicles and
payment occurs on 1 October 2008. Under the arrangement, from the
date of delivery, Gez Co continuesto have a subsisting right to be
indemnified against the cost of repairing a specified range of potential
faults that may arise in the vehicles, for a period of three years.

Gez Coisan entity with arelevant aggregated turnover in excess of
$100 million, that has not made any elections under Division 230.

As the contingent right to receive a payment under thisindemnity
clause in the arrangement is a cash-settlabl e right under

paragraph 230-50(2)(a), and it is the only subsisting right or obligation
Gez Co has under its fleet purchase arrangement, from the time of
delivery of the fleet cars, Gez Co has a cash settlable financial
arrangement.

However, the only right under Gez Co's arrangement is aright under
an indemnity, that is not a derivative financial arrangement and that is
not subject to arelevant eection under Division 230. Further, it isnot
an indemnity in relation to afinancial arrangement (as the obligation of

80



Definition of ‘financial arrangement’

Gez Co to pay the cost of repairing the potential faultsit isbeing
indemnified for, does not itself arise under afinancia arrangement).

As such, any gains or losses Gez Co makes from its financial
arrangement congtituted by its rights under the indemnity will not be
subject to Division 230.

2161  Anexample of wherethis exception would not apply is wherea
guaranteeis provided in respect of aloan agreement. Astheloan
agreement isitself afinancial arrangement, the guarantee would be
subject to Division 230. [Schedule 1, item 1, paragraph 230-410(8)(c)]

Personal arrangements and personal injury

2162  Certain personal arrangements and arrangements in respect of
personal injuries will not have their gains and | osses subject to
Division 230. Specifically, rights and obligations under a financial
arrangement are the subject of an exception in the following
circumstances.

Personal services

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

Deceased estates

2.164  Arright, or an obligation, that arises from the administration of a
deceased estate is the subject of an exception [Schedule 1, item 1,

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

Gifts under deed

2.165 A right to receive, or an obligation to provide, a gift under a
deed, is the subject of an exception. [Schedulel,item 1,
paragraph 230-410(9)(c)]

M aintenance amounts

2.166 A right to receive, or an obligation to provide, afinancial benefit
by way of maintenance:

» toanindividual who is a spouse or former spouse of the
person liableto provide the financial benefit;
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* to, or for the benefit of, an individual who is achild (or who
was a child), of the person liable to provide the financial
benefit; or

* to, or for the benefit of, an individual who is achild (or who
was a child) of a spouse or former spouse of the person liable
to provide the financial benefit,

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

2.167 Inthis context, maintenance refers to afinancial benefit paid to,
or for therdevant individual, to assist in that individual’s support. A right
to receive or an obligation to provide a financial benefit by way of

mai ntenance may include periodic payments, lump sum payments, and/or
atransfer of property.

Personal injury

2.168 A right to receive, or an obligation to provide, afinancial benefit
in relation to personal injury to an individual is the subject of an exception
[Schedule 1, item 1, paragraph 230-410(9)(e)]. Personal injury includes any
injury or disease sustained to an individual’s person.

2169 Where ataxpayer has aright to receive, or an obligation to
provide, afinancial benefit in relation to personal injury of anindividual,
the exception will apply even if:

» thepersond injury isintheform of awrong to theindividual
or anillness of the individual; and/or

* the person to whom the financial benefit is provided is not
the individual who was injured.

[Schedule 1, item 1, subsection 230-410(10)]

Injury to reputation

2.170  Arright to receive, or an obligation to provide, afinancial benefit
inrelation to an injury to an individual’ s reputation is the subject of an
exception [Schedule 1, item 1, paragraph 230-410(9)(f)]. Such rights or
obligations may arise, for example, from defamation actions.

Superannuation and pension income

2171  Arright to receive, or an obligation to provide, financial benefits
will be subject to an exception if that right or obligation arises froma
person’s membership of a superannuation or pension scheme. This may
include the right of a dependant of a member to receive financial benefits
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(or the corresponding obligation to provide financial benefits to that
dependant). It may also include theright or obligation arising from an
interest in a complying or non-complying superannuation fund, a pooled
superannuation trust or an approved deposit fund. [Schedule 1, item 1,
subsection 230-410(11)]

2172  Thisexception ensures that Division 230 does not apply to rights
and obligations that arise under certain superannuation or pension
schemes and that where relevant the primacy of other provisions (such as
those contained in Division 295 of the ITAA 1997) in respect of those
rights and obligations are preserved.

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

2.173  Division 230 does not apply to gains and losses from a financial
arrangement for any income year to the extent that the rights and/or
obligations under the arrangement arise under aninterest in aforeign
investment fund or an interest in a foreign life assurance policy (both as
defined in Part XI of the ITAA 1936). [Schedule 1, item 1,

subsection 230-410(12)]

2174  Aninterest in aforeign investment fund includes an interest in a
foreign company or foreign trust. An interest in aforeign company
includes an interest in a company that is a controlled foreign company.
Therefore, the exception covers not only aninterest in a foreign company
towhich Part XI of the ITAA 1936 applies, but also includes an interest in
aforeign company to which the controlled foreign company rulesin

Part X of the ITAA 1936 applies.

2175 Theserelevant interestsin foreign investment funds and
controlled foreign companies are in a broad sense akin to equity interests.
As set out in paragraphs 2.98 to 2.101, Division 230 only has alimited
operation in respect of financial arrangements that are equity interests.
This exception for relevant interests in foreign investment funds and
controlled foreign companies ensures that they are not given an
inappropriate treatment under Division 230.

Proceeds from certain business sales

2176  Aright to receive, or an obligation to provide, financial benefits
arising from the direct or indirect sale of business, including those rights
or obligations arising from the sale of sharesin a company (or interestsin
atrust) that operates the business, may be the subject of an exception.
Theserights and obligations will only be the subject of this exception
where the amounts or the values of the financial benefits to be received or
provided are contingent on the economic performance of the business
after thesale. [Schedule 1, item 1, subsection 230-410(13)]
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2177  Thisexception applies to exclude arrangements commonly
known as ‘earn-outs'.

2.178  For the purposes of Division 230, aright to receive one or more
financial benefitsis treated as being two separate rights (see Chapter 3)
[Schedule 1, item 1, subsection 230-60(1)]. This means that if an earn-out
arrangement includes aright to receive a fixed amount, plus aright to
receive an amount that is contingent on the economic performance of a
business that has been sold, the latter right will itself be subject to this
exception. Division 230 can continue to apply to the arrangement to the
extent that any rights or obligations (including theright to receive a fixed
amount) are not subject to this (or any other) exception.

Infrastructure borrowings

2.179  Division 16L of the ITAA 1936 broadly provides tax
concessions for infrastructure borrowings in respect of which a certificate
has been issued by the Development Allowance Authority. Whilst no new
certificates have been issued in the last 10 years, existing arrangements in
respect of previously issued certificates can be traded or novated, so can
start to become new arrangements in the hands of different taxpayers.

2180 Generally speaking, one of the outcomes of Division 16L of the
ITAA 1936 isthat interest derived from infrastructure borrowingsiis tax
exempt, whilst any interest incurred by an investor on funds borrowed for
the purpose of investing in infrastructure borrowings may be deductible as
if the interest derived from infrastructure borrowings were not exempt.

2181  Often arrangements under which an investor may borrow to
invest in infrastructure borrowings are packaged together with the
infrastructure bond itself, such that under Division 230 it may be
considered to be the one arrangement.  Such an arrangement may (due to
certainty of cash flows) have an overall gain for the purposes of
Subdivision 230-B (the accrual rules). However, this gain (which should
essentially be exempt) may have been calculated by taking into account
outgoings that would otherwise be deductible.

2182 AsDivision 16L of the ITAA 1936 has ceased to have effect for
any new infrastructure arrangements, its treatment of infrastructure
borrowings only continues to have residual application. It nevertheless
continues to have application to relevant arrangements which are excluded
from Division 230.

2183 Notealso that Division 16E of the ITAA 1936 is only excluded
from applying during the first 15 years of an infrastructure borrowing.
After thistimeit may start to have application. Division 16E will
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continue to apply to those arrangements that are subject to Division 16L,
as appropriate. [Schedule 1, item 1, subsection 230-410(14)]

Farm management deposits

2184  Arright to receive, or obligation to provide, financial benefits
arising under a farm management deposit (within the meaning of
Schedule 2G to the ITAA 1936) is the subject of an exception, provided
theright or obligation is held by the owner of the farm management
deposit. This exception therefore does not apply to a financial institution
with whom the farm management deposit is held. [Schedule 1, item 1,
subsection 230-410(15)]

2185  Broadly speaking, a farm management deposit is an account
held with a financial institution which enables the relevant primary
producer owner to deduct amounts depaosited into such an account in the
year of deposit, while requiring that amounts when repaid beincluded in
assessable income. In this way, farm management deposits are tax-linked,
financial risk management tools, designed to allow primary producers to
set aside income from profitable years for subsequent * draw-down’ in
low-income years.

2186 Itisnot intended that Division 230 disturb the tax treatment of
farm management deposits, which is the reason for this exception.

Rights and obligations to which section 121EK applies

2.187  Incertain circumstances, the owner of an offshore banking unit
will be deemed to have received a payment in the nature of interest. The
deemed interest is assessableincome in the hands of the owner of the
offshore banking unit. An exception has been included in Division 230 so
that aright or obligation that gives rise to a deemed interest payment is
not a financial arrangement to which Division 230 applies. [Schedule 1,
item 1, subsection 230-410(16)]

Forestry managed investment schemes

2.188  Division 394 of the ITAA 1997 broadly provides that initial
investorsin forestry managed investment schemes (forestry schemes) will
receive a tax deduction equal to 100 per cent of their contributions and
subsequent investors will receive a tax deduction for their ongoing
contributions to forestry schemes, provided that at least 70 per cent of the
scheme manager’ s expenditure under the scheme is expenditure
attributable to establishing, tending and felling trees for harvesting (direct
forestry expenditure).

2189  Subsection 394-15(3) of the ITAA 1997 defines aforestry
interest in a forestry managed investment scheme to be aright to benefits
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produced by the scheme (whether theright is actual, prospective or
contingent and whether it is enforceable or not). A right to receive, or
obligation to provide, financial benefits arising under aforestry interest in
a forestry managed investment scheme would ordinarily be a financial
arrangement as it constitutes a cash settlable right to receive, or obligation
to provide, such benefits. An exception from Division 230 has been
inserted for situations where the investor can claim deductions under
section 394-10. [Schedule 1, item 1, subsection 230-410(17)]

Regulation-making power for exceptions

2190  Subsection 230-410(18) contains a regulation-making power to
enabl e regulations to be made that specify aright or obligation as being
the subject of an exception. [Schedule 1, item 1, subsection 230-410(18)]

Ceasing to hold financial arrangementsin certain circumstances

2191  Section 230-415 broadly operates to prevent losses from being
allowed as revenue losses under Division 230 as a result of the disposal
(including partial disposal) or redemption (including partial redemption)
of afinancial arrangement, where it can be objectively concluded that a
reason for the disposal or redemption was an apprehension or belief that
the issuer, or other parties to the arrangement, would likely be unable or
unwilling to discharge their obligations to make payments under the
financial arrangement.

2192  Section 230-415 appliesif:

» ataxpayer ceases to have afinancial arrangement (or part of
afinancial arrangement); and

» thetaxpayer makes aloss, in the context of Division 230 (see
Chapter 3) from ceasing to have the financial arrangement
(or relevant part); and

 if thefinancial arrangement is a marketable security within
the meaning of section 70B of the ITAA 1936:

— thetaxpayer did not acquire the marketable security in the
ordinary course of trading on a securities market and at
the time of acquisition the taxpayer did not have the
ability to acquire an identical financial arrangement in the
ordinary course of trading on a securities market; and

— thetaxpayer did not dispose of the marketable security
arrangement in the course of trading on a securities
market; and
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» it would be concluded that the taxpayer ceased to have the
financial arrangement (whether a marketable security or not)
wholly or partly because there was an apprehension or belief
that the other party or other parties to the financial
arrangement were, or would belikely to be, unable or
unwilling to discharge all their liabilities to pay amounts
under the financial arrangement.

[Schedule 1, item 1, subsection 230-415(1)]

2193  Subsection 70B(7) of the ITAA 1936 defines a marketable
security as atraditional security (within the meaning of

subsection 26BB(2) of the ITAA 1936) that is either a stock, bond,
debenture, certificate of entitlement, bill of exchange, promissory note or
other security.

2194  Indetermining whether the taxpayer has ceased to have a
financial arrangement because there was an apprehension or belief that the
other party would be unable or unwilling to discloseits liabilities, regard
is to be had to:

» thefinancial position of the other party or parties to the
arrangement;

» the perceptions of thefinancial position of the other party or
parties; and

e other rdevant matters.
[Schedule 1, item 1, subsection 230-415(3)]

2195  Where section 230-415 applies to a financial arrangement, a
deduction is not alowable under Division 230 in respect of the amount of
thelossthat is aloss of capital or of a capital nature. However, thisloss
may still be treated as a capital loss under the CGT provisions. [Schedule 1,
item 1, subsection 230-415(2) and Schedule 1, item 73]

87



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

Forgiveness of commercial debts

2196 Toensurethat relevant gains made from the release, waiver or
extinguishment of a debt under a financial arrangement continue to be
subject to the commercial debt forgiveness provisions as set out in
Subdivision 245-B of Schedule 2C to the ITAA 1936, Division 230
provides that where a taxpayer makes a gain from a financial arrangement
from the forgiveness of a debt in accordance with the commercial debt
forgiveness provisions, that gain is decreased by:

» thedebt' s net forgiven amount. Thisisin accordance with
paragraph 245-85(2)(a) of Schedule 2C to the ITAA 1936
where section 245-90 — dealing with agreements to forgo
capital losses or revenue deductions — does not apply; or

* thedebt's provisional net forgiven amount. Thisisin
accordance with paragraph 245-85(2)(b) — where
section 245-90 applies.

[Schedule 1, item 1, section 230-420]
Exceptions by way of clarification only

2.197  For the avoidance of doubt, Division 230 does not apply to a
taxpayer’s gains and losses from a financial arrangement for any income
year to the extent that the taxpayer’ s rights and/or obligations are aright
or obligation arising under aretirement village residence contract, a
retirement village services contract or an arrangement under which

residential care or flexible care is provided. [Schedulel,item 1,
subsection 230-425(3)]

2198  Thereason why this exception is only for the avoidance of doubt
isthat it is expected that these arrangements will include non-insignificant
non-cash settlable rights and obligations for their duration, and therefore
be prevented from being cash settlable financial arrangements under
subsection 230-50(1).

Retirement village residence contracts

2199  Arright or obligation arising under a ‘retirement village
residence contract’ is the subject of an exception. [Schedule 1, item 1,
paragraph 230-425(3)(a)]

2.200 Areirement village residence contract is a contract that gives
riseto aright to occupy ‘residential premises’ in a ‘retirement village
[Schedule 1, item 1, paragraph 230-425(4)(a)]. These terms take their meaning
from section 195-1 of the A New Tax System (Goods and Services)
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Act 1999. That definition provides that aresidential premisesin a
retirement village exists if:

» the premises are occupied by one or more persons asamain
residence;

» accommodation in the premisesis intended to be for persons
who are at least 55 years old, or who are a certain agethat is
more than 55 years; and

* the premises include communal facilities for use by the
residents of the premises;

but excludes:

» premises used, or intended to be used, for the provision of
residential care (within the meaning of the Aged Care
Act 1997) by an approved provider (within the meaning of
that Act); and

e ‘commercial residential premises’ as defined in section 195-1
of the A New Tax System (Goods and Services) Act 1999.

Retirement village services contracts

2201  Arright or obligation arising under a ‘retirement village services
contract’ is the subject of an exception [Schedule 1, item 1,

subsection 230-425(1), paragraph 230-425(3)(b)]. A retirement village services
contract is a contract under which a retirement village resident is provided
with general or personal servicesin theretirement village [Schedule 1,

item 1, paragraph 230-425(4)(b)].

Provision of residential or flexible care

2,202  Arright or obligation arising under an arrangement under which
residential care or flexible careis provided is the subject of an exception.
[Schedule 1, item 1, subsection 230-425(1) and paragraph 230-425(3)(c)]. This
exception is intended to exclude gains and losses from rights or
obligations arising under an accommodation bond style arrangement
arising fromresidential or flexible care.

2203 ‘Residential car€ is defined to have the same meaning asin
section 41-3 of the Aged Care Act 1997, while ‘flexible care’ is defined
under section 49-3 of the Aged Care Act 1997. Residential care covers
personal and/or nursing care provided to individualsin residential care
facilities, but does not cover such care when it is provided via a hospital,
personal residence, psychiatric facility or a non-aged care facility.
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Flexible carerefers to alternative care provided in the same setting as
residential care.
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Chapter 3

Tax treatment of gains and losses from
financial arrangements

Outline of chapter
31 This chapter explains:

» why Division 230 recognises gains and | osses rather than, for
example, receipts and outgoings,

» therevenue character of those gains and |osses;
» theeements of again or loss; and

» which gains and | osses are disregarded.

Overview of TOFA gains and losses

3.2 This overview summarises the tax treatment of gains and |osses
from financial arrangements. A detailed technical explanation is provided
later in the Chapter.

33 Gains and losses from financial arrangements are important for
the purposes of Division 230 because the tax treatment of financial
arrangements depends on gains and losses made from them and, nat, for
example, on receipts and outgoings. Thus, ataxpayer subject to Division
230 may be required to include a gain in their assessable income and may
be allowed a deduction for such aloss whereit is made in deriving or
producing assessable income or in carrying on business for the purpose of
deriving assessableincome.

34 This means that a net amount, for example, the money received
(the proceeds) minus the money provided (the cost) under a financial
arrangement may be included as assessabl e income when that net amount
isagain and claimed as an allowable deduction when that net amount is a
loss.

35 Basically, the cost of afinancial arrangement will be the total of
the financial benefits provided or to be provided to acquire such
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arrangement. Conversely, the proceeds from a financial arrangement will
bethetotal of thefinancial benefits received from having such an
arrangement including those at maturity of the arrangement or the disposal
of the arrangement.

3.6 There are special rules that ensure that where a financial
arrangement is received as consideration or provided as consideration for
the provision of athing (for examplethis could be trading stock or a CGT)
asset the thing is taken to have been received or provided for its market
value. These special rules areintended to provide an appropriate value for
determining the tax consequences of transactions relating to the thing
under provisions of the ITAA 1936 and ITAA 1997(including Division
230..

3.7 However, Division 230 will not apply to all gains and |osses
from financial arrangements. Division 230 will not apply to gains and
losses in respect of financial arrangements that are not subject to Division
230 nor to the gains and losses of financial arrangements held by
taxpayers that are not subject to Division 230.

3.8 Some of these specific exceptions areto put it beyond doubt that
Division 230 will not apply to those financial arrangements while others
have been included to ensure that Division 230 does not apply to
taxpayers with relatively simpletax affairs for reasons of compliance
costs, or for other administrative or policy reasons.

3.9 Division 230 will not contain a definition of a‘gain’ or a‘loss'.
However, asagenera rulea‘gain’ or a‘loss from afinancial
arrangement may be calculated as follows.

» Calculate the money received from a financial arrangement
including that received at maturity or upon disposal.

» Calculate the cost of the financial arrangement including
those expenses at maturity or upon disposal.

» Deduct the amount at step 2 from the amount at step 1.

3.10 Therewill be a gain from a financial arrangement if the amount
at step 3 is positive. On the other hand, there will be aloss from a
financial arrangement if the amount at step 3 is negative.

311 Division 230 will contain rules for determining the amount at
step 2 and rules for allocating this amount to the amount in step 1 so asto
ensure that the appropriate amount of gain or lossis subject to Division
230.
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3.12 The cost allocation rules attribute the appropriate cost to rel evant
financial benefit(s) in certain circumstances, for example with respect to
amounts that are interest or amounts in the nature of interest or returnsin
the form of dividends paid on debt interests. Therules are particularly
important in ensuring that the correct particular certain gains or losses,
rather than overall gains and losses, are taken into account under Division
230. Thecost allocation rules correctly attribute costs by using
appropriate and commercially accepted valuation techniques that consider
the cash flows under the arrangement and the risk and present value of
those cash flows.

3.13 Theamount of this gain or loss assessable or deductiblein a
particular tax year will be determined by the tax accounting treatment
(accrualgredlisation, fair value, hedging, retrandation or financial reports)
and the balancing adjustment where applicable that applies to a particular
financial arrangement.

314 Some gains and losses, such as those from gaining or producing
exempt income or non-assessable non-exempt (NANE) income, are
disregarded under Division 230. Asaregainsintheform of franked
distributions or rights to franked distributions and gains to the extent that
it is subject to foreign resident withholding tax Other rules maintain the
existing treatment of certain foreign income of Australian entities and of
dividends on debt interests. Thereis a special rule when afinancial
benefit is for interest or a substitute for interest or are returnsin theform
of dividends paid or provided on a debt interest such as non- equity shares
in a company to ensure when it isreceived it isa gain and when it is
provided it isaloss. Other gains and losses that are disregarded under
Division 230 are those from financial arrangements having a domestic or
private nature.

3.15 Under Division 230 gains and | osses from financial
arrangements will usually be on revenue account instead of capital
account. This treatment will simplify the characterisation of such gains
and losses prevent disputes that might otherwise occur under the existing
law about whether such gains and loss are on revenue account or on
capital account.

3.16 Division 230 will contain anti-overlap rules to ensure that gains
and losses from financial arrangements are not double-counted for income
tax purposes. However, these rules will not prevent Division 230 gains
and losses being used to calculate other amounts for income tax purposes.
For instance, such amounts may be used in calculating thresholds where

appropriate.
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Context of amendments

Gains and losses from financial arrangements

3.17 Under current income tax law, the taxation of financial
arrangements is based on an amalgam of provisions, including the
ordinary income provision (section 6-5 of the Income Tax Assessment
Act 1997 (ITAA 1997)), the general deduction provision (section 8-1 of
the ITAA 1997) and various specific provisions.

3.18 The application of the ordinary income and general deduction
provisions to financial arrangements may not always produce appropriate
results. Because of the complexity in the structure of many financial
arrangements, greater clarity, consistency and coherency can be obtained
by only recognising gains and losses from relevant financial arrangements
for income tax purposes.

3.19 The concept of gain or loss connotes the appropriate offsetting
of the cost (broadly, financial benefits provided under the financial
arrangement) against proceeds (broadly, financial benefits received under
the financial arrangement). However, in recognising that again or lossis
anet concept, it isimportant to note that:

» thegain or loss may be recognised despite not all offsetting
amounts being fully known (eg, again or loss will be
recognised under the accruals method if it is known with
sufficient certainty to be of at least a certain amount);

» whilst an overall gain or loss will often be ableto be
determined for afinancial arrangement as a whole, more than
one gain or loss may be made from a financial arrangement;

» amerereceipt of afinancia benefit or payment of a financial
benefit may itself represent a gain or lossif no offsetting
financial benefits are reasonably attributable to that particular
receipt or payment;

» apayment need not bereceived in order to make again
(eg, thereceipt of afinancial benefit includes the reduction or
saving of an amount of aliability);

» gains and losses can be made from holding a financial
arrangement, as well as on the cessation or disposal of that
financial arrangement; and
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» thegain or lossisto be calculated in nominal, rather than
present value, terms. Therefore, in determining the gain or
loss from the financial arrangement, the financial benefits to
bereceived or provided under the arrangement should, be
taken into account at the value they have at the timethey are
received or provided, and should not be discounted to their
present values when a taxpayer first startsto have the
arrangement).

Example 3.1: Gain or loss from an option

A typical option requires the payment of a premium at the time the
arrangement is entered into.

However, the mere payment of the premium does not represent aloss
for the purchaser of the option (the option holder). While the premium
is an outgoing of the option holder, it isan outgoing which is
reasonably attributable to any financia benefitsthat may be received
under the option agreement. Likewise, the mere receipt of the option
premium does not yet produce a gain for theissuer of the option.

That is, the gain or loss on atypical option is calculated by offsetting
the cost or proceeds represented by the premium against the net
amounts, if any, received or paid from disposal or exercise of that
option.

For example, as part of its speculative activities, U-mine Co acquires
an option to purchase US$100,000 in 18 months time for a set amount
of Australian dollars, by paying a A$2,000 option premium. U-mine
Co will not makeagain or loss from its option arrangement until its
rights under the option agreement cease (eg, through being disposed of,
exercised or expiring). Note, however, that some of the tax-timing
methods in Division 230 may apply to calculate again or aloss from
the arrangement before thistime.

Character of gains and losses from financial arrangements

3.20 If the tax framework in Division 230 did not clarify that gains
and losses from financial arrangements are to be on revenue account
unless subject to a specific rule, existing tests and factors would need to
be considered in determining the character of gains and losses from a
particular financial arrangement. The revenue/capital distinction in the
income tax law is often a very difficult distinction to make, relying on
factors such as purpose, the degree of periodicity, and the circumstances
in which the reevant amount is found in the hands of the particular
taxpayer. Determining the character of the gains and losses against
factors such as these can be very demanding and complex and the
outcome may be uncertain.
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321 In this regard, certainty asto the character of some gains and
losses from financial arrangements has been provided by a number of

existing specific provisions. Specifically, revenue trestment has been

provided by:

e sections 26BB and 70B of the Income Tax Assessment
Act 1936 (ITAA 1936), in relation to the disposal of
traditional securities;

» Division 3B of the ITAA 1936, in relation to foreign
currency gains and losses; and

e Division 775 of the ITAA 1997, inrdation to foreign
currency denominated arrangements (with limited
exceptions).

3.22 Complexity will befurther reduced by removing the
capital/revenue distinction in respect of financial arrangements by taxing
all gains and losses on revenue account under Division 230. An exception
to the requirement that a gain or loss from a financial arrangement will
always be on revenue account is contained within the hedging financial
arrangements eection, and is applicable to certain hedging financial
arrangements. Under this exception, the tax characterisation of a hedging
financial arrangement may be based on the characterisation already given
to the hedged item under the taxation law, and to that extent will not of
itsdf increase complexity to any significant extent.

323 In addition, any gains and losses to which Division 230
expressly does not apply (such as through an exception as set out in
Subdivision 230-H as explained in Chapter 2) will fall for consideration
under the existing tax law. This means their tax treatment, including their
character, is to be determined by any residual operation of the ITAA 1936
and the ITAA 1997.

Nexus test for losses

3.24 To be deductible, the current income tax law requires a
sufficient nexus between losses and the gaining or producing of assessable
income. This concept is preserved under Division 230.
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Summary of new law

3.25 Unless otherwise specified, gains and losses from financial
arrangements are on revenue account. Unless specifically provided for:

» gainsfrom financial arrangements are included in assessable
income; and

*» |osses from financial arrangements made in gaining or
producing assessable income, or necessarily made in carrying
on a business for the purpose of gaining or producing such
income, are deductible.

3.26 Losses from financial arrangements made in gaining or
producing exempt or hon-assessable non-exempt income are generally
disregarded. Gains made from financial arrangements will be disregarded
to the extent that it reflects an amount treated or is reasonably expected to
be treated as exempt or NANE income under a provision outside Division
230. Other gains are disregarded to the extent they are gainsin theform
of afranked distribution or aright to receive a franked distribution.

3.27 Gains and losses made from borrowings used for private or
domestic purposes or by individuals from derivative financial
arrangements held or used for private or domestic purposes are
disregarded.

3.28 Gains and losses from financial arrangements are recognised
only once for tax purposes.
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Comparison of key features of new law and current law

New law

Current law

Unless subject to specified
exemption, or as provided for under
the hedging financial arrangement
method, all gainsand losses from
financial arrangementsare on
revenue account.

Unless subject to specified
exemption, all gains from financia
arrangements are assessable.

Unless subject to specified
exemption, all losses from financial
arrangements made in deriving
assessable income are deductible.

Thereislack of clarity asto whether
the basis for taxation is gains and
losses made under an arrangement,
or receipts and outgoings, or some
combination thereof.

Thereisa complex mixture of
revenue and capital account
treatment for gains and losses from
many financial arrangements, often
involving uncertainty asto
appropriate trestment.

Gains and losses on disposal of
liabilities are not systematically
addressed.

Detailed explanation of new law

Determining the gain or loss from a financial arrangement

3.29 The various tax-timing methods available under

Division 230, discussed in detail in later chapters of this explanatory
memorandum, are used to determine the timing and quantum of gains and
losses made from a financial arrangement. [Schedule 1, item 1, section 230-45]

3.30 Unless otherwise specified, the gain or loss recognised over the
life of thefinancial arrangement isthetotal gain or loss. In some cases,
recognition of thetotal gain or loss may come about through a

combination of provisionsin Division 230 (eg, the compounding accruals
method in Subdivision 230-B and the balancing adjustment required when

the taxpayer ceases to have a financial arrangement in
Subdivision 230-G). [Schedule 1, item 1, section 230-45]

331 The concept of gain or loss connotes the appropriate offsetting
of the cost (financial benefits provided or to be provided, or rights to
financial benefits forgone under the financial arrangement) against
proceeds (financial benefits received or to be received, or obligations to
pay financial benefits saved under the financial arrangement). [Schedule 1,

item 1, sections 230-75 and 230-80]
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3.32 In recognising that a gain or loss is a net concept, it is important
to note that the gain or loss is generally determined by making a
reasonabl e all ocation of:

» thecosts of thefinancial arrangement (financial benefits
provided or to be provided, either under the financial
arrangement or which areintegral to the calculation of again
or loss from the arrangement); and

 the proceeds from the financial arrangement (financial
benefits received or to be received, either under the financial
arrangement or which areintegral to the calculation of again
or loss from the arrangement or the amount of such gain or
l0ss).

[Schedule 1, item 1, sections 230-65, 230-75 and 230-80]
Costs and proceeds of a financial arrangement

3.33 The costs of, and proceeds from, the financial arrangement
naturally include financial benefits provided and/or received in
satisfaction of the obligations and/or rights that comprise the reevant
financial arrangement. These will befinancial benefits received and/or
provided under the relevant financial arrangement.

3.34 Notably, the costs of, and proceeds from, the financial
arrangement also include financial benefits in addition to those financial
benefits provided or received under the financial arrangement.
Specifically, the costs of, and proceeds from, the financial arrangement
will also include other financial benefits received or provided (or those
which the taxpayer is entitled to receive or abliged to provide) that play an
integral role in determining whether the taxpayer will make a gain or loss
(or again or loss of a particular amount) from the financial arrangement.

3.35 For this purpose, a financial benefit received or provided (or a
financial benefit which the taxpayer is entitled to receive or obliged to
provide) will beintegral to determining whether the taxpayer will make a
relevant gain or loss from the financial arrangement if it is an essential
part of determining that gain or loss or the amount of such again or loss.
What is considered essential or integral will be determined by the nature
or purpose of the financial benefit that is taken to be provided or received
under the financial arrangement. The quantum of the particular financial
benefit in this respect is not determinative as to whether it is considered
“integral”. For example an application fee paid on a home loan provided
by a bank may be “integral” to determining whether the bank makes a
gain or loss from the home loan even though it would be a much smaller
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amount than theinterest income that is to be received by the bank from
borrower.

3.36 Such integral financial benefits may include the costs incurred to
acquire thefinancial arrangement (including, for example, any application
or processing charges, in addition to the specific consideration for the
relevant rights and obligations under the arrangement) and amounts
received on transfer or cessation of all or part of the financial

arrangement. [Schedule 1, item 1, section 230-65]

Example 3.2: Continuation of Example 2.15, scenario 2

In this scenario, Steam Co has a financial arrangement consisting
entirely of its obligation to pay $1 million to Big Co, which it started to
have as consideration for, and at the time of, receiving ddivery of the
train from Big Co.

The proceeds Steam Co receives (the train that was delivered) for
gtarting to have this obligation, isintegral to the calculation of thegain
or loss that is made from itsfinancial arrangement constituted by
Steam Co’ s outstanding obligation. Accordingly, the train (valued at
thetimeit isreceived by Steam Co), isafinancial benefit that

Steam Co istaken to have had the right to receive under its financial
arrangement, broadly for the purpose of determining any gainsand
losses Steam Co makes from that arrangement (subsection 230-65(2)).

Note, however, the amount taken to have been provided for thetrain
for the purposes of this Act (for example, determining capital gains
tax) may be affected by section 230-440. Section 230-440 will treat
the amount of the benefit provided for the train as the market val ue of
thetrain at thetime it was received.

3.37 More generally, what is considered to be integral or essential to
determining whether the taxpayer makes ardevant gain or loss from the
financial arrangement can be determined by commercially accepted
principles and the relevant facts and circumstances of each arrangement.
However, the costs of, or proceeds from, the financial arrangement, where
they areintegral to the calculation of a gain or loss from the arrangement,
need not necessarily be provided or received from parties to the particular
financial arrangement. [Schedule 1, item 1, section 230-65]

3.38 It is possible that afinancial benefit could be considered integral
to more than one financial arrangement. An example would be wherea
fixed and indivisible fee is to be provided to acquire either one or more
financial arrangements. In this circumstance, it will be necessary to
apportion on a reasonabl e basis the actual amount of the financial benefit
between the financial arrangements. Thiswill ensure that the gain and
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loss from each financial arrangement reflects the proper apportionment of
the financial benefit [Schedule 1, item 1, section 230-67].

Summary

3.39 The above paragraphs have outlined the basic case of how the
cost and proceeds from a financial arrangement are determined. It can be
seen that the gain or loss from a cash settlable financial arrangement can
therefore be determined by comparing:

- thefinancial benefits provided, or to be provided, as
consideration for (or that are integral to) obtaining a cash
settlableright to receive a financial benefit, with the financial
benefits received, or to be received, as consideration for (or
that are integral to) the satisfaction or other cessation of that
right; and

» thefinancial benefits received, or to bereceived, as
consideration for (or that are integral to) assuming a cash
settlable obligation to provide afinancial benefit, with the
financial benefits provided, or to be provided, in
consideration for (or that are integral to) the satisfaction or
other cessation of that obligation.

Cost or proceeds where a financial arrangement starts or ceases to be
held as consideration for providing or acquiring something else

3.40 As mentioned in paragraph 3.36, the costs or proceeds of a
financial arrangement include financial benefits provided or received in
satisfaction of the obligations or rights comprising the financial
arrangement. If afinancial arrangement is started or ceased as
consideration for the provision or acquisition of a something else (whether
money or hot) thefinancial benefits may include that thing but, if they do
not, section 230-65 would operate to deem the thing to be provided or
received under the financial arrangement. The costs of, or proceeds from,
afinancial arrangement that started or ceased to be held as consideration
for providing or acquiring something is (or includes) the market value of
therelevant thing when it is provided or acquired.

341 The primary function of section 230-440 is to provide
appropriate interaction between the provisions of Division 230 and the
other provisions of the ITAA 1936 and the ITAA 1997 (including
Division 230) if thething is also a financial arrangement) wherea
financial arrangement (or part of afinancial arrangement) whose gains
and losses are subject to Division 230 is provided or received as
consideration for athing. In abroad sense, the provision ensures that the
amount of the benefit taken to be obtained or provided for thething is, for
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the purposes of this Act, the market value of the thing at thetimeit is
provided or acquired. For the reasons given abovein paragraph 1.41, this
will result in asymmetry between the cost or proceeds of the financial
arrangement started or ceased and the amount for which the thing is taken

to have been acquired or disposed of. [Schedule 1, item 1,
subsections 230-440(1) and (2)]

342 Section 230-440 will not apply where gains and losses from the
relevant financial arrangement which is consideration for the thing are not
subject to Division 230. This means that, for example, where a taxpayer
provides an asset to another party as consideration for aright to receive a
payment of money from that party in the future (a cash settlable financial
arrangement), in circumstances where gains and losses from that right are
not subject to Division 230 (eg, under section 230-405 because of the
taxpayer’ straits, or under section 230-400 because of the period for which
the right will be outstanding), section 230-440 will have no application in
resetting the amount taken to have been received for that asset for tax
purposes. Section 230-440 only applies in respect of dealings with
financial arrangements that are themselves dealt with under Division 230.
[Schedule 1, item 1, paragraphs 230-440(1)(a) and (4)(a)]

3.43 Theimpact of the operation of section 230-440 upon the tax
treatment of a thing for which ardevant financial arrangement is
consideration is discussed in detail in Chapter 11.

3.44 As indicated above in paragraph 1.43, section 230-440 ensures
that thereis symmetry between the cost or proceeds of the financial
arrangement and the acquisition or disposal consideration for thething. In
other words, section 230-440 ensures symmetry between the following
two amounts for tax purposes:

the cost or proceeds of the financial arrangement that is either
started or ceased as consideration for the thing acquired or
provided under the relevant transaction (these costs or proceeds
are used to determine the amount of the gain or loss on the
financial arrangement), and

the amount for which the thing is taken to have been acquired or
disposed of (eg, the cost base of, or capital proceeds for, aCGT
asset, used to determine the amount of the capital gain or loss on
that asset).

3.45 This symmetry is required to ensure that, where both Division
230 and another provision of the income tax law apply to a particular
transaction, thereis no overlap or gap between the operation of the
Division and the operation of that other provision. Symmetry isaso
required to ensure that, where Division 230 applies to a financial
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arrangement whose acquisition or disposal is part of another financial
arrangement also taxed under Division 230, each financial arrangement
is (separately and cumulatively with the other financial arrangement)
treated appropriately: see the discussion below under the heading Things
that are financial arrangements.

3.46 The effect of section 230-440 is that the cost of the financial
arrangement (which includes the market value of the thing provided)
determined by the financial benefits provided equals the proceeds
received for the provision of the thing for tax purposes. Similarly, the
proceeds of the financial arrangement (which includes the market value
of the thing acquired) determined by the financial benefits received
equals the cost of the acquisition of the thing for tax purposes [Schedule1,
item 1, subsection 230-440(2)]

Example 3.3: Saleof aCGT asset for abond
Saint Co purchased afactory in 2000 for $1.1 million.

In April 2011 it sellsthe factory to Pivot Co in exchange for receiving
a 5-year zero coupon bond, with aface value of $3 million. At the
date of sale, Saint Co' s factory has an estimated market value of $2.5
million. Assume that any gain on sale of the factory would be subject
to CGT.

The bond is a cash settlable financia arrangement.

In terms of subsection 230-440(1), Saint Co startsto have the bond (a
Division 230 financial arrangement) as consderation for providing the
factory.

Because of the operation of section 230-440, for the purposes of the
ITAA 1936 and the ITAA 1997, the proceeds Saint Co receives for the
sale of the factory will be taken to be the market value of the factory,
that is, $2.5 million (subsection 230-440(2)).

As aresult the difference between Saint Co's cost of the factory

($2.1 million) and the market value of the factory that was received
($2.3 million) will be taken into account under Parts 3-1 and 3-3 of the
ITAA 1997 (a$1.5 million capital gain). The market value of the
factory (financial benefit provided) would be included asthe cost of
the financial arrangement (the bond). Asaresult the difference
between the market value of the factory ($2.5 million) and the
proceeds Saint Co receives from the bond on redemption ($3 million) -
that is, a$500,000 gain will be taken into account under Division 230.

3.47 In the example above, section 230-440 has ensured symmetry
between the proceeds received for the sale of the factory and the cost of
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the financial arrangement such that the appropriate amount is recognised
for the purposes of CGT and Division 230.

Example 3.4: Deferred Settlement

Bill Co had an agreement to sell land to Jim Co for $100,000. At the
time Bill Co déliversthe land (the settlement date), it agreesto allow
Jm Co 18 months from the settlement date to pay.

In the hands of Bill Co, theland was a CGT asset, held on capital
account.

At the settlement date, the market value of the land is $87,000.

Bill Co will start to have a financial arrangement on the settlement date
consisting of its cash settlable right to receive $100,000 from Jim Co
(section 230-50). Thefinancia benefit provided under the financia
arrangement is the land, whose value is $87,000 (230-65(1)).

For the purpose of calculating a capital gain or 1oss on disposal of the
land, Bill Co istaken to have received capital proceeds from disposal
of theland equal to the market value of the land, being $87,000
(subsection 230-440(2)).

Assuming the cost base of the land is $50,000, Bill Co will make a
$37,000 capital gain. Given that the cost of the financia arrangement
(being the market value of the land) is $87,000 and the proceeds of the
financial arrangement are $100,000, Bill Co will make a $13,000 gain
on thefinancia arrangement.

In the absence of the rule in section 230-440, assuming the whole of
the deferred settlement amount isincluded as capital proceeds, the
capital gain would be $50,000 ($100,000 capita proceeds less $50,000
cost base) in addition to the $13,000 gain made on the financial
arrangement.

Thingsthat are financial arrangements

3.48 Section 230-440 will apply where thereevant thing that starts,
or ceases, to be held as consideration for starting or ceasing to have all or
part of afinancial arrangement is also a financial arrangement. The
effect of section 230-440 is to treat this financial arrangement (whichiis
the relevant thing for the purposes of the section) as having been dealt
with for its market value. [Schedule 1, item 1, subsection 230-440(2)]

Example 3.5: Exchange of Bonds under a forward contr act
On 1 July 2010 Money Co entersinto a forward contract with Option

Coto exchangeitsBond A for Options Co’'s Bond B on 30 June 2012
the date on which the exchange takes places. At the time of exchange,
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Bond A has amarket value of $100 and Bond B has amarket value of
$110. Assume that Money Co acquired Bond A for $80 and Bond B
has a face value of $130 with maturity at 30 June 2013.

In this bond swap there are three financial arrangements: the two
financial arrangements being exchanged as consideration for each
other, and an overarching financial arrangement, being the forward
contract (afinancia arrangement under section 230-50). Each bond is
also athing for whose acquisition or disposal the relevant part of the
forward contract (ie, the obligation to deliver, or right to receive, the
other bond) is started as consideration. (Alternatively, the
consideration for each bond isthe bond for which it is exchanged: in
other words, starting to hold the other bond is the consideration for the
provision of the bonds asthings.) In other words, the bonds are things
to which section 230-440 applies. Because Division 230 appliesto the
overarching financia arrangement, the exclusion in subsection
230-440(3) does not apply. Therefore subsection 230-440(2) ensures
that the amount of the proceeds received by Money Co for disposing of
Bond A isits $100 market value (which is also the cost provided by
Option Co for acquiring Bond A) while the cost provided by Money
Co for acquiring Bond B istaken to be its $110 market value (which
would also be the proceeds by Option Co for disposing of Bond B).

When the exchange occurs two balancing adjustment events arise for
Money Co:

1- Rights/obligations under the forward contract ceases:

The normal cost and proceeds rules apply to determine the gains or
losses made from the forward contract ceasing.

Financial benefit provided: Bond A with market value of $100
Financial benefit received: Bond B with market value of $110
Division 230 gain under section 230-385: $10

2- Bond A istransferred

Financial benefit provided: $80

Financial benefit received: $100 (deemed amount under section
230-440)

Division 230 gain under section 230-385: $20
At 30 June 2012 Money Co has atotal Division 230 gain of $30

Assuming that Money Co holds Bond B until 30/06/13 when Bond B
matures, a balancing adjustment event will arise:
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3.49

Financial benefit provided: $110 (deemed amount under section
230-440)

Financial benefit received: $130

Division 230 gain under section 230-385: $20

At 30 June 2013 Money Co has a Division 230 gain of $20.

Overal, Money Co has made a Division 230 gain of $50. This
matches the economic outcome because Money Co provided $80 (for
Bond A) and received $130 (on maturity of Bond B).

The following example shows the symmetry between the

proceeds received for Bond A (paragraph 230-440(2)(a)) and the cost of
the forward contract being the financial benefits provided in satisfaction
of the obligation under the forward contract. Similarly the example shows
the symmetry between the cost of Bond B (paragraph 230-440(2)(b)) and
the proceeds received under the forward contract being the financial
benefits received in satisfaction of the right to receive $120.

Example 3.6: Forward sale of a bond

On 1 July 2010 Share Co entersinto aforward contract with Delta
Cotosdl itsBond A for $120 on 30 June 2012. At thetime of the
sale, Bond A has a market value of $130. Share Co acquired Bond
A for $100.

For the purposes of applying Divisions 230 to Share Co, there are
two financial arrangements being the forward contract and Bond A.

Forward contract financial arrangement

For the purposes of determining Share Co’'s gain or loss on the
forward contract, Division 230 picks up the financial benefits
provided and received in satisfaction of the obligation and right
under the forward. Inthisexample, the financia benefits provided
and received are Bond A and $120 respectively. The vaue of these
financial benefits is determined by the normal cost and proceeds
rules. Therefore Share Co will make a $10 loss on the forward
contract comprising the financia benefits provided (being the market
value of the bond at the time it was provided) and the financia
benefit received (being $120).

Bond financial arrangement

Section 230-440 applies to Bond A as a thing because Share Co
starts to have part of the forward contract (the right to receive $120)
as consideration for providing Bond A (subsection 230-440(1)).
Share Co will be taken to have obtained a benefit for providing Bond
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A equal to the market value of Bond A at thetimeit isprovided (ie
$130) (subsection 230-440(2)). Therefore Share Co makes a $30
gain on Bond A.

Overall, Share Co has made anet gain of $20. Thisgainis
consistent with the economic substance of the two financia
arrangements. That is, Share Co provided $100 for acquiring Bond
A and received $120 for ceasing to hold Bond A.

Where an overarching financial arrangement is not a Division 230 financial arrangement

3.50 As explained above in paragraph 3.46, the purpose of section
230-440 is to ensure appropriate interactions through symmetry between
the cost and proceeds of both the relevant thing and the financial
arrangement started or ceased as consideration. A thing for the purposes
of section 230-440 may be a financial arrangement whose gains and
losses are the subject of Division 230. The value of this thing may not
be reflected in either the cost of, or the proceeds from, an overarching
arrangement that isitself afinancial arrangement whose gains and | osses
arethe subject of Division 230. In such a case, no symmetrical outcome

is required and section 230-440 is prevented from applying to the thing
[Schedule 1, item 1, subsections 230-440(3)].

Example 3.7: Exchange of shares

On 1 July 2010 Finance Co entersinto an arrangement with Business
Coto exchangeits Share A with Business Co's Share B on 30 June
2012. Finance Co fair values both Share A and Share B, but not the
agreement (the overarching financia arrangement).

Both Share A and Share B are financial arrangementsto which
Division 230 applies pursuant to subsection 230-55(1). However, the
exchange contract isnot a Division 230 financial arrangement because
itisnot fair valued nor subject to the financia reports election (and the
shares are not cash settlable). In other words, the overarching financia
arrangement is not subject to Division 230 .

Unlike example 3.5, thereis no overarching financia arrangement to
which section 230-440 needs to apply to ensure appropriate interaction
between the arrangements. Therefore, subsection 230-440(3) operates
to prevent the application of subsection 230-440(2) to Share A and
Share B. Instead the ordinary cost and proceeds rulesin the income
tax law will apply so that, absent unusual features of the arrangement,
the value of Share B will congtitute the proceeds for the disposal of
Share A, and vice versa.
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Things that are not consideration for a financial arrangement but are
connected to it

351 Sometimes a financial arrangement may be started or ceased not
as consideration (in adirect or contractual sense) for athing, but
nevertheless in circumstances whereit is necessary to provide symmetry
between the cost/proceeds of both the financial arrangement and the thing.
If section 230-440 is not triggered in such circumstances, the gains or
losses that arise under other provisions of the Act in relation to the thing
may duplicate the gains or 1osses generated from the financial
arrangement.

3.52 An example of thistype of situation is an entity acquiring aright
to do something (which is the ‘thing’ for section 230-440 purposes) as
consideration for a payment (deductible under section 8-1 of the ITAA
1997) and that payment obligation being subsequently satisfied by the
issue of afinancial arrangement. Although the financial arrangement is
issued as consideration for satisfaction of the payment (or the
extinguishment of an obligation) thereis a clear causal connection
between the acquisition of the thing and the issue of the financial
arrangement. This is because the payment is consideration for the thing
and this payment is satisfied by the issue of the financial instrument. In
terms of the substance or effect, the financial arrangement isissued in
exchange for the acquisition of the thing.

3.53 Subsection 230-440(8) applies to ensure that, in this situation,
the deduction available for the payment and the gain or loss available
under Division 230 properly reflects the economic gain or loss on the total
transaction. In this example, the benefit deemed to have been provided
for the thing (ie the deductible payment) will be taken by subsection 230-
440(2) to be the market value of thething at thetime it is acquired.
Subsection 230-440(8) requires a determination of what, in effect, the
entity acquiring the thing starts or ceases to have the financial
arrangement for.

Allocation of coststo proceeds

354 As mentioned above, the determination of a gain or aloss from a
financial arrangement involves an allocation of the cost of that
arrangement to any proceeds taken to be from that arrangement (or, more
specifically, an allocation of the financial benefits taken to be received
and provided under that financial arrangement). Where thereis more than
one gain or loss made from the financial arrangement over its lifetime

(eg, where an overall gain or loss cannot be determined from the financial
arrangement at its inception, but there are several particular gains and
losses made from the arrangement over its lifetime (see Chapter 4), it is
particularly important that the financial benefits provided, or to be

108



Tax treatment of gains and losses from financial arrangements

provided, under the financial arrangement are appropriately allocated to
therelevant financial benefits received, or to be received, under that
financial arrangement.

3.55 The attribution of the costs of the financial arrangement to the
proceeds from the financial arrangement is reasonable only if it reflects
appropriate and commercially accepted valuation techniques. The cost
and proceeds allocation, in reflecting such techniques, must properly take
into account:

» thenature of therights and obligations under the financial
arrangement;

» therisks associated with each of therights, obligations and
financial benefits under the arrangement; and

» thetime value of money.
[Schedule 1, item 1, subsections 230-75(4) and 230-80(4)]

3.56 Requiring that the attribution of cost and proceeds reflect
valuation principles that take into account the time value of money, does
not mean that the value of the financial benefits used to determine the
overal gain or loss from the arrangement can be discounted. Rather, a
relevant cost amount is to be appropriatey spread, taking into account the
time value of money, when being allocated in its entirety to relevant
proceed amounts. It does not go so far asto say that the cost and proceeds
(and the corresponding cal culation of gain or 10ss) can be discounted to
present value. The calculation of the gain or loss from the financial
arrangement is specifically to be conducted in nominal (and not present

value) terms. [Schedule 1, item 1, subsections 230-75(1) and (4) and
230-80(1) and (4)]

3.57 Importantly, this requires that the value of the relevant financial
benefit must be determined as at the time when it is (or is to be) received
or provided.

Example 3.8: Valuing financial benefitsintegral to gain or loss

Under an arrangement, Cat Co receives $100 from Dog Co, in return
for assuming an obligation to pay Dog Co $150 in three yearstime.
Cat Co hasafinancial arrangement consisting of its cash settlable
obligation to pay $150. At thetime of assuming this obligation,

Cat Co's obligation to pay Dog Co has a present value of $100.

From the start of the arrangement, Cat Co’s obligation isnot valued in
present value terms but istaken for the purposes of Division 230 to be
an obligation to pay $150.
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Asthe proceeds for assuming this obligation areintegral to calculating
Cat Co'sgain or loss from the financia arrangement, Cat Co istaken
to have received the $100 financial benefit it received in rdation to this
arrangement, under the arrangement (section 230-65).

At thetime of entering the arrangement, then, Cat Co is sufficiently
certain that it will make a $50 loss (calculated in nominal terms) from
the arrangement.

However, after one year, Cat Co novatesits obligation to Bird Co, in
return for providing abond to Bird Co. The value of both the
outstanding obligation and the bond at the time of novation is $130.
The bond is due to mature several years after the time of novation, for
its face value of $200.

Being integral to calculating the gain or 1oss Cat Co makes on its
financial arrangement, Cat Co is taken to have provided the bond under
itsfinancial arrangement with Dog Co. It does not matter that Cat Co
provided the bond to an entity (Bird Co) that isathird party to its
arrangement with Dog Co (subsection 230-65(1)).

The financial benefit that Cat Co in fact provides (the bond) is taken to
be $130. Thisisthevalue of the financia benefits that Cat Co, at the
timeit provides them, has given to Bird Co and therefore the amount
taken to have been provided by Cat Co under the arrangement pursuant
to section 230-65. Subsection 230-80(1) makesit clear that it isthe
gain or loss, and not the individua financial benefitsthat arein fact
provided or in fact received, that must be calculated in nominal terms.
It would be an anomaly if Cat Co were taken to have provided $200 to
extinguish its obligation to Dog Co.

Cat Co will therefore make a $30 loss from its financial arrangement
rather than its expected $50 loss.

The requirement that the gain or loss must be calculated in nominal
termsis designed to ensure that the outcome is not that Cat Co makes
no loss from the arrangement. Without such arequirement, it may be
argued that, as the present value of Cat Co's obligation to pay $150
under the financia arrangement was, when it was incurred, only $100,
no gain or lossismade as Cat Co also received $100 under the
arrangement. Such an approach isnot permissible under

sections 230-75 and 230-80.

3.58 Example 3.5 illustrates that if afinancial benefit received or
provided under an arrangement is, for example, an asset that itself consists
of a series of future cash flows, the financial benefit being the asset isto
be taken into account in determining a gain or loss from the financial
arrangement at its market value when received or provided. The cash
flows it represents are not amounts provided under the relevant financial
arrangement, or that areintegral to calculating the gain or loss from the
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relevant financial arrangement. The requirement that again or loss from
the financial arrangement be calculated in nominal terms does not go so
far asto suggest that where the financial benefit provided under the
arrangement is such an asset, its value must be represented by the dollar
sum of its expected cash flows.

3.59 A specific legislative articulation of this valuation principleis
prescribed where a right to receive, or obligations to provide, a financial
benefitsis being waived. Section 230-70 provides that if aright to a
financial benefit is received in the form of an obligation being waived, or
an obligation to provide a financial benefit is provided in the form of
waiving aright to receive a financial benefit from someone else, the
amount of those financial benefits is taken to be the market value of the
debt waived, as determined at the time of the waiver. [Schedule 1, item 1,
section 230-70] The following example provides an illustration of the
valuation rule where a financial benefit is received or provided in theform
of awaiver.

Example 3.9: Value of afinancial benefit in the form of a waiver

LA Co hasan outstanding debt owing to AH Co of $200 which isto be
paidin 2 yearstime. The debt has a current market value of $150. At
the sametimeit holds abond (a separate financia arrangement) issued
by AH Co that has a market value of $150 (and face value of $250). In
an agreement between the parties LA Co agreesto waive itsright to
receive payment under the bond in full satisfaction of the amountsit
owes on the outstanding debt of $200.

In determining any gain or loss on the extinguishment of the debt owed
by LA Co, it will be taken to have provided a financial benefit (being
the waiving of its right to receive payment on the bond of $250 in the
future) which isequal to the market value of the bond at the time of the
waiver. Thevaluation rulein 230-70 will ensurethat LA Cotakesinto
account the market value of the waived bond ($150) and not its
nominal value ($250) when caculating the gain or loss it makes on the
extinguishment of the debt.

Allocation of cost and proceeds may also occur within a particular
tax-timing method

3.60 Under some of the tax-timing methods, the allocation of costs
and proceeds is required for determining particular gains and losses from
afinancial arrangement over the period for which it is held (whilst other
tax-timing methods have their own methodology for determining gains
and losses from the financial arrangement over this period). It istherefore
critical to refer to the relevant tax-timing method to determine the timing
and quantum of relevant gains and losses from a financial arrangement.
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A special rulefor interest for particular gains and losses, and realised
gains and losses

3.61 As mentioned above, many of the tax-timing methods have their
own methodology for determining what is the gain or loss that is made
from a financial arrangement, and under these methods, together with the
balancing adjustment in Subdivision 230-G where relevant, the entire gain
or loss from the financial arrangement will be brought to account under
Division 230. However, the methodologies in Subdivision 230-B
(accruals and realisation methods) will largely rely on the core provisions
in Subdivision 230-A to determine what is the relevant gain or lossin the
appropriate circumstance. Asindicated in paragraph 3.40, the allocation
of financial benefits received, to those provided in order to determine the
guantum of the relevant gain or loss, will be particularly important where
there is more than one gain or loss from the financial arrangement. In an
accruals and realisation sense, thiswill berelevant for determining
particular gains and losses, and in determining gains and |osses made
under the realisation method.

3.62 When afinancial benefit is received or provided as an interest
receipt or payment (or whereit isin the nature of interest or can
reasonably be regarded as a substitute for interest or are returnsin the
form of dividends paid or provided on a debt interest, it is intended that
this financial benefit (or cash flow) itself beagain or aloss. These cash
flows under the current law aretypically treated on a gross basis. For
Division 230 to disturb this treatment in those provisions looking to
recognise particular gains and losses or realised gains and losses would in
some instances be unnecessarily burdensome, and in others produce
unintended consequences. It isthereforeintended that in a broad sense
the current treatment of these cash flows not be disturbed in these
circumstances.

3.63 However, despite this intention, economically and
commercially, interest receipts and payments are reasonably attributed a
cost, and so too would they be under the ordinary operation of
subsections 230-75(1), (2) and (4) and subsections 230-80(1), (2) and (4).
For example, an arrangement costing $100 for an interest stream together
with a $100 return on maturity would economically have a portion of the
$100 cost attributed to the right to receive $100 in the future (broadly
speaking, a cost reasonably approximating the present value of that right),
and the balance of the $100 cost will be attributed to the right to receive
theinterest cash flows. Because section 230-75 takes into account the
time value of money when attributing cost to proceeds (as discussed in
paragraph 3.54), this economic position would be a reasonabl e alocation
of cost to proceeds for the purpose of subsections 230-75(1), (2) and (4).
[Schedule 1, item 1, subsections 230-75(1), (2) and (4)]
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3.64 However, to avoid this allocation of cost (or proceeds) to cash
flows representing interest receipts (or payments), special rules are
contained in subsections 230-75(3) and 230-80(3). Theserules ensure
that no costs (or proceeds) are allocated to the receipt (or payment) of
interest (or an amount in the nature of, or in substitution for, interest or are
returns in the form of dividends paid or provided on a debt interest)) when
determining the relevant gain or loss on such a receipt (or payment).
Under these rules, which apply only in calculating a particular gain or loss
under the accruals methodology, or again or loss that occurs under the
realisation method, the receipt of an amount of, in the nature of, or in
substitution for, interest, will represent again inits entirety. Likewise, the
payment of an amount that is interest, interest in nature, or in substitution
for interest, will be aloss made under a financial arrangement in its
entirety for the purpose of these methods. [Schedule 1, item 1,

subsections 230-75(3) and 230-80(3)]

3.65 Astheserules only apply for the purpose of determining a
particular gain or loss under the accruals methodology or for determining
again or loss that occurs under the realisation method, they will not apply,
for example, to prohibit a cost being attributed to an interest income
stream disposed of, or proceeds being allocated to interest obligations that
are assigned, novated or that otherwise cease. When afinancial
arrangement ceases or is partially transferred any financial benefits
reasonably attributable to aright or obligation to an amount in the nature
of interest under that arrangement continues to be appropriately allocated.
This ensures that an appropriate gain or loss can be calculated upon the
cessation or relevant partial disposal of a financial arrangement.

[Schedule 1, item 1, paragraphs 230-75(3)(a) and (b) and 230-80(3)(a) and (b),
subsection 230-170(2), and section 230-395]

3.66 In addition, the acquisition of an interest stream of itself will not
invoke these rules so as to deny that income stream from having any cost.
Thisis because in the hands of the acquirer, the ‘interest’ incomeisa
series of cash flows that it has simply acquired. Not being connected with
any loan, provision of credit or borrowing of sorts of the relevant
taxpayer, these paymentsin isolation are not interest, interest in nature, or
in substitution for interest. [Schedule 1, item 1, paragraph 230-75(3)(c)]

General rule for the taxation of gains and losses made from financial
arrangements

3.67 Under Division 230, gains from financial arrangements are

assessable income unless otherwise specified. [Schedule 1, item 1,
subsection 230-15(1)]

3.68 Gains from financial arrangements included in assessable
income pursuant to subsection 230-15(1) will still retain their character as
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either statutory or ordinary income (see note 2 to subsection 6-10(2) of the
ITAA 1997). Apart from some specific rules for determining a gain or
loss on a financial arrangement where thereis a change of residence
during an income year (discussed at paragraphs 11.87 to 11.119 below),
Division 230 does not disturb the general rules rdating to foreign
residents contained within Division 6 of the ITAA 1997; the structure of
that Division (and, in particular, subsections 6-5(3) and 6-10(5) of the
ITAA 1997) ensures that foreign residents are only taxed on their gains

from financial arrangements that have an Australian source.[Schedule 1, item
1, subsection 230-15(7)]

3.69 Under Division 230, losses from financial arrangements are
deductible to the extent that they are made in gaining or producing
assessable income or are necessarily made in carrying on a business for
the purpose of gaining or producing assessable income, unless otherwise
specified. [Schedule 1, item 1, subsection 230-15(2)]

3.70 This rulereflects the current general deduction rulein

section 8-1 of the ITAA 1997 with the exception that it generally does not
deny deductions for aloss of a capital nature. Thisis consistent with an
object of Division 230, which is to generally ignore distinctions between
capital and revenue. [Schedule 1, item 1, subparagraph 230-10(b)(ii)]

Dividends paid on debt interests

3.71 As noted above, the rulein subsection 230-15(2) reflects the
current general deduction rulein section 8-1 of the ITAA 1997 —in
particular the ‘ nexus' aspects of section 8-1. Hence, the caselaw in
respect of the nexus aspects would also apply in determining whether
losses made from a financial arrangement will satisfy the test for
deductibility in subsection 230-15(2). Given the nexus requirements,
deductions may not be allowable where aloss is made from interests
(including debt/equity hybrids) that satisfy the debt test under

Division 974 of the ITAA 1997 (eg, an interest that would be an equity
interest but for the fact that it satisfies the debt test, such as a mandatory
redeemabl e preference share) where the loss represents the application of
income derived (ie, a post-derivation outlay). Such outlays may be
dividends paid in respect of the relevant interest (see Commissioner of
Taxation v Boulder Perseverance (1937) 58 CLR 223).

3.72 Further, although the rule in subsection 230-15(2) generally will
not deny deductions for losses of a capital nature (which may otherwise
have denied deductibility for dividends paid on debt interests because they
could be said to be of a capital nature), thereis case law that suggests that
such dividend payments are not made for the purpose of gaining or
producing assessable income (see Macquarie Finance Limited v
Commissioner of Taxation [2005] FCAFC 205). Rather, these dividend
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payments may be said to be outgoings relevant to the raising of permanent
additional capital. This means that such payments, which are themselves
the losses made on financial arrangements that are debt interests, could be
prevented from deductibility under subsection 230-15(2) because it could
be said that they were not made in gaining or producing assessable income
or necessarily madein carrying on a business for the purpose of gaining or
producing assessable income.

3.73 In respect of section 8-1, in order to address these issues,
section 25-85 of the ITAA 1997 specifically provides for deductibility in
respect of dividends (subject to certain restrictions). Section 25-85 will
not apply to financial benefits paid or received in respect of financial
arrangements that are debt interests due to the operation of the
anti-overlap rulein subsection 230-25 (which is explained further below).
However, the effect of section 25-85 isreflected in subsections 230-15(4)
to (6). Thatis, if thefinancial arrangement is a debt interest

(as determined under Division 974 of the ITAA 1997), the oss made at
thetime adividend is paid on that debt interest is not denied deductibility
merely because the financial benefit (ie, the dividend) is contingent on the
economic performance of the taxpayer or a connected entity of the
taxpayer; or that the dividend is considered to secure a permanent or
enduring benefit for the taxpayer. [Schedule 1, item 1, subsection 230-15(4)]

3.74 As arevenue safeguard it is hecessary to prevent excessive
deductible payments on debt/equity hybrids that satisfy the debt test. The
samerisk to the revenueidentified in respect of section 25-85 of the
ITAA 1997 exists under Division 230 — that is, that acompany could
distribute its profits as deductible paymentsin lieu of frankable dividends
by making the distribution in respect of a hybrid that has been artificially
characterised as debt. The artificiality of the characterisation would be
indicated by a return on the interest considerably in excess of the interest
payable on an equivalent interest without any equity component

(ie, straight debt). The deduction allowable in these circumstancesis
capped by reference to the rate of return on an equivalent straight debt
interest, increased by a margin to recognise the premium paid for the
increased risk of non-payment because of the contingency. That rate of
return is referred to as the * benchmark rate of return’, and the margin is
150 basis points [Schedule 1, item 1, subsection 230-15(5)]. The margin may be
increased or decreased by reference to regulations made under

subsection 25-85(6) of the ITAA 1997 [Schedule 1, item 1,

subsection 230-15(6)] .
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Gains and losses relating to exempt and non-assessable non-exempt

income

3.75 To the extent that a gain made from a financial arrangement is
reflected by income which the income tax law considers to be exempt
income, the gainis disregarded by Division 230. [Schedule 1, item 1,
subsection 230-30(1A)(a)] A corresponding situation applies in respect of
non-assessable hon-exempt income. [Schedule 1, item 1, paragraph 230-
30(1A)(b)]

Losses

3.76 A loss from a financial arrangement will be disregarded under
Division 230 if it is made in gaining or producing exempt income or
non-assessable nhon-exempt income. [Schedule 1, item 1, subsection 230-30(1)]

3.77 An exception to this general ruleislosses from financial
arrangements made by Australian entities in deriving foreign source
income that is non-assessable non-exempt under section 23Al, 23AJ or
23AK of the ITAA 1936, wherethe lossis acost in relation to a debt
interest covered by paragraph (a) of the definition of ‘ debt deduction’ in
subsection 820-40(1) of the I TAA 1997 (the ‘thin capitalisation’
provisions) [Schedule 1, item 1, subsections 230-15(3) and 230-30(2)]. This
treatment maintains the current treatment of such costs under

section 25-90 of the ITAA 1997.

Gains and losses of a private or domestic nature

3.78 Under Division 230, gains and losses from certain financial
arrangements having a private or domestic purpose will be disregarded.

3.79 The specific arrangements subject to this exclusion are:
» aborrowing or provision of credit under an arrangement
where the taxpayer is the borrower, or is provided with the

credit, to the extent that the borrowing or provision of credit
is used for private or domestic purposes; and

» deivativefinancial arrangements of individuals, to the extent
they are held or used for private or domestic purposes.

[Schedule 1, item 1, subsection 230-30(3)]
Private or domestic borrowings

3.80 A gain or loss made from an arrangement under which finance is
raised by the taxpayer (ie, where the taxpayer has borrowed funds or has
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been provided with credit) will be disregarded to the extent the finance is
used for a private or domestic purpose. [Schedulel, item 1,
paragraph 230-30(3)(a)]

381 Theintended operation of this exceptionisto exclude from
Division 230, gains and losses made in respect of borrowings and other
forms of raising finance used to fund private or domestic arrangements. It
does nat include an arrangement under which the taxpayer is the provider,
rather than the recipient, of the finance.

3.82 A borrowing is broadly defined in subsection 995-1(1) of the
ITAA 1997 to cover any form of borrowing, whether secured or
unsecured. The provision of credit is a similarly broad concept, entailing
afinancial contribution to the taxpayer in respect of which the taxpayer
pays areturn.

3.83 In determining whether borrowed funds, or credit provided, have
been used for a private or domestic purpose, it is important to consider all
the relevant circumstances and features of the particular arrangement, in
addition to the taxpayer’ s intention.

Example 3.10: A loss made where financeraised for a private
pur pose

Hoa' s Haulage, atruck importing business, is conducted by Hoaasa
sole trader.

Asan individual, Division 230 does not apply to Hoa s gains and
losses from financial arrangements on amandatory basis
(section 230-405). However, Hoa makes an election to have al
financial arrangements subjected to Division 230

(subsection 230-405(4)).

After making this election, Hoa then borrows $50,000. $30,000 of the
borrowed funds are to acquire a second-hand prime-mover truck as
part of thetrading stock of Hoa' s Haulage, and the remaining $20,000
funds Hoa s personal overseastravels.

The interest payments Hoa makes on repayment of the loan arelosses
made from afinancial arrangement (see Chapter 2). However,

40 per cent of the losses made rel ate to a borrowing that was used for a
private purpose. Accordingly, despite being losses made from a
financial arrangement to which Division 230 applies, 40 per cent of
Hoa' s interest payments will be denied deductibility under

paragraph 230-30(3)(a).

(Note that it is not necessary for Hoa to make a subsection 230-405(4)
election in order to obtain a deduction for the cost of that part of the
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borrowed funds used to acquire the prime-mover truck under other
provisions of the Act.)

Derivatives held for private or domestic purposes

3.84 Under Division 230, a gain or loss made by an individual from a
derivative financial arrangement, to the extent that it isheld or used for
private or domestic purposes, will also be disregarded. [Schedule 1, item 1,
paragraph 230-30(3)(b)]

3.85 Whilst individuals will not be compulsorily subject to
Division 230 except in relation to their qualifying securities, they may
elect to have all of their financial arrangements subject to the Division
(see Chapter 2). [Schedule 1, item 1, subsection 230-405(4)]

3.86 Derivative financial arrangements are arrangements that:

» changeinvaluein responseto a change in a specified
variable or variables; and

» requirelittle or no net investment, in that the net investment
is smaller than that required for other types of financial
arrangements, except other derivative financial arrangements,
that would be expected to have similar results to changesin
market factors (see Chapter 8).

[Schedule 1, item 1, subsection 230-305(1)]

3.87 Where a derivative financial arrangement (such as an interest
rate option) is used or held by an individual for private or domestic
purposes (eg, to hedge the risk associated with a private underlying
transaction), any gain or loss made on it will be disregarded under
Division 230.

Gains and losses to which Division 230 does not apply

3.88 In addition to gains and losses that are disregarded in relation to
certain exempt income, hon-assessabl e non-exempt income or private or
domestic transactions, Division 230 either will disregard gains from
financial arrangements to the extent that it is subject to foreign resident
withholding tax or isa gain to the extent that isis in the form of a franked
distribution, or aright to a franked distribution, whether received directly
by the taxpayer or indirectly through a partnership or trust [Schedule 1, item
1, note to subsections 230-30(1A) and (1B)]

3.89 Division 230 will also not apply to certain gains and losses from
specified financial arrangements or where specific provisions operate to
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reduce gains and losses from particular financial arrangements.
[Schedule 1, item 1, note to subsections 230-15(1) and (2)]

3.90 These specified exceptions to the general scope of the Division
have the effect of limiting the application of the general taxing provisions
in section 230-15. They are discussed in detail in Chapter 2.

Gains and losses from financial arrangements generally on revenue
account

391 As the above paragraphs haveillustrated, by being generally
assessable or deductible, gains and losses from financial arrangements are
typically taxed on revenue account under Division 230.

3.92 Under existing legislation, not only are there questions of fact
and law in determining the appropriate character of gains and losses, but
also potentially difficult apportionment issues because gains and losses
can be attributable to both periodic and non-periodic cash flows.

3.93 Putting all gains and losses on revenue account, other than
where an exception or exclusion applies, simplifies the determination of
thetax treatment. It isalso consistent with the operation of some existing
tax provisions relating to financial arrangements (eg, see the provisions
listed in paragraph 3.22).

3.94 However, a different character may be attributed to the gains and
losses of afinancial arrangement that is a hedging financial arrangement,
if the hedging financial arrangement method is applied to take account of
those gains and losses from a financial arrangement. Under this method,
the gain or loss from the hedging financial arrangement will in most
instances be aligned with the tax treatment of the underlying hedged item.
[Schedule 1, item 1, section 230-270]

3.95 If the hedging financial arrangement method specifically
provides that again or loss on a hedging financial arrangement isto be
dealt within a particular way (whether or not by providing that it be on
capital account), this takes priority over the treatment provided for in the
general rule for the taxation of gains and losses from financial
arrangements. [Schedule 1, item 1, subsections 230-260(1) and 230-270(3) and
section 230-45]

3.96 For a more comprehensive discussion of the hedging financial
arrangement method (including what are hedging financial arrangements
and hedged items), refer to Chapter 8.
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3.97 Financial arrangements which have their gains and losses
specifically excluded from the operation of Division 230 may also be
taxed on capital account.

Anti-overlap rule

3.98 Sections 230-20 and 230-25 contain rules to ensure that:

* againor loss from afinancial arrangement that is, or will be,
taken into account under Division 230; and

» any associated financial benefits making up the calculation of
that gain or loss,

are not taken into account more than once under Division 230, and are not
included in assessable income or allowable as a deduction under a

provision of the ITAA 1936 or the ITAA 1997 outside of Division 230.
[Schedule 1, item 1, sections 230-20 and 230-25]

3.99 These anti-overlap rules ensure that:

» gainsand losses from financial arrangements are recognised
only oncefor tax purposes;

» tothe extent that a gain or loss from a financial arrangement
is, or will be, assessable or deductible under Division 230, or
dealt with under the hedging rules, this takes priority over
other provisions of the ITAA 1936 or the I TAA 1997; and

* tothe extent to which Division 230 does not deal with again
or loss from afinancial arrangement the other provisions of
the ITAA 1936 or the ITAA 1997 will haveresidual
operation unless otherwise specified (ie, Division 230 does
not represent an exclusive code for the taxation of gains and
losses from financial arrangements).

[Schedule 1, item 1, sections 230-20 and 230-25; item 73, section 118-27]

3.100 Theoperation of the anti-overlap rules in sections 230-20 and
230-25 requirethat if again or loss from a financial arrangement is, or is
to be, included in assessable income or allowable as a deduction under
Division 230, or dealt with in accordance with subsection 230-270(4)
(which, as explained in Chapter 8, sets out particular tax classifications for
gains and losses from certain hedging financial arrangements), then no
part of that gain or loss can be:

e included in assessableincome;
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» alowable as adeduction; or
» dealt with in accordance with subsection 230-270(4),

again under Division 230, or under any other provision of the ITAA 1936

or the ITAA 1997, in any income year. [Schedulel, item 1,
subsections 230-20(1), (3) and (4)]

3.101  For example, this means for foreign residents that where a
hedged item is ordinary or statutory income from an Australian source the
hedge gain or loss will be subject to tax in Australia. On the other hand,
where a hedged item is ordinary or statutory income from a non-
Australian source, the hedge gain or loss will not be subject to tax in
Australia.

3.102  Inaddition, no part of the amount or value of any financial
benefits taken into account in determining an assessable gain or deductible
loss under Division 230, or again or loss dealt with in accordance with
subsection 230-270(4), can be either included in assessable income or
allowable as a deduction under any other provision of the ITAA 1936 or
the ITAA 1997 in any income year. [Schedule 1, item 1, subsection 230-25(2)]

Relevance for other parts of the Act

3.103  Theintention of the anti-overlap ruleis to ensure that gains and
losses from financial arrangements (including any component parts of
such gains and losses) are only recognised once for tax purposes. It is not
intended to restrict the other workings of the ITAA 1936 or the

ITAA 1997. Inthisregard, the anti-overlap rule does not prevent such
gains and losses (or any financial benefits taken into account in
determining them) from being used to work out other tax-relevant
amounts, as long as no part of any gain or loss from a financial
arrangement is dealt with more than once. [Schedule 1, item 1,

subsection 230-20(2)]

Financial arrangements used as consideration in other dealings

3.104  Inkeeping with thisintention, the anti-overlap rule does not go
so far asto provide that where a taxpayer is taken to have received or
provided a financial benefit as the cost or proceeds for a particular
financial arrangement, that a financial benefit of an equal value cannot be
assessable or deductible elsewhere. For instance, in Example 3.4, Bill Co
is taken to have received capital proceeds on disposal of itsland equal to
the market value of the financial arrangement it startsto have. Bill Cois
also taken to have started to have that financial arrangement by providing
an amount of that samevalue. In this example, even though the values are
the same, they are in respect of different financial benefits (one being the
financial benefit received for the land and the other being the financial
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benefit provided for starting to have the financial arrangement).
Subsections 230-25(3) and (4) clarify this point for the avoidance of
doubt. [Schedule1, item 1, subsections 230-25(3) and (4)]

Bad debts

3.105 Whereafinancial arrangement arises in respect of the provision
of goods, services or other property on deferred payment terms (and
section 230-400, dealing with certain short-term arrangements, does not
apply), a special ruleis required to allow a deduction under section 25-35
if the relevant debt that arises on provision of those goods, services or
other property goes bad. Thisis because, despite the amount taken to
have been received for the provision of such property or services being a
different financial benefit from that taken to have been provided for
starting to have the financial arrangement (as described in

paragraph 3.76), in these circumstances, the debt that arises at thetime the
goods, services or other property is provided isin fact satisfied by the
acquisition of the financial arrangement.

3.106 Thevaluethat isincluded in assessable income in respect of the
provision of the goods, services or other property is determined under
section 230-440 (see explanation above and in Chapter 11). For the
special ruleto apply, thefinancial benefit (as determined under

section 230-440) must have been brought to account as assessable income
under a provision outside of Division 230 [Schedule 1, item 1,

paragraph 230-25(5)(a)]. Where this amount is written-off asa bad debt by
the taxpayer, a deduction for the value of the financial benefit the taxpayer
is taken to have provided to acquire the financial arrangement is to be
claimed under section 25-35 of the ITAA 1997 (subject to the rd evant
restrictions in that section) [Schedule 1, item 1, subsection 230-25(5)].

3.107  If again has been included in the taxpayer’ s assessable income
under Division 230, and an amount that includes or represents that gain
has been written off as a bad debt, specific provisionsin

Subdivision 230-B will apply to recognise a loss under Division 230 to the
extent of the gain previously brought to account (see Chapter 4).

3.108  Further, if thetaxpayer ceases to have the relevant financial
arrangement (eg, by disposing of the debt to athird party), after it has
written-off the relevant debt as bad and claimed the deduction available
under section 25-35, the balancing adjustment under Subdivision 230-G is
adjusted to take this previously claimed deduction into account.

Therefore, in calculating an amount of a gain or loss on the relevant
ceased financial arrangement, the amount of any deduction that has been
claimed under section 25-35 of the ITAA 1997 is to be taken into account
under step 1(b) of the method statement in section 230-395

(see Chapter 10) [Schedule 1, item 1, subsection 230-395(7)]. Thisruleis
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consistent with the underlying policy in sections 230-20 and 230-25, that
amounts are not to be included in assessable income or allowable as a
deduction more than once under the ITAA 1936 or the ITAA 1997.

Exempt income

3.109  Subsection 6-20(2) of the ITAA 1997 provides that amounts
of ordinary income that are excluded from being assessable income, are
exempt income. This means that absent a special rule, an amount
(rightly) excluded from being double counted under section 230-20 or
section 230-25, may arguably go to reducing a taxpayer’s tax losses in
addition to being dealt with under Division 230 (eg, if afinancial benefit
isitsdf an amount of ordinary income, but is taken into account in
determining the amount of aloss from a financial arrangement).
Subsections 230-20(5) and 230-25(6) ensure that just because an amount
of again or afinancial benefit is excluded from being assessable income
under other provisions of the Act, this of itself will not make those
amounts exempt income. [Schedule 1, item 1, subsections 230-20(5) and
230-25(6)]

3.110 Notably, an amount that is included in assessable income
pursuant to section 230-15 may itself specifically be made exempt income
or non-assessable non-exempt income under another provision of the Act.
In these circumstances, Division 6 of the ITAA 1997 (and in particular
sections 6-20 and 6-23 of the ITAA 1997) ensures that the amount is

not assessable, but rather will be exempt income or non-assessable
non-exempt income as provided for.

Threshold calculations

3111 By only requiring that gains and losses from financial
arrangements (or any financial benefits taken into account in determining
them) not be taken into account more than once in working out a
taxpayer’ s taxable income, the anti-overlap rules do not prevent these
amounts from being included in other calculations.
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Chapter 4

The compounding accruals and
realisation methods

Outline of chapter

4.1 This chapter explains:

the rationale for compounding accruals and realisation tax
treatment;

what compounding accruals and realisation are;

the basis for determining when taxpayers apply the
compounding accruals or the realisation method to a financial
arrangement;

the manner in which the compounding accruals and
realisation methods are applied;

when a re-assessment of the compounding accruals or
realisation method should apply to again or loss arising from
afinancial arrangement; and

the application of the re-estimation and running balancing
adjustment provisions.

Overview of compounding accruals and realisation methods

4.2 The compounding accruals and realisation methods are the
default methods of taxation under Division 230. These tax timing methods
will apply to those financial arrangements that are not subject to any of the
elective tax timing methods. The accruals tax timing method will apply
wherethereis a sufficiently certain overall gain or loss or a sufficiently
certain particular gain or lossin respect of afinancial arrangement. |f
thereis neither a sufficiently certain overall gain or loss nor a sufficiently
certain particular gain or lossin respect of afinancial arrangement then it
will be subject to the realisation method.
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4.3 An example of a sufficiently certain particular gainiswherea
contingency under an interest rate swap becomes settled it, becomes
certain that a payment will be made and that this will giveriseto a certain
gain.

4.4 If neither a sufficiently certain overall gain or loss nor a
sufficiently certain particular gain or loss arises in respect of afinancial
arrangement, the gains and losses in respect of that financial arrangement
will be calculated using the realisation tax timing method.

Accruals method

45 In essence, the compounding accruals tax timing method spreads
gains and losses over the period of timeto which they relate. I1n respect of
income years, thisis done by allocating the gains or losses to the particular
income years to which they relate.

4.6 Within the accruals method there are two main methods of
spreading the gains and losses. Thefirst method applies wherethereisa
sufficiently certain overall gain or loss. The second method applies where
thereis a sufficiently certain particular gain or loss.

4.7 A sufficiently certain overall gain will only arise where the
sufficiently certain financial benefits that the taxpayer isto receive exceed
the cost of the financial arrangement, that is, the sufficiently certain
financial benefits that a taxpayer isto provide (or vice versa for an overall
loss).

4.8 When a sufficiently certain overall gain or loss does not arisein
respect of afinancial arrangement the compounding accruals method will
apply if thereis a sufficiently certain particular gain or loss under that
financial arrangement in respect of a particular financial benefit or
financial benefits.

4.9 A sufficiently certain particular gain or loss arises from a
financial benefit that the taxpayer isto receive or provide under the
arrangement, if it is sufficiently certain at a particular time before that
financial benefit is to be received or provided that the taxpayer will make
that gain or loss.

4.10 The accruals method is intended to bring to account sufficiently
certain overall gains or losses and sufficiently certain particular gains or
losses to prevent inappropriate deferral in relation to the recognition of that
gain or loss.

Spreading using the effective interest rate method
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4.11 The sufficiently certain gains or losses are usually spread using a
method identical to the ‘ effectiveinterest rate method required by AASB
139. The'effectiveinterest rat€ method is a method of calculating the
amortised cost of a financial instrument and of allocating the interest
income or interest expense over the relevant time period (usually theterm
of thefinancial instrument). The*effectiveinterest rat€ istherate that
gives a net present value of nil. It isthe same as the internal rate of return.

4.12 There are specific rules in the compounding accruals method
with respect to certain gains or losses from fees and costs (‘ portfolio fees')
arising from financial arrangements that are part of a portfolio of similar
financial arrangements. If eigible, ataxpayer can make an irrevocable
election to spread the portfolio fees over a period that equals the average
life of the portfolio of which the financial arrangement is a part.

Spreading using other methods

4.13 It is possible to use another method to accrue a sufficiently
certain gain or loss but the outcome under the alternative method (such as
straight line spreading method) must approximate the outcome under the
compounding accruals method.

The realisation method

4.14 Therealisation method brings to account gains or losses in the
income year in which the gain or loss occurs. Generally, again or loss
occurs when the last of the financial benefitsis provided or isto be
provided, that is, when the gain or loss comes home to the taxpayer.

Reassessment of whether accruals or realisation method

4.15 A taxpayer is only required to reassess whether the accruals or
realisation method is appropriately applied to a gain or loss where thereis
amaterial change in the terms and conditions of the arrangement, or the
circumstances affecting the arrangement. Whether a change is a material
change depends on the facts and circumstances of the relevant
arrangement.

Re-estimation of accrued gain or loss

4.16 Generally, for many financial arrangements, the compounding
accruals method will apply to therelevant gain or loss for the term of the
financial arrangement. However, it may be necessary to re-estimate the
accrued gain or loss during the term of the financial arrangement. An
example is where circumstances change such that certain financial

127



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

benefits are no longer contingent which changes the amount of the gain or
loss that is sufficiently certain.

4.17 It will be necessary to re-estimate a gain or loss from afinancial
arrangement if:

 the compounding accruals method applies to that gain or
loss; and

» thereisamaterial changeto the circumstances that affect the
estimate, in respect of an amount or value of afinancial
benefit or thetiming of the provision of afinancial benefit.

Running balancing adjustments

4.18 Running balancing adjustments are needed because the accruals
method applies to estimated cash flows which may differ from the actual
cash flows. The running balancing adjustments are to ensure that the
correct amount of gain or loss is subject to tax over the life of the financial
arrangement.

4.19 When afinancial benefit is received or provided (or thetime
comes for the financial benefit to be received or provided), a balancing
adjustment may be required. A running balance adjustment is the
difference between the estimated value of afinancial benefit and the
amount that a taxpayer receives or provides. Therunning balance
adjustment will beincluded in assessableincome if the estimated value of
the financial benefit is less than the actual financial benefit or allowed as a
deduction if the estimated value of the financial benefit exceeds the actual
financial benefit.

Context of amendments

4.20 Under the current law, the scope of accruals tax treatment has
broadened through legislative and judicial developments over recent
decades. However, the current accruals system is incomplete and has not
adapted sufficiently to be ableto deal effectively with the rapid pace of
financial innovation over this period. The application of the compounding
accruals method under Division 230 will further broaden the scope of
accrualstax treatment. This further broadening mainly reflects the need to
modernise the tax treatment of financial arrangementsin order for it to
appropriatey apply to newer, innovative financial arrangements and also
for it to operate in a generally consistent manner for both traditional
arrangements and hybrid financial arrangements.
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4.21 Therealisation tax treatment has provided a basic treatment that
applies when no other tax-timing treatment is appropriate. Thisrolefor
realisation treatment is to remain essentially unchanged.

4.22 In general, the setting of the borderline between the realisation
regime and the accruals regime in Division 230 takes into account the need
to prevent manipulation and tax deferral, and the need to avoid the early
and premature taxation of significant, unsystematic gains and losses that
may not be realised.

What is accruals?

4.23 Compounding accruals in the context of the taxation of financial
arrangements refers to the allocation or spreading of gains or losses over
time, wherethe gain or lossis calculated by reference to known or
estimated future amounts (represented by the financial benefits under the
arrangement) and on the assumption that the entity will continueto have
the arrangement for its remaining term.

4.24 Compounding accruals, in this sense, isin contrast to the concept
of fair value, which calculates the gain or loss in each period by effectively
assuming that the entity ceases to have the financial arrangement, which it
holds, at the end of each income period and startsto have it at the
beginning of the next period. This distinction between compounding
accruals and fair value isimportant because it means that the volatility
which can arise when gains and losses are accounted for on afair value
basis can be smoothed by spreading (using the compounding accruals
method) the estimated gains or losses over a number of income periods.

4.25 This smoothing means that — relative to the outcomes from the
fair value tax method — taxpayers will generally not be required to pay tax
on unsystematic gains that may not berealised. Thelikelihood of this
happening is further reduced by the principle which governs the
circumstances in which the accruals method should apply. In principle, it
should apply to spread estimated gains and losses that are sufficiently
certain. The gains and losses that are so spread are then the subject of
taxation.

4.26 The period over which the sufficiently certain gains or losses are
intended to be spread is the period to which the gains or losses relate. The
intended basis of alocation of the relevant gain or loss under this accruals
(spreading) principle reflects the financial concept of interest on interest,
or compound interest. For the purpose of Division 230, this form of
accrual isreferred to as ‘ compounding accruals .
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4.27 The*compounding accruals' allocation methodology is
conceptually identical to the * effective interest method’ adopted by
Accounting Standard AASB 139 Financial Instruments. Recognition and
Measurement (AASB 139) — that is, the financial accounting accruals
methodology used to allocate gains and losses from loans, receivables, and
hel d-to-maturity investments.

Why is compounding accruals important?

4.28 A compounding accruals principle is important for income tax
purposes for two reasons. Firgt, it moves tax outcomes closer to
commercial (accounting) outcomes with attendant opportunities to reduce
compliance costs. Second, and related to thefirst, it reduces tax deferral
and tax arbitrage opportunities.

4.29 If thetax system relied only on arealisation tax method to tax all
financial arrangements, opportunities would be created for taxpayers to
delay the taxation of gains, and to bring forward losses and related tax
deductions. This would undermine the revenue base and, over time; result
in a distorted and inefficient allocation of investments and resources.

4.30 Compounding accruals methods generally recognise sufficiently
certain (known or estimated) future gains and losses over thelife of a
financial arrangement. Such gains and losses, which are sufficiently
certain to occur, can be subject to taxation on a compounding accruals
(spreading) basis, rather than at realisation and will be brought to account
under the compounding accruals method without significant unexpected,
and potentially adverse, tax-based cash flow impacts on the taxpayer.

When does accruals treatment apply under the current income tax law?

4.31 Under the current income tax law, the main specific accrualsrule
isfoundin Division 16E of Part |11 of the Income Tax Assessment

Act 1936 (ITAA 1936). Asdiscussed below, Division 16E islimitedin
scope and is quite prescriptive in its operation.

4.32 Apart from Division 16E, the question of whether accruals or
realisation applies to a particular financial arrangement largely depends on
the operation of the ordinary income and general deduction provisionsin
sections 6-5 and 8-1 of the Income Tax Assessment Act 1997 (ITAA 1997)
respectively. For income, the issue turns on when the income is ‘ derived’
and, for deductions, the issue turns on when aloss or outgoing is
‘incurred'.

4.33 Whilst there is some authority for losses or outgoings to be
incurred on an accruals basis in certain situations, there is very little clarity
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on whether, for example, interest or discount income is subject to accruals
or reglisation tax treatment. However, under Taxation Ruling TR 93/27,
the Commissioner of Taxation has ruled that the interest income and
expense of afinancial institution may be brought to account on an accruals
basis.

Division 16E of the | TAA 1936

4.34 Division 16E was introduced into the tax law in 1984 to remove
the then-existing distortions and tax deferral opportunities arising out of
long term (more than 12 months) discounted and deferred interest
securities. Beforethe introduction of Division 16E, a taxpayer (eg, a
financial institution) could issue long term debt instruments, which
deferred payment of interest until maturity, but could claim a deduction for
interest on an accruals basis. However, a non-financial institution that held
those instruments did not have to pay tax on theinterest until the cash was
received at maturity. The purpose of Division 16E was to remove such tax
deferral opportunities by bringing the interest to tax on an accruals basis.

4.35 In general, Division 16E applies to qualifying securities where
the non-periodic (ie, deferred) receipts are reasonably likely to exceed the
payment needed to acquire the security. In broad terms, Division 16E
spreads discount and deferred interest income to the holder, and
corresponding expense to the issuer, of the security on a semi-annual
compounding basis.

4.36 Division 16E has ardatively narrow scope. Where Division 16E
does naot apply, the tax-timing treatment of discount income and discount
expense remains uncertain. There are gaps in the application of

Division 16E — for instance in the case of premiums and market discounts
that arise after issuance when the security is not a qualifying security.

4.37 Thereis general uncertainty over whether, and if so how,
accruals tax treatment applies to various financial arrangements, including
swaps, other derivatives, and hybrid arrangements.

4.38 The incomplete coverage of Division 16E |eaves complexity,
anomalies and opportunities for tax deferral, avoidance and manipulation.

What is realisation?

4.39 Realisation tax treatment has been a common and traditional
basis for recognising gains and losses from financial arrangements under
the current law.

4.40 The realisation method appliesin Division 230 to bring to
account gains or losses in the income year in which the gain or 1oss occurs.
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Generally, again or loss occurs when thelast of the financial benefits that
are taken into account in calculating the relevant gain or lossis provided or
isto be provided — that is when the gain or loss comes home to the
taxpayer. Hence, if again or loss under a financial arrangement is subject
to the realisation method, and a number of financial benefits areto be
provided under the arrangement, there may be a number of separate gains
or losses brought to account under that method at different pointsin time.

4.41 The application of the realisation method is distinguished from
circumstances where the taxpayer must apply the balancing adjustment
provisions in Subdivision 230-G. The balancing adjustment applies where
the taxpayer ceases to have al of their rights or obligations under an
arrangement or where the taxpayer transfers some or all of their rights and
obligations under the arrangement — that is when the financial
arrangement is disposed of or partly disposed of. The realisation method
generally applies where particular rights or obligations come to an end
through performance of thoserights or abligations. Chapter 10 discusses
the consequences of dispasing of financial arrangements.

4.42 It is possible for both the compounding accruals method and the
realisation method to apply to gains or losses arising from a single

financial arrangement. This may occur because some of the financial
benefits under the financial arrangement are sufficiently certain and others
arenot. The sufficiently certain financial benefits may giveriseto either
an overall, or aparticular, gain or loss that will be subject to the
compounding accruals method and the remaining financial benefits that are
not sufficiently certain in regards to occurrence or asto amount will, at the
appropriatetime, giveriseto again or loss that is brought to account under
the realisation method.

Summary of new law

4.43 Division 230 provides for a number of methods that can be
applied to determine when gains or losses that a taxpayer makes from a
financial arrangement should be brought to account for tax purposes.
Where none of the elections available under Division 230 have been made,
the compounding accruals method or the realisation method will apply.

4.44 The assessment of whether compounding accruals tax treatment
is appropriate or not for any particular financial arrangement is to be based
on an objective evaluation of the relevant considerations. In particular,
regard must be had to the terms and conditions of the financial
arrangement, accepted pricing and val uation techniques and the economic,
or commercial, substance or effect of the financial arrangement.
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The compounding accruals method

4.45 Under Subdivision 230-B, ataxpayer must apply the
compounding accruals tax-timing method to a gain, or loss, from a
financial arrangement when thereis sufficient certainty that such a gain, or
loss, will occur. The gain or loss may either be a gain or lossin respect of
the entire financial arrangement (a ‘ sufficiently certain overall gain or
loss') or again or loss made in respect of particular financial benefits (a
‘sufficiently certain particular gain or loss').

4.46 The sufficiently certain overall gain or lossis determined by
reference to the difference between the sum of all known and expected
outlays (payments) and all known and expected inflows (receipts). These
inflows and outflows are represented by the financial benefits to be
received and provided under the relevant financial arrangement. A
sufficiently certain overall gain will only ariseif expected inflows under an
arrangement will exceed all known and expected outlays such that there
will beagain of at least a specific amount. The converseistruefor a
sufficiently certain overall loss.

4.47 A sufficiently certain particular gain or loss can also arise under
afinancial arrangement in respect of a particular financial benefit or
particular financial benefits. Such a gain or loss may arise where:

» itissufficiently certain at the time when the taxpayer startsto
have the arrangement, but before the taxpayer isto receive or
provide the financial benefit or benefits; or

it becomes sufficiently certain after the time the taxpayer
starts to have the arrangement, but before the taxpayer is to
receive or provide the financial benefit.

4.48 If thereis amaterial change to circumstances, or to terms and
conditions, adjustments may be required to be made to the amount of the
gain or loss that is accrued during the term of the financial arrangement.
Such material changes may also affect whether the compounding accruals
method will continue to apply to again or loss, or if the realisation method
becomes more appropriate.

4.49 Individuals and entities (other than an individual) which fall
below the turnover threshold in section 230-405, will only be subject to
Division 230 in respect of afinancial arrangement that has aterm of more
than 12 months and is a * qualifying security’, within the meaning of that
termin Division 16E of the ITAA 1936. However, such taxpayers can
make an eection for Division 230 to apply to all of their financial
arrangements (see Chapter 2).
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4.50 The spreading of the sufficiently certain gain or loss for tax
purposes is done using a compounding accruals method, or a method
whose results approximate those obtained using the prescribed method.

451 If the compounding accruals method does not apply to a financial
arrangement, or to some of the financial benefits under the financial
arrangement because the gain or loss in respect of those benefitsis not
sufficiently certain, then the realisation method applies to bring to account
those gains or losses arising from that financial arrangement or part
thereof.

The realisation method

4.52 A gain or loss from a financial arrangement is brought to account
under the realisation method in Subdivision 230-B when no other tax-
timing method is appropriate and:

» when afinancial benefit is received or provided under the
financial arrangement; or

 if afinancial benefit is not received or provided at thetime it
is due, when the time comes for that financial benefit to be
received or provided under the financial arrangement.

4.53 The gain or loss recognised under the realisation method is the
difference between the amount received or provided, or the amount which
isto bereceived or provided, and the cost of the financial arrangement
which is attributable to that financial benefit. The general approach under
Division 230 to determining whether realisation tax-timing treatment for a
gain or loss is appropriate, and the basis of applying the realisation
tax-timing treatment, is largely unchanged from the existing law. That is,
the realisation tax-timing treatment applies where other tax-timing
treatments are inappropriate. Gains and losses that are subject to the
realisation method, are recognised in the income year in which the time
comes for the last of the financial benefits which are taken into account in
calculating the gain or loss received or provided — or the income year in
which the financial benefit is actually received or provided (ie, thetime at
which the gain or loss occurs for Division 230 purposes).
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Accruals Diagram 1:
Application (Part 1)

This diagram provides an overview of how to determine whether of the compounding accruals or realisation
methods should apply to a gain or loss made under a financial arrangement.
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Accruals Diagram 1:
Application (Part 2)

Step4: What is
the period over

which the gain or
lossis dlocated?

Step 5: What is
the basis of
alocation?

The sufficiently certain
overal gainor lossis
allocated over thelife of
the arrangement.

The sufficiently certain
overal gainor lossis
allocated over thelife of
the arrangement.

The gains and losses
from the other financia
benefitsthat are not
sufficiently certain may
be recognised on a
realisation basis.

A

The gains and losses
arising from the
financial benefits that
become sufficiently
certain (ie, sufficiently
certain particular gains
and | osses) are dlocated
over the period to which
they relate.

v

The gains or losses
arising from the
financia benefits which
are not sufficiently
certain before they
become due and payable
or due and receivable are
recognised on a
realisation basis.

Divide the period into
equd intervals not
greater than 12 months.

Allocate gain or lossto
those intervalsusing a
compounding accruals
method or ancther
method that
approximates the result
from that method.

Parts of gains or losses
so allocated are brought
to account in the income

year in which the
interval falls.

Divide the period into
equd intervals not
greater than 12 months.

Allocate gain or lossto
those intervalsusing a
compounding accruals
method or ancther
method that
approximates the result
from that method.

Parts of gains or losses
so allocated are brought
to account in the income

year in which the
interval falls.

Divide the period to
which the gain or loss
relates into intervals not
greater than 12 months.

Allocate gains or losses
to thoseintervalsusing a
compounding accruals
method or another
method that
approximates the result

from that method.

Gains for losses so
allocated are brought to
account in the income
year in which the
interval falls.

Thereisno accrud
treatment for gains and
losses recognised on a

realisation basis.

Gains or losses are taken
into account under the
redisation method inthe
income year inwhich
thegain or loss
occurred.
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Comparison of key features of new law and current law

New law

Current law

If one of the elective tax-timing
methods does not apply to a financial
arrangement, the compounding
accruastax trestment will apply if
the financial arrangement has a
sufficiently certain gain or loss. The
sufficiently certain gain or loss may
include both periodic (such as
interest-like amounts) and
non-periodic amounts (such as
discounts or premiums).

A method that approximates the
results of the compounding accruas
method can be used.

To use an accruals method under
Division 16E a‘qualifying security’
requiresan ‘eigiblereturn’.

An ‘eligiblereturn’ on asecurity is,
at thetime of the security’ sissue,
either known (in the case of a fixed
return security) or, the payments to
be made — other than periodic
interest — to the holder are
reasonably likely (in the case of a
variable return security) to exceed
the issue price of the security.

Other requirements of a qualifying
security arethat it must have aterm
which islonger than one year and, in
the case of a fixed return security, an
eligible return of more than

1.5 per cent per year.

An election can be made to spread
portfolio fees arisng from financial
arrangements, which are part of a
portfolio of similar financia
arrangements, over a period that
equals the average life of the
portfolio. The electionis
irrevocable.

No equivalent rulein current law.

Therealisation tax-timing treatment
applies where other basic tax-timing
treatments (compounding accruals,
electivefair value, elective
retranslation and e ective use of
financial reports) will not apply. It
will apply in those circumstances to
the extent to which the hedging
election does not apply.

Therealisation treatment applies
where an accrud s treatment does not

apply.

Detailed explanation of new law

4.54 The main object of the accruals and realisation methods is to
properly recognise gains or losses from financial arrangements by
alocating such gains or losses to appropriate periods of time [Schedule 1,
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item 1, paragraph 230-100(a)]. The compounding accruals method provided
for in Subdivision 230-B is also intended to reflect commercial accounting
concepts, so as to reduce compliance costs for taxpayers [Schedule 1, item 1,
paragraph 230-100(b)].

4.55 The compounding accruals method is also intended to minimise
tax deferral, which could occur under a realisation method [Schedule 1,

item 1, paragraph 230-100(c)]. Thisis reflected in the main object of
Subdivision 230-B, as proper allocation of gains and losses to the periods
to which they relate also reduces tax deferral.

4.56 The question of whether accruals or realisation treatment is
applicable to afinancial arrangement is determined by the nature of the
terms, conditions, pricing and valuation techniques used; the nature of the
financial benefits under the arrangement; and whether there is sufficient
certainty in respect of the gain or loss.

Application of the accruals and realisation methods to individuals and
certain entities

4.57 Generally, Division 230 does not apply to individuals, or to
entities (where that entity satisfies the relevant turnover test in

section 230-405), unless an election to have the Division apply has been
made [Schedule 1, item 1, subsection 230-405(5)]. However, if an individual or
an entity which has not made an election under subsection 230-405(5) has
afinancial arrangement that is a‘qualifying security’ within the meaning
of Division 16E of the ITAA 1936, and that security has aremaining term
after acquisition of more than 12 months, the accruals or redlisation
method under Division 230 may apply to that financial arrangement
[Schedule 1, item 1, subsection 230-405(1)]. The application of Division 230 to
individuals and to entities that satisfy the turnover test is further discussed
in Chapter 2.

4.58 Where such an entity has a qualifying security that is afinancial
arrangement, the accruals method will apply to bring to account the gain or
loss from the qualifying security only where the gain or loss satisfies the
conditions for being a sufficiently certain overall gain or 10ss [Schedule 1,
item 1, subsection 230-110(1)]. The compounding accruals method will not
apply to a sufficiently certain particular gain or loss from a financial
arrangement held by such an entity [Schedule 1, item 1, subsection 230-115(4)].

4.59 The exclusion of individuals and those relevant entities from the
sufficiently certain particular gain or loss provisionsis intended to provide
a compliance cost saving in respect of such instruments. The requirement
to have to attribute particular financial benefits that are provided, or that
are expected to be provided (outlays), to those that are received, or that are
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expected to be received (inflows), is avoided by the application of the
sufficiently certain overall gain or loss concept. A sufficiently certain
overall gain can only arise where the sufficiently certain financial benefits
that are to be received exceed the sufficiently certain financial benefits that
areto be provided (or vice versafor aloss) [Schedule 1, item 1,

subsection 230-110(1)]. Hence, under the overall gain or loss concept, al of
the ‘cost’ of the financial benefits that are to be provided under the
financial arrangement will be automatically attributed to those sufficiently
certain financial benefits that are to be received at the start of the
arrangement. Thiswill bethe case even if, economically, some part of the
‘cogt’ of thefinancial arrangement could be attributed to other financial
benefits, under the financial arrangement, which are not sufficiently certain
at the start of the arrangement. For further discussion on attribution of
financial benefits under Division 230, see Chapter 3.

4.60 In cases where thereis a sufficiently certain overall gain or loss
under a qualifying security held by taxpayers which would not otherwise
be subject to Division 230, and there are one or more financial benefits
that become sufficiently certain after the start of the qualifying security,
the realisation method will apply to gains or losses arising from those
financial benefits. [Schedule 1, item 1, subsection 230-105(5)]

4.61 However, if theindividual, or the entity that satisfies the turnover
test, makes an election under subsection 230-405(4) to have Division 230
apply toits financial arrangements, then the compounding accruals method
may apply to particular gains or losses made under the relevant qualifying
security. [Schedule 1, item 1, paragraph 230-105(4)(c)]

When to use the compounding accruals method?

4.62 If an entity does not opt for one of the elective tax-timing
methods in Division 230 to apply to its redevant financial arrangements, or
the entity does make such a choice but no elective method appliesto a
particular financial arrangement, the default tax-timing method will be
either the compounding accruals or realisation method, or a combination of
these methods, which will be applied to bring to account gains or |osses
made from the particular financial arrangement [Schedule 1, item 1,

subsection 230-45(2)]. The compounding accruals method applies where
thereis asufficiently certain gain or loss from the financial arrangement.
A gain or loss arising from a financial arrangement will be sufficiently
certain if the financial benefits used to calculate that gain or loss are
themsel ves sufficiently certain (see paragraphs 4.65 to 4.88).

4.63 If the financial arrangement is denominated in aforeign
currency, and a retranslation election has been made by the taxpayer, the
accruals or realisation tax treatments may still apply to the gain or lossto
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the extent that it is not subject to the retrandation eection. [Schedule1,
item 1, paragraph 230-45(2)(b)]

4.64 If the hedging financial arrangement method appliesto a
financial arrangement, and that arrangement is aforeign currency hedge
that isa‘debt interest’ (as defined in Division 974 of the ITAA 1997), only
the gain or loss that is attributable to movementsin currency exchange
rates, in respect of the outstanding balance in relation to the debt interest,
is brought to account under the hedging financial arrangement election
[Schedule 1, item 1, subsection 230-260(6)]. The gain or loss that may arise from
the foreign currency hedge, other than that specified under the hedging
rules and absent any other e ections under Division 230, would then be
subject to the accruals or realisation methods as appropriate [Schedule 1,
item 1, paragraph 230-45(2)(c)].

Sufficiently certain gain and loss— an overview

4.65 For the purposes of the accruals provisions, gains and |osses
which arise from financial arrangements may be an overall gain or loss or
aparticular gain or loss. That gain or lossis calculated with referenceto
sufficiently certain financial benefits which are to be received and
provided under the financial arrangement.

4.66 Financial arrangements may incorporate financial benefits that
are paid or received on a periodic and/or non-periodic basis. Most
commonly, but not always, financial benefits are represented by cash
inflows (for rights to receive) and cash outflows (for obligations to pay).
For example, an annual interest payment on a bond would be a financial
benefit that would be paid on a periodic basis. A non-periodic financial
benefit would be represented by the end payment (return) of an initial
outlay when a bond reaches full term, or by a partia return of theinitial
outlay. Hybrid financial arrangements may also comprise both periodic
and non-periodic financial benefits — a convertible note, or an
equity-linked bond, usually incorporates both periodic and non-periodic
payments. If financial benefits are periodic, generally, subject to the facts
and circumstances of each case, such benefits could be reasonably
expected to be paid or received.

4.67 Both periodic and non-periodic financial benefits may befixedin
terms of amount and the time at which they will be paid or received

(ie, they are completely certain) or they may be sufficiently certain, or they
may not be sufficiently certain. Consequently, within the one financial
arrangement there may be a mixture of different financial benefits some of
which are sufficiently certain and some of which are not.

4.68 Anoverall gain or lossisthat gain or loss generated by the entire
financial arrangement. An overall gain, which is determined at inception,
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can only arisewhere al of the sufficiently certain financial benefits that
areto bereceived will exceed thetotal of all of the sufficiently certain
financial benefits that are to be provided (or vice versafor aloss). Hence,
generally, an overall gain or loss will be calculated with reference to all of
the financial benefits under the arrangement because those financial
benefits are sufficiently certain at the start of the arrangement. There may
be circumstances where an overall gain (or loss) arises from a financial
arrangement, despite some of the financial benefits under the arrangement
being not sufficiently certain. An example of this is where the total
magnitude of an overall gain or loss may be unknown at inception,
because of the existence of a contingent payment within the arrangement,
but it may be known that an overall gain or loss of at least a specific
amount will be made. This amount would be subject to the accruals
method [Schedule 1, item 1, subsection 230-110(1)]. The compounding accruals
method will apply to spread the sufficiently certain overall gain or loss
over thelife of the arrangement [Schedule 1, item 1, subsection 230-130(1)].

4.69 The concept of an overall gain or loss of at least a particular
amount is required in the accruals provisions for two reasons:

» firgt, it isintended policy that where an overall gain or loss of
at least a specific amount would be made from a financial
arrangement, and that financial arrangement has an
embedded option, none of the cost of the arrangement should
be attributed to that embedded option; and

» second, the overall gain or loss concept is intended to deliver
compliance cost savings by not requiring taxpayers to apply
complex calculations to attribute the cost of the financial
arrangement to expected financial benefits whereiit is clear
that again or loss of at least a specific amount will be made
from the financial arrangement.

4.70 A particular gain or lossis that gain or loss generated from a
particular event under the arrangement (eg, the payment of a periodic
return). Assuch, there could be several particular gains or losses arising
under the one financial arrangement. For some financial arrangements (eg,
hybrids) which may involve a mixture of both ‘sufficiently certain’ and
‘not sufficiently certain’ financial benefits, it may not be possibleto
determine at inception the expected overall gain or loss. 1t may, however,
be possible to estimate a sufficiently certain particular gain or loss that
will be made from such arrangements in advance of the time at which the
relevant financial benefits will be received or provided. Those particular
gains or losses would then be subject to compounding accruals treatment.
Those periodic payments that may not become known in advance of
payment or receipt with sufficient certainty will giveriseto gains or losses
that will be subject to realisation tax treatment.
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4.71 The particular gain or loss concept encapsulates one of the key
objects of the accruals methodology — that is, gains or losses are to be
recognised as they become sufficiently certain and are to be attributed to
the period to which that particular gain or 10ss relates [Schedule 1, item 1,
paragraph 230-100(a)]. By recognising gains and losses in this manner,
inappropriate deferral of gains and bringing forward of losses is avoided.

Sufficiently certain overall gain and loss

4.72 A taxpayer must allocate a gain or loss from a financial
arrangement using the compounding accruals method when thereis
sufficient certainty, at the time the taxpayer startsto have the arrangement,
that the taxpayer will make an overall gain or loss under the arrangement
[Schedule 1, item 1, subsection 230-105(2)]. An overall gain will only arise
where the sufficiently certain financial benefits that the taxpayer isto
receive exceed the cost of the financial arrangement, that is, the
sufficiently certain financial benefits that a taxpayer is to provide (or

vice versa for an overall 10ss) [Schedule 1, item 1, note to

paragraph 230-105(2)(b)].

4.73 In this sense, the overall gain or loss necessarily requires that the
entire ‘cost’ (i, thefinancial benefits that have been or are to be provided)
of thefinancial arrangement be attributed to those sufficiently certain
financial benefits that areto be received. Thiswill be the case despite the
fact that economically some of that cost may be attributable to other
financial benefits that are not sufficiently certain at the start of the
arrangement. [Schedule 1, item 1, noteto paragraph 230-110(1)]

4.74 In calculating the sufficiently certain overall gain or loss it must
be assumed that the taxpayer will have the financial arrangement for the
rest of itslife[Schedule 1, item 1, paragraph 230-110(2)(a)]. Generally, thelife
of afinancial arrangement is dictated by the period between the time the
arrangement is created or acquired and its maturity date. This could also
bereferred to as the * estimated life' of the arrangement. If, for example, a
financial arrangement has no defined maturity date (eg, because it may last
in perpetuity) then thelife of the arrangement is taken to span the period
into perpetuity. This assumption isimportant because, as was noted
above, an overall gain or lossis generally generated from the entire
arrangement.

4.75 The accruals provisions dealing with overall gains and losses are
modified in circumstances where the financial arrangement that givesrise
tothe overall gain or loss is part of aportfolio of similar financial
arrangements. In order to access portfolio treatment the taxpayer will need
to make an irrevocabl e election and meset certain eligibility requirements.
[Schedule 1, item 1, section 230-137]. Where an irrevocable election is made, the
portfolio fees from the financial arrangement are spread over the average
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life of the portfolio rather than under the general accruas rulesfor overall
gains and losses [Schedule 1, item 1, subsections 230-138(3), (4) and (5)]. The
portfolio treatment of feesis discussed in detail at paragraphs 4.149 to
4.162.

4.76 If thereis afinancial benefit that may reduce or eliminate an
otherwise sufficiently certain overall gain or overall loss, it may bethe
casethat it cannot be concluded with sufficient certainty that there will be
an overall gain or overall loss of at least a particular amount [Schedule 1,
item 1, paragraph 230-110(2)(b)]. The overall gain or loss must be of at least a
specific amount because it would be inappropriate to have a taxpayer
accrue an amount of again or loss where thereis insufficient certainty that
it will berealised. If thereisasufficient risk that a financial benefit, that is
itself not sufficiently certain at the start of the arrangement, may in fact
reduce an amount of a gain or decrease an amount of aloss (such that part
of the estimated gain or loss would never have been made), then it would
be inappropriate to require an accrual of the otherwise sufficiently certain
overall unrealised gain or unrealised loss. (At the same time, there may be
a sufficiently certain particular gain or loss, as discussed in

paragraphs 4.83 t0 4.86.)

4,77 However, there may still be a sufficiently certain overall gain or
loss which should be subject to the accruals method, despite the fact that
there may be some financial benefits that are not sufficiently certain. Of
particular relevance is the situation where the effect of those financial
benefits which are not sufficiently certain will be to increase the amount of
the sufficiently certain overall gain or loss. Thisis because, in such
situations, thereis sufficient certainty that the estimated overall gain or
overall loss will be made, and the uncertainty generated by the financial
benefit that is not sufficiently certain relates to whether the estimated gain
or estimated loss will in fact be more than the specific amount of the
overall gain or loss of at least a certain amount. In these circumstances,
the accruals method is applied to the estimated overall gain or overall loss
that is known with sufficient certainty at the start of the arrangement. In
other situations, the financial benefits that are not sufficiently certain may
be such that the likelihood of them reducing or diminating an otherwise
sufficiently certain overall gain or lossis artificial or ‘immaterially
remote’ .

4.78 Once the contingency is resolved, in respect of those financial
benefits which are not sufficiently certain at the start of the arrangement
(as they become sufficiently certain), one of two outcomes may arise.
First, the effect of those benefits becoming sufficiently certain may affect
the amount of the previously estimated overall gain or loss so that afresh
determination of the overall gain or lossisrequired. If thisisthe case,
then the implications of such an event are covered by the re-estimation
provisions (see paragraphs 4.169 to 4.208).
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4.79 Alternatively, the financial benefits that become sufficiently
certain may themselves giveriseto again or loss, separate to the estimated
overall gain or overal loss. If thefinancial benefits give riseto a separate
gain or loss, that gain or loss may be either:

» accrued as a sufficiently certain particular gain or loss (where
the financial benefit becomes sufficiently certain beforeit is
received or provided) [Schedule 1, item 1, subsection 230-105(3)];
or

» brought to account under the realisation method (where the
uncertainty surrounding the financial benefit is resolved at
thetimeit isreceived or paid, or thetime comesfor it to be
received or paid) [Schedule 1, item 1, subsection 230-105(5)].

4.80 Broadly, arrangements which have the following characteristics
may give riseto a sufficiently certain overall gain (for the holder) or
overall loss (for the issuer):

» periodic returns under the arrangement are determined and
set in advance of the period to which they relate and are paid
inarrears,

» theinitial outlay will be returned at maturity; and

* if thereare cash flows (financial benefits) that are not known
at the start of the arrangement, those cash flows will not have
the effect of reducing the estimated overall gain or loss.

4.81 Often periodic returns are calculated with reference to a variable
(such as aninterest rate) or therate of change of a variable (such as the
consumer priceindex (CPl)). This‘feature which can affect the quantum
of financial benefits arising under a financial arrangement will not of itself
affect whether thereis an overall gain or overall loss from the
arrangement. Thisis becausein calculating the relevant gain or loss on a
financial arrangement, the taxpayer is required to assume that the variable
or therate of change of the variable affecting the quantum of the financial
benefit will remain constant for the period of the arrangement [Schedule 1,
item 1, subsections 230-120(4) and (5)]. In this sense, the fact that the variable or
therate of change of the variable may vary, and hence may practically
affect the amount of the gain or loss, is overcome by the required
assumption. Any discrepancy between the assumed variable rate and the
actual variablerate, provided the differenceisinsignificant, will be
brought to account under the running balancing adjustment mechanism
(see paragraphs 4.165 to 4.168).
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4.82 Example 4.3 provides further guidance on when an overall gain
or loss may arise.

Sufficiently certain particular gain or loss

4.83 The compounding accruals method will also apply to a particular
gain or loss that arises from a financial benefit that the taxpayer isto
receive or provide under the arrangement, if it is sufficiently certain at a
particular time before that financial benefit isto bereceived or provided
that the taxpayer will make that gain or 10ss [Schedule 1, item 1,

subsection 230-105(3)]. In policy terms the accruals method will apply to
bring to account sufficiently certain particular gains or losses so that there
is no inappropriate deferral in relation to the recognition of that particular
gain or 10ss [Schedule 1, item 1, paragraphs 230-100(a) and (c)].

4.84 A sufficiently certain particular gain or loss arises whereit is
sufficiently certain at a particular timethat again or loss of a particular
amount, or at least a particular amount, will be made when:

» thetaxpayer receives a particular financial benefit or one of
the taxpayer’ s rights ceases under the arrangement [Schedule 1,
item 1, paragraph 230-115(1)(c)]; Or

» thetaxpayer provides a particular financial benefit or one of
the taxpayer’ s obligations ceases under the arrangement
[Schedule 1, item 1, paragraph 230-115(1)(d)].

That is, the occurrence of one of the events listed above may giveriseto a
gainor loss. To calculatethat gain or loss, which is a net concept for
these purposes, there must be an offsetting of costs with proceeds. Aswas
discussed in Chapter 3, economically under an arrangement, some part of
the financial benefits the taxpayer has provided under the arrangement can
be said to be reasonably attributable to the financial benefits that the
taxpayer isto receive. This principle is encapsulated in sections 230-75
and 230-80 (about apportionment of financial benefits on receipt or
payment of particular financial benefits), which will apply to calculate the
amount of a sufficiently certain particular gain or 10ss [Schedule 1, item 1,
note to subsection 230-115(2)]. Such apportionment must take into account the
nature of the rights and obligations, risks associated with each of the
rights, obligations and financial benefits and the time value of money (for
further discussion see Chapter 3).

4.85 In order for the accruals method to apply, the amount of the
sufficiently certain particular gain or loss will be a particular amount or at
least a particular amount [Schedule 1, item 1, paragraphs 230-115(1)(a) and (b)].
Therefore, in working out whether, at a particular time, thereisa
sufficiently certain particular gain or loss, the taxpayer must have regard to
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therisk that a particular financial benefit which is not sufficiently certain
at that time will reduce or eliminate the amount of the gain or loss
[Schedule 1, item 1, paragraph 230-115(2)(a)]. For the same reasons as outlined
in paragraph 4.76, this requirement ensures that taxpayers are not required
to recognise gains or losses that may never be made, to the extent to which
they are not sufficiently certain.

4.86 Further, under this attribution process, afinancial benefit is not to
be taken into account more than once in determining the gain or loss that
will arise from a single financial arrangement [Schedule 1, item 1,

paragraphs 230-115(2)(b) and (c)]. This means that, to the extent to which a
financial benefit that the taxpayer has or will provide under the
arrangement has been allocated to a financial benefit that isto be received,
that financial benefit that has or will be provided (or that part of the
financial benefit that has or will be provided) is not to be taken into
account (apportioned) to another financial benefit that isto be received.
To recognise a particular financial benefit (or part thereof) more than once
in respect of asinglefinancial arrangement would result in the taxpayer
recognising the same gain or loss more than once. Such an outcomeis
inappropriate, since economically the taxpayer has only made the gain or
loss once.

Can there be more than one sufficiently certain gain or lossfor a single
financial arrangement?

4.87 It is possiblefor there to be more than one sufficiently certain
gain or loss that is to be brought to account in respect of a single financial
arrangement. Likewise, it is possiblefor there to be a number of separate
sufficiently certain particular gains or losses under the same financial
arrangement. Both a sufficiently certain overall gain or loss and
sufficiently certain particular gains or losses can arise from a single
financial arrangement.

4.88 This situation can arise because, despite the fact that some of the
financial benefits under a financial arrangement are not sufficiently certain
at the start of the arrangement, the financial benefits that are sufficiently
certain at that time are such that they give rise to a sufficiently certain
overall gain or loss (see discussion in paragraphs 4.72 to 4.82). When the
other financial benefits under the financial arrangement not taken into
account in determining the sufficiently certain overall gain or 1oss become
sufficiently certain before they are due to be paid or received, a separate
sufficiently certain particular gain or loss may arise. This sufficiently
certain particular gain or lossis separate and distinct from the overall gain
or loss calculated at the start of the arrangement and will be accrued
separately from that overall gain or loss. The ‘anti-overlap’ provisionin
paragraphs 230-115(2)(b) and (c) — which requires that a particular
financial benefit should not be taken into account more than once under a
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financial arrangement — operates to ensure that there is no double
counting of gains or losses.

Example4.1: A bond with contingent retur ns and guar anteed
redemption value

Investor Co acquires from Issuer Co a 10-year bond for $100,000. The
terms of the bond provide that Investor Co is entitled to annual interest
payments of 8 per cent per annum, subject to Issuer Co agreeing to
make the payment. At maturity, Investor Co is entitled to receive

120 per cent of theinvestment amount. Both entities exceed the
turnover threshold in section 230-405.

Tax implicationsfor Investor Co

When Investor Co startsto hold the financial arrangement, it must
determineif it has a sufficiently certain gain or loss that would be
subject to the accruals method. Thereevant financial benefits are;

 the payment of $120,000 at the end of 10 years (calculated with
reference to the guaranteed payment of 120 per cent of the
investment amount); and

* eachindividual interest payment over theterm of the bond (which
is subject to Issuer Co agreeing to make the payment).

As discussed below, a sufficiently certain gain or lossis determined
only by reference to financia benefits that are sufficiently certain
(subsection 230-120(1)). A financial benefit is sufficiently certain if it
isreasonably expected that the financia benefit will be received or
provided (assuming the bond isheld for itslife— ie, until maturity)
and that the amount or value of the financial benefit is fixed or
determinabl e with reasonabl e accuracy (subsection 230-120(2)).
Applying these criteria, it can be said that only the financial benefit
represented by the payment of $120,000 due to be paid at the end of
the 10 years can be said to be sufficiently certain at the start of the
arrangement.

Hence, Investor Co has a sufficiently certain overal gain at the start of
the arrangement because the financial benefit that it is sufficiently
certain to receive exceeds the cost of the financial arrangement.

The cost of the financial arrangement is represented by the $100,000
Investor Co paid to acquire the bond. That financial benefit is

integral to calculating the overall gain or loss and hence istaken

to be afinancial benefit provided under the financia arrangement
(subsection 230-65(2)). The amount of the difference between the
sufficiently certain financial benefit provided and the financial benefit
received is the sufficiently certain overall gain of $20,000

(ie, $120,000 less $100,000). Therightsto theinterest payments over
the next 10 years, which are themsel ves subject to a contingency, such
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that it would not be reasonable to expect that those benefits will be
received, will not have the effect of reducing this overall gain of
$20,000. In fact, the contingent interest payments, if received, will
have the effect of increasing the amount of the gain made on the
financial arrangement asawhole. Hence, the compounding accruals
method will apply to bring the overall sufficiently certain gain of
$20,000, which is calculated at the start of the arrangement, to account
over thelife of the bond (subsection 230-130(1)).

If, some time after Investor Co acquires the bond, Issuer Co determines
that it will make an interest payment two years before the payment is
due, then once that determination is made, that financial benefit which
representsthe interest payment becomes sufficiently certain. From
Investor Co's perspective, the amount of the gain is equd to the value
of the entire interest payment (the relevant financial benefit)
(subsection 230-75(3)). That gain is asufficiently certain particular
gain to which the compounding accruas method would apply to bring
to account the amount of the gain over the next two years.

Tax implicationsfor Issuer Co

From Issuer Co's perspective it has a sufficiently certain overall loss at
the start of the arrangement of $20,000 (represented by the shortfall
between the proceeds received from the issue of the bond and the
payment required on redemption of the bond). Therelevant financial
benefits will be sufficiently certain at the start of the arrangement for
the same reasons as outlined above. Provided the reguirements of
section 230-15 are sdtisfied, that overall lossis to be accrued over the
life of the bond.

Further, on making the determination to pay interest, a sufficiently
certain particular loss arises at the time of the determination. Provided
the particular loss satisfies the requirements of section 230-15, |ssuer
Co will apply the compounding accruals method to that loss to
determine the amount of the deduction for each income year over the
next two years.

If Issuer Co were to make a further separate determination to pay
interest, that determination may give rise to athird, and separate
sufficiently particular certain gain (for Investor Co), or loss (for

Issuer Co), that istaken to be made under the bond. Depending on the
circumstances surrounding this further determination, that gain or loss
may be subject to either the accruals or redlisation methods.

Application of the accruals method to particular situations — swaps

A common example of afinancial arrangement where

sufficiently certain particular gains or losses may arise over the period of
the arrangement isa swap. In general terms, a swap is an agreement
between two parties under which they exchange cash flows over time. The
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value of the cash flows is often calculated based on a notional principal.
Often swaps will have no upfront payments.

4.90 At ageneral level, asis the case with all financial arrangements,
before it can be assessed which tax-timing method might apply to bring to
account the relevant gain or loss under the swap, it is necessary to decide
whether a taxpayer’ s rights and obligations under a swap constitutes a
single, aggregate arrangement or two separate arrangements [Schedule 1, item
1, subsection 230-60(4)]. One analysis is that there are separate arrangements
which are represented by, first, the rights (together with the corresponding
obligations of the counterparty) and, second, the obligations (together with
the corresponding rights of the counterparty). Each of these two possible
financial arrangements are often referred to as the separate ‘legs' of the

swap.

491 Whether a number of rights or obligations constitute one or more
arrangements is a question of fact and degree (see Chapter 2 for further
discussion). Having regard to the factors outlined in subsection 230-60(4),
a swap financial arrangement (comprising all of the taxpayer’ s rights and
obligations) is to be considered as one arrangement. This flows from the
general nature, terms and conditions of the financial arrangement and the
purpose of most swap arrangements. The terms and conditions of many
swap arrangements often require net settlement and, commercially, swaps
generally derive their intended result when viewed as a whol e arrangement
— that is, considering both ‘legs’ in combination [Schedule 1, item 1,

section 230-60]. Further analysis of the nature of a swap arrangement is
contained in the case study on swaps in Chapter 14.

4.92 In standard interest rate swaps, the relevant fixed and floating
rates are determined at the reset dates which occur at the beginning of each
of the calculation periods. Commonly, the terms of ‘standard’ swap
agreements require payment of the net difference between the fixed and
floating payments at the end of therelevant period. Assuming that none of
the elective tax-timing methods under Division 230 have been chosen, the
question arises as to whether the gains or losses on the swap should be
subject to the compounding accruals or realisation method.

4.93 Like variable (floating) rate debt instruments, the taxpayer is
required to assume — in relation to the floating interest rate leg of a
standard interest rate swap — that the variable interest rate will remain
constant for the entire period of the arrangement [Schedule 1, item 1,
subsection 230-120(4)]. Based on this assumption, the cash flow for both legs
of the swap can be estimated and the net flow (outcome) calculated. The
net result of those cash flows represents a sufficiently certain overall gain
or loss from such swap arrangements. The sufficiently certain gain or loss
isan overall gain or loss because, by virtue of the assumption that the
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interest rate stays fixed, all of the financial benefits under the arrangement
are sufficiently certain at the start of the arrangement.

4.94 This net result, the overall gain or loss, is then subject to the
compounding accruals method. Any difference between the value of a
financial benefit which is determined by reference to the rate fixed by the
operation of subsection 230-120(4), and the value of that financial benefit
at thetime it isreceived or provided, will be brought to account under the
running balancing adjustment provisions (section 230-145). If there was to
be a material changein the variable interest rate, the taxpayer may need to
re-estimate the amount of the gain or lass from the swap arrangement
which is to be accrued in the remaining period of the arrangement.

4.95 There may be cases where some of the more complicated swap
arrangements may give riseto sufficiently certain particular gains and
losses or gains or losses to which the realisation method would apply.
Consistent with the general operation of the provisions, the principlesin
Subdivision 230-B are rdevant to determining which of the compounding
accruals or realisation methods should apply, and whether a sufficiently
certain overall or asufficiently certain particular gain or loss arises on a
financial arrangement. [Schedule 1, item 1, section 230-105]

4.96 For illustrative purposes, the outcomein relation to total return
swaps is considered in the example bel ow.

Example 4.2: Total return swaps — sufficiently certain gains or
losses?

Party A entersinto athree-year swap arrangement with Party B. Under
the terms of the swap arrangement, Party A makes periodic payments
and Party B is either required to make, or entitled toreceive, asingle
payment at the end of the swap arrangement. The amount or value of
Party B’s payment or receipt is calculated by reference to the
movement of a share price over the three-year life of the swap. Such
swaps are sometimesreferred to asatotal return swap. Any estimated
gain or loss would have to take into account a financial benefit, the
value of which is dependent on the movement in the share price.
Under the terms of the swap arrangement, this amount will not be
known until the time the payment isdue. Share prices arerédatively
volatile and are not known ahead of time with sufficient certainty.

No sufficiently certain gain or loss can be calculated on this swap at
the start of, or during, the arrangement. Accordingly, both parties will
recognise gains or losses made under the arrangement on arealisation
basis for the whole term of the swap arrangement. Importantly, the
fact that Party A makes periodic payments — of either a certain or
uncertain amount — does not lead to the conclusion that a gain or loss
isrealised when the payments are due and payable. Whether again or
loss is made on such dates depends on the extent to which the payment
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or receipt by Party B at the end of the swap arrangement can be said to
be attributabl e to those periodic payments (subsection 230-80(2)). In
turn, this depends on the application of the attribution principlesin
subsection 230-80(4) (see the discussion in Chapter 3). Generally,
because gains or losses are anet concept, a determination of the
amount of again or loss requires the attribution of the cost of a
financial arrangement to the proceeds that arise from that arrangement.

From Party A’s point of view, having regard to the risks associated
with receiving a payment from Party B — indeed it is commercialy
possible that Party A will have to make a further payment under the
swap at the end of the three-year period — and the fact that any
Party B payment can only be made at maturity, and it isnot onein
respect of which an assumption has to be made under

subsection 230-120(4) (about holding certain variables constant), no
attribution of cost is possible (note that thisisnot to say that thereisan
attribution of no cost). Accordingly, it cannot be said that thereisa
gain or loss when the Party A periodic paymentsare made. This
reflects the position that these payments can be broadly characterised
asingtalments of the price payable for the right to any obligation of
Party B to make a payment, rather than constituting periodic gains or
losses in themselves.

Therefore, in the circumstances of this particular swap arrangement,
any gain or lossisrealised at the maturity of the total return swap
arrangement.

When isafinancial benefit sufficiently certain?

4.97 The compounding accruals method only appliesto bring to
account a sufficiently certain overall gain or loss or a sufficiently certain
particular gain or loss. In deciding whether such again or lossis
sufficiently certain at a particular time, the taxpayer can only have regard
to those financial benefits that the taxpayer is sufficiently certain to receive
or provide [Schedule 1, item 1, subsection 230-120(1)]. In this sense, the
borderline between the compounding accruals and realisation methods is
encapsulated in the ‘ sufficiently certain’ concept.

4.98 A financial benefit that isto be received or provided will be
treated as being sufficiently certain only if both of the following
requirements are met:

 itisreasonably expected that the taxpayer will receive or
provide the financial benefit. Thisanalysisisto be done on
the assumption that the taxpayer will have the financial
arrangement for the remaining term of its life, or until
maturity. For discussion on what the relevant life of a
financial arrangement is, refer to paragraph 4.74 [Schedule 1,
item 1, paragraph 230-120(2)(a)]; and
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e theamount or value of thefinancial ben€fit is, at that time,
fixed or determinable with reasonable accuracy [Schedule 1,
item 1, paragraph 230-120(2)(b)].

4.99 Both parts of the test are intended to ensure that the taxpayer will
only accrue an estimated gain or loss made under a financial arrangement
wherethere is more than a mere expectation that the estimated gain or loss
will actually be made — the expectation must be quite firm.

4.100 Requiring the taxpayer to apply the accruals method would be
inappropriate where a gain or loss can be estimated but there exists areal
possibility that the taxpayer may never make the rdevant estimated gain or
loss because of the circumstances that may affect whether or not certain
financial benefits will actually be received or provided. In this sense, the
manner in which contingencies may affect such receipts or payments will
need to be considered.

4.101 It would be equally inappropriate to require a taxpayer to accrue
an estimated gain or loss where the payment of a particular financial
benefit to be paid or received under the arrangement at a particular time
was certain, but where the amount or the value of the financial benefit
could not be estimated with reasonable accuracy. Notethat it is not
sufficient that the amount or value of the financial benefit be fixed or
determinable. It must be fixed and determinable with reasonable
accuracy.

4102 Itisintended that where all of the financial benefits under the
financial arrangement are denominated in a particular foreign currency, the
financial benefits are not to be trandated into the taxpayer’ s functional
currency (generally, the Australian dollar) for the purposes of applying the
tests in subsection 230-120(2) [Schedule 1, item 1, subsection 230-120(8)]. This
requirement is to ensure that, in those particular circumstances,
uncertainties in relation to exchange rate movements are to beignored in
determining whether the relevant financial benefits are sufficiently certain.
The special ruleis required because the definition of ‘ special accrual
amount’ applies to amounts that are to be included in the taxpayer’s
assessable income or allowable as a deduction. Thetest as to whether
financial benefits are sufficiently certain is applied prior to determining
whether an amount should be included in the taxpayer’ s assessable
income. Once a sufficiently certain gain or loss has been calculated, that
amount is taken to be a special accrual amount for the purposes of
applying the translation rules in Subdivision 960-C of the ITAA 1997
[Schedule 1, item 29, subsection 995-1(1), definition of ‘special accrual amount’].
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When isit reasonable to expect that a taxpayer will receive or provide a
financial benefit?

4.103  Thefirst limb of the sufficiently certain test is intended to
encapsulate, in a principled way, the level of certainty of cash flows which
are expected under the relevant financial arrangement. An analysis of this
type involves an examination of the contingencies which particular
financial benefits are subject to and the extent to which this may affect
payment or receipt of these financial benefits under the arrangement. The
analysis is focused on the probability of whether such benefits will be
received or provided (if at all). This analysiswill be different from the
analysis of contingencies within the context of the debt/equity borderline.
The design of the accruals/realisation borderline under Division 230 is
distinct from that of the debt/equity borderlinein Division 974 of the
ITAA 1997. lllustrative of this, the accrualsrealisation borderline
addresses both derivatives and financing arrangements.

4.104 Theterm ‘reasonably expected' is not defined in the legislation,
although its meaning has been contemplated in a number of tax law cases.
In FC of T v. Peabody (1994) 181 CLR 359 the court stated at 385 that:

‘A reasonabl e expectation requires more than a possibility. It involves
a prediction asto events which would have taken place if the relevant
scheme had not been entered into or carried out and the prediction
must be sufficiently reliable for it to be regarded asreasonable’

4105 However, how much morelikely than a‘possibility’ isthe
expectation that a financial benefit will be provided or received is not clear
from Peabody. Inthe context of accruals tax treatment, one key objective
isto not accrue significant unsystematic gains and losses on an unrealised
basis. Another objectiveisto prevent tax deferral. Inthelight of the
context of these joint objectives, there must be quite a firm expectation that
the financial benefit will be provided or received.

4.106  Thebasis on which this expectation isto be considered is not to
be limited to the form of a particular financial arrangement. Rather,
whether a particular financial benefit will be received or provided, based
on the contingency which attaches to it or which it is subject to, isto be
considered by reference to the circumstances surrounding the relevant
financial arrangement. In particular, the taxpayer is to have regard to:

» theterms and conditions of the financial arrangement;
» accepted pricing and valuation techniques;

e the economic and commercial substance and effect of the
financial arrangement; and
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 contingencies that attach to other financial benefits that areto
be provided or received under the arrangement and any
interaction these contingencies may have with the financial
benefits under consideration.

[Schedule 1, item 1, paragraph 230-120(3)(a)]

4.107  Further, the expectation test is to be applied on an objective basis
(FC of T v Arklay (1989); 85 ALR 368; Eastern Nitrogen Ltdv FC of T
(1999) FCA 1536).

4.108 Theterms and conditions of the financial arrangement provide
information on whether the right or obligation in relation to the financial
benefit is subject to a contingency. The effect of the contingency, in
relation to whether or not the financial benefit will actually be paid or
received, can also be determined from an examination of the terms and
conditions of the arrangement. For exampl e, the terms and conditions of a
financial arrangement may require a particular outcome upon which the
satisfaction of a contingency depends. It could be said that the terms and
conditions of the financial arrangement constitute the ‘legal form' of the
arrangement.

4.109 However, if the determination of whether it is reasonable to
expect that a financial benefit is to be received or provided under the
arrangement were limited to an analysis of the legal form of the
arrangement, this could lead to different tax-timing treatments being
applied to financial arrangements that are equivalent in economic
substance. This would encourage tax arbitrage and tax motivated
practices. To address thisissue, the taxpayer must look at the substance
and effect of the terms and conditions and also have regard to factors
external to the terms and conditions of the arrangement. Under
paragraph 230-120(3)(a) this concept is to be applied on an objective basis.
For example, in this context, if the terms and conditions of the
arrangement include a contingency that is, in substance, artificial or
contrived, then on an objective basis those contingencies would be
effectively disregarded in determining whether it is reasonable to expect
that the financial benefit will be received or provided.

4110 Generally, subsection 230-120(2) requires that each financial
benefit be individually tested to determine whether it is sufficiently certain.
The situation may arise where a particular financial benefit, when tested in
isolation to the other financial benefits under the arrangement, would not
be considered to be sufficiently certain. However, when that financial
benefit (the ‘test financial benefit’) is considered together with other
financial benefits (the ‘group financial benefits') under the financial
arrangement, contingencies attaching to the test financial benefit may be
nullified by the effect of the group financial benefits. Applying
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paragraph 230-120(3)(b), the combined effect of the financial benefits may
be that a sufficiently certain gain or loss of at least a particular amount can
be calculated in respect of the financial arrangement because the
contingencies attaching to all the financial benefits under the financial
arrangement may, in effect, create sufficiently certain rights to receive or
obligations to provide. Consistent with the policy that the substance and
effect of the terms and conditions of a financial arrangement areto be
taken into account, the test financial benefit is to be treated in such
circumstances as if there were no contingency attaching to it (see
Example 4.4 for further discussion). [Schedule 1, item 1,

subparagraph 230-120(3)(a)(iv) and paragraph 230-120(3)(b)]

4111  Theeconomic or commercial substance and effect of the
financial arrangement should also be taken into account [Schedule 1, item 1,
subparagraph 230-120(3)(a)(iii)]. This analysis would include consideration of
the circumstances surrounding the financial arrangement which may
involve the in-substance existence of a contingency (which is not present
in the form of the terms and conditions of the arrangement) which may
affect whether afinancial benefit will be received or provided. Inthis
context, regard could be had to a number of factors including:

» prevailing market conditions at the time the financial
arrangement was entered into or at subsequent material
events,

» theintended effect of the financial arrangement as
determined by reference to the intention of the parties
(determined objectively); and

» thenormal commercial understandings and practicesin
relation to similar instruments in the market.

4112  Regard should also be had to generally accepted pricing and
valuation techniques, and whether such techniques were used to establish
the values (whether these be proceeds or cost) of the relevant financial
benefits [Schedule 1, item 1, subparagraph 230-120(3)(a)(ii)]. Thisis a necessary
consideration when determining whether a financial benefit can be
reasonably expected to be received or provided because, where appropriate
and accepted pricing or valuation techniques have been used, the pricing,
or valuation, of afinancial benefit may beindicative of the nature of a
contingency that affects theright to receive or the obligation to provide the
relevant financial benefit.

4.113  For instance, wherethereis aright to receive, or the obligation to
provide, afinancial benefit, the existence or satisfaction of which is
affected by a contingency (considered in the context of the other rights and
obligations comprising the financial arrangement), and the cost of such a
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financial benefit is lower than may be expected for a comparable and
certain financial benefit, this could indicate that a genuine contingency
existed (the outcome of which was uncertain). Hence, it may not be able
to be said that on an objective basis there is a reasonabl e expectation that
the financial benefit will be received or provided, such that it could be
considered sufficiently certain.

What is meant by ‘fixed or determinable with reasonable accuracy’ ?

4.114 A financia benefit will only betreated as being sufficiently
certain where there is a reasonabl e expectation that the financial benefit
will bereceived or provided and the value of the financial benefit is fixed
or determinable with reasonable accuracy [Schedule 1, item 1,

paragraph 230-120(2)(b)]. The extent to which the value of the financial
benefit can be estimated, or can be said to be fixed or determinable with
reasonabl e accuracy, depends on a number of factors. Factorsto which the
taxpayer should have particular regard are:

» theterms and conditions of the financial arrangement;

» whether accepted pricing and valuation techniques were used
or arerdevant in determining the value of the financial
benefits;

« theeconomic or commercial substance and effect of the
financial arrangement; and

 the contingencies that attach to the other financial benefits
that are to be provided or received under the arrangement.

[Schedule 1, item 1, subsection 230-120(3)]

4.115 The considerations taken into account in determining whether
thereis areasonabl e expectation that a financial benefit will be received or
provided under a financial arrangement as outlined in paragraphs 4.103 to
4.113, may also berelevant in determining if the financial benefit is fixed
or determinabl e with reasonable accuracy.

4116  Inan accounting context, a‘fixed or determinable payment in
respect of held-to-maturity instruments, and loans and receivabl es, means
that a contractual arrangement defines the amounts and date of payments
to the holder, such as interest and principal payments. Such payments
would also be considered to be ‘fixed or determinable with reasonable
accuracy’ for the purposes of Division 230.

4117  Contingencies will not only affect whether it is sufficiently
certain that afinancial benefit will be received or provided — the amount
or value of afinancial benefit may also be the subject of a contingency or
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uncertainty. A contingency only in respect of value, in itsef, will not
always preclude the value of afinancial benefit from being fixed or
determinable with reasonable accuracy (particularly due to the application
of the assumptions in subsections 230-120(4) and (5)). Additionally, if the
value of afinancial benefit is not specifically stated in the terms and
conditions of the financial arrangement, but the taxpayer can nonethel ess
estimate with ‘reasonable accuracy’ the likely value of that financial
benefit, (eg, by reference to other financial benefits) then the requirements
of paragraph 230-120(2)(b) are satisfied.

Holding certain variables constant

4118 Inapplying the ‘sufficiently certain’ test in

subsection 230-120(2), certain assumptions are required to be made. The
assumption is relevant to the second part of thetest only — that is, whether
afinancial benefit can be said to be fixed or determinable with reasonable
accuracy. Where calculation of afinancial benefit relies on a certain type
of variable (such asafloating interest rate) or arate of change of a type of
variable (such as a CPl), the taxpayer is required to assume that the

variable will remain constant at the value it had at the particular time at
which the test was applied. [Schedule 1, item 1, subsections 230-120(4) and (5)]

4.119 Theinception of the financial arrangement is not necessarily the
only time at which the value of a particular variable should be tested to
determine whether it is fixed or determinable with reasonabl e accuracy
under paragraph 230-120(2)(b). For instance, the relevant financial benefit
may be subject to a contingency so that it is not reasonable to expect the
financial benefit will bereceived or provided at the start of the
arrangement — such a contingency may subsequently be resolved, so that
at alater time, and by virtue of the assumptions in subsection 230-120(4)
or (5), thefinancial benefit becomes sufficiently certain. Thevaluethe
variable has at the time the financial benefit becomes sufficiently certain is
the value that should be held constant for the purposes of calculating the
amount of the sufficiently certain overall or sufficiently certain particular
gain or 10ss. [Schedule 1, item 1, subsaction 230-120(6)]

4120  Further, if thereis a material change in the variable which
requires are-estimation of the gain or loss previously estimated, the
assumptions in relation to the variables to which subsections 230-120(4)
and (5) applied must be re-examined. The value which isto be held
constant for the purposes of a fresh determination of the gain or loss under
the re-estimation provisions is the value of the variable at the time that the
re-estimation is triggered.

4121  Only those variables referred to in subsections 230-120(4)
and (5) arerequired to be held constant. From a policy perspective, it is
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considered that it is appropriate to require such variables to be held
constant because:

» thevariables specifically referred to are considered to be
reatively ‘stable, in that their values areless likely to
fluctuate over alarge range, in the short to medium term;

» thevariables are considered to be those which generally
increase over time, such that the value estimated at the
relevant test time would generally be the minimum value for
that variable over thelife of the instrument; and

 thevariables can berdiably measured.

Further examples of sufficiently certain gains or losses

By way of further guidance, the following examples provide

illustrations of the sufficiently certain overall gain or loss, and the
sufficiently certain particular gain or loss, concepts and consider — for
some of the more common type examples — whether the accruals or
realisation methods are appropriate.

Example 4.3: Sufficiently certain overall gain or loss— CPI-linked

On 1 July 2010, Hristina Co, a company with aturnover of $3 billion,
purchases a five-year security with aface value of $100,000 from

Jen Co. HrigtinaCo is entitled to receive an annua coupon of

7 per cent plus any percentage increasein the Australian CPl. Aswell,
Jen Coisobliged to pay Hristina Co the face value of the bond
($100,000) at the end of the five years. The CPl increased by

2.0 per centin 2010. Thehistorical volatility of the CPI isvery low.
Based on higory, and anticipated stable monetary policy settings, the
CPI isexpected to increase by between 2 and 3 per cent per annum
over the next five years.

It wasillusrated in Example 2.3 that a CPI-linked bond (that was
similar to the one purchased by Hristina Co), istaken to be one
arrangement — which satisfies the definition of ‘ cash settlable’
financial arrangement. Thisis because the rights and obligations under
an index-linked bond — being the right to receive the coupon
payments, as adjusted for the index movement and theright to receive
the face value of the bond on maturity — are all cash settlable
(subsection 230-50(2)).

The accruas method will apply to gains or losses from the bond if
thereisa sufficiently certain overall gain or loss or a sufficiently
certain particular gain or loss, made from the financial arrangement
(section 230-105). The sufficiently certain gain or lossis calculated by
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reference only to financia benefits that are sufficiently certain
(subsection 230-120(1)) (see paragraph 4.97 for further discussion).

A financia benefit is sufficiently certain if:

* itisreasonably expected that Hristina Co will receive the financia
benefit (assuming Hristina Co will continue to have the CPI-linked
bond until redemption — that is, for thelife of the arrangement)
(paragraph 230-120(2)(a)); and

» theamount, or value, of the financia benefit isfixed or
determinabl e with reasonabl e accuracy
(paragraph 230-120(2)(b)).

Certain assumptions are required to be made in determining

whether a particular financial benefit is sufficiently certain. In
particular, if the financial benefit depends on the changein avariable
that is based on the CPI then therate of change of that variableistaken
to continue to be the rate of change for the life of the financial
arrangement (subsection 230-120(5)). Hence, for the purposes of
determining if the coupon payments are financial benefits which are
sufficiently certain, this assumption is applied to ensure that the
coupons will satisfy the fixed or determinable with reasonable
accuracy test in paragraph 230-120(2)(b).

Taking into account the terms and conditions of the arrangement, and
the economic or commercia substance and effect of the arrangement,
each of the financial benefits to be received under the arrangement are
sufficiently certain (subsection 230-120(2)). Thisis because the
financial benefit which isthe coupon payment that is paid each year is
taken to be 9 per cent — 7 per cent guaranteed, plusthe 2 per cent
increasein the CPl, which is assumed to continue to have the samerate
of increase that it had at thetime at which it is determined whether the
financial benefits are sufficiently certain, as per subsection 230-120(5)
— and Hrigtina Co is guaranteed to receive the face val ue of the bond
at maturity. Hence, Hristina Co will make a sufficiently certain overal
gain from the arrangement of at least a particular amount, under
subsection 230-110(1).

Example 4.4: Sufficiently certain particular gain or loss—
exchangeable note

On 1 January 2009 Company A issues 2,000 exchangeable notes at

par, each with aface value of $1,000, representing atotal investment of
$2 million to Company B. Thetermsand conditions of the
exchangeable note provide for interest to be paid annually, at afixed
rate of 6 per cent per annum. At the end of year three, at the holder’s
option, either theissuer will berequired to redeem the notesfor ther
face value plus 5 per cent (ie, $2.1 million), or the notes could be
exchanged for a specified number of sharesin athird party company,
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Company C. Company C’'s shares are listed on the Australian
Securities Exchange (ASX).

Company A has an annual aggregated turnover of $200 million and
Company B has an annual aggregated turnover of $300 million.
Neither Company A, nor Company B, hasthe sole or dominant
purpose of entering into the exchangeable notes to deliver or receive
the shares. Company B has not made any of the elections available
under Division 230.

For the purposes of theillustration, the commentary bel ow will focus
on the tax consequences for Company B.

Isthe exchangeable note a cash settlable financial arrangement?

The characteristics of the exchangeable note are very similar to those
of the convertible notein Example 2.2. In that example, it was
established that the convertible note was a single arrangement. The
same reasoning would apply in this case — such that the exchangeable
notes are also each a single arrangement. In particular:

» thetermsand conditionsindicate that the arrangement, whilst
having the same effect as its separate components, must be dealt
with together, and contain no provision for the separate assignment
of the various embedded rights and obligations
(subsection 230-60(4));

» therightsand obligations under the notes were created under the
one arrangement, at the same time, and will extinguish together on
maturity (subsection 230-60(4)); and

* it would be reasonabl e to assume that Company B intendsto deal
with itsrights and obligations under the note together, and not
separately. (For the holder of such an exchangeable note,
objectively it may be concluded that the genera and principal
purpose of entering into the exchangeable note isto benefit from
both the annual interest payments and from holding aright to
shares, the value of which may appreciate in the future, after the
right is exercised and the shares are acquired)

(subsection 230-60(4)).

Under this arrangement Company B hasthe right to receive cash
coupon payments and, upon maturity, aright to the redemption
amount — which isto be satisfied by receiving a payment of money.
Both of these rights are cash settlable (paragraph 230-50(2)(a)).
Company B also has aright to receive shares under the arrangement
— that right is still arelevant right even though it is subject to a
contingency. Theright isthe exercise of the option by Company B
(paragraph 230-90(a)). Theright to receive sharesis a cash sttlable
right, because thereis a market for the shares which has a high degree
of liquidity and the shares constitute the right to receive the financial

160



The compounding accruals and realisation methods

benefit. Company B also did not have asits sole or dominant purpose
for entering into the arrangement its purchase or usage requirementsin
the ordinary course of its business (subsection 230-50(1) and

paragraph 230-50(2)(q)).

Hence, each of the exchangeable notes is a cash settlable financial
arrangement for the purposes of Division 230.

Isthere a sufficiently certain gain or loss?

Given Company B has not made any of the el ections under

Division 230, the gains or losses from the exchangeable notes may be
subject to either the accruals or realisation methods. The accruals
method will apply to gains or losses from the exchangeable note if
thereisa sufficiently certain overall gain or loss or a sufficiently
certain particular gain or loss made from the arrangement (section 230-
105). The sufficiently certain gain or lossis calculated by reference
only to financial benefits that are sufficiently certain (subsection 230-
120(2)).

A financia benefit is sufficiently certain if:

» itisreasonableto expect that Company B will receive or provide
the financial benefit (assuming Company B will continueto have
the exchangeabl e notes until redemption — ie, for the estimated life
of the arrangement) (paragraph 230-120(2)(a)); and

» the amount or value of the financial ben€fit isfixed or determinable
with reasonable accuracy (paragraph 230-120(2)(b)).

Taking into account the terms and conditions of the arrangement, and
the economic or commercia substance and effect of the arrangement,
the interest payments can be said to be sufficiently certain

(subsection 230-120(2)). Thisis because at the start of the
arrangement, it is reasonabl e to expect that Company B will receive an
amount of interest that is determinable with reasonabl e accuracy —
thisis because the amount of interest is ableto be calculated as

6 per cent of the original amount invested.

The financial benefits which are represented by the sharesin
Company C, and the redemption amount, are not sufficiently certain
when taken on an individual basis. However, Company B isrequired
to have regard to contingencies which attach to other financia benefits
under the arrangement (subparagraph 230-120(3)(a)(iv)). This means
that, in determining whether the financia benefit represented by the
redemption amount is sufficiently certain, Company B is required to
take into account the effect of theright to the sharesin Company C.
When the effect of the contingencies attaching to each of the financia
benefits is taken into account, it could be objectively concluded that at
the end of the arrangement Company B would make a gain of at least
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$100,000 — thisis the gain made where the redemption amount, as
opposed to the shares, istaken.

Thisis because at the start of the arrangement, athough the amount of
the actual gain made by Company B cannot be cal culated — because
this would depend, amongg other things, on the value of Company C's
shares at the time of redemption — Company B would not choose the
sharesif the market value of the shares gaveriseto a gain that was less
than $100,000.

For the purposes of determining whether the right to the redemption
amount is sufficiently certain, it is appropriate to treat that financia
benefit asif it were not contingent (paragraph 230-120(3)(b)).
Therefore, it could be said, on the basis of this required assumption,
that it isreasonable to expect that the redemption amount will be
received at the end of the arrangement.

It is aso reasonabl e to attribute the cost of the exchangeable notes to
the final redemption amount. Hence, there will be a sufficiently certain
overall gain made from the exchangeabl e notes of at least $100,000.

Further, the rulein subsection 230-75(3) appliesto the interest
payments. Under thisrule, which appliesin calculating a particular
gain or loss under the accruals method, the receipt of an amount of, in
the nature of, or in substitution for, interest, will represent again in its
entirety (see Chapter 3 for further discussion of thisrule). Werethere
no sufficiently certain gain, the interest payments would still be
accrued because of the operation of subsection 230-75(3). However, in
this dtuation asthereis clearly an overall sufficiently certain gain the
interest payments will form part of the overall sufficiently certain gain,
which isrequired to be accrued.

Both the sufficiently certain overall gain of $100,000 and the
sufficiently certain interest payments are to be brought to account over
the three-year term of the notes on a compounding accruals basis.

4.123  Ordinary options and forwards over shares haverdatively
uncertain outcomes and a gain or loss in respect of them is not fixed or
determinable with reasonable accuracy. Thefinancial benefits under the
financial arrangement may be the subject of a material contingency.
Therefore, any gain or loss under the arrangement cannot be determined
with sufficient certainty. Rather, any gains or losses should be subject to
the realisation method.

4124  Generaly, for comparison and reference, consider the case of an
ordinary share traded on a stock exchange. (Note that ordinary shares are
‘equity interests' and generally are not subject to Division 230 except
where the fair value or financial reports election applies [Schedule 1, item 1,
paragraph 230-45(2)(e)]). Typically, an ordinary shareis subject to relatively
high price volatility, and the value of their expected future financial

162



The compounding accruals and realisation methods

benefitsis relatively uncertain; the gains or losses from holding the share
are similarly uncertain. Hence, afinancial arrangement where the relevant
financial benefits are directly linked to movements in an individual share
price, or with returns (financial benefits) that are as uncertain as the returns
on an ordinary sharethat is traded on the ASX, would ordinarily not be
subject to the compounding accruals methodol ogy.

4.125  Furthermore, in the case of a financial arrangement wherethe
relevant values of the financial benefits are directly linked to movements
in a broad-based share priceindex (such as the ASX All Ordinaries Index),
or are as uncertain as are the returns based on that index, such gains or
losses would not ordinarily be subject to compounding accruals treatment,
but would instead be brought to account on arealisation basis.

Calculation of a gain or loss

4126  Asdiscussed in Chapter 3, to work out if thereisagain or loss
arising from afinancial arrangement, a taxpayer is generally required to
compare:

» thefinancial benefits which the taxpayer has provided, or
which are to be provided, or rights to financial benefits
surrendered under the financial arrangement (the ‘cost’); with

» thefinancial benefits which are received, or which areto be
received, or the obligations to transfer financial benefits
under the financial arrangement (the ‘ proceeds’).

4.127  The comparison recognises that a gain or lass, for the purposes of
Division 230, isa net concept. Asis discussed in Chapter 3, thereisa
requirement that the taxpayer make areasonable (in other words, an
objectively supportable) allocation of costs to proceeds. In particular,
subsection 230-120(1) requires that for the purposes of Division 230, to
determine whether a gain or loss is sufficiently certain at a particular time,
only those financial benefits that are sufficiently certain to be received or
provided under the arrangement can be taken into account, unless gains or
losses which are not sufficiently certain may lead to an over-accrual of a
sufficiently certain gain or loss (see earlier discussion). In this sense, the
test in subsection 230-120(1) is focused on those financial benefits that are
yet to bereceived or provided. It does not necessarily preclude, in the
calculation of the relevant gain or loss, the taxpayer from taking into
account financial benefits already received or provided under the
arrangement. Such financial benefits are, by the very fact that they have
been provided or received, taken to be certain for the purposes of
determining whether again or loss is sufficiently certain at a particular
time — although such financial benefits, or part thereof, should not be
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attributed or included in the calculation of a sufficiently certain gain or
loss more than once. [Schedule 1, item 1, subsection 230-120(9)]

4128  Aswas noted in paragraph 4.72, the calculation of a sufficiently
certain overall gain or loss requires that the entire value of the costs of the
arrangement be attributed to those financial benefits that are sufficiently
certain at the start of the arrangement. The concept of a particular gain or
loss necessarily requires that the financial benefits which represent the cost
of thefinancial arrangement be reasonably attributed to the sufficiently
certain financial benefit that will giveriseto again or 10ss [Schedule 1,

item 1, sections 230-75 and 230-80]. Whether the attribution of those financial
benefits provided is reasonable is determined by taking into account the
factors listed in subsection 230-75(4). Chapter 3 further discusses the
attribution process.

4.129  Financial benefits that have been taken into account in
calculating a sufficiently certain overall gain or loss are required to be
disregarded when calculating a sufficiently certain particular gain or loss
[Schedule 1, item 1, paragraph 230-115(2)(b)]. Practically this will mean that
wherethereis a sufficiently certain overall gain or loss calculated for a
financial arrangement with reference to some, but not all, of the financial
benefits which are to be received (because some of those financial benefits
are not sufficiently certain at the start of the arrangement), then once those
financial benefits become sufficiently certain, the amount of the gain or
loss on that financial benefit will reflect the entire value of the financial
benefit. Thisis becauseall of the cost of the financial arrangement would
have been attributed to the calculation of the sufficiently certain overall
gain or loss.

The compounding accruals method

4.130  The compounding accruals method spreads gains or losses that
are sufficiently certain to occur [Schedule 1, item 1, section 230-105]. In order
to ‘spread’ the sufficiently certain gain or loss, the taxpayer needs to
establish:

» aperiod over which the gain or loss should be spread;

» the method used to allocate the gain or loss to particular
intervals within the period established; and

* how to work out an allocation of part of again or loss that is
allocated to an interval that straddles two income years.

[Schedule 1, item 1, section 230-125]
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Period over which the gain or lossisto be spread

Relevant period for a sufficiently certain overall gain or loss

4.131  If itisestablished that thereis a sufficiently certain overall gain
or loss from afinancial arrangement, that gain or loss is to be spread
(recognised) over a period that starts when the taxpayer starts to have the
financial arrangement and ends when the taxpayer ceases to have the
financial arrangement. [Schedule 1, item 1, subsection 230-130(1)]

4.132  Insome instances, the period over which the financial
arrangement is held will not be known at the start of the arrangement —
for example, in the case of financial arrangements that last in perpetuity.
For the purposes of determining the start and the end of the arrangement,
the taxpayer must assume that they will continue to have the financial
arrangement for therest of thelife of the financial arrangement [Schedule 1,
item 1, subsection 230-130(1)]. Hence, thelife of such afinancial arrangement
starts at the time the taxpayer acquires or creates the arrangement and ends
in perpetuity.

4133  Theperiod stated in paragraph 4.136 is the appropriate period
over which the overall gain or loss should be spread because, consistent
with the general policy underpinning the accruals method in

Subdivision 230-B, thisis the period to which that overall gain or loss
relates. Thispoalicy is encapsulated in the principles stated in the
sufficiently certain particular gain or loss case in subsection 230-130(2).
However, where all financial benefits become sufficiently certain
following the start of a financial arrangement, such that the overall gain or
loss, or gain or loss of at least a particular amount, arising on the financial
arrangement becomes known with sufficient certainty, that gain or loss
should be treated as a sufficiently certain particular gain or loss and spread
from the time at which it becomes certain to the time at which the
arrangement matures, or for the rest of its life, as per

paragraph 230-110(2)(a).

The relevant period for a sufficiently certain particular gain or loss that
arises froma financial benefit

4.134  Wherethereis a sufficiently certain particular gain or loss that
arises from a particular financial benefit, the relevant period over which
that gain or lossis to be spread is the period to which the gain or loss
relates. In determining the period to which that gain or loss relates, regard
must be had to the pricing, terms and conditions of the financial
arrangement [Schedule 1, item 1, subsection 230-130(2)]. The pricing, terms and
conditions, amongst other considerations, will give an indication of what
the financial benefit was provided for or received for, and hencea
reference point to which period that financial benefit relates. Under the
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sufficiently certain particular gain or loss method, the gain or lossis taken
to arise from that particular financial benefit, and so, generally, the period
to which the financial benefit relates would also be the period to which the
particular gain or loss rates, except in cases of deferral of payment where
the time value of money may not be fully reflected.

4.135 Despitethe general requirement to allocate the gain or loss to the
period to which it relates, a specific boundary is placed on when that
period can start and when that period can end. The period over which the
sufficiently certain gain or loss is to be spread must not start earlier than
the time at which the taxpayer startsto have the financial arrangement nor
earlier than the beginning of the income year in which the gain or loss
becomes sufficiently certain [Schedule 1, item 1, subsection 230-130(3)].
Additionally, the end of the period over which the gain or lossisto be
spread must not end later than:

» thetimethetaxpayer will ceaseto have the financial
arrangement [Schedule 1, item 1, paragraph 230-130(4)(a)];

» theend of theincome year in which the particular financial
benefit that gives riseto the gain or lossis to be received or
provided [Schedule 1, item 1, subparagraph 230-130(4)(b)(i)]; Or

» theend of theincome year during which theright or
obligation (the cessation of which givesriseto the gain or
loss) isto cease [Schedule 1, item 1, subparagraph 230-130(4)(b)(ii)].

Example 4.5: Calculation of relevant period for debt interest

Spices Ltd invests $1,000 into a three-year debt interest on

30 June 2010. Thetermsprovidethat if the profitsin Tech Co areat a
certain level on 30 June 2012, then on 30 June 2013, $2,000is payable
on redemption.

Assume that the profits of Tech Co achieve thelevels required on
30 June 2012.

In the present case, there isa sufficiently certain gain for Spices Ltd
under the financial arrangement determinable at 30 June 2012. On
30 June 2012, it isreasonably expected that Spices Ltd will receive a
fixed and determinable amount of $2,000. Thisfinancial benefit is
therefore sufficiently certain. It isreasonable to attribute the entire
cost of the debt interest to the financial benefit that becomes
sufficiently certain on 30 June 2012. Hence, at that timeitis
sufficiently certain that Spices Ltd will make a particular gain of
$1,000.

Consistent with the period specified in subsection 230-130(4), the
period will end on 30 June 2013 — the time at which Spices Ltd will
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redeem the investment and hence the time at which Spices Ltd will
receive the financial benefit.

Having regard to the pricing, terms and conditions of the financial
arrangement, the period over which the sufficiently certain particular
gain of $1,000 isto be alocated will commence on 1 July 2011 (the
gtart of theincome year in which the gain becomes sufficiently certain
(paragraph 230-130(3)(b)) and end on 30 June 2013

(paragraph 230-130(4)(b)).

How thegain or lossis spread

4.136  Oncethe entire period over which the relevant gain or loss
should be spread is determined, the method used to spread that gain or loss
over that period must be established. A taxpayer could apply a
compounding accruals method to spread the gain or 10ss [Schedule 1, item 1,
paragraph 230-135(2)(a)].

4.137  Onthe other hand, ataxpayer may use a different method, the
results of which approximates those obtained under the specified
compounding accruals method [Schedule 1, item 1, paragraph 230-135(2)(b)].
The gain or loss must be allocated to intervals that are the same length and
do not exceed 12 months. However, thefirst and last interval may be
shorter than the other intervals [Schedule 1, item 1, subsection 230-135(3)].

Fixing of amount and rate for interval

4138 Inallocating the gain or lossto an interval it is necessary to
determine the rate of return and the amount to which the rate of return is to
be applied for a given interval [Schedule 1, item 1, subsection 230-135(2A) &
(3M)].

4.139  Theamount to which therate of return is to be applied can be
adjusted for reasons other than a fresh allocation of the gain or loss under
paragraph 230-160(5)(a). In determining the amount it is necessary to
have regard to both the amount (or value) and timing of the financial
benefits that are to be taken into account in working out the gain or loss
that is to be allocated to each interval and were provided or received by
you during the interval [Schedule 1, item 1, subsection 230-135(3B). An example
of the application of thisisruleis where a borrower has made an early
repayment of part of the principal on a home or personal loan that has the
effect of reducing the current outstanding amount to which the interest rate
on theloanisto be applied in allocating the gain or loss for that interval.

4.140  Whichever method is chosen, the method is to be applied to
spread the gain or loss on the assumption that the taxpayer will continue to
have the financial arrangement for the rest of the arrangement’s life.
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[Schedule 1, item 1, subsection 230-135(4)] An exception to this rule appliesto
‘portfolio fees' as discussed at paragraphs 4.149 to 4.162.

4.141  Generaly, to apply the compounding accruals method, a
taxpayer estimates the rate of return (the discount rate) that equates the net
present value of all relevant cash flows (financial benefits) to zero. A
taxpayer applies that rate to the initial investment, to provide an estimated
year-by-year gain which forms the basis for taxation. Although the
discount rateis determined by reference to net present values,

Division 230 applies to gains or losses so that the total nominal gains or
losses are brought to account [Schedule 1, item 1, subsections 230-75(1) and
230-80(1)]. However, in making such an allocation of the gain or loss to the
relevant intervals, regard must be had to the financial benefits that areto
be provided or received in each of those intervals [Schedule 1, item 1,
subsection 230-135(5)]. If there are a number of financial benefits that are to
be provided at the start of the arrangement, and those financial benefits
giveriseto an overal gain, the allocation of parts of that overall gainto all
of therdevant intervals should take into account the fact that these
payments will be made in the intervals towards the start of the
arrangement.

4.142  For the purposes of applying the compounding accruals method,
the length of a particular compounding interval is not prescribed, but it
cannot exceed 12 months [Schedule 1, item 1, paragraph 230-135(3)(a)]. Each of
the intervals must be of the same length, except for thefirst and last
interval which may be shorter than the other intervals used [Schedule 1,

item 1, paragraph 230-135(3)(b)]. Thefirst and last interval may be shorter than
the other intervals during the accrual period because the financial
arrangement may have been created or acquired part way through the
financial year of the taxpayer, and not at a designated interval. Equally,
the relevant financial arrangement may cease partway through an interval
period. For example, a designated interval may be a three-month period,
consistent with afinancial quarter. That is, an interval might have
otherwise started on 1 July and ended on 30 September. However, the
financial arrangement may have been acquired on 10 August. The
taxpayer could still useintervals that are consistent with a financial
quarter, but thefirst interval will befrom 10 August to 30 September — a
lesser period that the other intervalsin the accrual period.

Example 4.6: Application of the compounding accruals method — a
bond without a periodic payment

John Doeinvests $100 in a zero coupon bond that will pay $120 at
maturity in four yearstime. The bond satisfies the definition of
‘qualifying security’ for the purposes of Division 16E in the

ITAA 1936. The bond, by its terms, satisfies the definition of
‘financial arrangement’ for Division 230 purposes.
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Figure4.1: Zero coupon bond — representation of the holder’s
financial benefits $

l Time

$

Thisis represented diagrammatically in Figure 4.1 by the return of the
investment extending beyond the cost (shown as the small horizontal
dash).

This bond would be subject to the compounding accruals method
because thereis a sufficiently certain overall gain that arises at thetime
the bond startsto be held by John Doe. The overall gain is sufficiently
certain because it isreasonable to expect that, assuming John Doe
holds the bond for itslife (ie, until maturity) the financial benefits will
be received under the arrangement and those benefits have a fixed
value (section 230-120). For the purposes of accruing the gain,

John Doe has chosen a 12-month compounding period.

To work out the part of the overall gain or lossthat is to be recognised
in each income year:

* Edtimate dl cash flows asin column (c) of Table 4.1.

» Calculate the discount rate at which the net present value of those
cash flowsiszero. Thisdiscount rateisalso known astheinternal
rate of return, or the effective interest rate. In thisexampleitis
4.66 per cent per year.

* Apply the discount rate to the cost of the financia arrangement on a
compounding basisto create column (b).

Thisisthe gain or loss from the compounding accruals method each
year. Effectively the gain of $20 is spread on a compounding accruals
basis over the four-year period as shown in column (b).
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Table4.1 Accrual of sufficiently certain overall gain

Year | Amortised | Accrued Cash Amortised cogt (year
cost (year interest flows end)
dtart) due
(a) (b) (©) @ + (b) - (0)
0 $0.00 $0.00 | -$100.00 $100.00
1 $100.00 $4.66 $0.00 $104.66
2 $104.66 $4.88 $0.00 $109.54
3 $109.54 $5.11 $0.00 $114.65
4 $114.65 $5.35 $120.00 $0.00

Methods other than a compounding accruals method

4.143 A method other than the prescribed compounding accruals
method may be used to spread a sufficiently certain gain or loss where the
outcome under that method approximates the outcome under the
compounding accruals method. The focus of the provision isin relation to
the method used and not only the result from the application of that
method. This means that taxpayer will not have to do two separate
calculations — one under the prescribed method, and one under the
aternative method — as long as the alternative method can be shown to
have approximated what would have been the outcome under the
compounding accruals method.

4.144  |n determining whether a method gives rise to results which
approximate those obtained under the compounding accruals method,
regard must be had to the length of the period over which the gain or loss
isto be spread. For example, the straight-line spreading method could be
used for short-term financial arrangements, such as 90-day bills or
arrangements which pay interest at least annually, and which have been
acquired for face value. [Schedule 1, item 1, paragraph 230-135(2)(b)]

4145  Generadly, the gain and loss worked out under the compounding
accruals method will be the same as the amounts calcul ated under the
‘effective interest rate method required by AASB 139. The opportunity to
usethe ‘effective interest rat€ method for the purposes of applying the
compounding accruals method accords with the objective of minimising
compliance costs for taxpayers wherever possible. [Schedule 1, item 1,
paragraph 230-100(b)]

4.146  The'€effectiveinterest rate method is a method of calculating the
amortised cost of a financial instrument and of allocating the interest
income or interest expense over the relevant time period (usually theterm
of thefinancial instrument). In most cases, the financial instrument that is

170



The compounding accruals and realisation methods

captured under AASB 139 will be the same as the financial arrangement
that is subject to Division 230.

4.147  The'effectiveinterest rate istherate that exactly discounts
estimated future cash payments or receipts through the expected life of the
financial arrangement, to the net carrying amount of the financial
instrument. When calculating the effective interest rate, an entity shall
estimate cash flows considering all contractual terms of the financial
instrument but shall not consider future credit losses. The calculation
includes all fees and points paid or received between parties to the contract
that are an integral part of the effective interest rate, transaction costs, and
other premiums and discounts (Paragraph 9 of the AASB 139).

4.148  Therequirements of the compounding accruals method replicate
those dements of the effective interest rate method. For example, itis
specifically stated that financial benefits received and provided under a
financial arrangement to another party are specifically included in the
financial arrangement if it isintegral to determining whether the taxpayer
has a gain or loss from the arrangement or the amount of such gain or loss.
[Schedule 1, item 1, section 230-65]

Election to spread part of an overall gain or loss froma financial
arrangement that arises from portfolio fees where the financial
arrangement is part of a portfolio of similar arrangements

4149  Generdly, if it is established that thereis a sufficiently certain
overall gain or loss from a financial arrangement, that gain or lossis to be
spread (recognised) over a period that commences when the taxpayer starts
to have the financial arrangement and ends when the taxpayer ceasesto
have the financial arrangement (as discussed at paragraphs 4.72 to 4.74)
[Schedule 1, item 1, subsection 230-110(1) and subsection 230-130(1)].

4.150 However, this rule has been modified by way of an irrevocable
election in circumstances where the overall gain or loss from the financial
arrangement arises in part from fees referred to as ‘ portfolio fees' and the
financial arrangement is part of a portfolio of similar financial
arrangements [Schedule 1, item 1, section 230-137, paragraphs 230-138(1)(a) and (f)
and subsection 230-138(4)].

4151  Inthese cases, the portfolio fees from the financial arrangement
are spread over the average life of the portfolio rather than from the period
the financial arrangement started and ceased to be held [Schedule 1, item 1,
subsection 230-138(3) & (5)]. An example of a portfolio of similar financial
arrangements is a portfolio of similar home loans held by abank. An
application or establishment fee payable on the home [oan is an example of
a portfolio fee to which the modified accruals rule applies.
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4152  The election can only be made for an income year if the
taxpayer has prepared audited financial reports in accordance with the
accounting standards (or comparable standards) [Schedule 1, item 1, subsection
230-137(1))]. The eection applies to financial arrangements that the
taxpayer startsto havein the year of the eection or subsequent years
following the election [Schedule 1, item 1, paragraphs 230-138(1)(a)& (b)];

4.153 Theelection applies only to portfolio fees arising from a
financial arrangement that is part of a portfolio of similar financial
arrangements [Schedule 1, item 1, subsection 230-137(2) and 230-138(3)]. What is
meant by ‘similar’ in the context of a portfolio of financial arrangementsis
to be determined by reference to the terms, conditions such as tenure,
pricing and risk profile of the financial arrangements. An example could
be a portfalio of similar home mortgages or credit card receivables held by
a bank or financial institution.

4154  The'portfolio fees arethose fees that (in the absence of the
‘portfolio fee' election) would form part of the overall gain or loss from
the financial arrangement under section 230-110(1) [Schedule 1, item 1,
paragraph 230-138(1)(c)]. Specifically, for the purpose of the portfolio fee
election, that part of the overall gain or loss arising from the financial
arrangement to the extent that it arises from the feesis treated as a separate
overall gain (fees gain or loss) from the financial arrangement [Schedule 1,
item 1, subsection 230-138(2)].

4.155  Further, the fees must play an integral role in determining the
amount of the overall gain or loss from the financial arrangement. What is
integral is determined by the nature and role of thefee in relation to the
financial arrangement that gives riseto the overall gain or 10ss. [Schedule 1,
item 1, paragraph 230-138(1)(€)].

The net fees are not significant relative to the amount of the overall gain
or loss from the financial arrangement

4.156  The net amount of the portfolio fee must not be significant
relative to the overall gain or loss from the financial arrangement. The net
feeis used because portfolio fees include both fee (income) and costs
(expenses). Examples of typical fees that would beincluded in a portfolio
of fees are establishment fees, legal fees, search fees, brokerage
commission (costs), and valuation (costs).

4.157  Astheportfolio treatment of fees will modify the general rule
relating to the period over which the gain or lossis spread (in some cases
shortening the ‘spread’ period) it is a requirement that the net portfolio
fees areinsignificant relative to the overall gain or loss (that excludes the
net portfolio fee) from the financial arrangement (which typically mainly
consist of interest income). What is not significant is determined on an
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objective basis depending on the facts and circumstances, for exampleit

could be said that net portfolio fees of $1000 on a home loan which gives
riseto interest income of $100,000 would not be significant relative to the
overall gain ontheloan. Thetesting time for determining whether the net

feeisinsignificant is at the start of the financial arrangement [Schedule 1,
item 1, paragraph 230-138(1)].

How is the average life of the portfolio determined

4.158 The period over which the fees are spread is the average life of
the portfolio. The period isto be determined before the feeis payable or
receivable and must be reasonable and aobjective [Schedule 1, item 1,
paragraphs 230-138(3)(b)-(d)]. What is considered reasonable and objective
would depend on the facts and circumstances of each portfolio, and would
include the assumptions made and methodol ogy used to determine the
average life of the portfolio, for example quantitative data or analysis
(based on historical data) on the expected early repayment of similar
financial arrangements.

4.159  Thebasis of determining the period over which to spread the
portfolio must accord with the spreading of the fees for the purposes of the
profit and loss statement in the audited financial reports of the taxpayer
[Schedule 1, item 1, paragraphs 230-138(3)(a)]. It would be considered that the
basis of determining the period for spreading the portfolio fee accords with
the audited financial reportsif the basis determined does not result in a
qualification to the audited report of the taxpayer with respect to the period
determined.

4160 The method of spreading the fee must also be reasonable and
objective and be determined before the feeis payable or receivable.
Further, the method of spreading the portfolio fees must accord with the
spreading of the fees in the profit and loss statement in the audited
financial reports [Schedule 1, item 1, subsection 230-138(4)].

4.161  What is considered reasonable and objective would depend on
the facts and circumstances of each type of fee, and would include the
assumptions made or methodol ogy used to determine what portion of the
fee (income or expense) isto be spread. For example, it may bethat
expenses that relate in part to unsuccessful loans such as legal or
valuations expenses may be spread on a percentage basis as determined by
historic loan success rate data. It would be considered that the method of
spreading of portfolio fee accords with the audited financial accounts if the
method used does not result in a qualification of the audited accounts
because of the manner in which the portfolio fees have been spread.

173



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

Transitional e ection to apply Division 230 to existing financial
arrangements- application of portfolio treatment to existing financial

arrangements

4162 A taxpayer will not be prevented from applying the ‘portfolio’
treatment (to spread the fees) arising from a financial arrangement that
existed prior to thefirst income year in which Division 230 applies to the
taxpayer, and that taxpayer still has at the time the Division first appliesto
the taxpayer. In these cases, the election in section 230-137 is able to be
made despite the fact that the taxpayer started to have the financial
arrangement before the first income year in which the Division applies to
the taxpayer [Schedule 1, Part 3, subitem 121(4B)].

Allocating gain or lossto income years

4163  That part of again or loss that has been allocated, pursuant to the
compounding accruals or other acceptable method, to a particular interval
must be brought to account under section 230-15 as:

e assessable income; or

» an allowable deduction, provided the loss requirementsin
section 230-15 are satisfied,

in theincome year in which theinterval falls. [Scheduled, item 1,
subsection 230-140(1)]

4.164 If therelevant interval straddles anincome year, such that it
startsin one income year and ends in the subsegquent income year, the part
of the gain or loss that relates to that interval must be allocated between
theincome years on areasonable basis. The relevant amount that is
brought to account under section 230-15 is so much of that part of the gain

or loss that has been allocated to each income year. [Schedule 1, item 1,
subsection 230-140(2)]

Running balancing adjustment

4.165 Asnoted above, the amount of again or loss that is subject to the
compounding accruals provisionsiis calculated using sufficiently certain
financial benefits, the values of which were fixed or determinable with
reasonable accuracy at a particular point intime. That is, the values of the
relevant financial benefits were estimated. Over time, the financial
benefits that areto be received or provided under the financial arrangement
will bereceived or paid. At thetime afinancial benefit is received or
provided (or the time comes for the financial benefit to be received or
provided), a balancing adjustment may be required.
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4166  The difference between the estimated value of a financial benefit
and the amount that a taxpayer receives or provides will be brought to
account by the application of the running balancing adjustment as either a
gain or loss for the purposes of Division 230. This means that the taxpayer
will recognise an amount of assessable income or, where the relevant loss
requirements are satisfied, an allowable deduction which is equal to the
relevant excess or shortfall. The excess or shortfall is brought to account
for tax purposes in the income year in which the time for the financial
benefit to be received or provided occurs, or at the time the financial

benefit is actually received or provided if thisis earlier. [Schedule1, item 1,
section 230-145]

4167 More specifically, by virtue of the running balancing adjustment,
an amount of aloss may be recognised where the compounding accruals
method applied to the financial arrangement at a particular time and the
taxpayer:

» was sufficiently certain that they would receive a financial
benefit of at least a particular amount and, at the time when
the financial benefit is recelved or isto bereceived, the
amount received is a nil amount or an amount that was less
than the estimated amount of the financial benefit [Schedule 1,
item 1, subsection 230-145(1)]; or

» was sufficiently certain that they would provide a financial
benefit of at least a particular amount and, at the time when
the financial benefit is provided or is to be provided, the
amount provided is more than the estimated value of the
financial benefit [Schedule 1, item 1, subsection 230-145(4)].

4.168  Equally, the running balancing adjustment will apply in cases
where an amount of a gain is recognised where the compounding accruals
method applied to the financial arrangement and, at a particular time, the
taxpayer:

» was sufficiently certain that they would receive a financial
benefit of at least a particular amount and, at the time when
the financial benefit is received or isto bereceived, the
amount received is more than the estimated amount of the
financial benefit [Schedule 1, item 1, subsection 230-145(2)]; Or

» was sufficiently certain that they would provide a financial
benefit of at least a particular amount and, at the time when
the financial benefit is provided or is to be provided, the
amount provided is nil or less than the estimated value of the
financial benefit [Schedule 1, item 1, subsection 230-145(3)].
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Re-estimation of gain or loss

4.169  Whether afinancial arrangement will be subject to the
compounding accruals method is to be determined initially at the time
when the taxpayer startsto have the financial arrangement or when
specific financial benefits become sufficiently certain so asto giveriseto a
sufficiently certain particular gain or loss. Generally, for many financial
arrangements, the taxpayer will apply the compounding accruals method to
therelevant gain or loss for the term of the financial arrangement.
However, some circumstances may arise where, during the term of the
financial arrangement, the calculation of the gain or loss to be accrued
must bere-estimated. For example, previously contingent amounts that
are no longer contingent may affect the amount of the gain or loss that is
sufficiently certain to occur under the financial arrangement.

When is re-estimation necessary?

4170 A taxpayer isrequired to re-estimate a gain or loss from a
financial arrangement if:

» the compounding accruals method applies to that gain or
loss; and

» thereisamaterial changeto the circumstances that affect the
estimate, in respect of an amount or value of afinancial
benefit or thetiming of the provision of afinancial benefit.

The taxpayer is required to make that re-estimation as soon as practicable
after they become aware of the relevant material changesto the
circumstances. [Schedule 1, item 1, subsection 230-160(1)]

4.171  Reevant circumstances which would require are-estimation
include, but are not limited to:

» amaterial changein market conditions which is relevant to
the amount or value of financial benefits that areto be
received or provided under the financial arrangement
[Schedule 1, item 1, paragraph 230-160(2)(a)];

* thecash flow or flows which were previously estimated
become known [Schedule 1, item 1, paragraph 230-160(2)(b)];

 theright to, or part of aright to, afinancial benefit under the
financial arrangement is written off as a bad debt [Schedule 1,
item 1, paragraph 230-160(2)(c)]; and
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» areassessment of the gains or losses to which the
compounding accruals method should apply (pursuant to
section 230-155) being undertaken and it being determined
that the compounding accruals method was still the
appropriate method to apply to those gains or losses
[Schedule 1, item 1, paragraph 230-160(2)(d)].

4172 A taxpayer is not required to re-estimate the amount of the gain
or lossif the changein the value or amount of the financial benefit or the
timing of thefinancial benefit is not significant. The requirement isthat a
change to those circumstances affecting a financial benefit is a material
change. Whether there has been a material change is a question of fact
which depends on the relevant circumstances of each situation. An
example is where thereis a change to circumstances such that a cash flow
which was previously estimated becomes known, but where the difference
between the estimated value of the cash flow and the actual value of the
cash flow is small or negligiblein nominal terms. In such an instance, the
change would not be material. Hence, are-estimation is not requiredin
such a situation and the taxpayer will continue to accrue the originally
calculated sufficiently certain gain or loss. In such cases the small
differences between the estimated values and the actual values of the
relevant financial benefits will be brought to account by way of the
running balancing adjustment in section 230-145.

4.173  Under section 230-160, are-estimation is only donewherea
change in the circumstances will materially affect the amount or value or
timing of afinancial benefit that was used to calculate a gain or loss made
from the financial arrangement. However, if, consistent with a taxpayer’s
accounting systems, are-estimation is still required wherethereisa
change in circumstances which gives rise to an insignificant difference
between the value of estimated cash flows and the value when those cash
flows become known, a taxpayer may still apply the re-estimation
provisions to the rdevant financial arrangement. That re-estimation can be
done where the method used in the taxpayer’ s accounting systems
approximates the results under the compounding accruals method.
Generdlly, if the changes are insignificant, then it may be considered that
the results are a reasonabl e approximation of the method under
Subdivision 230-B. Such a practice must be adopted consistently — that
is, if are-estimation isto be donefor insignificant differences between
estimated and actual values for financial benefitsin relation to a particular
financial arrangement, that re-estimation must be done for all similar
financial arrangements. [Schedule 1, item 1, section 230-85]

4174 A re-estimation of again or lossis not done where there has been
achange in the credit rating or creditworthiness of a party or parties to the
financial arrangement.. [Schedule 1, item 1, subsection 230-160(3)]
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4175  Thecase of impairment is to be distinguished from cases where
rights to financial benefits have been written-off as a bad debt. The
taxpayer will re-estimate the relevant gain from the financial arrangement
only where such rights have been written-off asa bad debt. Taxation
Ruling 92/18 provides guidance as to when a debt is a bad debt. A debt
will not be a bad debt if it is simply doubtful that the debt will be
recovered [Schedule 1, item 1, paragraph 230-160(2)(c)]. Further, the amount of
thelossthat is available where a bad debt is written-off is limited to the
extent provided for in the legislation.

Re-estimation where there is a partial disposal

4.176 A reestimation is also required where the accruals method
applies to gains or losses made from the financial arrangement, and the
balancing adjustment under Subdivision 230-G is made in relation to the
samefinancial arrangement. There-estimation is made where the
balancing adjustment in Subdivision 230-G applied because a
proportionate share of therights or obligations or particular rights or
obligations under the arrangement were transferred to ancther person
[Schedule 1, item 1, subsection 230-170(1)]. In such a situation, only the method
prescribed under section 230-170 should be used to re-estimate the
relevant gain or loss that will be made from the financial arrangement
[Schedule 1, item 1, paragraph 230-160(1)(c)].

4.177  Thebaancing adjustment under Subdivision 230-G should bring
to account, at thetime of disposal of therelevant rights and obligations, a
gain or loss referable to those rights and obligations. The re-estimation
provisions are triggered because the transfer of one or morerights and/or
obligations would be expected to materially affect the amount or value and
timing of financial benefits that were taken into account in calculating the
amount of the originally determined sufficiently certain gain or loss. It
would be inappropriate then to alow that same amount of gain or loss to
be recognised under the re-estimation. This would have been the outcome
if the provisions in section 230-160 were to apply without adjustment.

4.178  Further, where the part of the financial arrangement disposed of
was aright to an interest stream, Subdivision 230-G will have
appropriatey allocated a cost to that interest income stream disposed of,
and calculated a gain or loss with reference to that cost and the proceeds
received for the disposal. The requirement to disregard the special rulesin
relation to interest or things in the nature of interest in

subsections 230-75(3) and 230-80(3) is intended to ensure that the
remaining gain or loss to be accrued can appropriately take account of that
part of the cost of the financial arrangement that has been attributed to the
portion disposed of. [Schedule 1, item 1, subsection 230-170(2)]
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Nature of are-estimation

4179 A re-estimation for the purposes of Division 230 involves two
parts — first, afresh determination of the amount of the gain or loss and a
reallocation of the remaining part of that revised amount over the
remaining part of the accrual period. [Schedule 1, item 1, subsection 230-160(4)]

4.180 Thecalculation of the re-estimated gain or loss will requirea
comparison of the values of the relevant sufficiently certain financial
benefits that are to be received and provided by the taxpayer using

the re-estimated values where relevant (see paragraphs 4.126 to 4.129 for a
discussion on the calculation of gains and losses). A ‘balancing
adjustment’ is recognised at the time the re-estimation is done if the
method in paragraph 230-165(5)(a) is used. This balancing adjustment
will ensurethat, at the time of re-estimation, thereis a correction made
such that only the value of the actual gain or loss which is made by the
taxpayer is brought to account under Division 230 during thelife of the
arrangement, so that alarge adjustment will not be required at the end of
arrangement.

4181 Insituations wherethereis a partial disposal of a financial
arrangement by way of a transfer of one or more rights and/or obligations
in relation to financial benefits, afresh determination of the amount of the
gain or lossis also required. In making a fresh determination, the taxpayer
is required to disregard those financial benefits to the extent to which they
are reasonably attributable to the proportionate share or right or abligation
that were transferred [Schedule 1, item 1, subparagraph 230-170(2)(a)(i)]. The
taxpayer is also required to disregard amounts of the gain or loss that have
aready been allocated to intervals ending before the re-estimation is made,
to the extent to which that part of the gain or loss is reasonably attributable
to the part of the financial arrangement that was transferred [Schedule 1, item
1, subparagraph 230-170(2)(a)(ii)]. Disregarding such financial benefits and
proportionate amounts of the relevant gain or loss will ensurethat thereis
no double recognition of amounts in the recalculated gain or loss.
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Basis for re-estimation — method used for fresh allocation

4182  Asnoted in paragraph 4.179, the nature of a re-estimation
involves two parts. Thefirst part isa fresh determination of the gain or
loss that is estimated to be made under the financial arrangement. The
second part of the re-estimation process requires that ataxpayer make a
fresh allocation of the part of the recalculated gain or loss to the remaining
part of the accrual period. One of two methods can be used to make a
fresh allocation:

» thefirst method isto maintain the rate of return which was
used prior to the re-estimation and adjust the amount to
which that rate of return is applied; or

» the second method is to maintain the amount to which the
rate of return was applied prior to the re-estimation and
adjust therate of return that is applied to that amount.

[Schedule 1, item 1, subsection 230-160(5)]

4.183  Theamount to which therate of return is applied depends on the
method used. Thefirst method involves adjusting the amount to which the
rate of returnis applied to equal the present value of the estimated future
(revised) cash flows, discounted at therate of return that is being
maintained. This adjusted amount becomes the amortised cost to which
the maintained rate of return will be applied to calculate the amount of the
remaining gain or loss that is to be accrued. [Schedule1, item 1,

paragraph 230-160(5)(a)]

4.184  The second method requires an adjustment of the rate of return
and maintai ning the amount to which that rate of return will be applied.
That amount is the amortised cost of the arrangement at the time of the
re-estimation. The adjusted rate of return is calculated by reference to the
amortised cost and the present value of the (revised) estimated future cash
flows at the time of re-estimation [Schedule 1, item 1, paragraph 230-160(5)(b)].
The application of these methods is demonstrated in Example 4.7.

4.185 Itisarguablethat in accordance with paragraph 230-160(5)(b) —
under which the fresh allocation can be made on the basis that the rate of
return is adjusted while the amount to which that rateis to be applied is
maintained — thereis an implication that the amount cannot be changed
other than under the alternative basis of fresh allocation found in
paragraph 230-160(5)(a)). That will not be the case.

4.186  Theamount can be adjusted for reasons other than a fresh
alocation under paragraph 230-160(5)(a)). Indeed, this adjustment is
often an essential element of working out, under section 230-135, the
compounding accruals gain or loss for agiveninterval. Subsection
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230-135(3B) in particular clarifies that the amount to which the rate of
return is applied should have regard to financial benefits provided or
received during theinterval. Accordingly, this amount can change because
of, for example, a particular repayment of aloan or the non-payment of
interest during the interval.

4.187  The object of the two methods is to bring the re-estimated gain or
loss to account on an appropriate basis such that the gain or lossis
properly accounted for over the whole period over which the gain or lossis
spread. Compliance cost issues would ariseif the taxpayer is required to
amend prior year's returns each time a re-estimation of an amount is
required. Hence, the object of the fresh allocation is to ensure that the
remaining part of the re-estimated gain or loss is allocated to the remaining
intervals under the financial arrangement. That is, the fresh allocation of
the remaining gain or loss applies from theincome year in which the
taxpayer makes the re-estimation until the end of the relevant accrual
period. A wash-up of over-accrued or under-accrued amounts is achieved
by way of a specific balancing adjustment where the first method aboveis
used [Schedule 1, item 1, section 230-165]. The balancing adjustment that is
made on are-estimation is to be distinguished from the running balancing
adjustment, which applies during the life of the arrangement as financial
benefits which were estimated become known (see discussion at
paragraphs 4.165 to 4.168). Any amounts previously recognised under the
running balancing adjustment rule in section 230-145 are taken to have
been allocated to intervals ending before the re-estimation was done.

4.188 Oncea particular basis for a fresh allocation has been adopted in
respect of afinancial arrangement, the taxpayer must apply the same basis
to all other re-estimations of gains or losses in respect of all of their
financial arrangements [Schedule 1, item 1, subsection 230-160(6)]. This
requirement isintended to address tax planning opportunities that may
have arisen if the taxpayer were able to choose which method to apply on
an arrangement-by-arrangement basis. Thisruleis also reflected in the
consistency principlein section 230-85, which requires a particular method
to be applied consistently to a financial arrangement for all income years
[Schedule 1, item 1, section 230-85].

4.189  The same consistency ruleis not relevant where there has been a
partial disposal of afinancial arrangement by way of atransfer of one or
morerights and/or obligations under the arrangement to ancther person.

In such situations, the taxpayer is required to re-all ocate the remaining part
of therecalculated gain or loss (that has hot already been allocated to
intervals occurring before the time of re-estimation) over the remaining
part of the accrual period by maintaining the relevant rate of return and
adjusting the amount to which that rate is applied. The adjusted amount is
equal to the present value of the estimated future cash flows discounted at
the maintained rate of return. [Schedule 1, item 1, subsection 230-170(3)]
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4190 If thereisanimpairment (within the meaning of the accounting
standards) of the financial arrangement or financial asset or financial
liability that forms part of the financial arrangement, are-estimation is
required to be made in accordance with paragraph 230-160(5)(b) [Schedule
1, item 1, subsections 230-160(7) and (8)]. A loss that arises because of the
impairment is not deductible for that income year nor able to be accrued in
alater interval. [Schedule 1, item 1, subsection 230-160(9)]

Balancing adjustment if the rate of return maintained

4191 Whereataxpayer has chosen to make a fresh allocation of the
re-estimated gain or loss by maintaining the original rate of return and
adjusting the amount to which the rate of return is applied, other than in
the case of a partial disposal, an amount is brought to account in the
income year in which the re-estimation is made [Schedule 1, item 1,
subsection 230-165(1)]. The adjustment is intended to capture the amount of
the difference between the amount of the re-estimated gain or loss which
should have been brought to account up until the time of re-estimation and
the amount of the previously estimated gain or lass which had been
brought to account. A similar adjustment is made under the accounting
standard AASB 139, where afinancial instrument is subject to the
effectiveinterest rate method (eg, see paragraph AG 8 of AASB 139).

4.192  On applying the balancing adjustment provisions, a gain will
arisein theincome year in which the re-estimation is made if:

» there-estimated amount is a gain and the amount to which
the maintained rate of returnis applied increasesin value as a
result of the re-estimation. The amount of the gain is equal
to that increase [Schedule 1, item 1, paragraph 230-165(1)(a)]; OF

» there-estimated amount is aloss and the amount to which the
maintained rate of return is applied decreasesin value as a
result of the re-estimation. The amount of the gain is equal
to that decrease [Schedule 1, item 1, paragraph 230-165(1)(d)].

4.193  On applying the balancing adjustment provisions, a loss will
arisein theincome year in which the re-estimation is made if:

» there-estimated amount is a gain and the amount to which
the maintained rate of return is applied decreasesin value as
aresult of there-estimation. The amount of the loss is equal
to that decrease [Schedule 1, item 1, paragraph 230 165(1)(b)]; Or

« there-estimated amount is a loss and the amount to which the
maintained rate of return is applied increasesin value as a
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result of there-estimation. The amount of the lossis equal to
that increase [Schedule 1, item 1, paragraph 230-165(1)(c)].

4.194 Thegainor loss that is made on applying the balancing
adjustment provision in subsection 230-165(1) is brought to account as
assessable income or an allowable deduction (provided the loss
requirements of section 230-15 are satisfied) in the income year in which
the re-estimation is made.

4.195 Wherethere has been a partial disposal of some of therights
and/or obligations under the arrangement, no balancing adjustment, other
than that under Subdivision 230-G, is availablefor the reasons provided in
paragraph 4.176. [Schedule 1, item 1, subsection 230-170(3)]

Example 4.7: Application of there-estimation provisions. income
secur ity with non-periodic cash flows

FLD Finance Co buys a four-year security for $1,000 at the beginning
of theincome year (year 1). FLD Finance Co has an annual turnover
of $40 million and has not made any € ections under Division 230.

Under the security, FLD Finance Co is entitled to fixed cash flows at
theend of years1, 2, 3and 4 asoutlined in Table4.2. FLD Finance
Coisalso entitled to additional contingent amounts payable at the end
of each of these years; the contingency does not relate to credit risk.
Assume that the contingent amounts are sufficiently certain (because
despite the contingency, it is reasonable to expect that the financial
benefits will be received) and that, as aresult, the following amounts
will be added to the fixed payments at the ends of years 1, 2, 3 and 4:
$20, $30, $60 and $100. A summary of expected cash flows from the
arrangement are outlined in Table 4.2,

Table4.2: Summary of cash flows

Year Fixed cash Estimated cash | Total cash flow
flows flows for theyear

0 —$1,000.00 $0.00 —$1,000.00

1 $20.00 $20.00 $40.00

2 $20.00 $30.00 $50.00

3 $20.00 $60.00 $80.00

4 $1,000 $100.00 $1,100

Thiswill mean that FLD Finance Co will have an overall gain of $270
from the arrangement that must be accrued over the life of the

arrangement.

183



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

Based on the estimated values of the financial benefits, the internal rate
of return of the security is 6.58 per cent per annum’.

Assumethat in income years 1 and 2, FLD Finance Co receivesthe
amounts that it estimated it would receive. However, at the beginning
of income year 3, FLD Finance Co determines that the contingent
amountsin that year and income year 4 will be fixed at $40 and $70
respectively because the contingency that relates to that part of those
payments has been resolved. Hence, for those years, the entire amount
of the fixed cash flows will instead be $60 and $70 respectively.

Thisisa dtuation in which there would be a requirement to re-estimate
the amount of gain that FLD Finance Co will make under the
arrangement because the previously estimated cash flows have become
known (paragraph 230-160(2)(b)).

If there was no re-estimation during the term of the security, the tax
calculations would have been as shown in Table 4.3.

Table4.3: The amountsthat would have been accr ued if ther e was no

re-estimation
Year | Amortised Gain Cash flows | Amortised cost
cost (year (year end)
dtart)

(a) (b) (©) @ + (b) - (0)

0 $0.00 $0.00 | —$1,000.00 $1,000.00

1 $1,000.00 $65.83 $40.00 $1,025.83

2 $1,025.83 $67.53 $50.00 $1,043.36

3 $1,043.37 $68.69 $80.00 $1,032.06

4 $1,032.06 $67.94 $1,100.00 $0.00

Application of there-estimation provisions
Making are-estimation in such circumstances involves:

» afresh determination of the amount of the gain
(subsection 230-160(4)); and

» areapplication of the accruals method to the redetermined gain to
make a fresh allocation of that redetermined gain. Thereallocation
of the redetermined gain applies only to that part of the gain that
has not already been allocated to intervals ending before the
re-estimation is made (subsection 230-160(4)).

! Thisisthe interest rate (r) that satisfies the following equation:
0 = —$1000 + 40/(1 + r)' + $50/(1 + r)* + $80/1 + r)® + $1,100/(1 + r)*.
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FLD Finance Co choosesto apply the first method — maintaining the
original rate of return and adjusting the amount to which that rateisto
be applied (paragraph 230-160(5)(a)).

Making a fresh deter mination of the amount of the gain

The fresh determination of the gain would be cal culated with reference
to the revised values of the financial benefits under the financia
arrangement. That amount would be:

—$1,000 principal paid at the start of the arrangement;
plus

$220 representing the value of cash flows over the period of the
arrangement;

plus

$1,000 return of the principd at the end of the arrangement.
The redetermined gain would therefore be $220.

FLD Finance Co mugt reapply the accruals method to the gain or loss
to make afresh alocation of that part of the redetermined gain that has
not already been all ocated to intervals ending before the re-estimation
ismade. An amount of $133.36 has already been brought to account in
intervals ending before the re-estimation is made. Hence theremaining
amount of the redetermined gain is $86.64 (ie, $220 less $133.36).

FLD Finance Co makes that fresh allocation by maintaining the rate of
return being used and adjusting the amount to which therate of return
isapplied. The adjusted amount comprises the present value of the
estimated future cash flows, discounted at the maintained rate of return
(ie, 6.58 per cent per annum). Thisresultsin an adjusted tax cost of
$998.19.

Assuming that there are no further re-estimations, and that

FLD Finance Co receives the revised cash flows, the tax

calculations for income years 3 and 4 would — based on applying

the originally determined rate of return to the adjusted (amortised cost)
amount — be as follows.

Table4.4: Amountsto be accrued using the method in
par agr aph 230-160(5)(a)

Year | Amortisedcogt | Gain Cash Amortised cost
(year start) flows (year end)
(@) (b) (©) @ + (b) — ()
3 $998.19 | $65.71 $60.00 $1,003.90
4 $1,003.91 | $66.09 | $1,070.00 $0.00
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Under this method, FLD Finance Co isalso required to make a
balancing adjustment at the time of the re-estimation

(subsection 230-165(1)). The amount of the balancing adjustment is
equal to the difference between the amount which FLD Finance Co
applied to the maintained rate of return, and the adjusted amount to
which the maintained rate of return isto be applied. The amount to
which FLD Finance Co would have, instead, applied the original rate
of return is$1,043.36. The balancing adjustment that is to be applied
in these circumstances will bring to account the difference between
that amount and the adjusted tax cost of $998.19. That difference,
$45.18, isaloss that would be recognised in income year 3— the
income year in which the re-estimation is made

(paragraph 230-165(1)(b)).

Calculation required where method under
par agraph 230-165(5)(b) isapplied

If, instead, FLD Finance Co had chosen to apply the second method of
adjusting therate of return and maintaining the amount to which that
rateisto be applied, the following calculation would be done. Firstly,
therelevant gain or loss mugt bere-estimated. This cal culation would
be no different from the method under paragraph 230-160(5)(a).
Hence, the re-estimated gain will be $220.

FLD Finance Co mugt reapply the accruals method to the gain or loss
to make afresh alocation of that part of the redetermined gain that has
not already been all ocated to intervals ending before the re-estimation
ismade. Hence the remaining amount of the redetermined gain is
$86.64.

FLD Finance Co makes that fresh allocation by adjusting the rate of
return and maintaining the amount to which the recal culated rate of
return is applied. FLD Finance Co does this by calculating a new
interna rate of return, based on the amortised cost of $1043.37, and the
expected future cash flows of $60 in year 3 and $1,070 in year 4.

The adjusted rate of return for these future cash flows will be

4.18 per cent’.

2 Thisistheinterest rate (r) that satisfies the following equation.
0 = —$1043.37 + $60/(1 + r)* + $1070/(1 + r)
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Assuming that there are no further re-estimations and that

FLD Finance Co receives the revised cash flows, the tax cdculations
for income years 3 and 4 would, under the method in

paragraph 230-160(5)(b), be:

Table4.5: Amounts to be accrued using method in
par agr aph 230-160(5)(b)

Year | Amortisedcogt | Gain Cash Amortised cost
(year start) flows (year end)

(@) (b) (©) @ + (b) — ()

3 $1,043.37 | $43.65 $60.00 $1,027.02

4 $1,027.02 | $42.98 $1,070 $0.00

The amount that is brought to account under this method over the
remaining two yearsis equal to the amount of the remaining part of the
redetermined gain — that is, a gain of $86.63.

Limit on balancing adjustment amount where the re-estimation is
triggered by a bad debt write-off

4196 Theaccruals method applies to gains or losses which are
calculated on anet basis. If adebt or part of the debt (which is a financial
arrangement) goes bad, difficulties arise as to how to identify the effect
that the financial benefits, which have become bad should have, in respect
of the amount of the estimated gain which should now be accrued. Thisis
because the effect of some of the financial benefits going bad is that the
overall or particular gain which was previously sufficiently certain would
have been alesser amount, had it been known at that time that the relevant
financial benefits were going to go bad — hence, the value which should
have been allocated to each of theintervals, in the entire accrual period,
would have been a different amount.

4.197  Thepalicy intent of this provisionisto provide a deduction, by
way of a balancing adjustment, which is limited to an amount that is
referableto that part of the gain or loss which was previously bought to
account in respect of the financial arrangement and which is reasonably
attributable to theright, or part of the right, to the financial benefit that has
been written off as bad. It is not intended that the balancing adjustment
under section 230-165 apply to effectively allow a deduction for doubtful
debts, or of an amount of capital (eg, the principal investment provided
under the debt). This policy intent is also reflected in the specific
exclusion from the re-estimation provisions, where the re-estimation is
triggered by an impairment of the financial arrangement (within the

meaning of that termin the Australian accounting standards). [Schedule 1,
item 1, paragraph 230-160(3)(b)]
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4.198 A ‘'bad debt’ for the purposes of Division 230 is intended to be
the same concept as that encompassed in section 25-35 of the ITAA 1997.
Where there-estimation is triggered by a bad debt write-off, the amount of
the balancing adjustment deduction, which would have otherwise been
calculated under subsection 230-160(5), isinstead limited to the amount of
the gain that has already been assessed under Division 230, to the extent
that the gain was reasonably attributable to the financial benefit which was
written off as bad [Schedule 1, item 1, subsection 230-165(3)]. The limit to the
deduction allowed under subsection 230-165(1) applies where:

» thetaxpayer has written off, asabad debt, aright to receivea
financial benefit or part of afinancial benefit. Generally,
provided a bona fide commercial decisionistaken by a
taxpayer asto the likelihood of the non-recovery of a debt, it
will be accepted that the debt is bad for these purposes
(see Taxation Ruling TR 92/18 for guiddines); and

 theright is not one of thefollowing:

— aright in respect of money which the taxpayer lent in the
ordinary course of their business of lending money (note
that the term *business’ is defined in subsection 995-1(1)
of the ITAA 1997); or

— aright which is one that the taxpayer bought in the
ordinary course of their business of lending money.

[Schedule 1, item 1, subsection 230-165(2)]

4.199 Insituations where the taxpayer has lent money in the course of
their business of lending money, the full amount of the adjustment under
subsection 230-165(1) is available. Further, if the taxpayer has bought a
right to receive a financial benefit in the ordinary course of their business
of lending money (ie, the taxpayer bought a debt) the policy intentionisto
provide a deduction, limited to the cost of acquiring the right [Schedule 1,
item 1, subsection 230-165(5)]. This reflects the policy in section 25-35 of the
ITAA 1997, which isintended to be replicated for the purposes of
Subdivision 230-B. Further, an exception to the anti-overlap rulein
section 230-25 is specifically included — to allow a deduction for a bad
debt write-off where the amount of a financial benefit wasincluded in a
taxpayer’ s assessable income under a provision outside of Division 230
(see Chapter 3 for further discussion).

4200 Thereare specia rules contained in subsection 25-35(5) of the
ITAA 1997 which affect a taxpayer’s entitlement to a bad debt deduction
under section 25-35 or which may result in deductions under that section
being reversed. It isintended that the same adjustments apply to bad debt
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deductions which are allowable under Division 230, as opposed to

section 25-35. Thefact that the deduction for the bad debt is recognised
under section 230-15, rather than section 25-35, should not result in such
adjustments being ignored for the purposes of the ITAA 1997. Thisis
achieved by requiring that the deduction allowable under Division 230, in
respect of the balancing adjustment, be treated as a deduction of a bad debt
for the purposes of the ITAA 1936 and the ITAA 1997. [Schedule 1, item 1,
subsection 230-165(6)]

When to use the realisation method

4201  Therealisation tax-timing treatment applies to financial
arrangements which are not the subject of the elective fair value method or
where:

» thetaxpayer has éected to rely on their financial accounts
under Subdivision 230-F; or

» thefinancial arrangement is an equity interest for the
purposes of Division 974 of the ITAA 1997.

4.202  Theredlisation method may have residual application in relation
to afinancial arrangement, to the extent to which the following methods do
not apply to that financial arrangement:

* the compounding accruals method;

» thedectiveretransation method — in respect of foreign
currency gains and losses; and

 the dective hedging regime.
[Schedule 1, item 1, subsection 230-45(2)]

4.203  Generdly, therealisation method will apply to those financial
benefits where it is not sufficiently certain that they will occur because, for
example, they are the subject of a contingency, or where the value or
amount of the financial benefit is not fixed or determinable with
reasonable accuracy. A discussion asto whether a financial benefit will be
sufficiently certain is contained in paragraphs 4.97 to 4.121.

4.204  For example, the realisation method may apply to vanilla option
and forward contracts that are entered into at market rates. Under such
arrangements it would be improbabl e to conclude that the financial
benefits are sufficiently certain so asto giveriseto a sufficiently certain
gain or loss from the derivative. This assumes that there are no payments
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fixed in advance for more than the normal settlement period for such
contracts (approximately three days).

4.205 Therealisation method can be distinguished from the balancing
adjustment provisions in Subdivision 230-G. Under Subdivision 230-G a
gain or lossis recognised only where the taxpayer either transfers some or
al of therights and obligations under the arrangement to another person,
or all of therights or obligations under the arrangement otherwise cease
[Schedule 1, item 1, subsection 230-385(1)]. In contrast, the realisation method
applies where afinancial benefit under afinancial arrangement which is
not sufficiently certain is paid, or received, or the time comesfor it to be
paid or received. Although the payment or receipt of afinancial benefit
will result in theright or obligation to that financial benefit ceasing, other
rights and/or obligations to financial benefits under the arrangement may
still be held by the taxpayer.

Realisation treatment and hybrid financial arrangements

4206  Generdly, for the purposes of Division 230, hybrid financial
arrangements will be assessed on a stand-alone (whole of hybrid) basis.
However, hybrid financial arrangements that are bifurcated by taxpayers
applying the relevant accounting standards, where part of that hybrid is
subject to afair value tax-timing dection, will also be bifurcated for tax
pUrposes [Schedule 1, item 1, section 230-200]. Further discussion in relation to
this bifurcation rule is contained in Chapter 6.

4.207  Therefore, gains or losses that are made under a hybrid financial
arrangement which do not become sufficiently certain before they are due
to be paid or received would be subject to the realisation method if none of
the other elective methods apply.

4.208 It should be noted that a hybrid financing arrangement which is
an ‘equity interest’ under Division 974 is excluded from the realisation
method applied under Division 230. [Schedule 1, item 1, paragraph 230-45(2)(€)]

How is a gain or loss calculated under the realisation method

4209 Aswasexplainedin Chapter 3, again or loss for the purposes of
Division 230 is anet concept. For the purposes of the realisation method,
thegain or loss is calculated as the difference between the value of
financial benefits received or that are to be received (the proceeds), and the
financial benefits provided or which areto be provided which are
attributable to those proceeds (the cost of thefinancial benefit). Details, as
to the application of the attribution rulesin calculating a gain or loss, are
contained in Chapter 3. Further, if those financial benefits are
denominated in aforeign currency, each dement of the calculation
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(ie, each financial benefit that isintegral to calculating the relevant gain or
loss) isto be trandated into the taxpayer’ s applicable functional currency
— and then the gain or loss for realisation purposes is to be calculated.
The provisions in Subdivision 960-C of the ITAA 1997 will apply to
determine the exchange rate at which to trandate the relevant financial
benefits.

When to recognise a gain or loss under the realisation method

4210 Wherethe redlisation method applies to again or loss, that gain
or loss is brought to account for tax purposes in theincome year in which
the gain or loss occurs [Schedule 1, item 1, section 230-150]. For the purposes of
applying the realisation method, a gain or loss ‘occurs' at thetime the last
of thefinancial benefits which are to be taken into account in calculating a
gain or loss from the arrangement:

e areprovided [Schedule 1, item 1, paragraph 230-150(2)(a)];
or

» aredueto beprovided, if the financial benefit was not
provided at that time and it is reasonable to expect that the
financial benefit will be provided [Schedule 1, item 1,
paragraph 230-150(2)(b)]. Similar considerations in respect
of thetest in section 230-120, in respect of whether a
financial benefit is sufficiently certain arerelevant here. In
particular, whether it would be reasonable to expect that the
financial benefit will actually be provided is determined on
an objective basis.

4211  Thetime at which the last of the financial benefitsisto be
provided is based on an objective analysis of thetiming of the rights and
obligations under the financial arrangement, rather than an analysis from
the point of view of a particular party to the arrangement. This means that
the time at which the last financial benefit is to be provided — regardiess
of which party to the arrangement is under an obligation to provide that
benefit — is taken to be the time at which that gain or loss occurs. This
will ensure that the timing of the recognition of the gains by one party to
the arrangement will correspond accordingly with the loss that will be
made by the counterparty to the arrangement.

4.212  Further, therulesin relation to the apportionment of financial
benefits in sections 230-75 and 230-80 are relevant to determining whether
again or loss occurs for realisation purposes. In this sense, there could be
several gains or losses that are made from a single financial arrangement
— which could arise from a number of different payments or receipts
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made under the arrangement. Such gains or losses might each separately
represent a gain or loss which is subject to the realisation method.

Deductions for bad debts

4213  Thetime at which afinancial benefit is due to be provided may
arise before that benefit is actually provided. Thereadlisation rule requires
recognition for tax purposes of the gain or loss at the earlier time— where
thereis areasonable expectation that the financial benefits will be
provided [Schedule 1, item 1, subsection 230-150(2)]. Circumstances may arise
where afinancial benefit that was taken into account in calculating a gain
or loss under the realisation method is not subsequently provided. This
may be due to a change of circumstances which happens after the gain or
loss is taken to have occurred for Division 230 purposes — such that the
relevant right to receive the financial benefit is written off as a bad debt.
In such cases, where certain requirements are met, the taxpayer is taken to
have made aloss for Division 230 purposes.

4.214  Therealisation method principleis contained in

subsection 230-150(1) — that is, ataxpayer is required to recognise a gain
or loss under the realisation method, when that gain or loss occurs. Where
the circumstances required for a deduction for a bad debt write-off are
satisfied, the loss which arises is taken to occur when the taxpayer writes
off the right to receive a financial benefit as a bad debt [Schedule 1, item 1,
subsection 230-150(4)]. Thisis a separate and distinct rule asto thetime a
loss occurs for realisation purposes, when compared to the primary test
contained in subsection 230-150(2).

4.215 Inorder for such alossto be recognised, the loss must be made
from the writing off aright to receive a financial benefit as a bad debt:

» wherethat benefit was taken into account in working out the
amount of a gain that was worked out under the realisation
method and has been included in the taxpayer’ s assessable
income under Division 230 [Schedule 1, item 1,
paragraph 230-150(3)()]. The amount of the lossis equal to so
much of the gain which was attributable to the right to the
financial benefit which was written off as bad [Schedule 1,
item 1, paragraph 230-150(5)(a)]; or

* wheretheright isin respect of money lent in the ordinary
course of the taxpayer’s business of lending money
[Schedule 1, item 1, paragraph 230-150(3)(b)]. The amount of the
lossis equal to the amount of the financial benefit in respect
of which the relevant right was written off as bad [Schedule 1,
item 1, paragraph 230-150(5)(b)]; Of
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» wheretheright is onethat the taxpayer bought in the
ordinary course of their business of lending money
[Schedule 1, item 1, paragraph 230-150(3)(c)]. The amount of the
lossis equal to the cost, to the taxpayer, of theright to the
financial benefit [Schedule 1, item 1, paragraph 230-150(5)(c)].

4216  Aswas stated in paragraph 4.200, it is intended that the same
adjustments, which are contained in subsection 25-35(5) of the ITAA 1997
apply to bad debt deductions as are allowable under Division 230 (rather
than under section 25-35). Thisis achieved by requiring that the deduction
allowable under Division 230, in respect of the balancing adjustment, be
treated as a deduction of a bad debt for the purposes of the ITAA 1936 and
the ITAA 1997 [Schedule 1, item 1, subsection 230-150(6)]. Further, an
exception to the anti-overlap rule in section 230-25 is specifically included
— to alow a deduction for a bad debt write-off where the amount of a
financial benefit was included in the taxpayer’ s assessable income, under a
provision outside of Division 230 (see Chapter 3 for further discussion).

Re-assessment of whether to apply an accruals or realisation method

4217 A gainor loss under a financial arrangement which is not subject
to any of the dective methods under Division 230, must be assessed when
the taxpayer starts to have the arrangement — to determine whether the
gains or losses should be brought to account using the accruals or
realisation method. After that point, the taxpayer is only required to
reassess Whether the accruals or realisation method is appropriately applied
toagain or loss wherethereis a material changein the terms and
conditions of the arrangement, or the circumstances affecting the
arrangement. [Schedule 1, item 1, subsection 230-155(1)]

What constitutes a material change that triggers a reassessment?

4.218 Whether achange is amaterial change depends on the facts and
circumstances of the relevant arrangement. A change to the circumstances
external to the terms and conditions of the arrangement, but which
nonethel ess affect the gains or losses that arise under the arrangement, may
trigger areassessment. Also, not every change to the terms and conditions,
or the circumstances affecting the financial arrangement, will be of a
material nature. The legidation specifically states a number of changes
which are considered to be material changes and which trigger a
reassessment. Thisisnot an exclusive list, and other changes may
constitute a relevant, material change sufficient to trigger a re-assessment
under section 230-155.

However, a mere change in the fair value of the financial benefits under
the financial arrangement will not, of itself, be considered to be a material
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change sufficient to require a reassessment. [Schedule 1, item 1, subsection
230-155(3)]

Change to theterms or conditions that alters the essential nature of an
interest

4219 A material changeto the terms and conditions of the financial
arrangement in away which alters the essential nature of the arrangement
will trigger areassessment. One example is where a debt interest becomes
an equity interest for the purposes of Division 974 of the ITAA 1997
[Schedule 1, item 1, paragraph 230-155(2)(a)]. Thetest for reassessment under
section 230-155 is dlightly different from the material change test under
the debt and equity provisionsin Division 974 — in particular the
provisionsin section 974-110. Under section 974-110, the issuer of an
interest is required to re-test the instrument every time thereis a change to
an existing scheme, to ensureit is not a material change that changesits
classification under Division 974 from debt to equity or viceversa. In
contrast, a material change under section 230-155 is one which has, in fact,
affected the classification of an instrument and triggers a reassessment.

Change to the terms and conditions that materially affects the
contingencies in respect of significant rights or obligations

4220 A material change requiring reassessment would be a changeto
the terms and conditions of the arrangement in a way which materially
affects the contingencies on which significant obligations, or rights, under
the arrangement are dependent [Schedule 1, item 1, paragraph 230-155(2)(b)].
Therelevant obligations or rights which are affected must be significant, in
the context of thefinancial arrangement.

4.221  The compounding accruals method only applies to gains or
losses that are sufficiently certain. A contingency may affect whether a
financial benefit, in respect of which certain rights or obligations relate, is
sufficiently certain. If acontingency in relation to such aright or
obligation is removed, or is resolved, then an amount of a gain or loss
which was not previously sufficiently certain, and as a result subject to the
realisation method, may become sufficiently certain, such that it would be
more appropriate to apply the compounding accruals method.

4.222  Likewise, if afinancial benefit was taken into account in working
out a sufficiently certain gain or loss, but the right or obligation to which it
relates is made subject to a contingency, then that gain or loss may no
longer be sufficiently certain and should be subject to the redlisation
provisions.

4.223 A changeinrelation to a contingency may trigger a reassessment
but the conclusion may be that the compounding accruas method should
still apply to therdevant gain or loss. However, the effect of the change in
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the contingency may be that the amount of the gain or loss will need to be
re-estimated. [Schedule 1, item 1, paragraph 230-160(2)(d)]

A change in circumstances that materially affects the contingenciesin
respect of sgnificant rights or obligations

4.224 A changethat materially affects a pre-existing contingency does
not necessarily have to be affected by a change to the terms and conditions
of an arrangement. A pre-existing contingency affecting significant rights
or abligations under the arrangement may be removed by circumstances
surrounding the financial arrangement [Schedule 1, item 1, paragraph
230-155(2)(c)]. An example of this may be that a number of contingencies
may apply to a significant obligation, or right, and the obligation or right
becomes no longer subject to the contingencies — or becomes effectively
non-contingent — when only one of the contingencies is satisfied.

A change to the terms on which credit is provided to a third party

4.225 A reassessment is required where there is a change to theterms
on which credit is to be provided to, or a changeto the credit rating of, a
person that is not a party to the arrangement, where significant obligations
or rights under the arrangement depend on that other person’s credit
profile. [Schedule 1, item 1, paragraph 230-155(2)(d)]

4.226  Inonesense, if the significant right or obligation is dependent on
the other person’s ability to obtain credit, or maintain arating, a change to
either of those circumstances will introduce contingencies which will

affect whether the relevant financial benefits to which the significant rights
and obligations relate will be sufficiently certain.

A change to the terms or conditions or circumstances that are sufficient to
treat afinancial arrangement, or a part of the arrangement that is
financial asset or financial liability asimpaired

4.227 A reassessment isrequired if the financial arrangement is, or
includes, afinancial asset or financial liability and the taxpayer prepares
financial reports in accordance with the Australian accounting standards,
or comparable standards and thereis a change to the terms and conditions
or the circumstances affecting the financial arrangement — such that it
would be treated as impaired for the purposes of those standards.
[Schedule 1, item 1, paragraph 230-155(2)(e) The outcome of the reassessment
can result in either the accrual method no longer applying to the financial
arrangement and instead the realisation method applying from the time of
reassessment or the impairment requiring a re-estimation of the gain from
the financial arrangement. However, ataxpayer cannot deduct aloss
because of impairment when it occurs nor accrue a deduction for the loss
inalater interval. [Schedule 1, item 1, subsections 230-160(7)-(9)]
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4.228  This particular trigger for areassessment will not apply to
individuals or entities which satisfy the turnover test in section 230-405. It
may apply to entities satisfying that turnover test which have made an
election to have Division 230 apply to them, and who prepare financial
reports in accordance with the Australian accounting standards.

4.229  ‘Impairment’ for accounting purposes relates to financial assets
where the carrying amount of the asset exceeds its estimated recoverable
amount (see paragraphs 58 to 70 of the AASB 139). Objective evidence of
impairment is required under AASB 139 before a financial asset is
considered to beimpaired.

4.230  For tax purposes, under the current law, Taxation Ruling

TR 94/32 (Income Tax: non-accrual loans) specifies what would
constitute a non-accrual loan for tax purposes. In particular, the taxation
ruling refers to indicators which would provide support for abona fide
assessment based on sound commercial considerations, that interest which
was previously accrued is not likely to be received (in particular refer to
paragraph 47 of the TR 94/32). Such indicators may be relevant in
determining if impairment of aloan has occurred, for the purposes of the
accounting standards.

4231  Theeffect of impairment for the purposes of the reassessment
provisions would be that the future gains (represented by interest payments
on theloan) would no longer be accrued but instead would be brought to
account under the redlisation method.
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Chapter 5

Elective Subdivisions: common
requirements

Outline of chapter

51 This chapter explains:

the requirements that are common to the el ective tax-timing
elections and which need to be met for any of the elective
Subdivisions to apply: thesearereferred to as ‘common
regquirements’;

how the elective Subdivisions apply to relevant financial
arrangements;

the circumstances under which an eection under an eective
Subdivision will ceaseto apply and the consequences of
cessation in respect of gains or losses made from the
financial arrangements that were subject to an eective
methodology; and

the consequences of making a new election where an election
has ceased.

5.2 The elections which are the subject of this chapter are those
provided by Subdivisions 230-C (fair value e ection), 230-D (general
foreign exchange retranglation election only), 230-E (hedging financial
arrangement election) and 230-F (election to rely on financial reports). In
this chapter, these Subdivisions arereferred to as the ‘ elective
Subdivisions'.

Overview of common elective requirements

5.3 There are four eectivetax timing method under Division 230,

namely:

the fair value method (Subdivision 230-C);
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» theforeign exchange retranslation method
(Subdivision 230-D);

 the hedging financial arrangements method (Subdivision
230-E); and

» thedectionto rey onfinancial reports (Subdivision 230-F).

54 This chapter looks at the common features of each of the
elective tax timing methods including common requirements for making
an election and outcomes. In particular, it discusses the requirements that
taxpayers must prepare audited financial reports before being able to elect
to apply the elective subdivisions.

55 The chapter also discusses the practical implications of having to
satisfy these requirements, such as who is to prepare the audited financial
reports and the impact of not being required to prepare a financial report
because of a Class Order.

Context of amendments

5.6 The framework of Division 230 incorporates a number of
elective Subdivisions which provide for different tax treatments (fair
value, retrandation, hedging, and the financial reports method).

Taxpayers are able to s ect among these e ectiveregimesin order to
obtain the tax treatment that best suits their commercial circumstances and
the functions of the financial arrangements they hold or issue.

Summary of new law

5.7 In order to rely on any of the elective Subdivisions taxpayers
must have prepared financial reports in accordance with relevant
accounting standards and these reports must be audited in accordance with
relevant auditing standards. Taxpayers must continue to satisfy these
requirements for these eections to continue to apply.

58 Once an election has been made, the elective Subdivisions allow
for the gains and losses on relevant financial arrangements to be
determined, in appropriate circumstances, in accordance with relevant
accounting standards. That is, in these circumstances taxpayers can
effectively rely on amounts in their financial reports for determining gains
and losses for tax purposes for relevant financial arrangements.
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5.9 Where the el ective requirements cease to be satisfied, relevant
financial arrangements will be deemed to have been disposed of and
reacquired and the election will ceaseto apply. Taxpayers may make new
elections where the requirements are once more satisfied.

Comparison of key features of new law and current law

New law Current law
In order for taxpayersto access the Thereisno basis under the current
treatments provided for in the law for electing to use accounting
elective Subdivisions, they must standards concepts, methods and
meet requirements common to al the | valuations (as appropriate) to
elective Subdivisions. These calculate gains and losses for tax
requirements are that financial purposes and, asaresult, no
reports be prepared in accordance comparable common elective
with relevant accounting standards requirements.
and appropriately audited.

Detailed explanation of new law

The elective Subdivisions

5.10 There are four eective Subdivisions under which taxpayers may
elect to apply atax-timing method to relevant financial arrangements,
subject to their meeting relevant requirements. These elective
Subdivisions allow a taxpayer to bring gains and losses from their
financial arrangements to account using the:

» fair value method (Subdivision 230-C);

* retranglation method (Subdivision 230-D) — (this chapter
discusses the general foreign exchange retrandation election

only);

» method that is consistent with the tax treatment of the hedged
item (Subdivision 230-E); or

» method which relies on the relevant accounting standards
more broadly (Subdivision 230-F).

511 The operation of the el ective Subdivisions will assist in reducing
taxpayers’ compliance costs as the elective treatments will, in effect,
allow taxpayersto rely on their financial reports, to determine the amount
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of the gain or loss from relevant financial arrangements that is, for income
tax purposes, attributable to a particular income year.

5.12 The common requirements and the outcomes under the elective
Subdivisions are discussed within this chapter to avoid duplication in each
relevant chapter. Further details that are specific to each eection are then
discussed in Chapters 6 to 9.

Common requirements for making an election
Accounting and auditing requirements

5.13 In order for ataxpayer to make an dection under one of the
elective Subdivisions, they must have financial reportsthat are:

» prepared in accordance with relevant accounting standards;
and

» audited in accordance with relevant auditing standards.
[Schedule 1, item 1, subsections 230-180(2), 230-220(2), 230-275(2) and 230-350(2)]

5.14 In certain circumstances a taxpayer will be taken to have
prepared an audited financial report. The relevant circumstances that
must be satisfied before this can occur are;

» aconnected entity of the taxpayer has prepared an audited
financial report; and

» thereport of the connected entity is a consolidated financial
report that deals with both the taxpayer’ s affairs and the
affairs of the connected entity; and

» thereport properly reflects the taxpayer’s affairs (discussed
below).

[Schedule 1, item 1, subsections 230-180(2A), 230-220(2A), 230-275(2A) and
230-350(2A)]

5.15 As under the elective Subdivisions the financial reports of a
taxpayer may, in effect, be relied upon to determine the amount of the
gains or losses made from a financial arrangement that are to be brought
to account for income tax purposes, the integrity of those reportsis
important. The accounting and auditing requirements, which the taxpayer
must meet to be able to make an e ection under any of the elective
Subdivisions, provide alevel of integrity and certainty around processes
and methodol ogies used to calculate the amount of the gains or losses
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from financial arrangements, that are to be brought to account for tax
purposes using the elective treatments. That integrity will work to ensure
that opportunities for tax avoidance or tax deferral are minimised.

Financial reports

5.16 The Corporations Act 2001 and Australian accounting standards
(eg, Australian Accounting Standard AASB 101 Presentation of Financial
Satements) set out what is meant by the term ‘financial report’.

A financial report includes:

* abalance shest;

* anincome statement (profit or loss statement);

» adatement of changesin equity showing either:
— all changesin equity; or

— changes in equity other than those arising from
transactions with equity holders acting in their capacity as
equity holders;

e acash flow statement; and

* notes, comprising a summary of significant accounting
policies and other explanatory notes.

Prepared in accordance with accounting standards

5.17 Therequirement in the elective Subdivisions for the preparation
of financial reports in accordance with accounting standards is a
fundamental requirement which ensures that the timing and measurement
of the gains and |osses made from relevant financial arrangements are
reliable and suitable for tax purposes.

5.18 In the case of financial reports not prepared in accordance with
the accounting standards, there may not be sufficient integrity associated
with the preparation of such reports to allow them to be relied upon for tax
purposes.

5.19 In the context of the eective Subdivisions within Division 230,
three of the most relevant accounting standards are:

» Australian Accounting Standard AASB 139 Financial
Instruments. Recognition and Measurement (AASB 139) —
which covers recognition and measurement of financial
assets and liabilities;
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» Australian Accounting Standard AASB 121 The Effects of
Changes in Foreign Exchange Rates (AASB 121) — which
covers certain gains and | osses attributable to changesin
foreign exchange rates; and

» Australian Accounting Standard AASB 127 Consolidated
and Separate Financial Statements (AASB 127) — which
covers the preparation and presentation of consolidated
financial statements for agroup of entities under the control
of a parent.

5.20 While these are the most relevant accounting standards for the
methodol ogies contained within the el ective Subdivisions, other
Australian accounting standards may also be relevant (such as those
Australian accounting standards mentioned in Chapter 1).

521 Where an entity prepares a financial report using comparable
accounting standards of a foreign jurisdiction, those financial reports will
satisfy this accounting standards requirement. (What constitutes a
comparable standard is explained in paragraphs 5.30 t0 5.32.)

5.22 Whether or not ataxpayer’s financial reports have been prepared
in accordance with relevant accounting standards is a question of fact.
However, where an entity purports to have prepared afinancial report in
accordance with relevant accounting standards and there is an unqualified
auditor’s report in respect of the financial report, the auditor’s report will
ordinarily be indicative of, but not necessarily conclusive of, the fact that
the financial report has been prepared in accordance with the relevant
accounting standards.

Class Orders

5.23 Some entities within an accounting consolidated group may not
be required to prepare financial reports, for example, because of an
Australian Securities and Investment Commission Class Order. However,
if a particular financial asset or liability is held by such an entity and that
financial asset or liability isreflected in a set of audited financial reports
of another entity within the accounting consolidated group — typically the
consolidated financial reports — then the elective Subdivisions may still
be able to apply to that financial asset or liability — provided it isa
financial arrangement which is subject to Division 230. [Schedule 1, item 1,
paragraphs 230-185(1)(b), 230-225(1)(b), 230-290(1)(c) and 230-360(1)(c)]

Audited in accordance with auditing standards

5.24 It isarequirement of the e ective Subdivisions that the financial
reports of the taxpayer be audited in accordance with the Australian
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auditing standards or comparable foreign standards. This audit
requirement provides additional integrity in respect of the amounts which
arein effect relied upon for income tax purposes.

5.25 Under section 336 of the Corporations Act 2001, an auditing
standard is defined as a standard that is made by the Auditing Standards
Board for the purposes of the Corporations Act 2001. An auditor will be
required to follow those auditing standards in the audit of a financial
report.

5.26 Where the audit is conducted in accordance with Australian
Auditing Standards, Auditing Standard ASA 700 — The Auditor’s Report
on a General Purpose Financial Report states, in paragraph 39, that:

‘The auditor’ s report shall state that the audit was conducted in
accordance with Australian Auditing Standards.’

Auditing Standard ASA 700 is operative for financial reporting periods
commencing on or after 1 July 2006.

5.27 However, asisthe case for the preparation of financial reports,
where the preparation or audit of the relevant financial report is carried
out in aforeign jurisdiction, then comparable auditing standards will be
seen to provideintegrity in the same manner as the Australian auditing
standards. For further discussion on what would be required for an
accounting or auditing standard to be considered comparable, see
paragraphs 5.30 to 5.32.

5.28 Not all entities are required by Australian law to have their
financial reports audited in accordance with the auditing standards (or by
comparable foreign law and auditing standards made under a foreign law).
To the extent that thisistrue, an entity is not precluded from making an
election under any of the elective Subdivisions provided the financial
reports of that entity are in fact audited in accordance with the relevant
auditing standards.

5.29 The auditing requirement in the el ective Subdivisions has been
structured such that either of the following e ection digibility conditions
must be satisfied prior to making an election:

 thefinancial reports are audited in accordance with the
relevant Australian auditing standards; or

 thefinancial reports are audited in accordance with relevant
comparable foreign auditing standards.

[Schedule 1, item 1, paragraphs 230-180(2)(b), 230-220(2)(b), 230-275(2)(b) and
230-350(2)(b)]
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Comparable accounting and auditing standards

5.30 In having regard to what is a comparable accounting or auditing
standard, consideration is to be given to whether the foreign accounting or
auditing standard, when compared to the Australian accounting or
auditing standard, resultsin a particular financial asset or liability being:

» recognised, classified and treated in the same way in the
financial reports of the entity;

» measured in the same way in the financial reports of the
entity. That is, the methods by which the changes in value,
or gains and losses are calculated, isthe same or is
substantially the same; and

» subject to the same level of scrutiny as required under the
Australian auditing standards.

531 Comparable accounting standards include United States of
America Financial Accounting Standards and those standards that are
compliant with International Financial Reporting Standards in the broad
sense of theterm (ie, compliance with the entire body of International

Accounting Standards Board pronouncements). [Schedule 1, item 1,
subparagraphs 230-180(2)(a)(ii) and (b)(ii), 230-220(2)(a)(ii) and (b)(ii),
230-275(2)(a)(ii) and (b)(ii) and 230-350(2)(a)(ii) and (b)(ii)]

5.32 Regulations may be made to specify whether a particular foreign
accounting or auditing standard is to be treated as comparable with the
Australian accounting and auditing standards for the purposes of

Division 230. [Schedule 1, item 1, section 230-435]

533 As previously mentioned, in addition to the generic requirements
mentioned in this chapter, there are additional requirements that are
specific to particular dective Subdivisions which also need to be met for
the elective Subdivisions to apply. For discussion on these specific
requirements for elections, see each of the relevant chapters — Chapter 6
(fair value election), Chapter 7 (the foreign exchange retranslation
election), Chapter 8 (hedging financial arrangements election) and

Chapter 9 (financial reports election).

Effect of change of accounting standards

5.34 Generally the dective methods apply by relying on figures that
areincluded in the profit or loss statement in the financial report.

However there are circumstances where, asaresult of achangein the
application of an accounting standard, an amount that would otherwise be
recorded in profit or loss may be taken directly to equity. From aDivision
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230 perspective this amount may be a gain or aloss made from a financial
arrangement but for the change in accounting standard. Given this, there
is arequirement that amounts that go directly to equity, as result of the
change in application of an accounting standard, are to be included as
Division 230 gains or losses in the year of the restatement.

5.35 These provisions ensure that taxpayers are not required to amend
prior year tax returns when such an accounting change is made. That is,
these amendments are designed to reduce compliance and administration
costs by providing that the restated amount is a gain or loss that is madein
the year in which the restatement occurs.

Australian Accounting Standard AASB 108

5.36 Wherethereis a changein either the rdevant accounting
standard or its application, accounting standard Australian Accounting
Standard AASB 108 Accounting Policies, Changes in Accounting
Estimates and Errors (AASB 108) requires that certain restated amounts
(gain or loss amounts) go directly and permanently to equity instead of
going through the profit or loss statement. The adjustment amount,
reflecting amounts not brought to account in previous years (which, based
on the changes to the accounting standard, would have been brought to
account in profit or loss had the new approach applied since the inception
of thefinancial arrangement), will go directly to equity. Asaresult, the
amount cumulatively returned from an accounting perspective through
profit or loss will no longer align with the amount returned for tax
purposes (if the accounting change had not been made).

5.37 Paragraph 22 of AASB 108 states that:

Subject to paragraph 23, when a change in accounting policy is
applied retrospectively in accordance with paragraph 19(a) or (b),
the entity shall adjust the opening balance of each affected
component of equity for the earliest prior period presented and the
other comparative amounts disclosed for each prior period presented
asif the new accounting policy had always been applied.

5.38 Paragraph 42 states that, subject to paragraph 43, an entity shall
correct material prior period errors retrospectively in the first financial
report authorised for issue after their discovery by:

€)) restating the comparative amounts for the prior period(s)
presented in which the error occurred; or...

5.39 Finally, paragraph 46 states that the correction of a prior period
error is excluded from profit or loss for the period in which the error is
discovered.
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Making an

5.40 As can be seen from the AASB 108 extracts the accounting
standards do not include the restated amount in profit or loss. Ina
Division 230 context, this means that the restated amount is to be
considered as ardevant gain or loss notwithstanding that the amount is
not included in profit or 10ss. [Schedule 1, item 1, section 230-431]

election under the elective Subdivisions
Who may make an election

541 Generally, entities that are subject to Division 230 may make an
election under one or more of the elective Subdivisions (see Chapter 1 for
discussion of the hierarchy of e ective treatments).

5.42 However, individuals and entities which have an aggregated
turnover of less than the relevant threshold levels specified in

subsections 230-405(2) and (3), are generally excluded from the operation
of Division 230 (except in relation to certain qualifying securities they
hold). For such taxpayers an e ection under one of the el ective
Subdivisions will only have effect if the taxpayer has also made the
election under subsection 230-405(5) to have Division 230 apply to all of
their financial arrangements (apart from those excluded in

Subdivision 230-H).

Example5.1: Individual excluded

Nik is an individual who isin the business of trading securities.
As Nik has not made an el ection under subsection 230-405(5)
for Division 230 to apply to al of hisfinancial arrangements any
election(s) Nik may make under any of the elective Subdivisions
will beinvalid (see subsections 230-190(2), 230-230(2), 230-285(3)
and 230-365(2)).

Elections where a tax consolidated or MEC group containsa Life
I nsurance Company

5.43 In the case of atax consolidated group or amultiple entry
consolidated group (MEC group), el ections are made by the head
company of the group. Generally, an election under Division 230 will
apply to all the rdevant transactions of all members of the consolidated
group or MEC group. Thisisdiscussed in detail in Chapter 12.

5.44 However, there is an exception to this where a tax consolidated
group or MEC group includes a member that carries on a‘life insurance
business’ (as defined in subsection 995-1(1) of the ITAA 1997). The
member running the life insurance business will be a life insurance
company that is registered under the Life Insurance Act 1995.

206



Elective Subdivisons. common requirements

5.45 A financial arrangement relates to life insurance business carried
on by alifeinsurance company that is a member of a consolidated group
or MEC group if the financial arrangement is held directly or indirectly by
the lifeinsurance company. Therefore, afinancial arrangement that is
held by a wholly-owned subsidiary of the life insurance company relates
to the life insurance business carried on by the life insurance company
member and thereforeis covered by the exception.

5.46 Tax consolidated groups and MEC groups may wish to elect to
apply one of the elective Subdivisions. However, for tax consolidated or
MEC groups which contain, for example, both afinancial institution
member and a life insurance company member, bringing to account gains
or losses which arise on an unsystematic, unrealised basis may provide a
competitive disadvantage to the life insurance company of the tax
consolidated group or MEC group. For this reason the head company of a
tax consolidated group or MEC group which contains a member that
carries on alife insurance business may eect to:

» have an eection under one of the e ective Subdivisions apply
to all of their rdlevant financial arrangements; or

» gpecify that an e ection under one of the elective
Subdivisionsis to only apply to all of their rdevant financial
arrangements excluding those related to the life insurance
business carried on by a member of the group.

[Schedule 1, item 1, subsections 230-190(3), 230-230(3), 230-285(4) and 230-365(3)]
Remaking an election — lifeinsurance company as a joining entity

5.47 The amendments to subsection 715-660(1) of the ITAA 1997
(discussed in Chapter 12) ensure that the eections under Division 230 are
subject to the operation of Subdivision 715-J of the ITAA 1997. Broadly,
Subdivision 715-J operates to override the entry history rulein relation to
certain choices by an entity that joins a consolidated group or MEC group
(including the absence of a choice) and to extend the time for the head
company of the group to make a new choice.

5.48 Therefore, the head company of an existing consolidated or
MEC group is able to remake its Division 230 election in respect of
thegroup if:

 alifeinsurance company joins the group;

 thelife insurance company has made an dection under
Division 230 prior to its entry into the group; and
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 thelife insurance company’s election isinconsistent with the
existing Division 230 e ection of the head company.

5.49 In these circumstances, the head company has until the later of
the following times to make a new eection under Division 230:

» thelast timethe head company may make an e ection under
Division 230 (ie, by the end of the relevant income year); and

» theend of 90 days after the Commissioner of Taxation
(Commissioner) is given notice under Division 703 of the
ITAA 1997 that thelife insurance company has become a
member of the group or such later time as the Commissioner
alows.

5.50 Consequently, if alifeinsurance company joins an existing
consolidated group or MEC group, the head company will be able to make
an election under Division 230 in relation to its life insurance business
that is different to the election that applies to its other business.

551 However, if alifeinsurance company that joins an existing
consolidated group or MEC group has made an election under

Division 230 prior to joining the group that is consistent with the existing
election of the head company, then the head company is precluded from
making a new e ection under Division 230. Thisincludes a situation
where the group already carries on life insurance business and has made
an election under Division 230 in respect of that business which is
consistent with the Division 230 election of the joining lifeinsurance
company. [Schedule 1, item 1, subsections 230-190(3), 230-230(3),

subsections 230-285(4) and 230-365(3)]

The manner in which e ections are to be made

5.52 The form by which the taxpayer makes an election available
under the eective Subdivisionsis not prescribed in Division 230.
However, the eection will need to be made in a manner that clearly
reflects that the election has been made and also the time when the
electionis made. That eection will need to form part of the tax records of
the entity.

Elections areirrevocable
5.53 An €election made under one of the ective Subdivisions is

irrevocable. [Schedule 1, item 1, subsections 230-180(3), 230-220(5), 230-275(3) and
230-350(4)]
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Financial arrangements that are subject to the election, and the effect of
the election

Financial arrangements to which the elective Subdivisions apply

5.54 Elections made under the el ective Subdivisions apply to relevant
Division 230 financial arrangements to the extent that:

» therelevant financial arrangement starts to be held in the
income year in which the election is made, or the relevant
financial arrangement startsto be held in income years
following the income year in which the election is made; and

» thegain or loss on the relevant financial arrangement is
recognised or recorded in the taxpayer’ s financial reports.

[Schedule 1, item 1, subsections 230-185(1) and 230-225(1), section 230-280 and
subsection 230-360(1)]

5.55 An election under the dective Subdivisions does not apply to
financial arrangements that are held by a taxpayer prior to the income year
in which the election is made. An exception applies where the taxpayer
makes a transitional year ection for existing financial arrangements
(discussed in Chapter 13).

Financial arrangements to which the elective Subdivisions do not apply

5.56 If the taxpayer makes an election under Subdivisions 230-C or
230-F, the election does not apply in respect of:

» afinancia arrangement that is an equity interest that:

— isnot classified or designated as at fair value through
profit or loss; or

— isissued by the taxpayer; and

» franked distributions. The assessability of these distributions
will remain outside Division 230. For example, dividends
will remain assessabl e in accordance with section 44 of the
Income Tax Assessment Act 1936.

Refer to Chapters 6 and 9 for more information on these exceptions.
[Schedule 1, item 1, subsections 230-190(1),) and, 230-365(1)]

5.57 Where the head company of a consolidated or MEC group
chooses not to make dections in respect of its life insurance business
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Subdivision 230-C, 230-D, 230-E or 230-F will not apply to financial
arrangements of that member of the consolidated group to the extent that

the financial arrangement relates to the life insurance business. [Schedule1,
item 1, subsections 230-190(3), 230-230(3), 230-285(4) and 230-365(3)]

5.58 Regulations may also exclude other financial arrangements
associated with a business of a specified kind from an election under

Subdivisions 230-C and 230-F. [Schedule 1, item 1, subsections 230-190(4),
230-230(4), 230-285(5) and 230-365(4)]

5.59 Note that although individuals, and entities other than
individuals with an aggregated turnover of less than the $20 million level
specified in section 230-405(2), can dect to apply the elective
subdivisions, the election will beinvalid unless the taxpayer has also

made an e ection under subsection 230-405(4) — refer to paragraph 5.42.
[Schedule 1, item 1, subsections 230-185(2), 230-225(3), 230-280(3) and 230-360(4)]

Effect of relying on elective Subdivisions

5.60 Where an ection made under the elective Subdivisions applies
to afinancial arrangement, the gain or loss that is made from that financial
arrangement is equal to the amount that is required by the relevant
accounting standards to be recognised for that financial arrangement in the
entity’s profit and loss statement of its financial reports.

5.61 Generally, the effect of making an e ection under the elective
Subdivisions is that the taxpayer relies on their financial reports to
determine the amount of any gain or loss that is taken to have been
made from a relevant financial arrangement. [Schedule 1, item 1,
subsections 230-195(1), 230-240(1), 230-260(2) and 230-370(1)]

5.62 With respect to specific dective Subdivisions:

 financial arrangements or assets or liabilities that fall
within the definition of ‘financial arrangement’, including
those arrangements that fall within the additional operation
of the Division as set out in Subdivision 230-J, which are
fair valued for the purpose of the profit or loss account,
can befair valued for tax purposes [Schedule 1, item 1,
subsection 230-195(1)];

e amounts that are recognised in taxpayers' profit or loss
statements of their financial reports that are attributable to the
change in currency exchange rates are recognised as gains
and losses for tax purposes [Schedule 1, item 1,
subsection 230-240(1)]; and
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e amounts that are recognised in the profit or loss statement of
the financial reports, in effect, determine whether, and the
amount of, again or loss from ardevant financial
arrangement is regarded as arising. Financial reports also
determine when the gain or loss is regarded as arising
[Schedule 1, item 1, subsection 230-370(1)].

Intra-group transaction for the purposes of AASB 127

5.63 Where an éection is made by a head company of a consolidated
group or of a MEC group, and a financial arrangement is not recognised in
an audited financial report only because the arrangement is an intra-group
transaction under AASB 127, the requirement that the financial
arrangement be recognised in the financial reports is deemed to have been
satisfied in relation to that financial arrangement. Financial arrangements
between members of a consolidated group or MEC group are not covered
by this subsection because the single entity rulein subsection 701-1(1) of
the ITAA 1997 operates to treat them as not being financial arrangements
for the purposes of Division 230.

5.64 This provision is intended to allow taxpayers to rely on entity
accounts for the purposes of satisfying this requirement. The reason for
departing from the default position in this circumstance is that tax and
accounting consolidated groups do not always align. To the extent that
the arrangement is recognised for tax purposes, the taxpayer is ableto rely
on the relevant entity accounts for the purpose of determining the amount
of relevant gains and losses. That is, this provision only extends to
transactions that occur between two tax entities but within the one
accounting consolidated group. [Schedule 1, item 1, paragraphs 230-185(2)(b),

230-225(2)(b), subsections 230-360(3) to (6), paragraphs 230-370(1)(b) and
subparagraph 230-240(1)(b)(ii)]

5.65 For a discussion of the application of e ective subdivisions to
intra-group transactions of foreign bank branches and offshore banking
units, see Chapter 11.

Financial arrangement leaving a consolidated group

5.66 The elective subdivisions may apply in a modified manner
where an entity joins or leaves a consolidated group. For details about the
application of elective Subdivisions in reation to the consolidation
regime, see Chapter 12.

The order in which the elections under the elective Subdivisions apply

5.67 It isimportant to note that, where more than one el ection has
been made under the elective Subdivisions, only one elective method may
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apply to an digible financial arrangement. For further discussion of the
hierarchy of tax treatments refer to Chapter 1. [Schedule 1, item 1,
section 230-45]

Where requirements for an election are no longer satisfied

5.68 Although an eection under the elective subdivisionsis
irrevocable, the el ection may cease to apply, depending on the
circumstances applying to either:

» all of ataxpayer’sfinancial arrangements; or

» one or more particular financial arrangements of the
taxpayer.

When an election ceases to apply to all existing financial arrangements

5.69 The elections, other than (in certain circumstances) an election
under Subdivision 230-E, will ceaseto apply to all of the relevant
financial arrangements in the following circumstances:

» theaccounting requirement is no longer satisfied;
» theauditing requirement is no longer satisfied; or

e arequirement particular to an elective Subdivision is ho
longer satisfied.

[Schedule 1, item 1, subsections 230-205(1), 230-245(1), 230-325(1) and 230-375(1)]

Where an election ceases to apply to particular financial arrangements

5.70 The elections will cease to apply to one or more particular
financial arrangements in the following circumstances:

* itisnolonger recognisedin financial reports;
 itisrecognised infinancial reports which are not audited; or

» thetaxpayer ceasesto meet a particular requirement of an
elective Subdivision.

[Schedule 1, item 1, subsections 230-205(3), 230-245(3) and 230-375(3)]

When does the election cease to apply?

571 Where an e ection made under the elective subdivisions ceases
to apply to all, or particular financial arrangements, the election ceasesto
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apply from the start of theincome year in which the circumstances
described above occur. [Schedule 1, item 1, subsections 230-205(1) and (3),
230-245(1) and (3), 230-325(1) and 230-375(1) and (3)]

5.72 If an election under any of the eective subdivisions ceasesto a
financial arrangement, that e ection cannot subsequently apply to it again.
Further, even if a subsequent election under the relevant eective
Subdivision is made, that election cannot apply to any financial
arrangement to which the prior election applied. [Schedulel, item 1,
subsections 230-205(2) and (4), 230-245(2) and (4), 230-325(2) and 230-375(1) and (4)]

A balancing adjustment if an election ceases to apply

5.73 Where an e ection made under an el ective Subdivision ceases to
have effect, a balancing adjustment must be made in respect of all the
financial arrangements to which the election ceases to apply. [Schedulel,
item 1, subsections 230-210(1), 230-250(1) and 230-380(1)]

5.74 Where an € ection made under an € ective Subdivision ceases to
apply to a particular financial arrangement, a balancing adjustment must
be made in respect of that arrangement. [Schedule 1, item 1,

subsections 230-210(3), 230-250(3) and 230-380(3)]

5.75 The balancing adjustment rules deem the taxpayer to have
disposed of the relevant financial arrangement(s) at the time the eection
ceases to apply (ie, at the start of the relevant income year). The disposal
is deemed to be for the financial arrangement’s fair value at that time, and
any balancing adjustment gain or loss is brought to account accordingly.
The balancing adjustment gain or lossis calculated asiif it werea
balancing adjustment made under Subdivision 230-G. Further, the
taxpayer is taken to have immediately reacquired the financial

arrangement for its fair value. [Schedule 1, item 1, subsections 230-210(2), (4)
and (5), 230-250(2), (4) and (5) and 230-380(2), (5) and (6)]

5.76 Note that, for those financial arrangements subject to
Subdivision 230-D (the general foreign exchange retrandation el ection)
the balancing adjustment will only apply in respect of those gains or
losses attributable to foreign currency exchangerate fluctuations. Further,
this balancing adjustment does not apply to Subdivision 230-E (hedging
financial arrangements method). Subdivision 230-E has specific
provisions dealing with the consequences if an election ceases to have
effect (see Chapter 8).

577 Chapter 10 provides a comprehensive outline of the operation of
the balancing adjustment rules contained in Subdivision 230-G.
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The making of a new election

5.78 Where an e ection made by a taxpayer ceases to have effect
because one or more of the requirements for making the election is no
longer being met, they may subsequently make a new election where the
requirements for making the election are once more satisfied [Schedule 1,
item 1, subsections 230-205(2), 230-245(2), 230-325(2) and 230-375(2)]. For each of
the el ective methods, other than Subdivision 230-E, only financial
arrangements that are entered into after the new election is made can be
subject to that election. This means that those financial arrangements that
were held at the time the election ceases to have effect cannot then be
subject to a subsequent dection that is made [Schedule 1, item 1,

subsections 230-205(4), 230-245(4) and 230-375(4)].
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Chapter 6
The elective fair value method

Outline of chapter

6.1 This chapter outlines how the elective fair value method
operates. The chapter explains:

» when the taxpayer can apply the elective fair value
tax-timing method,;

» the effect of the elective fair value tax-timing method; and

» what valuations are used for the purpaoses of the elective fair
value tax-timing method.

Overview of the elective fair value method

Election to apply fair value tax-timing method

6.2 Broadly, thefair value tax-timing method will apply to a
financial arrangement where a taxpayer makes a valid el ection to usethe
fair value election in respect of a Division 230 financial arrangement.

6.3 Generally, for ataxpayer to make a valid election to apply the
fair value tax-timing method, the taxpayer must prepare financial reports
in accordance with relevant accounting standards and have those financial
reports audited in accordance with relevant auditing standards.

6.4 The taxpayer must also:

» classify thefinancial arrangement in the financial report asan
asset or liability at fair value through profit or loss except for
intra-group financial arrangements not required to be
recognised in the financial reports referred to above because
of the application of therelevant accounting standard dealing
with consolidated and separate financial statements; and

 treat the asset or liability (or that part of the asset or liability)
that is classified at fair value through profit or loss asif it is
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the whole of the relevant financial arrangement (with any
balance being treated as a separate financial arrangement).

6.5 Oncethefair value dection is made a taxpayer must apply the
fair value tax-timing method to financial arrangements described in the
previous paragraph that start to be held in that income year and any
subsequent income year.

The fair value tax-timing method

Valuations

6.6 The elective fair value method is a tax-timing method that
measures gain or |oss as the change in the value of a financial
arrangement between two pointsin time. Under this tax timing method
the gain or loss from a financial arrangement for a particular period is the
increase or decreasein its fair value between the beginning and end of the
period, adjusted for amounts paid or received during the period. For
example, assuming there are no amounts paid or received during the
period, if the value of afinancial arrangement is $100 on 1 July 2010 and
$125 on 30 June 2011, thereis afair value gain of $25.

6.7 Where afair value election applies the gains or losses for an
income year will be determined by relevant accounting standards. Where
the Australian accounting standards, or comparable foreign accounting
standards, require that a fair value measurement through profit or loss be
used to determine accounting profits or losses on financial arrangements
for an income year, these gains and losses shall be used to determine the
taxpayer’s gain or loss for an income year from those financial
arrangements.

6.8 Franked distributions (received either directly by the taxpayer or
indirectly through a partnership or trust) and rights to receive franked
distributions (either directly or indirectly) are not to beincluded asa gain
or loss under the fair value method.

6.9 Theterm fair value is defined in AASB 139 as ' ...the amount
for which an asset could be exchanged or aliability settled, between
knowledgeable, willing partiesin arm’s length transactions'. The
valuation methods used for the eective fair value method ought to
generally be the same as those used for the fair value valuation in relevant
accounting standards.
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Balancing adjustment if fair value election ceases to apply

6.10 Where afair value election ceases to have effect, or ceases to
apply to a particular financial arrangement, from the start of a particular
income year, a balancing adjustment is made at that time in respect of any
financial arrangement that is no longer subject to the election. This
balancing adjustment has the effect of a disposal of that financial
arrangement for its market value at the start of the income year in which
the election ceases to apply, followed by an immediate reacquisition for
that market value.

Context of amendments

6.11 The current income tax law does not specifically provide for
gains and losses to be recognised using a fair value tax-timing method.
The current trading stock provisions provide the closest proxy by allowing
taxpayers to revalue trading stock on-hand by reference to changesin
market value. However, these provisions have limited application to
many financial arrangements.

6.12 The absence of an eective fair value method for the recognition
of gains and losses from a trading portfolio of financial arrangements
could mean that, while the portfolio is largely hedged in value terms, the
tax-timing method applying to the individual financial arrangements may
produce significant gains or losses that do not reflect the manner in which
those portfolio gains or losses are earned. This tax result is inconsistent
with the way that the gains and losses from the portfolio are recognised
for financial accounting purposes and managed for risk management
purposes. Wherethe portfolio is integral to the price-making function in a
financial market, the potentially significant difference between the tax and
financial accounting results would be distortionary.

6.13 The elective fair value method is a tax-timing methodol ogy that
measures gain or loss for tax purposes as the change in the value of a
financial arrangement between two pointsin time. Under fair value tax
accounting the gain or loss from a financial arrangement for a particular
period is the increase or decreasein its fair value between the beginning
and end of the period, adjusted for amounts paid or received during the
period.

6.14 Whilethe elective fair value method has a number of potential
advantages, mandatory application to all financial arrangements and all
taxpayers could potentially result in excessive volatility in reported
profits/losses and tax liabilities, creating adverse cash flow and liquidity
issues for some taxpayers. Imposing the elective fair value method could
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also create substantial compliance costs for taxpayers where they are not
required to use the fair value method for accounting purposes. For these
reasons the fair value tax treatment is elective.

6.15 The elective fair value method requires integrity measures to
ensure that the elective treatment is not tax motivated. It is against this
background that the accounting and auditing requirements are necessary.
That is, the accounting and auditing requirements, which the taxpayer
must meet to make the fair value election and apply it to the financial
arrangements which they have, provide aleve of integrity around
facilitating the eective fair value method in the appraopriate circumstances
and minimising tax motivated accounting or selection practices. These
requirements, with other common requirements and conditions, are
discussed in more detail in Chapter 5.

Summary of new law

6.16 Relevant taxpayers may irrevocably elect to use the elective fair
value method to determine gains and losses on financial arrangements
including equity interests (other than equity interests that they issue) for
theincome year. Thefair value gain or loss for an income year will be the
same as that recorded on a fair value basis in the entity’ s audited profit or
loss account under relevant Australian accounting standards or their
comparable foreign equivalents.

6.17 When the requirements for making the election cease to be
satisfied, the fair value election ceases to have effect and a balancing
adjustment is required to be made.
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Comparison of key features of new law and current law

New law Current law
Taxpayers who prepare financial Only limited fair value tax treatment
reports in accordance with the isavailable for financial
relevant financia accounting arrangements.

standards and have audited financial
accounts can elect to have financial
arrangements (other than equity
interests of which they are the
issuers) taxed annually under the fair
value method, if those financial
arrangements are accorded fair value
treatment in their profit or loss
Statement.

If ataxpayer adopts the elective fair
value method it appliesto all assets
and liabilities that are financia
arrangements which arefair valued
through their audited profit or loss
account for accounting purposes.

The election isirrevocable and once
elected it applies on a mandatory
basisto all financia arrangements
that are accorded fair value treatment
in the audited profit or loss account.
The fair value el ection applies for the
income year in which the eection is
made and for al future income years,
unless one or more of the
requirements associated with that
election ceases to be satisfied.

Detailed explanation of new law

6.18 To apply the elective fair value method to a financial
arrangement, the taxpayer must:

» dect the method [Schedule 1, item 1, subsection 230-180(1)];

» meet the common requirements for avalid eection — that is,
prepare financial reports in accordance with the relevant
accounting standards and have those financial reports audited
in accordance with the reevant auditing standards (for more
detail on the common requirements for the elective
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Subdivisions refer to Chapter 5) [Schedule 1, item 1,
subsection 230-180(2)];

» classify thefinancial arrangement in the financial report,
pursuant to the operation of the relevant accounting
standards, as an asset or liability at fair value through profit
or loss — noting the exception for financial arrangements
that are not recognised in a set of financial reports because of
the application of accounting standard Australian Accounting
Standard AASB 127 Consolidated and Separate Financial
Statements (AASB 127) (or comparable) [Schedule 1, item 1,
subparagraph 230-185(1)(c)];

» treat theasset or liability that is classified at fair value
through profit or loss (or that part of the asset or liahility) as
comprising the whole of the relevant financial arrangement
(with any balance of the ‘financial arrangement’ as defined in
this Division being treated as a separate financial
arrangement) [Schedule 1, item 1, section 230-200]; and

» apply thefair value tax-timing e ection to the financial
arrangement if:

— it startsto be held in the income year in which the election
is made or any subsequent income year [Schedule 1, item 1,
paragraph 230-185(1)(d)]; and

— itisnot subject to certain exceptions [Schedule 1, item 1,
section 230-190].

Which entities can elect the fair value tax-timing method?

6.19 Any entity that prepares audited financial reports is able to make
afair value election [Schedule 1, item 1, section 230-180]. However, only
certain taxpayers may want to elect to use the fair value tax-timing
method. For instance, traders holding instruments or commodities for
relatively short times, and buying and selling commaodities or financial
instruments primarily for market-making purposes, might elect fair value
tax treatment. ‘Traders' generally havefully or largely hedged exposures.

6.20 Traders are often financial institutions that have separate trading
books. Theseinstitutions usually have large portfolios of financial
arrangements which are fair valued through profit or loss for financial
accounting purposes. If such institutions are able to elect fair value tax
treatment for such financial arrangements both their accounting and tax
treatments would be on the same fair value basis, and they would benefit
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from substantial economiesin record keeping and data management.
Overall compliance costs are expected to be reduced as a resullt.

6.21 Some other entities, outside the financial sector, may also have
relatively sophisticated risk management systems which would allow
them to cope with any pricerisk and tax volatility that may arise from
using thefair value tax-timing method. Such entities may also want to
elect fair value tax treatment. Furthermore, entities that record gains and
losses on afair value basis in their audited profit or loss accounts may also
want to elect fair value tax treatment to reduce overall compliance costs.

Making the election

6.22 Any taxpayer may make afair value eection, but an election
will only bevalid for those taxpayers who meet the requirements of
Subdivision 230-C.

6.23 In the case of atax consolidated group or amultiple entry
consolidated group (MEC group), €lections are made by the head
company of the group. Generally, an election under Division 230 will
apply to all the rdevant transactions of all members of the consolidated
group or MEC group. However, there is an exception to this where a tax
consolidated group or MEC group includes a member that carries on a
‘lifeinsurance business'. Where a member of the group carries on alife
insurance business the head company can specify whether or not the
election will apply to the life insurance business carried on by that
member of the group. [Schedule 1, item 1, subsection 230-190(3)]

6.24 A regulation-making power allows for regulations to be made
specifying other types of businesses for which a fair value election made
by the head company of a consolidated group or MEC group will not
apply. [Schedule 1, item 1, subsection 230-190(4)]

6.25 The making of avalid eection and its application to a member
of a consolidated group that carries on life insurance business is discussed
in more detail in Chapter 5.

The elective fair value tax-timing requirements

6.26 For the elective fair value method to apply to the financial
arrangements of a taxpayer for the bringing to account of gains and losses,
ataxpayer must eect for the elective fair value method to apply. An
election will only be valid if the accounting and audit requirements listed
in subsection 230-180(2) are met. There are elective requirements
common to the dective Subdivisions (Subdivisions 230-C, 230-D, 230-E
and 230-F). These accounting and audit elective requirements are
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discussed in detail in Chapter 5. There are also a number of requirements
which a particular financial arrangement must meet in order for the
election to validly apply, which are discussed below.

Financial arrangements fair valued through profit or loss

6.27 Once afair value el ection has been made the election applies to
all financial arrangements which arefirst held in theincome year in which
the election is made and in later income years and which are fair valued
through profit or 0ss [Schedule 1, item 1, paragraphs 230-185(1)(c) and (d)]. In
addition, a transitional election may be made to apply the elective fair
value method to financial arrangements being fair valued through profit or
loss that existed at the time of commencement of the Division [Schedule 1,
Part 3, subitems 99(5) and (8)]. Thetransitional election requirements are
discussed in Chapter 13.

6.28 Where afinancial arrangement is an intra-group transaction for
the purposes of accounting standard AASB 127 (or comparable), the
financial arrangement is deemed to be an arrangement that is recognised
in aset of audited financial reports and classified as at fair value through
profit or 10ss [Schedule 1, item 1, subsections 230-185(2)]. For further discussion
of this, see Chapter 5.

6.29 Arrangements that fall within the extended operation of
Division 230, as set out in section 230-445 (eg, foreign currency,
non-equity shares, and commodities and offsetting commodity contracts
held by traders), which are fair valued for the purpose of the profit or loss

statement can also be fair valued for tax purposes. [Schedule 1, item 1,
section 230-445]

6.30 Financial arrangements which arefair valued, and which are not
classified as fair value through profit or loss because the change in fair
valueisinitially taken to equity, cannot be fair valued for the purposes of
Division 230. This means that a company cannot apply the fair value

method to an equity issued by that company [Schedule 1, item 1,
paragraph 230-185(1)(c)].

Financial assets and liabilities that comprise the whole or part of the
financial arrangement

6.31 The application of the elective fair value tax method is limited to
those financial arrangements which, in whole or in part, comprise assets

or liabilities classified in the relevant accounts as at fair value through
profit or 10ss [Schedule 1, item 1, paragraph 230-185(1)(c)]. Where only part of a
financial arrangement is subject to fair value (eg, the financial

arrangement may comprise afinancial asset or liability that is fair valued
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through the profit or loss and another financial asset or liability whichis
not), that part of the arrangement is treated as a separate financial
arrangement that is subject to this Subdivision. Theremaining part of the
financial arrangement will be treated as a separate financial arrangement
and will be subject to the other provisions of the Division [Schedule 1,

item 1, section 230-200].

6.32 Where a hybrid financial arrangement (comprising a host
instrument and an embedded derivative) is bifurcated (separated) under
the relevant accounting standards (Australian Accounting Standard
AASB 132 Financial Instruments. Disclosure and Presentation

(AASB 132) and Australian Accounting Standard AASB 139 Financial
Instruments: Recognition and Measurement (AASB 139)) the derivative
may be fair valued for accounting purposes. However, such a hybrid
arrangement may be a single arrangement for the purpose of Division 230
[Schedule 1, item 1, section 230-60]. If the taxpayer has made a fair value
tax-timing eection in relation to such a hybrid arrangement that is a
financial arrangement, it is the intention that such derivatives, which are
part of the hybrid arrangement, would be fair valued for tax purposes
[Schedule 1, item 1, section 230-200].

Consequences of making a fair value election

6.33 A fair value tax-timing election requires the taxpayer to apply
the electivefair value method to all financial arrangements that are
required by the relevant accounting standards to be fair valued through
profit or loss, and that are not subject to an exception. Thefair value
election, once made, applies from the beginning of the income year in
which the election is made. The eection will apply to all financial
arrangements which start to be held in the income year in which the
election is made (including arrangements subject to atransitional election
— see Chapter 13) or alater income year so long as the election remains
valid and continues to apply. [Schedule 1, item 1, paragraph 230-185(1)(d)]

6.34 An election will continue to be valid as long as the requirements
which a taxpayer must meet in order to make the election, including the
accounting and auditing requirements, continue to be met [Schedule 1,

item 1, subsection 230-205(1)]. Chapter 5 discusses these common
requirements and the making of an election. Intheincome year in which
one or more of these requirements ceases to be met, the election will cease
to be valid and the e ective fair value method may not be applied to
financial arrangements then held by the taxpayer (see paragraphs 6.48 to
6.50). For those financial arrangements which were previously being fair
valued, a balancing adjustment is required to be made (see

paragraphs 6.51 to 6.54 and Chapter 10) when the election ceases to be
valid.
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The application of fair value to financial arrangements that are equity

interests

6.35 The electivefair value method may apply to all financial
arrangements, including financial arrangements which are equity interests
under Division 974 of the Income Tax Assessment Act 1997 (ITAA 1997),
subject to the satisfaction of the fair value tax-timing requirements and the
exclusion set out below.

6.36 A taxpayer that has issued its own equity interestsis not
permitted to fair value those equity interests [Schedule 1, item 1,

subsection 230-190(1)]. Thisruleis directed at ensuring that an entity does
not obtain a tax deduction for losses on its own equity including
deductions for dividends paid.

Gains and losses taken into account where a fair value election is made

6.37 Where afair value election applies to a financial arrangement
the gains or losses for an income year will be determined by relevant
accounting standards. Where the Australian accounting standards, or
comparable foreign accounting standards, require that a fair value
measurement through profit or loss be used to determine accounting
profits or losses on financial arrangements for an income year, these gains
and losses shall be used to determine the taxpayer’s gain or loss for an
income year from those financial arrangements, should the taxpayer make
the fair value dection that validly applies to those financial arrangements.
Chapter 11 explains how this applies in respect of fair value gains or
losses that is made from a financial arrangement arising fromintra-
entity/group dealings that are recognised by Part 111B (foreign bank
branches) or Division 9A (offshore banking units) [Schedule 1, item 1,
subsection 230-195(1)]

Franked distributions

6.38 Franked distributions (received either directly by the taxpayer or
indirectly through a partnership or trust) and rights to receive franked
distributions (either directly or indirectly) are not to beincluded asa gain
or loss that is brought to account in accordance with Subdivision 230-C.
The effect of excluding franked distributions from the scope of the fair
value el ection is to ensure that these distributions will remain assessable
in accordance with section 44 of the Income Tax Assessment Act 1936
(ITAA 1936). Assessing the distribution under section 44 of the

ITAA 1936 rather than under Division 230 will ensure that the imputation
system works appropriatdy in respect of distributions such that franking
credits allocated to such distributions are available to the recipient in the
income year in which the distribution is taxed to the recipient.

224



The €elective fair value method

6.39 Absent a specific rule, adividend (distribution) may be declared
in favour of a shareholder and the accounting standards (eg, Australian
Accounting Standard AASB 118 Revenue) would have required the
taxpayer to recognise revenue (ie, a gain) in respect of the declared
distribution. At thistime, however, the dividend could not be franked.
Later when the dividend is actually paid, that payment would not be
assessed to the taxpayer because of the operation of the anti-overlap rule
(section 230-20) and, accordingly, franking benefits would not be allowed
to the sharehol der.

Example 6.1: Dividend payment

On 1 July 2008 Company A acquires ordinary sharesin Company B
for $50 million and makes the fair value election in respect of all its
financial arrangements. At 30 June 2009 the shares in Company B
have a market value of $65 million. On 1 May 2009 Company B pays
dividends of $6 million. Company A’s taxable income for the
2008-2009 year includes the fair value gain of $15 million

($65 million — $50 million) and a dividend of $6 million (ignoring
grossing-up for franking credits). However, Division 230 will only
assess the fair value gain of $15 million. Thedividend paid by
Company B will be assessed under section 44 of the ITAA 1936.

At 30 June 2010 the sharesin Company B have a market value of

$90 million. No dividendshave been paid for thisincome year.
Company A’staxable income for the 2009-10 income year includesthe
fair value gain of $25 million ($90 million —$65 million).

Valuation issues

6.40 Theterm fair valueis not defined in Division 230. The term
should take its ordinary commercial meaning. In thisregard, AASB 139
defines fair value as *...the amount for which an asset could be exchanged
or aliability settled, between knowledgeable, willing partiesinarm’s
length transactions'.

6.41 The valuation methods used, and the guidance, definitions and
requirements for the elective fair value method ought to generally be the
same as those used for the fair value valuation in relevant accounting
standards. Therefore, if taxpayers use fair value estimates in their profit
or loss accounts that accord with commercially acceptable valuation
techniques, they can generally use the same estimates for the purpose of
the elective fair value method.
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Where requirements for election are no longer satisfied

6.42 Although an dection under the elective Subdivisionsis
irrevocable, the el ection may cease to apply, depending on the
circumstances of either:

» all of ataxpayer’sfinancial arrangements; or

» one or more particular financial arrangements of the
taxpayer.

6.43 If an election under any of the elective Subdivisions ceases to
apply to all financial arrangements, or to a particular financial

arrangement, that e ection cannot subsequently apply to it again.
[Schedule 1, item 1, section 230-205]

6.44 Refer to Chapter 5 for further information as to when an eection
will ceaseto apply.

Balancing adjustment if election ceases to apply

6.45 Where an € ection made under an el ective Subdivision ceases to
have effect, or ceases to apply to a particular financial arrangement, from
the start of a particular income year, a balancing adjustment is made at
that time in respect of any financial arrangement that is no longer subject
to the election. [Schedule 1, item 1, subsections 230-210(1) and (3)]

6.46 The balancing adjustment is to be made in accordance with the
balancing adjustment requirements as set out in Subdivision 230-G

(see Chapter 10). The balancing adjustment when applied to a financial
arrangement has the effect of a disposal of that financial arrangement —
for its market value at the start of the income year in which the election
ceases to apply — followed by an immediate reacquisition for that market
value. [Schedule1, item 1, section 230-210]

6.47 Chapter 5, in respect of the el ective Subdivisions, and
Chapter 10 more generally, provide further detail as to the operation of the
balancing adjustment rules contained in Subdivision 230-G.

Example 6.2: Balancing adjustment when fair value ends

On 22 April 2009 Spice Co makes afair value e ection under
section 230-180. Assume Spice Co has a balance date for tax purposes
of 30 June.

After the financial year ending 30 June 2010, Spice Co ceases to have
its financial reports audited.
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From the financial year beginning 1 July 2012, Spice Co again satisfies
all therequirementsfor making a fair value election (including the
requirement that its accounts are audited). Spice Co makes anew fair
value e ection under section 230-180.

The consequences of Spice Co ceasing to maintain audited financia
reports from 1 July 2010 resultsin Spice Co not being able to apply the
elective fair value method to the financial arrangementsit holds at

1 July 2010, asits election ceases to apply from thistime. A balancing
adjustment will be required to be made on 1 July 2010 for those
financial arrangements which were being fair valued through profit or
loss subject to the fair value el ection.

On 1 July 2012, Spice Co again makes avalid fair value tax-timing
election. From thistime, the eective fair value method will apply to
any new assets and liabilities that comprise afinancial arrangement
(or part thereof) that start to be held on or after thistime by Spice Co,
which arefair valued through profit or lossin accordance with the
relevant accounting standards.

6.48 Once afinancial arrangement is taken to be reacquired and no
longer subject to the dective fair value method, a taxpayer will need to
assess which other relevant tax-timing method under Division 230, isto
be applied to the financial arrangement. For example, where the taxpayer
ceases to have financial reports prepared in accordance with Australian
accounting standards, the default tax-timing methods under Division 230
(accruals or realisation) will typically apply.

Making a new election

6.49 Where a taxpayer has made an election which ceases to have
effect, they may later make a new el ection where the conditions for

making an election are once more satisfied (refer Chapter 5). [Schedule 1,
item 1, subsection 230-205(2)]
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Chapter I

The elective foreign exchange
retranslation method

Outline of chapter

7.1 This chapter outlines how the elective foreign exchange
retranslation election (retranslation method) rules. The chapter explains:

when the retranslation method may be applied;
» the effect of the retrandation method;

» thedifference between a general retranslation dection and an
election in relation to qualifying forex accounts; and

« theinteraction of the retranslation method with the other
e ective methods under Division 230.

Overview of the foreign exchange retranslation method

Application of the retranslation method

7.2  Taxpayers who prepare audited financial reports in accordance with
Australian accounting standards or comparable foreign accounting
standards may make:

- an election to apply the retranslation method to all *financial
arrangements’ under Division 230 and those arrangements
subject to Subdivision 775-F of the ITAA 1997 (general
retranglation e ection); or

- an election to only apply the foreign exchange retranslation
method to one or more of their financial arrangements that
meet the definition of a‘qualifying forex account’
(qualifying forex account dection).

7.3  Once made, an dectionisirrevocable.
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74  Wheretheretranslation method applies, any gain or loss dueto
changesin currency exchange rates will be generally determined by the
amount which is required under Australian Accounting Standard AASB
121 The Effects of Changesin Foreign Exchange Rates (AASB 121) (or a
comparable foreign accounting standard) to be recognised in profit or loss
in the financial reports.

7.5 Broadly, where a general retranslation election is made, al gains
and losses attributable to changes in currency exchange rates arising from
financial arrangements will be brought to account under Subdivision
230-D.

7.6  Whiletheforeign exchange retrandation method is comparable
with the fair value method, it differs from it by only recognising gains and
losses that are attributable to movements in foreign currency exchange
rates. Fair value, on the other hand, recognises gains and | osses attributable
to changes in other variables such as interest rates and creditworthinessin
addition to any gains and losses that are attributable to movementsin
foreign currency exchange rates.

7.7  Theretranslation method will not apply to a financial arrangement
if any of the following e ections have been madein relation to that
financial arrangement:

- afair value election under Subdivision 230-C;
- afinancial reports e ection under Subdivision 230-F; or

- ahedging financial arrangement election under Subdivision
230-E to the extent it appliesto that financial arrangement.

7.8  Wheretheretranslation method applies to a financial arrangement,
any gains and losses nat attributable to changes in currency exchange rates
will be brought to account under the accruals and/or realisation methods.

7.9 If none of the eective tax-timing methods (including the
retranglation method) apply to a financial arrangement, gains and losses
including those attributable to changes in currency exchange rates will be
brought to account under the accruals and/or realisation methods.

7.10 A qualifying forex account election can only be made wherea
general retranslation election has not already been made.
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Context of amendments

7.11 Theretrandlation method measures the gain or the loss arising
from different prevailing exchange rates at different pointsin time, on
tranglating a given number of units of one currency into another currency.
The retrand ation tax-timing method will only be relevant to those
taxpayers with arrangements denominated in, or determined by reference
to, aforeign currency or, in the case of taxpayers who have made an
election under Subdivision 960-D of the Income Tax Assessment Act 1997
(ITAA 1997), a non-functional currency.

712 The scope of the retranslation method is determined by the two
foreign exchange retrandation elections available. A taxpayer can make
either:

» agenera eection to usetheretrandation method, the scope
of which is determined by the amounts required by
AASB 121 to be recognised in the profit or loss statement in
ataxpayer’s set of financial reports. A general eectionis
made in respect of all financial arrangements and other
arrangements where those amounts have not previously been
recognised in the taxpayer’s set of financial reports; or

» aqualifying forex account election to use the retranglation
method only in respect of one or more financial arrangements
that meet the definition of a ‘qualifying forex account’. A
qualifying forex account is defined inthe ITAA 1997 as an
account denominated in foreign currency which is used for
the primary purpose of facilitating transactions or is a credit
card account.

7.13 Under AASB 121, certain annual gains and losses attributable to
changes in foreign exchange rates are required to be recognised in profit
or lossin an entity’ s financial reports. The retrandation method is
intended to apply only to these gains and |osses.

7.14 These gains and losses referred to in AASB 121 as exchange
differences, are the differences resulting from translating a given number
of units of one currency into another currency at different exchange rates.
Aninitial trangation is made when the relevant itemis first recognised for
financial accounting purposes. At subsequent reporting dates, another
tranglation, sometimes referred to as ‘retrandation’, ismade. The
difference between these amounts is recognised for accounting purposein
profit or loss, despite typically being unrealised.
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7.15 Gains and losses attributable to change(s) in currency exchange
rates may also arise under AASB 121 on the settlement or maturity of the
relevant item.

7.16 Where the retranglation method applies it may result in the
recognition of unrealised gains and | osses attributable to changesin
currency exchangerates. If an entity continues to hold a financial
arrangement under Division 230 or an arrangement subject to Subdivision
775-F of the ITAA 1997 the taxation of any unrealised foreign exchange
gains or losses as aresult of applying the retranslation method may, like
the fair value tax-timing method, cause volatility in an entity’s taxable
income. Taxpayers will need to determine whether this method is suitable
for determining these gains and losses for tax purposes.

7.17 For some taxpayers, recognising gains and losses in a manner
consistent with what is required under AASB 121 may be beneficial from
a compliance perspective. Their foreign exchange exposures arelikely to
be such that the retranslation method in AASB 121 does not impose
significant volatility in earnings, and therefore alignment between the
financial accounting and tax outcomes would also not impose any
significant volatility in taxable income.

7.18 Other taxpayers may see benefitsin recognising for tax purposes
foreign exchange gains and losses as determined under AASB 121 only in
respect of one or more of their ‘qualifying forex accounts'.

7.19 To alimited extent, the election to use the retrangation method
for qualifying forex accountsis similar to the retranglation el ection
currently available under Subdivision 775-E of the ITAA 1997. Under
Subdivision 775-E of the ITAA 1997, aretranglation el ection that operates
to imitate theretranslation method in AASB 121 is availablefor certain
transactional foreign currency denominated accounts maintained with a
bank or similar financial institution.

7.20 Retrandation is different to fair value in that it only recognises
gains and losses attributable to movements in foreign currency exchange
rates. Fair value, on the other hand, recognises gains and losses
attributable to changes in other variables such as interest rates and
creditworthiness in addition to any gains or losses attributable to
movements in foreign currency exchangerates. Consistent with the
approach relating to the fair value tax rules, Division 230 does not
mandate retrandation tax treatment.

232



The elective foreign exchange retrand ation method

Summary of new law

7.21 Where audited financial reports are prepared in accordance with
Australian accounting standards or comparable foreign accounting
standards a taxpayer may elect to use the retranglation method to
determine gains and losses from financial arrangements to the extent they
are attributable to changes in currency exchange rates.

7.22 If made, the general retranslation dection will also bring to
account gains and losses attributable to changes in currency exchange
rates made from arrangements which are subject to Subdivision 775-F.

7.23 The general retrandation el ection will apply to al relevant
arrangements which arefirst held in theincome year in which the election
is made. In subseguent income years, it will apply to all arrangementsin
respect of which the relevant accounting standards recognisein praofit or
loss, an amount attributable to foreign currency exchange rate changes.
Thisincludes intra-group transactions that are financial arrangements
which would not hormally be recognised by the Australian Accounting
Standard AASB 127 Consolidated and Separate Financial Statements
(AASB 127), or a comparable foreign accounting standard.

7.24 The head company of a consolidated group may chose that the
general retrandlation eection will not apply to the financial arrangements
or arrangements subject to Subdivision 775-F of the ITAA 1997 in
relation to the life insurance business of the head company of a
consolidated group or a MEC group. Regulations may also be made to
allow the head company of a consolidated or MEC group to choose to
elect to exclude these financial arrangements in relation to other
businesses of the group.

7.25 Taxpayers who do not make a general retranslation eection may
make an eection for in respect of one or more of their qualifying forex
accounts, essentially any transactional account..

7.26 The gain or loss recognised for an income year under the
retranslation method will generally be the same as that which is required
to be recognised under AASB 121 or itsforeign equivalent in an entity’s
profit or loss. However, the retrandation method will not recognise an
amount in an entity’ s profit or loss if that amount has previously been
recognised in equity.

7.27 Both the general retrandlation election and the qualifying forex
accounts election areirrevocable.
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7.28 Where the requirements for making either eection ceaseto be
satisfied, the election ceases to have effect and a balancing adjustment is

required to be made.

Comparison of key features of new law and current law

New law

Current law

Taxpayers that adopt relevant
accounting standards and have
audited financia accountsare ableto
elect to have gains and losses from
al relevant arrangementswhich are
attributable to changes in currency
exchange rate taxed under the
retrandation method.

Alternatively, taxpayers may elect to
use the retrand ation method only in
relation to one or more of their
qualifying forex accounts.

The definition of aquaifying forex
account has been extended by
removing the requirement that it
must be held with afinancial
ingtitution in Australia or overseas.

Thereisno generd retrandation tax
treatment available for financial
arrangements under the existing

tax law except for certain quaifying
forex accounts under Subdivision
775-E of the ITAA 1997.

Under the current law a quaifying
forex account is limited to an account
held with, broadly, a financial
institution in Australia or overseas.

Detailed explanation of new law

When can the foreign exchange method be used?

7.29 Thererandation method will only apply in respect of an
arrangement if aforeign exchange retranglation election validly appliesto

that arrangement.

7.30 A foreign exchange retrandation eection may apply in two

circumstances:

» at thetaxpayer’s éection, to all relevant arrangements, where
the specified accounting and auditing requirements are
satisfied (general retrandation dection) [Schedule 1, item 1,
subsections 230-220(1) and (2); item 6, section 775-295]; Or

 tofinancial arrangements that are qualifying foreign
exchange accounts, in respect of which an election has been
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made (qualifying forex accounts election) [Schedule 1, item 1,
subsections 230-220(3) and (4)].

General retranslation election
Election requirements

7.31 Only taxpayers whose financial reports are prepared and audited in
accordance with Australian accounting and auditing standards or
comparable foreign accounting and auditing standards can make the
general retrandlation election. This includes taxpayers whose results are

properly reflected in a set of audited financial reports of a connected entity
[Schedule 1, item 1, subsection 230-220(2 and 230-220(2A)]

7.32 Chapter 5 explains what is meant by financial reports, financial
reporting requirements, accounting standards and auditing standards
(including comparable foreign accounting and auditing standards).

Scope of general retrandation election

7.33 If the general retrandation eection is made, the retranglation
method will apply to determine all gains and losses attributable to
currency exchange rate changes which arise from all arrangements to
which the election applies.

7.34 A genera retrandation dection will apply to all arrangements:

 that the taxpayer starts to have in the income year in which
the election is made or in alater income year [Schedule 1,
item 1, paragraph 230-225(1)(d); item 6, paragraph 775-295(1)(a)];

 that arerecognised in afinancial report in respect of which
the accounting and auditing requirements are satisfied
[Schedule 1, item 1, paragraph 230-225(1)(b); item 6,
paragraph 775-295(1)(b)];

* inrespect of which an amount attributable to changesin
currency exchangeratesis required to be recognised in profit
or lossin the financial reports pursuant to AASB 121 (or
another standard prescribed in the regulations) or a
comparable foreign accounting standard [Schedule 1, item 1,
paragraph 230-225(1)(c); item 6, paragraph 775-295(1)(c)];

» where the amount attributable to changes in currency
exchangeratesis recognised in profit or lossin the taxpayer’s
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financial reports and which has not previously been
recognised in the equity reserves in the taxpayer’s financial
reports [Schedule 1, item 6, subsection 775-305(4)]; and

* including intra group transactions that are financial
arrangements which have not been recognised in the financial
reports because they have been disregarded for financial
accounting purposes under AASB 127 or a comparable
foreign accounting standard [Schedule 1, item 1,
subsection 230-225(2)].

7.35 Under AASB 121 ( or comparable foreign accounting standards)
certain gains and losses attributable to changes in currency exchange rates
are recognised in profit or loss in an entity’ s financial reports. For the
general retrandlation election to apply to an arrangement, AASB 121 or a
comparable foreign accounting standard must require the recognition in
profit or loss of gains and losses (if any) from the arrangement in the year
in which the gain or loss arises. The requirement that a gain or loss must
be recognised in profit or loss will not be satisfied where it has earlier
been recognised in equity.

7.36 Inrespect of this requirement, the regulations may prescribe that
gains and losses attributable to changes in currency exchange rate
fluctuations may be required to be recognised under accounting standards
other than AASB 121. For example, if AASB 121 is replaced subsequent
to the enactment of Division 230, and the replacement standard provides
for retrandation, such areplacement standard would be expected to be
prescribed by the regulations as being a relevant accounting standard.
Gains and losses attributable to changes in currency exchange rates which
arise from relevant arrangements will be required to be recognised under
such a replacement standard. To the extent to which comparable foreign
accounting standards require these gains and losses from financial
arrangements to be recognised in profit or loss, and those amounts have
not previously been recognised in an equity reserve, this requirement will
also be satisfied.

7.37 Where a genera retrandation el ection applies to an arrangement,
gains and losses from that arrangement which are attributable to changes
in currency exchange rates will be recognised under either Subdivision
230-D or Subdivision 775-F of the ITAA 1997.

7.38 Whilst Division 775 could potentially apply whenever thereisa
cessation of an abligation to pay or receive foreign currency (or right to
receive or pay foreign currency), subsection 230-20(2) has the effect of
disregarding gains and losses arising under Division 775 to the extent they
are, or will be, included in assessable income or allowable as a deduction
under Division 230. A note, following subsections 775-15(4) and
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775-30(4), clarifies that Division 230 is to apply where Division 775
would also apply, but for subsection 230-20(2). [Schedule 1, items2 and 3]

Division 230 retranslation arrangements

7.39 Where ageneral retranglation election applies to a financial
arrangement, its gains and | osses attributable to currency exchange rate
changes will be subject to Division 230 unless:

» thefinancial arrangement is subject to an exception that
provides that its gains and losses are not subject to
Division 230 (discussed in Chapter 2); or

» thefinancial arrangement is specifically excluded from
having the general retrandation method apply to it under
Division 230, by subsection 230-230(3) or (4).

7.40 Where a genera retrandation election applies to ardevant financial
arrangement, the amount taken to be a gain or loss for the purposes of
Division 230 is determined by AASB 121 or a comparableforeign
accounting standard. That gain or loss is the amount which AASB 121 or
a comparable foreign accounting standard requires to be recognised in

profit or loss for that financial arrangement. [Schedule 1, item 1,
subsection 230-240(1)]

Retranslation method under Division 775 of the | TAA 1997

7.41 Anarrangement to which the general retrandation el ection applies
will have those gains and losses attributable to currency exchange rate
changes subject to Subdivision 775-F if it is:

» afinancia arrangement whose gains and losses are not
subject to Division 230 (as set out in Subdivision 230-H and
explained in Chapter 2);

* an arrangement, which constitutes a right and/or an
obligation to receive or provide foreign currency, which is
not a financial arrangement.

[Schedule 1, item 6, Subdivision 775-F]

7.42 Where Subdivision 775-F of the ITAA 1997 appliesto an
arrangement to which the general retranslation e ection applies, the
amount taken to be a forex realisation gain or loss for the purposes of that
Divisionis also determined by AASB 121 or a comparableforeign
accounting standard. The gain or loss taken to be made is the amount
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attributable to changes in currency exchange rates in respect of that
arrangement which is required by AASB 121 (or a comparable foreign
accounting standard) to be recognised in profit or loss for that
arrangement. This gain or loss will be recognised under new forex

realisation event 9 contained in Subdivision 775-F of the ITAA 1997.
[Schedule 1, item 6, section 775-305]

The general retranslation election ceases to apply

Cease to meet digibility requirements

7.43 The general retrandation election ceases to have effect in respect of
all relevant arrangements from the start of any income year during which
the taxpayer ceases to be digible under subsection 230-220(2) to make the
election. This may occur if, for example, the taxpayer no longer prepares
its reports in accordance with the relevant accounting standards, or it no
longer satisfies the requirement that the reports are audited

(see Chapter 5). [Schedule 1, item 1, subsection 230-245(1)]

7.44 The cessation of the general retranslation election in these
circumstances does not prevent a fresh eection being made should the
eligibility requirements once again be satisfied. However, a subsequent
general retrandlation election will apply only to those relevant
arrangements the taxpayer starts to have in the year the election is remade,
or in subsequent income years. [Schedule 1, item 1, subsection 230-245(2)]

Cease to meet recognition requirements

7.45 The general retranslation election will ceaseto apply to a particular
arrangement from the start of any income year where:

» thearrangement is no longer recognised in financial reports
that meet the rdevant accounting and auditing requirements
discussed in Chapter 5; or

* inreation to the arrangement, amounts attributable to
changesin currency exchange rates are no longer required by
the relevant accounting standard to be recognised in profit or
loss in the financial reports.

[Schedule 1, item 1, subsection 230-245(3); item 6, subsection 775-310(1)]

7.46 Where the general retrandation election ceases to apply to an
arrangement, the dection cannot subsequently reapply to such an
arrangement, even where the arrangement later satisfies the relevant
recognition requirements. [Schedule 1, item 1, subsection 230-245(4); item 6,
subsection 775-310(2)]
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Example 7.1: A financial arrangement ceasesto be
recognised in arelevant financial report

Yvee ImportsLtd (Yvee) isalarge Australian company that
imports forensic tools and equipment from various foreign sources
for law enforcement organisations. Y vee prepares accountsin
accordance with Australian accounting standards, and has its
accounts audited in accordance with the Australian auditing
standards.

Y vee hasvarious foreign currency denominated financial
arrangements in respect of which it isrequired to recognise
amountsin profit or lossin itsfinancial reports, in accordance with
AASB 121.

Over time, an arrangement that has previousy had amountsin
respect of currency exchange changes recognised under AASB 121
diminished in value such that it was no longer recognised in the
financial reports, under the accounting practice regarding
materiality.

From the start of theincome year in which the financial
arrangement was no longer recognised in the financia reports, the
elective retrandation method ceased to apply to this particular
arrangements of Yvee. Although the retrand ation method no
longer applies to this arrangement, any gains and | osses attributable
to currency exchange rate changes will be recognised under the
accruas or reslisation methods.

Note: Yvee will continue to apply the retrand ation method to the
remainder of its arrangements that satisfy the relevant criteria.

Balancing adjustment under Division 230 where the general
retranslation election ceases to apply

7.47 When the general retranglation election ceases to apply to a
Division 230 financial arrangement, a balancing adjustment is required to

be madein respect of that financial arrangement. [Schedule 1, item 1,
subsections 230-250(1) and (3)]

7.48 The balancing adjustment is to be made in accordance with the
balancing adjustment requirements as set out in Subdivision 230-G
(see Chapter 10). The balancing adjustment is:

+ calculated on the assumption that the financial arrangement is
disposed of when the general retrandlation method ceases to
apply (at the start of the income year in which the relevant
requirements are failed) for its fair value at that time; and
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* islimited to the extent to which the balancing adjustment so
calculated is reasonably attributable to a ‘ currency exchange
rate effect’.

[Schedule 1, item 1, subsections 230-250(2) and (4)]

7.49 Therelevant financial arrangement is taken to be reacquired for
its fair value at the time the election ceased to apply. [Schedule 1, item 1,
subsection 230-250(5)]

7.50 A ‘currency exchangerate effect’ is defined inthe ITAA 1997
to mean any currency exchange rate fluctuations or the difference between
an agreed currency exchange rate for a future time and the applicable
currency exchangerate at that time. This ensures that only gains and
losses attributable to changes in currency exchange rates are taken into
account at the time of the deemed disposal when the general retranglation
election ceases to apply to the relevant financial arrangement.

7.51 As theretranglation method will no longer apply to such a
financial arrangement, the other tax-timing methods need to be considered
in respect of that arrangement.

Consequences under Division 775 of the I TAA 1997 where the general
retranslation method ceases to apply

7.52 When the general retrandlation method ceases to apply to an
arrangement that is being retranslated under Subdivision 775-F, the
taxpayer will be taken to have:

» disposed of the relevant arrangement immediately prior to the
time the general retranslation election is taken to cease to
have effect or ceases to apply to that arrangement for its fair
value at that time; and

* reacquired the arrangement immediately after thetimethe
general retranslation election is taken to cease to have effect
or ceases to apply to it for that same value.

[Schedule 1, item 6, section 775-315]

7.53 Any difference between the retranslated value of the
arrangement at thetime it was last retrandated and the time immediatey
prior to the election ceasing, will be recognised as a gain or aloss under
‘forex realisation event 9'. [Schedule 1, item 6, sections 775-305 and 775-315]

7.54 For the purposes of Division 775 of the ITAA 1997, any future
forex realisation gains or losses arising from the reacquired arrangement
will be determined under the general provisions of Division 775.
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Qualifying forex account election
Election requirements

7.55 Instead of making a general retranglation election, a taxpayer
may eect to apply the retranslation method to one or more of its financial
arrangements that meet the definition of a qualifying forex account. This
qualifying forex account election can only be made where a general
retranglation el ection does not apply to that financial arrangement.
[Schedule 1, item 1, subsection 230-220(3]

7.56 Existing dections that apply to qualifying forex accounts under
Subdivision 775-E of the ITAA 1997 will ceaseto apply to any account to
which a general retranslation election or a qualifying forex account
election applies. [Schedule 1, item 5, subsection 775-270(1A)]

Qualifying forex account

7.57 A qualifying forex account is a foreign currency denominated
account which has the primary purpose of facilitating transactions or is a
credit card account. [Schedule 1, item 22, definition of ‘ qualifying forex account’ in
subsection 995-1(1) of the I TAA 1997]

7.58 The current restriction which limited * qualifying forex accounts
to accounts held with an * ADI’ (authorised deposit-taking institution) as
defined in the ITAA 1997 has been removed [Schedule 1, item 22, definition of
‘qualifying forex account’ in subsection 995-1(1) of the I TAA 1997]. In ageneral
sense, the limitation in the existing law has meant that only accounts held
with banks and financial institutions were able to be retranslated under
Subdivision 775-E of the ITAA 1997.

7.59 The effect of this change is to broaden the category of accounts
which may be subject to foreign exchange retranslation treatment under
Subdivision 775-E of the ITAA 1997 and under the new provisions
contained in Subdivision 230-D.

The scope of the qualifying forex account eection

7.60 Where a qualifying forex account eection is madein respect of
afinancial arrangement that is a‘qualifying forex account’, it will apply
to determine all gains and losses attributable to changes in currency
exchange rates from that account.

7.61 If ataxpayer makes a qualifying forex account eection before
they start to have the financial arrangement that is a qualifying forex
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account, then the retranglation method applies from the time the taxpayer
starts to hold that account [Schedule 1, item 1, paragraph 230-220(4)(a)] .

7.62 If the taxpayer already held the financial arrangement prior to
making the e ection, the retrandation method will apply from the start of
the year in which the taxpayer made that election [Schedule 1, item 1,
paragraph 230-220(4)(b)]. In these circumstances, the taxpayer will be
required to make a balancing adjustment in accordance with Subdivision
230-G calculated as if the taxpayer had ceased to have the arrangement for
its fair value at the time when the el ection started to apply to the
arrangement. However, the balancing adjustment will only recognise an
amount to the extent it is reasonably attributable to a currency exchange
rate effect. [Schedule 1, item 1, section 230-235]

Qualifying forex accounts which are held prior to the commencement of
Division 230

7.63 At the time at which Division 230 first appliesto an
arrangement, a taxpayer can elect to have Division 230 apply to all
existing financial arrangements. For more information on this refer to
Chapter 13. [Schedule 1, Part 3, subitem 121(2)]

7.64 A balancing adjustment is required for all existing financial
arrangements where this transactional electionis made. Thisincludes
existing financial arrangements which meet the definition of a qualifying
forex account. [Schedule1, Part 3, subitem 121(10)]

7.65 Generally, there will be only be a small (if any) balancing
adjustment required for most taxpayers already retranglating their existing
qualifying forex accounts under Subdivision 775-E of the ITAA 1997.
This is because the retrandation calculation under Subdivision 775-E
should have already brought to account gains and losses attributable to
changes in currency exchange rates arising from the account up until the
end of theimmediately preceding income year.

7.66 A balancing adjustment for an existing qualifying forex account
that has not been subject to the retranslation election under Subdivision
775-E of the ITAA 1997 may consist of an amount which is dueto
currency exchange rate changes as these gains and losses may not have
been previously recognised under Division 775 of the ITAA 1997.
[Schedule 1, Part 3, subitem 121(10)]

When a qualifying forex account election will cease to apply

7.67 A qualifying forex account election will ceaseto apply to a
financial arrangement from the start of an income year during which:
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» thefinancial arrangement stops being a qualifying forex
account; or

» thetaxpayer makes a general retranslation election under
subsection 230-220(1) that applies to that account.

[Schedule 1, item 1, subsection 230-245(5)]

7.68 Where a qualifying forex account election ceases to apply to a
particular financial arrangement, it cannot subsequently reapply to that
arrangement even if the relevant requirements begin to be satisfied once
moreinrelation to that arrangement. (Refer to Chapter 5 for further
discussion of this point.) [Schedule 1, item 1, subsection 230-245(6)]

A balancing adjustment under Division 230 where the qualifying forex
account election ceases to apply

7.69 When a qualifying forex account election ceases to apply, a
balancing adjustment is required to be made in the same manner and with
the same consequences as for those financial arrangements for which a
general retranslation election ceases to apply under Division 230

(see paragraphs 7.45 to 7.48). [Schedule 1, item 1, subsections 230-250(3) to (5)]

Foreign exchange retranslation elections are irrevocable

7.70 A genera retrandation eection or qualifying forex account
election cannot berevoked. [Schedule 1, item 1, subsection 230-220(5)]

7.71 Notwithstanding that a general retranglation election is
irrevocable, it may, nonethel ess cease (as discussed in paragraphs 7.43
and 7.44). Where an eection ceases to have effect, ataxpayer may make
a new election when the conditions for making a general retranslation
election are subsequently satisfied. The new eection will only apply to
those arrangements the taxpayer startsto havein, or after, the year in
which the election is remade that were not previously subject to such an
election (see Chapter 5). [Schedule 1, item 1, subsections 230-245(2)]

7.72 Once a qualifying forex account election ceases to apply to a
financial arrangement, it cannot subsequently reapply to that arrangement.

Interaction with other tax-timing methods in Division 230

7.73 If afinancial arrangement is subject to a fair value election, any
gains or losses attributable to changes in currency exchange rates will be
brought to account under that method [Schedule 1, item 1, paragraph
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230-45(4)(a)]. Theretranslation method will not apply (despite any election
that has been made) because the fair value method recognises changesin
fair value between two pointsintime. Any changes attributable to
currency exchange rate movements are also recognised under the fair
value method.

7.74 To the extent to which a hedging financial arrangement election
appliesto afinancial arrangement (see Chapter 8), the retranslation
method has no application [Schedule 1, item 1, paragraph 230-45(4)(b)]. Gains
and losses from that financial arrangement will be determined under the
hedging financial arrangements method.

7.75 If an election to rely on financial reports applies to afinancia
arrangement, the retrangation method does not apply [Schedule 1, item 1,
paragraph 230-45(4)(c)]. The financial reports method broadly recognises
gains and losses from financial arrangements based on the method used in
an entity’ s financial reports to recognise those amounts. To the extent to
which AASB 121 appliesto afinancial arrangement, gains and |osses
required to be recognised under that standard will be recognised under the
financial reports method. As aresult the retranslation method will have
no application.

7.76 In ahierarchical sense, these are the maost fundamental
exclusions from the retrandlation method, other than the exceptions
specified within the method itself which have been detailed above.

7.77 In the absence of any el ective tax-timing method (including the
retranslation method) applying to a financial arrangement, any gain or loss
attributable to changes in currency exchange rates will be brought to
account under the accruals or realisation methods. This result will be
achieved through the combined operation of the accruals and realisation
rulesin Division 230, and the tranglation rules in Subdivisions 960-C and
960-D of the ITAA 1997.

7.78 Where the accruals method applies, financial benefits provided
or received under a financial arrangement which are denominated in a
particular foreign currency are not translated into Australian currency
before calculating the sufficiently certain overall gain or loss from the
arrangement. Thisis because the rulethat ordinarily requires elementsin
acalculation to befirst trandated to Australian currency (or the relevant
functional currency) before the calculation is conducted (in

subsections 960-50(4) and 960-80(4) of the ITAA 1997), does not apply
to amounts worked out under the accruals method in Division 230.
Therefore, any amounts attributable to changes in currency exchange rates
will be included in the running balance adjustment under section 230-145
or the balancing adjustment under section 230-395. For further discussion
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see paragraph 11.63t0 11.65. [Schedule 1, item 29, definition of * special accrual
amount’ in subsection 995-1(1) of the | TAA 1997]

7.79 The retrandation method is intended to work in tandem with the
accruals and realisation methods. The retranslation method operates to
recognise gains and losses attributable to changes in currency exchange
rates. Theaccruals and realisation methods will apply to recognise those
gains and losses that may arise from the financial arrangement which are
not dueto currency exchange rate fluctuations. See Examples 7.2 and 7.3.

Example 7.2: No foreign exchange retranslation election

A Co acquiresa US dallar (US$) denominated promissory note with a
face value of US$100,000 for a cost of US$98,550. Assumethencteis
acquired on the firgt day of A Co'sincome year and that the
promissory note maturesin three yearstime,

A Co hasnot made a foreign exchange retranslation € ection, hedging
financial arrangement election, fair value election or election torely on
financial reports under Division 230 in relation to the promissory note.
A Co has also not made afunctiona currency election under
Subdivision 960-D of the ITAA 1997.

The provisions in Subdivision 960-C of the ITAA 1997 which require
foreign currency amountsto be trandated into Australian dollars will
apply for the US$ denominated amounts.

Therelevant US$/A$ exchangerate prevailing:

» at thetime the promissory note isacquired, is0.75;

o attheendof year 1,is0.73;

e attheend of year 2,is0.76; and

e attheend of year 3,is0.78.

The promissory note isafinancial arrangement, asthe only rights and
obligations A Co has under the promissory note isitsright to receive
US$100,000, thus satisfying the test for a cash-settlable financial
arrangement (section 230-50).

A Co pays the US$98,550 when the promissory note is acquired.

The discount to the face value of the promissory note will be brought
to account under the accrual rulesin Subdivision 230-B. The accrual

calculation undertaken to determine the amount of the relevant gain or
loss on the financia arrangement to be accrued each year, isto be
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undertaken in the relevant foreign currency (definition of
‘special accrual amount’ in subsection 995-1(1) of the ITAA
1997).

The gain to be accrued is the US$1,450 discount, asthisisa
sufficiently certain overall gain or loss from the financia

arrangement (the promissory note) that is known at the start time
(subsections 230-105(2) and 230-110(1)). The period over which this
gain isto be spread, on a compounding accruals basis, isthe three-year
period from when A Co acquired the promissory note, to when it
matures (subsection 230-130(1) and section 230-135).

Over thisthree-year arrangement theinternal rate of return calculates
to 0.488 per cent. This meansthe gain taken to be made from the
financial arrangement in each year under the accrual rules
(subsection 230-140(1)) is asfollows:

o year 1—US$H481;
e year 2— US$483; and
o year 3— US$H486.

These gains are included in the assessable income of A Co

(subsection 230-15(1)). A Co must trand ate these assessable amounts
into Australian currency, using the trandation rules in Subdivision
960-C of the ITAA 1997. Assuming A Co does not choose to use any
alternate trandation rules allowed in Schedule 2 to the Income Tax
Assessment Regulations 1997, (such as arelevant average exchange
rate), these amountstrandate to:

« A$659in year 1 (US$481/0.73);
« A$636in year 2 (US$483/0.76); and
e A$623in year 3 (US$486/0.78).

However, asthe arrangement has cometo an end in year 3 (ason
receipt of the US$100,000, all of A Co'srights and obligations under
the financial arrangement have ceased), a balancing adjustment is
made (paragraph 230-385(1)(b)).

The balancing adjustment broadly involves comparing the financial
benefits and consideration received and paid under the financial
arrangement, with the gains and losses from the financia arrangement
assessable or alowable as deductions (subsection 230-395(1)).

Even though the US$98,550 A Co paid, not being an obligation
persisting when the promissory noteis acquired, isnot part of the
financial arrangement, it plays an integral role in determining whether
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A Cohasadgain or loss from the arrangement and thereforeis
considered to be a financial benefit A Co provided under the financial
arrangement (subsection 230-65(1)).

As such, under the balancing adjustment, A Co compares (in
Augtralian dollar terms, pursuant to subsection 960-50(4) of the
ITAA 1997), the US$100,000 received (step 1), with the US$98,550
paid plus any assessabl e gains made from the financial arrangement,
(ie, the accrua amounts) (step 2) (subsection 230-395(1)).

Balancing adjustment Uss Exchange AS
(section 230-395) rate
USHAS

step 1 Financial benefit 100,000 | 0.78 128,205
received under
arrangement (face
value of note).

step 2 Financial benefit taken | 98,550 0.75 131,400
to be provided under
arrangement (cost of
note)

plus

assessable gains from
arrangement (accrual
gains)
year 1 659
year 2 636

132,695

step 3 Excess of step 2 over (4,490)
step 1isaloss made
from the financial
arrangement.

Thisloss of A$4,490, calculated under the balancing adjustment, is
taken to be aloss made from the financia arrangement, and deductible
in year 3 (subsections 230-395(1) and 230-15(2)).

Accordingly, the tax treatment of A Co’s gains and losses from its
promissory notein total is:

» year 1 — A$659 assessable gain;

» year 2— A$636 assessable gain;
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e year 3— A%$4,490 allowable deduction
Comprised of:

A$623 assessable gain and A$5,113 alowable
deduction

e NET — A$3,195 deductible | oss.

A Co'snet position isa deductible loss of A$3,195. Thisisegual to
the difference, in Augtralian dollar terms, of the amount paid for the
promissory note (A$131,400), and the amount received on its maturity
(A$128,205).

Example 7.3: Foreign exchangeretranslation election

Assume the facts are the same as for Example 7.2, but that A Co has
made avalid retrand ation election.

The calculation of the gain or loss to be accrued will be the same.

In addition, any foreign exchange gains and losses will be cal culated
each year under theretrandation method. Under AASB 121, the
carrying amount of A Co’s promissory note will be trandated into
Augtralian dollar currency at the date it was acquired, and at
subsequent recording dates, with any exchange differences required to
be recognised in profit or loss. Under the retrand ation method, these
amounts will be taken to be gains or losses made from the financial
arrangement (subsection 230-240(1)).

Itisassumed that A Co has been discounting its promissory note for
financial accounting purposes using the effective interest rate method,
on the same basis as the accrual cal culations discussed in Example 7.2.

In therelevant years, the amount required by AASB 121 to be
recognised in profit or lossis therefore:
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Year | Carryingvalue (US$) Foreign exchange retrandation
gain/ (loss) (A%)
(difference between carrying value
at closing and opening rates)

1 98,550 3,600
(US$98,550 x (1/0.73 — 1/0.75))

2 99,031 (5,355)

(98,550 plus 481 (US$99,031 x (1/0.76 — 1/0.73))
accrua gain from
year 1 — see
Example 7.2)

3 99,514 (3,357)

(99,031 plus 483 (US$99,514 x (1/0.78 — 1/0.76))
accrua gain from
year 2— see
Example 7.2)

Therefore, under the retrandlation method, again of A$3,600 will be
assessable in year 1, and losses of A$5,355 and A$3,357 will be
deductible in years 2 and 3 respectively (subsections 230-240(1) and
230-15(1) and (2)).

In addition, as with Example 7.2, abalancing adjustment isrequired in
year 3, asat the end of year 3 the financial arrangement is realised.
Under the balancing adjustment, compare (in Australian dollar terms,
pursuant to subsection 960-50(4) of the ITAA 1997), the US$100,000
received plus any deductible losses made from the financial
arrangement (ie, any foreign exchange retrandation losses) (step 1),
with the US$98,550 paid plus any assessabl e gains made from the
financial arrangement, (ie, any accrual gains plus any foreign exchange
retrandation gains) (step 2) (subsection 230-395(1).
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Exchange
Step Balancing adjustment (section 230-395) Uss rate A%
USHAS
step 1 Financial benefit received under 100,000 | 0.78 128,205
arrangement (face value of note)
plus
Deductible losses from arrangement:
year 2 retrand ation loss 5,355
Total of step 1 133,560
step 2 Financial benefit taken to be provided 98,550 | 0.75 131,400
under arrangement (cost of note)
plus
Assessable gains from arrangement
year 1retrandation gain 3600
year 1 accrua gain (per Example 7.2) 659
year 2 accrua gain (per Example 7.2) 636
Total of step 2 136,295
step 3 Excess of step 2 over step Lisaloss (2,735)

made from the arrangement

The A$2,735 isdeductible to A Co in year 3 (subsections 230-395(1)

and 15(2)).

The combined effect for A Co of an application of both the accrual and
retrandation methodologies, and the balancing adjustment isthat the
total gain or loss calculated in therelevant years from the promissory

noteis:

e year 1— A%$4,259 gain

(comprised of a A$3600 retrandation gain, plus A$659 accrual

gain, per Example 7.2);

o year 2— A$4,719 loss

(comprised of a A$5,355 retrandation loss, plus A$636 accrual

gain per Example 7.2);

e year 3— A$2,73510ss

(comprised of a A$3,357 notiona retrandation loss, plus A$623

notional accrua gain per Example 7.2, plus A$1 balancing

adjustment loss);

e NET — A%$3,195 deductible loss.
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Asin Example 7.2, A Co's net position is a deductible loss of
A$3,195.
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Chapter 8

The elective hedging financial
arrangements method

Outline of chapter
8.1 This chapter outlines the dective tax-hedgerules. The chapter:

» outlines the digibility requirements that entities need to
satisfy if they wish to make use of the eective tax-hedge
rules; and

» explainstherationale, structure and operation of the
tax-hedgerules.

Overview of the elective hedging method

8.2 A financial arrangement may be used as a hedge to offset an
adverse financial impact in respect of a hedged item or underlying asset
arising out of a movement in a price or other financial variable. For
example, aforeign currency denominated borrowing may be hedged
against adverse movements in the exchange rate.

8.3 Hedging is usually undertaken by business on a pre-tax basis
and is designed to manage, reduce or eliminate risk associated with the
taxpayer’ s financial exposures created from business and investment
activities using financial arrangements.

84 The hedging financial arrangements method is intended to
minimise the impact of tax on hedging decisions. It is seeking to
facilitate, subject to safeguarding requirements, the efficient management
of financial risks through the approach outlined below.

85 The approach used to achieve thisis to more closely align the
tax treatment of the hedging financial arrangement with that of theitems
they hedge, thereby improving the degree of post-tax matching compared
to that under to the current tax law.

8.6 Broadly, the tax hedge rules reduce post-tax mismatch ensuring
that gains and losses from hedging financial arrangements areincluded in
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taxable income at the same time that the gains or losses made from the
hedged item or items are included in taxable income.

8.7 Similarly, the tax classification or status of a hedging financial
arrangement gain or loss is matched to that of the hedged item. For
example, if the hedged item is subject to capital gains tax the hedging
financial arrangement will also be subject to capital gains tax rather being
on revenue account.

Context of amendments

8.8 Hedging activity is ordinarily conducted by businesses on a
pre-tax basis and is designed to manage, reduce or eliminate risk and
uncertainty associated with the taxpayer’s financial exposures created
when anticipating the purchase, sale or production of commodities and
other items, or when having financial assets or liabilities. Derivative
instruments (such as swaps, options or forward contracts) are often the
means used to hedge such exposures.

89 A hedging transaction undertaken in respect of the financial risk
arising from an underlying item is effective to the extent that it offsets the
movements in an underlying transaction. Generally, a hedging transaction
will offset an adverse financial impact, in respect of a hedged item, arising
out of amovement in a price or other financial variable.

8.10 Subdivision 230-E (hedging financial arrangements method)
seeks to appropriately facilitate, subject to safeguarding requirements,
pre-tax hedging decisions. The approach used to achievethisisto more
closely align the tax treatment of the hedging financial arrangement with
that of theitems they hedge, thereby improving the degree of post-tax
matching. Under current tax law, comprehensive tax-hedge rules do not
exist, and there has been considerable uncertainty about when gains and
losses from specific hedging instruments are recognised. For instance,
uncertainty occurs in situations where rolling hedges are used as hedging
instruments. In such situations, taxpayers have not known whether the
point of termination of one hedging instrument, is or is not, to be regarded
as ataxing point for the gain or loss on that particular hedging instrument.

8.11 Thetax system is differentiated as to tax treatments. For
instance, some financial arrangements are taxed on a realisation basis and
some are taxed on an accruals basis. If afinancial arrangement that is
subject to the former basisis used to hedge arisk in relation to an
arrangement that is subject to the latter, atax mismatch may arise. A tax
mismatch could also occur where again or loss in respect of the financial
arrangement is brought to account as assessable income or an allowable
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deduction (ie, taxed on ‘revenue account’) but the gain or loss on the
underlying item (referred to as a ‘ hedged item’) is brought to account as a
capital gain or acapital loss (ie, taxed on capital account).

8.12 The outcome of a tax mismatch is that the effectiveness of
pre-tax hedging activity is reduced on an after-tax basis. Such
mismatches may produce anomalous tax outcomes, distort
decision-making, disrupt the ability of taxpayers to reduce or manage risk
and, in general, impede efficiency of risk allocation and management.

8.13 Tax-hedge rules recognise the purpose of the hedging activity.

In appropriate circumstances, tax-hedge rules remove distorting tax
mismatch effects on pre-tax hedging activity by changing the way that the
hedging financial arrangement would have been taxed, to away that is
consistent with the tax treatment of the hedged item. That is, reducing the
post-tax mismatch is achieved by altering the tax-timing and tax-status of
the hedging financial arrangement and more closely matching it with that
of the hedged item.

8.14 At the sametime, where the tax treatment of a hedging financial
arrangement depends on the purpose of the taxpayer, thereis the potential
for an inappropriate level of sdectivity of tax treatment. It appears that
the rigorous hedge criteria set out in Australian Accounting Standard
AASB 139 Financial Instruments. Recognition and Measurement (AASB
139) also reflect a concern about selectivity. Similarly, purpose-based
tax-hedge rules have the potential to create administrative difficulties.
Without adequate saf eguards, the ability to administer tax-hedge rules
would be severely constrained.

8.15 Tax-hedge rules that draw heavily on financial accounting
concepts will provide greater clarity and neutrality for the taxation of
gains or losses arising from arrangements that are part of hedging
relationships and will contribute to lower overall compliance costs.
Existing uncertainties over relevant tax treatments will be reduced, risk
management will be enhanced, and there will be less scope for deferral
possibilities arising from adverse selection.

8.16 Greater matching between the taxation of the hedging financial
arrangement and the underlying or hedged item may, however, not always
lead to greater consistency between the taxation and financial accounting
treatment of the hedging financial arrangement. The reason is that
taxation treatment of the hedged item may be different to the financial
accounting treatment of theitem. In this circumstance, the matching
process may giveriseto a different tax allocation of hedge gains and
losses over time, to the financial accounting allocation.
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8.17 Further, financial accounting does not have some of the
distinctions found in the incometax law. For example, distinctions such
as.

» thedifferent treatment of capital and revenue gains and
| osses;

¢ income which is assessable in some cases and not in others;
and

» expenses which are deductible in some cases and not in
others.

8.18 The tax-hedge provisions nevertheless are designed to reduce
the degree of tax mismatches which might otherwise occur in a tax, albeit
not in afinancial accounting, context. Reducing tax mismatches that go
beyond what financial accounting does (ie, principally matching the time
at which the hedging instrument and hedged item are recognised),
increases the amount of rules, the level of complexity and the need for
integrity requirements. The proposed tax-hedge rules represent a
balancing of these factors.

Summary of new law

8.19 The proposed tax-hedge rules are designed to facilitate efficient
management of financial risk by reducing post-tax mismatches where
hedging takes place. At the sametime, the rules seek to minimise tax
deferral and tax motivated practices.

8.20 These objectives are given effect by allowing entities, subject to
proposed Division 230, to e ect tax-hedge treatment in respect of all their
financial arrangements whose purposeis to hedge against risk. The
election can be made if certain requirements are met. 1n broad terms these
requirements are that:

» each financial arrangement must either be a ‘ derivative
financial arrangement’ or a ‘foreign currency hedge (as
defined);

» theentity must satisfy documentation requirements that build
on those contained in AASB 139;

» the entity prepares a financial report in accordance with
appropriate accounting standards and the report is
appropriatey audited;
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» thehedging of the relevant risk must meet specified tests of
effectiveness; and

» subject to the satisfaction of certain additional requirements,
the taxpayer can adopt hedge tax treatment in respect of a
limited number of specific hedging financial arrangements
that do not meet the financial accounting standard hedge
requirements.

8.21 Once avalid hedging financial arrangement eection is made, an
entity is generally ableto allocate gains and |osses from a hedging
financial arrangement on an objective, fair and reasonable basis. The
allocation must correspond with the basis on which gains, losses or other
amounts in relation to the hedged item or items are allocated for tax
purposes (referred to as ‘tax-timing matching'). The entity will, in many
cases, also be ableto align the tax classification of the hedging financial
arrangement with that of the hedged item (referred to as ‘ tax-status
matching’).

8.22 The tax-hedge rules aso provide that, under certain
circumstances, the hedging financial arrangement ceases to be held and is
reacquired for its then fair value. Proposed Division 230, other than the
tax-hedge rules, is then applied to bring to account gains or losses made
from the reacquired financial arrangement.

Comparison of key features of new law and current law

New law Current law
Elective tax-hedge rules will There are no comprehensive
potentially be availableto all entities | tax-hedgerulesin the existing law.
that adopt and comply with the

requirements of relevant accounting
standards and have audited financial
accounts.

The election appliesto all hedging
financial arrangements of the entity
that meet specified tests.

Detailed explanation of new law

8.23 Tax-hedge treatment is limited to ‘ hedging financial
arrangements’ to which the hedging financial arrangement election apply
[Schedule 1, item 1, section 230-260]. A ‘hedging financial arrangement’ is
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defined as afinancial arrangement that is a ‘ derivative financial
arrangement’ or a‘foreign currency hedge’ and meets certain purposive
and other tests [Schedule 1, item 1, subsection 230-290(1)].

8.24 Generally, to be a hedging financial arrangement, the
arrangement must be a hedging instrument for financial accounting
PUrposes [Schedule 1, item 1, subsection 230-290(1)]. However, a hedging
financial arrangement can exist, in limited circumstances, even if
particular aspects of the financial accounting tests are not satisfied
[Schedule 1, item 1, subsection 230-290(2)], provided that the taxpayer meets
certain record keeping requirements [Schedule 1, item 1, subsection 230-310(5)]
or, inlimited circumstances, where the Commissioner of Taxation
(Commissioner) exercises a discretion to treat afinancial arrangement as a
hedging financial arrangement [Schedule 1, item 1, section 230-300] Or to treat
certain requirements as having been met [Schedule 1, item 1, section 230-335].

8.25 The hedged item does not have to be a financial arrangement.
Neither does it haveto be a current transaction. It can be an existing asset
or liability, a firm commitment, a highly probable future transaction or a
net investment in aforeign operation. It can also be a part of one of these
things. [Schedule 1, item 1, subsection 230-290(9)]

8.26 In addition, an anticipated dividend from a connected entity
that is non-assessable non-exempt income under section 23AJ of the
Income Tax Assessment Act 1936 (ITAA 1936), can be a hedged item
[Schedule 1, item 1, subsection 230-290(10)] and the regulations may prescribe
something to be a hedged item [Schedule 1, item 1, paragraph 230-290(9)(f)].

8.27 Tax-hedge treatment is obtained by making a ‘ hedging financial
arrangement election” which will apply to all the entity’ s hedging
financial arrangements [Schedule 1, item 1, sections 230-275 and 230-280]. Asa
major objective for tax-hedge rulesis to reduce tax mismatches, there may
be numerous hedging financial arrangements for which entities seek
tax-hedge treatment. The‘one-in, all-in’ e ection means that an entity
does not have to make a separate el ection for each of the arrangements. It
also means that thereis less opportunity for picking and choosing the
situations in which the tax-hedge rules will be applied (so as to access the
changed tax treatment that hedge tax rules allow); without the requirement
to apply the tax-hedge rules on a one-in, all-in basis, administration of the
rules would potentially be more difficult.

Accounting and auditing requirement
8.28 There are two basic requirements that have to be satisfied before

being able to make a valid hedging financial arrangement election
[Schedule 1, item 1, paragraph 230-275(2)]:
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» theentity, or aconnected entity of yours, must prepare a
financial report for the relevant income year in accordance
with Australian or comparable accounting standards; and

» thereport is either required by Australian or comparable
foreign law to be audited in accordance with relevant
auditing standards; or

» wherethereis no requirement to apply the auditing standards,
the report isin fact audited in accordance with those
standards.

These requirements are common to all elective regimes in Division 230.
Chapter 5 explainsin more detail the generic requirements and operation
of the hedging financial arrangement e ection and other elections that may
be made under Division 230.

Arrangements to which the election applies

8.29 Once a valid hedging financial arrangement e ection has been
made, it appliesto all hedging financial arrangements which arefirst held
in theincome year in which the election is made or in later income years.
[Schedule 1, item 1, section 230 280]

8.30 The general ruleis that the ection will not apply to financial
arrangements that are equity interests [Schedule 1, item 1,

subsection 230-285(1)]. However, thereis an exception to this rule, namely
where the taxpayer is theissuer of a hedging financial arrangement that is
an equity interest and a foreign currency hedge [Schedule 1, item 1,

subsection 230-285(2)].

8.31 Further, if no eection is made under subsection 230-405(5)
(about decting to have Division 230 apply to all the taxpayer’s financial
arrangements), the hedging financial arrangement election will not apply
to afinancial arrangement if the taxpayer is anindividual or an entity
that satisfies the relevant turnover test in subsection 230-405(2) or (3) and
the arrangement is a qualifying security that has aremaining term, after
acquisition, of more than 12 months [Schedule 1, item 1, subsection 230-285(3)].
Note that if the arrangement is not such a security but the taxpayer is
such an entity, the gains and lasses will still not be digible for

tax-hedge treatment unless the taxpayer makes the eection in

subsection 230-405(5).

8.32 Where a hedging financial arrangement election is made by a
head company of a consolidated group or multiple entry consolidated
group (MEC group), the e ection can specify that it does not apply to
financial arrangementsin relation to the life insurance business carried on
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by a member of the consolidated or MEC group [Schedule 1, item 1,
subsection 230-285(4)]. Nor will the dection apply to financial arrangements
associated with a business of a kind which may be specified by regulation
[Schedule 1, item 1, subsection 230-285(5)]. See Chapter 5 for further discussion
on this.

Documentation, recording and effectiveness requirements

8.33 In addition to the generic requirements referred to above, where
a hedging financial arrangement election has been made, it appliesto
hedging financial arrangements if specified tax requirements relating to
thefollowing are met:

» documentation of the hedging relationship [Schedule 1, item 1,
section 230-310];

» determining the basis of the tax allocation of the gains and
losses from the hedging financial arrangement [Schedule 1,
item 1, section 230-315]; and

» effectiveness of the hedge [Schedule 1, item 1, section 230-320].
Basis of allocation

8.34 If the hedging financial arrangement election applies, the gain or
loss from the hedging financial arrangement is (subject to any
disgualifying condition) recognised for income tax purposes on the
following basis:

» thegain or lossis alocated over income years according to
the basis determined and set out in the record [Schedule 1,
item 1, subsections 230-260(2) and 230-315(1)]; and

* wherethetax classification of the hedged item islisted in the
table in subsection 230-270(4), the gain or lossistreated in
accordance with that table [Schedule 1, item 1,
subsection 230-270(4)].

8.35 This tax allocation and tax classification is subject to certain
exceptions. In particular, the treatment specified above will apply where
thereis no event within the allocation period that has the effect of treating
the hedging financial arrangement as ceasing to be held and being
reacquired for its then fair value. [Schedule 1, item 1, subsection 230-260(4) and
section 230-265]

260



The elective hedging financial arrangements method

Transitional eection

8.36 Transitional election rules are explained in Chapter 13.
Essentially, tax-time matching is only available for hedging arrangements
that the taxpayer has at the time of commencement of Division 230 where
atransitional dection is made and where specific record keeping
requirements are met. Tax-status hedging is not available to hedging
arrangements that the taxpayer has at the time of commencement of
Division 230. What this means is that section 230-270 does not apply to
hedging financial arrangements that exist at the time the taxpayer first
commences to apply the Division. [Schedule 1, subitems 99(6) and 99(7)]

8.37 Therest of this chapter explains the tax-hedge method in more
detail.

What is a derivative financial arrangement?

8.38 A derivative financial arrangement is afinancial arrangement
that has the following characteristics:

 itsvalue changesin responseto changes in a specified
variable or variables; and

it requires no net investment, or it requires a subsequent net
investment that is smaller than would be required for other
types of financial arrangements that would be expected to
have a similar response to changes in market factors.

8.39 Although the definition of derivative financial arrangement does
not include areferenceto ‘settled at a future date’ as per the accounting
definition of a derivative, this concept can beinferred as a derivative
financial arrangement must come within the definition of financial
arrangement before it can be classified as a derivative financial
arrangement. To be afinancial arrangement there must alegal or
equitable right to receive, or obligation to provide, afinancial benefit.
The references to rights and obligations imply something will occur in the
future. [Schedule 1, item 1, subsection 230-305(1)]

8.40 A specified variable includes, but is not limited to, an interest
rate, credit rating, a financial instrument or commodity price, aforeign
exchange rate and an index.

8.41 The Division 230 definition is very similar to the definition of
‘derivative’ in AASB 139. However, thetax definition explicitly caters
for the situation where thereis a subsequent net investment in relation to
the financial arrangement. Thus, if thereis a substantial net investment
after thefinancial arrangement has been entered into, it will not bea
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derivative financial arrangement for the purposes of Division 230. Thisis
different to the application of the definition of ‘derivative’ in AASB 139
where afinancial instrument will still be a derivative wherethereisa
subsequent (substantial) investment made after the start of the
arrangement. Thisis because the accounting definition of derivative
focuses on whether thereis an initial net investment that is of a particular
magnitude, rather than any subsequent investments.

8.42 Further, the financial arrangement will be a derivative financial
arrangement where, if thereis arequirement for a net investment, the
amount of the net investment is smaller than that required for other types
of financial arrangements. This means that the particular comparison is to
be done in relation to the financial arrangement being tested under the
definition in subsection 230-305(1) and contracts of atype other than
derivative financial arrangements. For example, an option to buy a
financial arrangement (say a share) would be a derivative financial
arrangement because the premium that is paid is much less than the
amount that is required to acquire that share.

8.43 Typical derivative financial arrangements that are used as
hedging financial arrangements are swaps, options, futures and forward
contracts.

What is a foreign currency hedge?

8.44 To bea‘hedging financial arrangement’, the arrangement has to
be either a‘derivative financial arrangement’ or a‘foreign currency
hedge'. A foreign currency hedgein thisregard is afinancial
arrangement:

» whose value changes in response to changes in a specified
variable or variables;

* inrespect of which thereis arequirement for a net
investment (whether this be an initial or subsequent net
investment) that is not smaller than would be required for
other types of financial arrangement that would be expected
to have a similar response to changes in market factors
(ie, paragraph 230-305(1)(b) is not satisfied); and

« that hedges arisk in relation to movements in currency
exchangerates.

[Schedule 1, item 1, subsection 230-305(2)]

8.45 To be ahedging financial arrangement, aforeign currency
hedge, amongst other requirements, must have been created, acquired or
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applied for the purpose of hedging arisk or risksin relation to a hedged
item. [Schedule1, item 1, paragraph 230-290(1)(a)]

8.46 However, the financial arrangement is not disqualified from
being a hedging financial arrangement if it is also used for an investment
or borrowing purpose (ig, for the purpose of financing). Thus, unlike
derivative financial arrangements, aforeign currency hedge can be a
financing arrangement and, reflecting AASB 139, represents an exception
to the general position that only derivatives can obtain hedge tax
treatment.

When will a derivative financial arrangement or foreign currency hedge
be treated as a hedging financial arrangement?

8.47 A hedging financial arrangement to which a hedging financial
arrangement election applies can attract hedge tax-timing and hedge tax
classification. Asindicated above, there are two ways in which a
derivative financial arrangement or foreign currency hedge can bea
hedging financial arrangement. Thefirst is by the financial accounting
route, that is, essentially by being a hedging instrument for financial
accounting purposes [Schedule 1, item 1, subsection 230-290(1)], (ie, explained
in paragraph 8.45). The second is where the financial arrangement is not
a hedging instrument for financial accounting purposes but meets certain
other requirements [Schedule 1, item 1, subsection 230-290(2)], (this is explained
in paragraphs 8.68 to 8.74).

8.48 A derivative financial arrangement or foreign currency hedge is
to be treated as a hedging financial arrangement if, in the income year in
which the rights and/or obligations that comprise the relevant financial
arrangement are created, acquired or applied:

+ thefinancial arrangement is created, acquired or applied for
the purpose of hedging arisk or risksin relation to an
existing asset or liability or, in terms of the accounting
standards, a firm commitment, a highly probable future
transaction or a net investment in aforeign operation. In this
context the word ‘purpose’ is not intended to prevent a
hedging financial arrangement from being purchased or
created for one purpose and then subsequently being used for
the purpose of hedging the movement in specified variable
on ahedged item. That is, the use of the word ‘purpose’ isto
clarify that the taxpayer intends, and makesit clear, that the
gains and losses from the hedging financial arrangement are
intended to offset specified gains and losses arising on the
hedged item [Schedule 1, item 1, paragraph 230-290(1)(a)];
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+ atthetimeitis created, acquired or applied the financial
arrangement satisfies the requirements of a hedging
instrument for the purposes of Australian accounting
standards or applicable comparable foreign financial
accounting standards [Schedule 1, item 1, paragraph 230-290(1)(b)];
and

» itisrecorded as a hedging instrument in the financial report
of the entity unlessit is aforeign currency hedge, in which
caseit isrecorded in the financial report of a financial
accounting consolidated entity in which the entity isincluded
[Schedule 1, item 1, paragraph 230-290(1)(c)].

8.49 The requirement that a financial arrangement must have been
created, acquired or applied for the purpose of hedging arisk, or risks, in
relation to a hedged item, or items, in order to be a hedging financial
arrangement underpins the hedging relationship and the link between the
financial arrangement and the hedged item or items. Inturn, thislink is at
the centre of determining effectiveness and the basis of the allocation of
the hedge gain or loss, aswell as of theintegrity of hedge accounting for
tax purposes (and perhaps financial accounting purposes as well). At the
sametime, this purpose test may be met notwithstanding that thereis a
more important purpose for the entity in entering into the arrangement, for
example, to manage risk at the entity level.

8.50 Where, in terms of paragraph 230-290(1)(b) or (c) (or both), the
accounting requirements relating to a hedging financial arrangement are
not satisfied through an honest mistake or inadvertence, the Commissioner
may nevertheless exercise a discretion to treat the arrangement as a
hedging financial arrangement [Schedule 1, item 1, section 230-300]. In
deciding whether to exercise the discretion, the Commissioner shall have
regard to the entity’ s documented risk management practices and palicies,
its record keeping practices, its accounting systems and controls, its
internal governance processes, the circumstances surrounding the mistake
or inadvertence, the extent to which the accounting standards and the
recording requirements are met, and the objects of Subdivision 230-E.

8.51 Because the scope of this discretion is limited to circumstances
where there an honest mistake or inadvertence, if afinancial arrangement
is not a hedging instrument for financial accounting purposes it can only
obtain tax-hedge treatment if it falls within thelist set out in

subsection 230-290(2) (including the possibility of inclusion by
regulation).
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What constitutes the hedging financial arrangement?

8.52 Generdlly, it is the whole of a derivative financial arrangement,
or aforeign currency hedge, considered in its entirety, that must satisfy
the requirements for an arrangement to be a hedging financial
arrangement [Schedule 1, item 1, section 230-295]. However, reflecting various
hedging relationships that can be designated for the purposes of

AASB 139, Subdivision 230-E permits a number of variations to this
general rule. In broad terms, to the extent that these parts of the financial
arrangement (represented by the relevant financial benefits) satisfy the
requirements in subsections 230-290(1) and (2), the variations are:

» theintrinsic value of an options contract can be designated as
the hedging financial arrangement (‘ partial hedges’)
[Schedule 1, item 1, subsection 230-295(2)];

 the spot price of aforward contract can be designated as the
hedging financial arrangement [Schedule 1, item 1,
subsection 230-295(3)]; Of

» agspecified proportion of afinancial arrangement can be
designated as the hedging financial arrangement
(‘proportionate hedges’) [Schedule 1, item 1,
subsection 230-295(4)].

8.53 Where one of the above variations leads to a part or a proportion
of afinancial arrangement being treated as a hedging financial
arrangement, it is taken to be a separate financial arrangement for the
purposes of Division 230 and the remaining part or proportion is also
taken to be a separate financial arrangement [Schedule 1, item 1,

subsections 230-290(5) and (6)]. It is therefore possible, for example, for the
remaining proportion to itself be a hedging financial arrangement that
hedges a hedged item that is separate and distinct to the hedged item being
hedged by the other proportion.

Example 8.1: Proportion of a hedging financial arrangement

Serendipity Co has ahighly probable forecast transaction under which
it isto borrow $90 million in five months. Serendipity Co also hasa
forward rate agreement that would be highly effectivein offsetting its
exposure to an increase in interest rates in the next five months,
However, the notional principal on the forward rate agreement is
$120 million.

Serendipity Co may treat $90 million or 75 per cent of the forward rate
agreement as a hedging financia arrangement in relation to the
anticipated borrowing, provided that that proportion meetsthe
requirements of subsection 230-290(1) or (2) (subsection 230-295(4)).
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In the event that that proportion of the forward rate agreement is
ahedging financial arrangement, the remaining proportion

(ie, $30 million or 25 per cent) of the agreement istaken to be a
separate financial arrangement for the purposes of Division 230

(subsection 230-295(5)).

Further, the remaining proportion could qualify as a hedging financial
arrangement in relation to another hedged item, provided it satisfied
the necessary tax-hedge criteria.

8.54 It is possiblefor a financial arrangement to hedge more than one
type of risk. However, for Subdivision 230-E purposes, it can only
qualify as a hedging financial arrangement if the applicable financial
accounting standards allow the arrangement to be designated as a hedge of
thoserisks. [Schedule 1, item 1, subsection 230-290(7)]

8.55 It is also possiblefor two or morefinancial arrangements to
hedge the samerisk or risks. However, for Subdivision 230-E purposes,
they may only qualify as hedging financial arrangements if the applicable
financial accounting standards allow them to be viewed in combination
and jointly designated as hedging that risk or thoserisks. [Schedule 1, item 1,
subsection 230-290(8)]

The hedged item

8.56 The hedged item may be an existing asset or liability, afirm
commitment, a highly probable future transaction or a net investment

in aforeign operation whoserisk is being hedged by the particular
hedging financial arrangement. It can also be a part of one of these things.
A hedged item can also be prescribed by regulations. [Schedule 1, item 1,
subsection 230-290(9)]

8.57 Theterms ‘firm commitment’, ‘highly probable forecast
transaction’ and ‘ net investment in aforeign operation’ all take their
meaning from the equivalent terms in the Australian accounting standards.
A firm commitment or highly probable future transaction might, for
example, be prospective crops (eg, in future crop years) or prospective
resources or output (eg, expected gold production in a future year).

8.58 An anticipated dividend from a connected entity that is
non-assessabl e non-exempt income under section 23AJ of the ITAA 1936
can also be a hedged item. [Schedule 1, item 1, subsection 230-290(10)]

266



The elective hedging financial arrangements method

Record keeping requirements

8.59 Thefollowing are record keeping requirements that the taxpayer
must meet in order for a hedging financial arrangement to be eigiblefor
tax-hedge treatment.

Thereisaformal designation and documentation of the
hedging relationship. The documentation must include
designation of the hedging financial arrangement in respect
of which the hedging financial arrangement election applies,
and identification of the hedged item or items. It must also
set out the nature of therisk or risks being hedged and how
the entity will assess the hedging financial arrangement’s
effectiveness in offsetting the exposure to changes in the
hedged item’ s fair value, cash flows or foreign currency
exposure attributable to the hedged risk or risks. Further, the
record must state the risk management objective and strategy
to befollowed in acquiring, creating or applying the hedging
financial arrangement [Schedule 1, item 1, subsection 230-310(1)].

In addition, the record must contain any details that the
accounting standards require, by way of documentation, for
an arrangement to be recorded in the financial report asa
hedging instrument [Schedule 1, item 1, paragraph 230-310(1)(b)].
Thisisirrespective of whether the hedging financial
arrangement isin fact recorded in the financial report as a
hedging instrument [Schedule 1, item 1, subsection 230-310(1)]. An
example is where a hedging arrangement occurs between
financial reporting periods but the hedging instrument is
nevertheless recorded or captured in the accounting records
for the relevant period.

The documentation must set out the terms of the
determination made about the allocation of the

hedging financial arrangement gain or loss over income years
[Schedule 1, item 1, paragraph 230-310(1)(c)]. This determination
forms the basis of the tax-timing and tax classification of the
hedging financial arrangement gains and |osses, as discussed
in further detail below.

The documentation must set out therisk in respect of the
hedged item with sufficient precision and detail that it is
clear:

— that the risk was hedged by the particular hedging
financial arrangement [Schedule 1, item 1,
paragraph 230-310(4)(a)];
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— the extent to which the risk was hedged [Schedule 1, item 1,
paragraph 230-310(4)(b)]; and

— that the rights and/or obligations that comprise the
hedging financial arrangement were in fact created,
acquired or applied for the purpose of hedging the risk
[Schedule 1, item 1, paragraph 230-310(4)(c)].

8.60 This record must be made or bein place at, or soon after, the
time that the entity creates, acquires or applies the hedging financial
arrangement [Schedule 1, item 1, subsection 230-310(3)] unless regulations
provide otherwise [Schedule 1, item 1, paragraph 230-310(3)(b)]. For the
integrity of the tax-hedgerules, it isimportant that the relevant recordin
relation to a hedging relationship either bein place at the inception of the
relationship or be made in a reasonably contemporaneous manner.
Subsection 230-310(3) permits the record to be made soon after the
relationship starts. Thereason for this short period is to take into account
administrative and systems processes of the particular entity and not to
allow designation of the hedging financial arrangement to be determined
by reference to whether it creates a favourable outcome in hindsight.

8.61 Therecord may consist of one or more documents [Schedule 1,
item 1, subsection 230-310(2)]. This allows the record to be based on an

amal gamation of a hedging policy document that covers a number of the
details of atype of class of hedging financial arrangements that have
similar characteristics (eg, swap contractsrelating to interest raterisk in
relation to housing loans) and an associated document that contains details
of the specific arrangement (eg, date, notional principal, currency, term,
counterparty, transaction number, and hedged item details). Itislikely
that such an amalgamation would be consistent with record keeping
practices with respect to routine or high volume hedges. The policy
document and associated specific document must together meet the record
keeping requirements in section 230-310.

Hedge effectiveness requirement

8.62 To maintain tax-hedge treatment while the derivative financial
arrangement or foreign currency hedge (in relation to a non-derivative
financial arrangement) is held, the following conditions must be met:

» for the period the hedging financial arrangement is expected
to be held, the entity must expect the arrangement to be
highly effective (within the meaning of the relevant
accounting standards) in achieving offsetting changes in fair
value or cash flows attributable to the hedged risk [Schedule 1,
item 1, paragraph 230-320(a)];
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* the effectiveness of the hedge can be reliably measured, that
is, the fair value or cash flows of the hedged item that are
attributable to the hedged risk and the fair value of the
hedging instrument can be reliably measured [Schedule 1,
item 1, paragraph 230-320(b)]; and

» thehedge is assessed on aregular basis in accordance with
the relevant accounting standards — at least oncein each
12-month period. The assessment is directed at determining
that the hedge will be highly effective in reducing fair value
or cash flow exposure in respect of the hedged item or items
attributable to the hedged risk for the remainder of the period
for which the entity expects to have the hedging financial
arrangement [Schedule 1, item 1, paragraph 230-320(c)].

8.63 Thelast test does not preclude risk management in relation to a
particular item or particular portfolio of items. However, it does require
an assessment of effectiverisk reduction in relation to an identified item
or items for the purposes of helping to establish upfront the basis of
alocation of gains or losses from the hedging financial arrangement.

8.64 What is ‘highly effective’ for the purposes of section 230-320
depends on the meaning of thistermin AASB 139. Thus, the hedge
effectiveness must be within the range of 80 per cent — 125 per cent, as
set out in paragraph AG105 of AASB 139.

8.65 If the hedge is not highly effective, item 1(c) inthetablein
section 230-265 will operate in conjunction with section 230-260 to
provide that:

» thearrangement ceases to be held for its fair value when the
effectiveness requirement is no longer met;

» thegain or lossis alocated over income years according to
the basis set out in the determination required by
subsection 230-315(1); and

» Division 230 isre-applied to any future gain or loss made
from the arrangement as if it had been acquired for its fair
value at that time.

8.66 Note, however, that if the hedgeis highly effective but not

100 per cent effective, the ineffective portion is not treated differently by
Subdivision 230-E. That is, unlikefinancial accounting, the ineffective
portion of an otherwise highly effective hedging financial arrangement is
not disqualified from hedge tax treatment under Subdivision 230-E.
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8.67 Although the effectiveness test can be satisfied for tax purposes
by reference to compliance with the effectiveness test in the relevant
accounting standards, there will be times when this will not be sufficient.
One example is where the taxpayer accounting and income tax years do
not align. Wherethisis the case taxpayers will be required to undertake
additional effectiveness testing so as to satisfy the effectivenesstest in
section 230-320.

Can a financial arrangement be a hedging financial arrangement if it is
not an accounting hedging instrument?

8.68 The purposive nature of hedging rules and the volume of
hedging transactions makes the administration of therules relatively
difficult. Asindicated above, the existing income tax law does not
contain comprehensive tax-hedgerules. Further, the tax-hedge rules will
cover not just commodity hedging (as recommended by the Review of
Business Taxation (the Ralph Review)) but all sectors of the economy.
Also, they extend beyond tax-timing hedging to tax-status hedging. Thus,
the introduction of tax-hedge rules raises potentially significant
administrative implications.

8.69 Against this background, the requirements that the derivative
financial arrangement satisfies the hedging requirements of the financial
accounting standards, and is recorded as a hedging instrument for the
purposes of the standards, represents an important administrative
safeguard.

8.70 At the sametime, it is understood that some entities’ hedging
practices will not satisfy the financial accounting hedge rulesin

AASB 139 because of some technical aspect of those rules and
notwithstanding that the substance of the requirements — particularly the
risk management purpose, the nature of the hedge transaction and
appropriate record keeping and other safeguards — are met.

8.71 Accordingly, Subdivision 230-E contains alist of situationsin
which those practices may, subject to certain requirements, nevertheless
attract tax-hedge treatment. In particular, a derivative financial
arrangement or foreign currency hedge may, in the circumstances listed
below, qualify as a hedging financial arrangement even though it does not
qualify, or it is not recorded, as a hedging instrument under the applicable
financial accounting standards. In these circumstances, certain additional
record keeping requirements have to be met (see paragraphs 8.75

and 8.76).
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8.72 The only circumstances in which the tax-hedge rules may apply,
despite such financial arrangements being denied hedging instrument
status for accounting purposes are:

» thehedging of aforeign currency risk relating to an
anticipated dividend from a connected entity where the
dividend is non-assessable non-exempt income under
section 23AJ of the ITAA 1936 [Schedule 1, item 1,
subsection 230-290(3)];

» entering into afinancial arrangement with a connected entity
that is not part of the same tax consolidated group but is part
of the same financial accounting consolidated group for
which the accounting standards require a consolidated
financial report (even though that report ignores the
arrangement), provided that the arrangement is created,
applied or acquired for the purpose of hedging arisk or risks
in relation to a hedged item and would satisfy the accounting
hedge requirements but for the consolidated financial report
ignoring it [Schedule 1, item 1, paragraph 230-290(4); and

» theperiod for which therisk or risks are hedged does not
straddle two or moreincome years, that is, the hedgeis an
intra-income year hedge, provided that the arrangement is
created, applied or acquired for the purpose of hedging arisk
or risksin relation to a hedged item and would be recorded as
a hedging instrument in arelevant financial report if it had
straddled two or more income years [Schedule 1, item 1,
subsection 230-290(5)].

8.73 Thelist of circumstances in which a financial arrangement may
be treated as a hedging financial arrangement — and thus potentially be
ableto attract tax-hedge treatment — even though it does not qualify asa
hedging instrument, or is not recorded as a hedging instrument for
financial accounting purposes, can be added to by regulations [Schedule 1,
item 1, subsection 230-290(6)]. Those regulations can require that particular
conditions be met before the financial arrangement can qualify asa
hedging financial arrangement.

8.74 Where the derivative financial arrangement or foreign currency
hedge is not an accounting hedging instrument, neither the financial
accounting nor external audit systems provide a platform for recognition
of thefinancial arrangements as hedges for tax purposes. Thetax system
therefore has to provide a separate platform, with its separate
requirements. Thesearethat:
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* meeting the requirements of accounting standards for
obtaining hedge treatment, or the recording as a hedging
instrument for accounting purposes, is not possible due to
requirements of the relevant accounting standards, rather than
any act or omission on the entity’s part to deliberately fail
these requirements [Schedule 1, item 1, paragraph 230-290(2)(c)];

» certain additional record keeping requirements are met
(see paragraphs 8.75 and 8.76) [Schedule 1, item 1,
subsection 230-310(5)]; and

» any requirements prescribed by the regulations are met
[Schedule 1, item 1, paragraph 230-290(2)(e)].

Additional record keeping requirementsif a financial arrangement is
not an accounting hedging instrument

8.75 As noted above, there are circumstances in which a financial
arrangement can qualify as a hedging financial arrangement even where
the arrangement cannot be a hedging instrument for financial accounting
purposes or is not classified as a hedging instrument in the entity’s
financial report. Because thereis no requirement to create a financial
accounting record of the arrangement as a hedging instrument, the entity’s
financial records cannot be relied upon to demonstrate, for example, the
purpose of the arrangement. Accordingly, separate tax requirements need
to be met. Therequirements, which are important administrative
safeguards, arein addition to those in respect of financial arrangements
that are hedging instruments for financial accounting purposes.

[Schedule 1, item 1, section 230-290 and subsection 230-310(5)]

8.76 The additional requirements are;

* that the entity make or have in place at, or soon before or
after, the time that it creates, acquires or applies the hedging
financial arrangement, a ‘record’ (as defined in the Acts
Interpretation Act 1901) that explains why and how the
financial arrangement operates commercially or
economically, as a hedge of the hedged item or items
[Schedule 1, item 1, subparagraph 230-310(5)(a)(i)]. This
requirement has regard to those situations in which it appears
that the strict requirements of AASB 139 prevent a derivative
(or non-derivative hedging a foreign currency risk) from
being classified as a hedging instrument, even though
commercially or economically the instrument reduces the
entity’ s exposure to financial risk;
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that the entity make a record of the reasons why the financial
arrangement cannot qualify as a hedging instrument for
financial accounting purposes [Schedule 1, item 1,

subparagraph 230-310(5)(a)(ii)]. It is envisaged that the normal
situation in which a financial arrangement is a hedging
financial arrangement is when it is a hedging instrument for
financial accounting purposes. Thefinancial accounting
record provides a basis for establishing the purpose of the
financial arrangement in question. It isimportant that, when
the arrangement is not a hedging instrument for financial
accounting purposes, hedge tax treatment is only applied
when there are sound and appropriate reasons why such
financial accounting treatment could not be obtained. A
purpose of this requirement, in conjunction with the
requirement in paragraph 230-310(5)(a), isto establish that
there are such reasons. For example, as indicated above, it
should not be because the entity deliberately failed to meet
the requirements of AASB 139;

that the entity have arecord that sets out its risk management
policies and practices at the time the financial arrangement in
question is created, acquired or applied [Schedule 1, item 1,
paragraph 230-310(5)(c)];

that, at the time the entity creates, acquires or applies the
hedging financial arrangement, it hasin place internal risk
management systems and controls that record the
arrangement and the hedged item or items. This additional
requirement isintended to link the arrangement and the
hedged item or items together in terms of the former hedging
therisk in respect of the latter. Itisalso to confirm that the
financial arrangement is created, acquired or applied for
commercial purposes and not for tax reasons [Schedule 1,

item 1, paragraph 230-310(5)(d)]; and

that where a hedging financial arrangement that qualifies for
tax-hedge treatment under subsection 230-290(2), the
taxpayer keeps arecord of the accumulated hedge gain or
loss that is yet to be allocated in accordance with that of the
hedged item(s). This requirement isintended to be an
analogue of the financial accounting equity reserve. Thisis
in the sense that, for financial accounting purposes, even
though the hedge gain or loss may not be reflected in that
period in the income statement, thereis arecord in an equity
reserve of the balance sheet of an amount that has been
deferred and is yet to berecognised in profit or loss. It also
reflects the fact that the matching of again or losson a
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hedged item can mean that a gain or loss from a hedging
financial arrangement can be deferred for along time. The
requirement is for an ongoing record of the accumulated gain
or loss, whether realised or unrealised, that is yet to be
matched for income tax purposes to a hedged item or items
[Schedule 1, item 1, paragraph 230-310(5)(b)]. When recording the
accumulated gains and losses at the end of each income yesr,
all gains from the hedging financial arrangement are to be
assumed to be assessable income and all |osses from the
hedging financial arrangement allowable deductions [Schedule
1, item 1, subsection 230-310(6)].

Example 8.2: Accumulation of gains and losses

Gold Coast Co, which hasan Australian dollar functional currency,
has a firm commitment to sell afixed quantity of gold in four years
for afixed amount of United States of America (US) dollars.

To hedgeits exposure to unfavourable movementsin the AYUSS$
currency exchange rate, Gold Coast Co entersinto a series of four
rolling one year forward foreign currency contracts. Gold Coast Co
has made a valid hedging election under subsection 230-275(1).

Assume that the forward foreign currency contracts qualify as hedging
financial arrangements to which the hedging financial arrangement
election applies. The hedging financial arrangements hedge the
foreign currency risksin relation to the firm commitment to sell gold in
four yearstime. Accordingly, Gold Coast Co is able to defer the gains
and/or losses from the arrangements until the sale of gold isdue to take
place.

Assume that the gains or losses that are made on a year-by-year basis
in relation to each of the forward contracts are as set out in Table 8.1.

Table8.1: Gainsand losses made on a year-by-year basis

Year AS$ gain/(loss)
1 150,000
2 (200,000)
3 70,000
4 (50,000)

For the purposes of paragraph 230-310(5)(b), Gold Coast Co must
make arecord of the accumulated gaing/losses as at the end of each
income year from each of the arrangementsrelating to the hedged item,
namely the firm commitment to sell the gold. Thus the record would
be along the lines of that in Table 8.2.
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Table 8.2: Accumulated gain/loss

Year A$ accumulated
gain/(loss)

150,000
(50,000)
20,000
(30,000)

AW |IN|PF

Allocation of gains and losses from hedging financial arrangements

8.77 Tax-hedge rules reduce post-tax mismatch by allocating gains
and losses from hedging financial arrangements on a timing basis that is
consistent with the tax recognition time for the gains or losses made from
the hedged item or items. The way that Subdivision 230-E does thisisto
require the entity to determine the basis of allocation when the various
hedging requirements are met.

8.78 Thealocation basis must be objective. That is, the basis cannot
be subjective.

8.79 In this context the referenceto ‘ objective’ does not mean that an
independent or external party will determine the appropriateness of the
alocation. Objectivity should be read to be consistent with the matching
objective of hedging. The referenceto objective in this context means any
or al of thefollowing:

* that the methodology used to allocate gains and losses is
commercially acceptable;

 that the basis for allocation is reasonable, that is, the
alocation is effective in creating an offsetting exposure;

* that the documentation is sufficiently prescriptiveto
determine the basis for the allocation; and

« that the creation of the documentation is contemporaneous
with the commencement of the hedging financial
arrangement.

8.80 The basis must also fairly and reasonably correspond with the
basis on which the gains, losses or other amounts from the hedged item or
items are allocated or recognised for income tax purposes [Schedule 1,

item 1, paragraph 230-315(2)(a)]. Further, the record must be sufficiently
precise and detailed so that it can be determined from that record the
time at which the gain or loss from the hedging financial arrangement is
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to be taken into account for the purposes of Division 230, and the way in
which the gain or loss will be dealt with from a tax-status point of view
[Schedule 1, item 1, paragraph 230-315(2)(c)]. These requirements are designed
to be both consistent with the commercial purpose of hedging and to
support the integrity of the recording process.

Example 8.3: A forward foreign currency contract hedging forward
pur chase

Assume that Southern Exposure Co, which has an Australian dollar
functional currency, has a firm commitment to buy an item of
machinery for US$10 million, which at that timeis equal to

A$14 million. The company wants to hedge againg the US$/A$
exchange rate by buying under aforward contract US$10 million.
The forward contract will be ddlivered at the settlement date for the
machinery which is sx months hence.

The effective life of the machinery is 10 years. When

Southern Exposure Co entersinto the forward foreign currency
contract, in relation to the timing of when the relevant gains or losses
from that contract will be recognised, it recordsthat it determines that
the gain or loss on the contract isto be allocated over 10 years. This
allocation fairly and reasonably corresponds with the basis on which
the cost of the machinery isto be recognised for income tax purposes.
It isaso an objective basis of allocation which, from therecord,
clearly and precisaly determines how the hedging gain or lossisto be
treated for income tax purposes.

If Southern Exposure Co makes an A$1 million gain on the forward
foreign currency contract and the machinery is acquired as planned, it
could allocate the gain over 10 years on a basisthat effectively meant
that the cost of the machinery was A$13 million. This outcome
enables the gain on the hedging financial arrangement to be all ocated
on asimilar timing basis asthat used for capital allowances purposes.
Although, it should be noted that the gain itself isnot to be integrated
into the cost base of the machinery for capita allowance purposes,
however the outcome of the allocation of the hedge gain under
section 230-315 effectively achievesthis.

Example 8.4: Basis of the allocation: re-estimation of the effective
life

Assume that in Example 8.3, the hedging arrangement isa future
arrangement such that the machinery will be acquired after

21 September 1999 and isnot subject to accelerated depreciation rates.
Accordingly, its effective life is able to be re-estimated for income tax
purposes (section 40-110 of the Income Tax Assessment Act 1997
(ITAA 1997)).
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Isit permissible, if Southern Exposure Co anticipates that it may
re-estimate the effective life of the machinery, for it to provide in the
record for the alocation of the hedging financial arrangement gain or
loss to be either 10 years, or the period corresponding to the effective
life of the machinery as re-estimated in terms of section 40-110 of the
ITAA 1997?

The alocation on the basis of the re-estimation of the effective life
would befair, objective and reasonable if its purposeisto continueto
effectively integrate the hedging financia arrangement gain or loss
into the cost base of the machinery for capita allowance purposes.

However, paragraphs 230-310(1)(c) and section 230-315 of the

ITAA 1997 require that the record must contain a determination of the
allocation basiswhich is precise and detailed enough that, when the
gain or loss or other amount from the hedged item is taken into account
for tax purposes, it will be clear from the record the time at which the
hedging financia arrangement gain or lossis to be taken into account
under Division 230. To satisfy thisrequirement, there must be a
mechanism for the hedge record to be appropriately linked to the
choice Southern Exposure Co makes to re-estimate the effective life of
the machinery. Inthisregard, it would be permissible for the company
to append, at thetime it makes this choice, arecord of the choice to the
hedge record.

Example 8.5: Hedging future mineral production

Cienna Co uses sold futures contracts to hedge against future sales of
the mineral it produces. However, because the futures contracts are for
a shorter period than the projected sale date, a series of futures
contracts are used as part of a ‘rollover strategy’.

Provided the futures contracts are otherwise the subject of a hedging
financial arrangement e ection — which includes the documentation of
an objective, fair and reasonable basis for alocating the gains and
losses from the particular hedging financial arrangement, and sufficient
linking between the contracts and the hedged item(s) — the gains and
losses from each contract can be deferred and alocated to the income
year in which the underlying mineral saleis made.

Example 8.6: Hedging the forward purchase of trading stock

On 1 May 2010, Green Co entersinto a firm commitment to acquire
solar panelsworth US$1 million for delivery on 1 June 2010. The
solar panelsto be acquired by Green Co will be trading stock from the
time of acquisition.

On 1 May 2010, Green Co entersinto a forward exchange contract to
hedgeitsforeign currency risk exposure. The terms of the forward
contract provide that Green Co will purchase US$1 million in
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exchange for Audralian dollarson 1 June 2010 at an agreed forward
rate.

Green Cois€ligible to make ahedging financia arrangement election
and has complied with all hedging and documentation requirements
under Subdivision 230-E. Green Co designates the forward contract as
the hedging financial arrangement in respect of the firm commitment
to acquirethe solar panels. The hedged item is the firm commitment to
acquire the solar panels (paragraph 230-290(9)(c)).

Green Co determines at the inception of the hedge to alocate any gain
or loss on the hedging financia arrangement to the time of sale of the
solar panels. Thegain or loss should be allocated equally over the
solar panels acquired by Green Co. Any gain or loss on the forward
contract will be aligned with the trestment of the trading stock. While
the gain or loss is not integrated into the cost of the trading stock for
tax purposes (ie, Division 70 of the ITAA 1936), this basis of
allocation effectively enables the gains or losses on the hedge to be
allocated so asto achieve the same tax outcome as if the gain was
integrated into the tax cost of the panels sold.

On 1 June 2010 Green Co receives and pays for the solar panelsin full.
On that day it realises a US$43,000 loss on the forward contract.
Despite the fact that the forward contract is settled on that day, the loss
on the arrangement will be deferred and all ocated for tax purposesto
the income year in which the solar pand's are sold.

8.81 The allocation will not be fair and reasonable unless, in terms of
the overall nominal gain or loss, it produces the same outcome as, for
example, the accruals/realisation Subdivision and the balancing
adjustment Subdivision of Division 230 would produce. Thisis
particularly important as the other Subdivisions of Division 230 do not
apply to the extent that the hedging Subdivision does. [Schedule 1, item 1,
subsection 230-260(2)]

8.82 Thisis subject to the situations covered by

subsections 230-260(3) and (6). Thefirst situation is with respect to a
hedging financial arrangement that is aforeign currency hedgethat isa
debt interest. In this situation, only that part of the gain or loss from the
arrangement — that represents a currency exchange rate effect attributable
to the outstanding balance in respect of a debt interest — can be allocated
under the hedging financial arrangement Subdivision [Schedule 1, item 1,
paragraph 230-260(3)(a)].

8.83 The second situation is with respect to a hedging financial
arrangement that is an equity interest issued by the taxpayer, is covered by
section 230-55, and is aforeign currency hedge. Only that part of the gain
or loss from the arrangement that represents a currency exchange rate
effect can be allocated under the hedging financial arrangement
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Subdivision. The remainder will not be dealt with under Division 230 as
none of the subdivisions apply to equity interests in respect of which the
taxpayer istheissuer. [Schedule 1, item 1, subsection 230-260(6)]

Tax classification of a hedging financial arrangement

8.84 Aswell as determining the basis on which gains and losses from
a hedging financial arrangement are allocated on atiming basis, in certain
circumstances Subdivision 230-E provides for the gain or loss to be
classified in away for income tax purposes that corresponds with the way
that the hedged itemis classified for tax purposes. In this situation, the
tax classification (or status) of the hedging financial arrangement gain or
loss is matched to that of the associated hedged item. Tax classification
matching is available only for hedging financial arrangements to which a
hedging financial arrangement dection applies [Schedule 1, item 1,

sections 230-260 and 230-270]. It is not possible to obtain tax classification
matching without tax-timing matching. While tax-status matching is
available under section 230-270 (subject to meeting the requirements of
the section) the allocation of the hedging financial arrangement gain or
loss to an income year or years is determined by referenceto

section 230-260.

8.85 To facilitate tax classification matching, the tablein
section 230-270 sets out the treatment of a gain or loss on a hedging
financial arrangement to the extent it is reasonably attributable to a
hedged item referred to in the table.

8.86 In the absence of tax-status matching, there may be a mismatch
between the treatment of the hedging financial arrangement and the
hedged item. For example, a hedged item may be a capital gains tax
(CGT) asset in relation to which thereis a CGT event and, if it turns out
that thereis a net capital gain in respect of the asset, the gain would be
assessable under Parts 3-1 and 3-3 of the ITAA 1997. Without tax-status
matching, it is possible that atax mismatch will arise because the gain or
loss on a hedging financial arrangement, which hedges the asset will be on
revenue account. Based on the table in subsection 230-370(4), the gain or
loss on the hedging financial arrangement may be treated as a capital gain
or capital loss respectively, where the requisite conditions are met
[Schedule 1, item 1, subsection 230-270(4), item 1in thetable].

8.87 Similarly, a hedged item may produce non-assessable
non-exempt income. If the tax-hedge criteria are met, again ona
hedging financial arrangement hedging that item would also be treated as
non-assessabl e non-exempt income. Any loss would not be deductible.
[Schedule 1, item 1, subsection 230-270(4), item 5in thetabl€e]
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8.88 Other items in the table in subsection 230-270(4) facilitate tax
classification matching by setting out the tax classification of a gain or
loss on a hedging financial arrangement which is reasonably attributable
to a hedged item that is:

aCGT asset that is ataxable Australian property [Schedule 1,
item 1, subsection 230-270(4), item 2 in thetabl€];

a CGT asst in respect of which the capital gains and losses
are disregarded, or reduced by a particular percentage under
Division 855 of the ITAA 1997 [Schedule 1, iten 1,

subsection 230-270(4), item 3 in thetable];

exempt income [Schedule 1, item 1, subsection 230-270(4), item 4 in
thetable];

asharein a company that is aforeign resident if the capital
gain or loss made from a CGT event that happens to the
shareis reduced by a particular percentage under
Subdivision 768-G of the ITAA 1997 [Schedule 1, item 1,
subsection 230-270(4), item 6 in the table];

ordinary or statutory income from an Australian source, and
losses or outgoings incurred in earning that income
[Schedule 1, item 1, subsection 230-270(4), items 7 and 10 in thetabl€];

ordinary income or statutory income from a source out of
Australia, and aloss or outgoing incurred in gaining or
producing that income from a source out of Australia
[Schedule 1, item 1, subsection 230-270(4), items 8 and 9 in the tabl€];

aloss or outgoing that is not allowed as a deduction
[Schedule 1, item 1, subsection 230-270(4), item 11 in the table];

anet investment in aforeign operation (within the meaning
of the accounting standards) that is not carried on through a
subsidiary or a company in which the taxpayer has shares

(ie, aforeign branch or permanent establishment), but only to
the extent that the hedge gain or loss does not relateto a
hedged item covered by another item in the table [Schedule 1,
item 1, subsection 230-270(4), item 12 in the table]; and

anet investment in aforeign operation (within the meaning
in the accounting standards) that is carried on through a
subsidiary or a company in which the taxpayer has shares.
The hedged item will be taken to be (or deemed to be) the
interest the taxpayer has in the shares of the foreign
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subsidiary or company for the purpose of applying the table
in subsection 230-270(4) only [Schedule 1, item 1, subsection 230-
270(5)]. This does not, however, affect hedge effectiveness
testing of the net investment in the foreign operation being in
respect of the underlying carrying value of the net assetsin
the subsidiary. Typically, the relevant item in the table will
beitem 6, but this will depend on the particular
circumstances.

8.89 Theitemsin the table relate to both the type of gain or loss made
(ie, acapital gain or loss or an amount of assessable income or an

allowabl e deduction) and the source of the gain or loss. Accordingly,

more than one item in the table may be relevant to the hedged item
identified in the record.

8.90 Where alternative items in the table can apply to the hedging
financial arrangement, the taxpayer must apply that item to which the gain
or loss on the hedging financial arrangement is most reevant. Where

no item in the table applies, subsection 230-270(3), together with
subsection 230-15(1), has the effect of including any gain on the hedgein
assessable income. Any loss may be deductible in accordance with
subsections 230-15(2) and (3).

8.91 Unlike the situation with respect of tax-timing matching, a
determination is not required for tax classification matching that
pre-specifies the tax classification treatment of the hedging financial
arrangement. Although importantly the record must still show, at
inception of the hedging financial arrangement, the relevant hedged item
in respect of which the hedging financial arrangement relates. An
up-front specification of the tax classification of gains or losses from the
hedging financial arrangement is not required because the tax
classification treatment of gains or losses made from the hedged item may
change between the time that the hedging relationship starts and the time
that those gains or losses from the hedged item are recognised for income
tax purposes. Accordingly, where a hedging financial arrangement
election applies, a gain or loss made from the hedging financial
arrangement, to the extent to which it is reasonably attributable to a
hedged item listed in the table in subsection 230-270(4), is dealt within
the way indicated by that table.

8.92 At the sametime, the recorded determination must be
sufficiently precise and detailed such that, when the hedged item is
recognised for income tax purposes, it will be clear from the record how
the hedge gain or loss will be dealt with under section 230-270 [Schedule 1,
item 1, subparagraph 230-315(2)(c)(ii)]. The purpose of this requirement, like
that of the tax-timing aspect of the recorded determination, isto prevent
determination of the tax treatment of the hedging financial arrangement
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gains and lossesin hindsight. It istherefore a central requirement of the
tax-hedgerules. Establishing the tax classification of the hedging gains or
losses with the benefit of hindsight is prevented by requiring that the
hedged item, to which the hedging financial arrangement relates, be
specified in the record up-front. Hence, the tax classification of the
hedged item will then automatically apply to the gains or losses made
from the hedging financial arrangement. Hence, if thetax classification of

the former changes, so too will the latter.

Example 8.7: Crosscurrency interest rate swap

AGM Co uses a cross currency interest rate swap to hedge its exposure
to currency exchange ratesin respect of a net investment in aforeign
operation consisting of sharesin aforeign subsidiary (SA Co).

Assume that all the hedgetax criteriaare met. AGM Co designatesthe
notional principal on the swap, which is exchanged at the beginning
and end of the arrangement, as the hedge of the foreign currency risk in
respect of the capital value of the shares.

AGM Co determinesthat an objective, fair and reasonable basis on
which to allocate any gain or loss on the hedgeis to allocate the gain
or loss to the time when it ceases to have the net investment in SA Co.
AGM Co also setsout in the record at theinception of the hedging
relationship that theinterest in the sharesin SA Co istherelevant
hedged item (subsection 230-270(5)).

Assume that AGM Co sellsthe sharesin SA Coin three years and at
that time the gain or loss on the sale of the sharesturns out to be
subject to Subdivision 768-G of the ITAA 1997; accordingly item 6 in
the table would govern the tax classification of the hedge gain or loss
on thenoctional principa on the swap.

Example 8.8: Net investment in a foreign operation

Oz Co hasa New Zealand subsidiary, Fern Co. At 1 January 2012,
Oz Co has a net investment of NZ$20 million in Fern Co and Oz Co
expects that the value of the investment will not fall bel ow that
amount. The net investment satisfies the definition of * net investment
in aforeign operation’ as per the accounting standards. On that date,
Oz Co borrows NZ$20 million and designates the borrowing as a
hedge of the net investment in Fern Co. The borrowing satisfies the
definition of a‘foreign currency hedge'.

Oz Co determines that the basis on which it seeks to allocate any gain
or loss on the hedge of the principal component of the borrowing isto
allocate the gain or loss to the time when it ceases to have the net
investment in Fern Co. Oz Co sets out in therecord at the inception of
the hedging relationship that the interest in the sharesin Fern Coisthe
relevant hedged item (subsection 230-270(5)).
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Assume that Oz Co meets al the tax-hedge tests required by
Division 230, that subsection 230-290(1) is satisfied and that Oz Co's
sharesin Fern Co are CGT assets subject to Subdivision 768-G.

The tax deductibility of theinterest on the borrowing, together with
any foreign currency gains and losses attributable to that interest, is
determined by section 230-15 and Division 960 and not under the
hedging tax rules (subsection 230-260(3)).

The taxation of any accumulated foreign currency gain or 10ss
attributable to the principal component of the borrowing is deferred
until Oz Co ceases to have its net investment in Fern Co (whether by,
for example, disposal of the sharesin Fern Co or disposal of the assets
and liabilities comprising the net investment in Fern Co). This deferral
would occur even if the borrowing was repaid before then.

Oz Co disposes of the shareson 1 January 2013. At that time (for the
purposes of determining the tax classification of any accumul ated
foreign currency gain or |oss attributabl e to the principal component of
the borrowing) Oz Co will haveregard to the tax treatment of the
sharesit holdsin Fern Co. At thetime of disposal the sharesare CGT
assets subject to Subdivision 768-G. Therefore the gains or losses on
the hedging financial arrangement are treated (ie, classified) asa
capital gain or a capital 1oss made from a CGT event to the extent to
which thegain or lossis reasonably attributable to the CGT event

that would have happened in respect of its sharesin Fern Co
(subsection 230-270(4), item 1 in thetable). Further, pursuant to

item 6 in the table in subsection 230-270(4), that capital gain or capital
loss (on the hedging financial arrangement) that was made on the
borrowing isreduced by the same percentage which the capital gain or
capital loss on net investment isreduced.

The Commissioner’s discretion in relation to ‘tax tests’

8.93 The Commissioner can treat the record keeping requirementsin
section 230-310, the requirements in section 230-315 about tax allocation
of the gains and losses, and the requirements about hedge effectivenessin
section 230-320, as having been met notwithstanding that the hedging
financial arrangement does not meet thetests. [Schedule1, item 1,

section 230-335)]

8.94 In deciding whether the Commissioner should exercisethis
discretion, he or she must have regard to the respects in which the
requirements would not be met, the extent to which they would not be
met, the reasons why they would not be met, and the objects of
Subdivision 230-E. Asindicated, the objects are to facilitate the efficient
management of financial risk by reducing after-tax mismatches where
hedging takes place, and to minimise tax deferral. [Schedulel, item 1,
section 230-255]
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8.95 The requirements in sections 230-310 to 230-320 seek to
prevent after-the-event selectivity of tax allocation and/or tax
classification of gains and losses from hedging financial arrangements.
Therequirements are particularly important given the potentially wide
differences in timing and tax-status for the particular hedging financial
arrangement. The requirements promote robust audit trails and hedging
activity that is objectively consistent with the aim of reducing after-tax
mismatches. The discretion should be considered against this
background.

The relevant entity

8.96 In atax consolidation context, the tax-hedge rules are intended
to be limited to therisk of the tax consolidated group of which the entity
carrying out the hedging activity is part. Thisis consistent with the single
entity rulein section 701-1 of the ITAA 1997, where all the subsidiaries
of the consolidated tax group are taken to be parts of the one entity — the
head company of the tax consolidated group. That is, the tax-hedge rules
do not extend to financial arrangements entered into between members of
the same consolidated tax group. At the sametime, the head entity of a
tax consolidated group can enter into a hedging financial arrangement
with an external party to the consolidated tax group in relation to the risks
of another entity within the same tax consolidated group.

Consequences if the hedging financial arrangement is disposed of early

8.97 To the extent that the hedging financial arrangement is disposed
of, or ceases before the gains and losses in respect of the hedged item or
items are recognised for income tax purposes, the gains or losses on the
hedging financial arrangement should be allocated to the income year in
which the gains or losses on the hedged item or items are recognised
[Schedule 1, item 1, subsection 230-260(4)]. The fact that the hedging financial
arrangement ceases before the gains or losses on the hedged item are
recognised does not prevent a deferral of the recognition of the gains or
losses made from the hedging financial arrangement until a later time.

Consequences if the hedged item is disposed of before the hedging
financial arrangement is disposed of, or is not likely to occur

8.98 To the extent that the hedged item or one or more of the hedged
items are disposed of before the hedging financial arrangement is disposed
of, or thereis a forecast transaction that is no longer expected to occur, or
you cease to expect that you will have the hedged item(s), the hedging
financial arrangement is deemed to have been disposed of at that time for
its then fair value and, to the extent that it would otherwise not have been
disposed of, is deemed to have been reacquired or entered into at that fair
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value. [Schedule 1, item 1, subsection 230-260(4) and section 230-265, item 2 in
thetable]

Conseqguences if the entity revokes the designation of, redesignates or
disposes of, the hedging financial arrangement

8.99 After an entity has a hedging financial arrangement to which the
hedging financial arrangement dection applies, the entity may decide that
it should no longer betreated as such (ie, arevocation occurs), but the
entity does not actually terminate or otherwise dispose of the financial
arrangement. Onereason for this may be that the entity wants to classify
the financial arrangement as a hedge of another hedged item.

8.100 Wherethereisarevocation or redesignation of a hedging
financial arrangement, any realised or unrealised gain or loss on the
hedging financial arrangement, as at the time of revocation or
redesignation, is allocated to the income year or years in which the gains
or losses on the hedged item are recognised.

8.101  Any gain or loss on the hedging financial arrangement from the
time of revocation or redesignation is to be treated in accordance with the
classification of the financial arrangement. For example, if it meets the
hedge tax criteriain respect of another hedged item or transaction, there

should be a corresponding allocation. [Schedule 1, item 1, section 230-265,
subitems 1(a) and (b) in the table]

8.102 A bona fiderevocation of a hedging financial arrangement will
not constitute a deliberate failure to meet arecord keeping requirement or
allocation determination under subsection 230-340(1).

Example 8.9: Firm commitment to purchasetrading stock on
deferred settlement

On 1 July 2009, Green Co entersinto a firm commitment to acquire
solar panelsworth US$1.5 million for delivery on 1 August 2009 with
full payment deferred until 1 September 2009. The solar panels to be
acquired by Green Co will represent trading stock from the time of
ddivery.

On 1 July 2009, Green Co entersinto a forward contract to hedge its
foreign currency US dollar exposure. The terms of the forward
contract provide that Green Co will purchase US$1.5 million in
exchange for A$2 million on 1 September 2009.

For accounting purposes Green Co designates the forward contract asa
hedge of the firm commitment to acquire the solar panels and the
resulting accounts payable of US$1.5 million.
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Assume that for the scenarios discussed below, Green Co
complies with al hedging and documentation regquirementsin
Subdivision 230-E.

It determines at the inception of the hedging relationship to alocate
any gains or losses from the hedging financial arrangement (the
forward contract) measured at the time the solar panels are delivered to
the income year in which the panelsare sold. Any subsequent gain or
loss on the forward contract will be brought to account on settlement of
the accounts payabl e,

The solar panels are delivered on 1 August 2009. At that date, the fair
value of the forward contract is $5,000. The gain will be allocated to
the income year in which the solar pands aresold. The gain should be
allocated equally over the acquired panels. The effect of thisalocation
isto effectively ‘integrate’ the hedge gain into the cost of the panels
sold.

Green Co makes full payment for the trade liability on

1 September 2009 and realises the forward contract. At that time, it
has made a gain on the contract of $15,000. The gain that is assessable
to Green Co at that timeis $10,000. The gain at that timeiscalculated
by deducting $5,000, being the value of the forward contract at the
time of delivery of thetrading stock, from the gain of $15,000 at
settlement of the accounts payable. The gain brought to account for
tax purposes on settlement of the accounts payabl e reflects the gain
arising from the changein value of the forward contract following
ddivery of the solar panels.

Note that if the trade liability were afinancia arrangement — the gains
or lossesin respect of which Division 230 applied on afair value basis
— Green Co could determine that the gains or 1osses in respect of the
forward contract from the time of delivery of the solar panels could
also be allocated on afair value basis for Division 230 purposes.

As an aternative to the above separate all ocation in respect of delivery
and accounts payable, Green Co may determine that the manner in
which the gain or loss on the hedging financial arrangement isto be
determined and allocated is as at the accounts payabl e date with
deferra until the solar panels are sold.

Whichever manner Green Co chooses, it must apply it consigently to
al of itsarrangements that hedge the purchase of its trading stock
(section 230-85).

Consequences if the hedging financial arrangement no longer meets the
hedge tax criteria even though it was originally met

The outcome where a hedging financial arrangement no longer

meets the hedge tax criteria (eg, if the revenue hedge becomes ineffective)
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issimilar to that of arevocation of a designation or aredesignation of the
hedging financial arrangement.

8.104 Thatis, any gain or loss on the hedging financial arrangement up
to the time of the non-compliance (in the case of tax-hedge
ineffectiveness) or the event (in the case of arevocation of the designation
or redesignation) is allocated to the income year (or years) in which the
hedged item’ s gains or losses are recognised. Any gain or loss on the
hedging financial arrangement from the time of non-compliance or event
isto betreated in accordance with the classification of the financial
arrangement at that time. [Schedule 1, item 1, section 230-265, item 1 in the tabl€]

Consequences if the hedged item(s) or risk arising from the hedged
item(s) ceases to exist

8.105 In certain circumstances cessation of a hedging relationship may
occur where the entity ceases to have the hedged item, or one or more of
the hedged items, or the risk that was being hedged in relation to the
hedged item or items (eg, terms of avariablerate loan are dtered to a
fixed rate loan) no longer exists or you no longer expect to hold the
hedged item. In these circumstances as the hedged item or items or
hedged risk no longer exist, hedging from that time would not be
appropriate. Asaresult gains and losses on the hedging financial
arrangement are to be bought to account at that time [Schedule 1, item 1,
section 230-265, items 2(a), 2(b), 2(c) and (3) in thetable]. Regulations may also
be made to determine the treatment of gains and losses up to the time that
the taxpayer ceases to have some, but not all, of the hedged items or item
under a hedging financial arrangement [Schedule 1, item 1,

subsection 230-265(5)].

Where requirements for election are no longer satisfied

8.106  Although an eection under the hedging financial arrangement
dectionisirrevocable [Schedule 1, item 1, subsection 230-275(3)], the e ection
may cease to apply for the start of the income year if the taxpayer ceases
to meet the igibility requirements under subsection 230-275(2)
[Schedule 1, item 1, subsection 230-325(1)].

The making of a new election

8.107 Thetaxpayer is not prevented from making a new election at a
later timeif the conditions in subsection 230-275(2) are satisfied for an
income year. [Schedule 1, item 1, subsection 230-325(2)]

8.108  Thenew election, however, will only apply to new financial
arrangements after the start of the income year in which the new eection
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ismade. Refer to Chapter 5 for further discussion as to when an election
will ceaseto apply.

Balancing adjustment if an election ceases to apply

8.109  Whereahedging financial arrangement election ceases to apply
the taxpayer is taken to have disposed of each hedging financial
arrangement for its fair value, immediately before an el ection ceases to
apply (ie, at the start of the relevant income year) and to have been
reacquired for its fair value immediately after the election ceases to have
effect [Schedule 1, item 1, section 230-330]. Thegain or loss arising from the
disposal (ie, the ‘balancing adjustment’) is brought to account in the year
of income according to the record made under section 230-315 and not
under Subdivision 230-G [Schedule 1, item 1, subsections 230-330(3), 230-260(2)
and 230-390(2)].

Consequences of deliberate failure to meet the hedge tax requirements

8.110  Tax-hedge treatment introduces the potential for considerable
selectivity of tax-timing and/or tax classification if the requirements
relating to the making of determinations or recording are not met. For
example, the hedging financial arrangement could effectively become an
arrangement-by-arrangement election, making the administration of the
hedging rules more difficult, if there was a deliberate failure — perhaps of
aminor or technical nature — to meet one or more of the requirements.

8.111  Accordingly, a deliberate failure to meet one of these
requirements leads to the result that hedge tax treatment does not apply to
hedging financial arrangements that start to be held after the failure
[Schedule 1, item 1, subsection 230-340(2)] unless the Commissioner determines
that, after a specified date, this cessation no longer applies. To make this
determination, the Commissioner must be satisfied that the taxpayer is
unlikely to deliberately fail again to meet the abovementioned
requirements [Schedule 1, item 1, subsection 230-340(4)] and must take into
account various factors. Specific factors relate to the entity’ s record
keeping practices, its compliance history and whether there have been
appropriate changes to its accounting systems, controls and governance
processes [Schedule 1, item 1, subsection 230-340(5)].

288



The elective hedging financial arrangements method

Hedging requirements process

8.112  Diagram 8.1 describes the process by which hedging financial
arrangements should be determined.

Diagram 8.1

Has the taxpayer made
ahedging financial
election?

(section 230-275)
I

Yes

l Therulesfor hedging
financial arrangements

do not apply.

No

Isthe financial
arrangement ahedging [ No >
financial arrangement?

(sections 230-280,
230-285
and 230-290)

l

Yes

!

The gain or loss on the
hedging financia
arrangement is worked
out under

sections 230-260 and
230-270
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Chapter 9

The elective financial reports method

Outline of chapter

9.1 This chapter outlines how the election to rely on financial
reports applies to reevant financial arrangements. The chapter explains:

when the taxpayer may make the election;

the effect of the eection;

the timing and quantum of gains and |osses that are brought
to account for tax purposes from financial arrangements to
which the election applies;

the circumstances where an election ceases to apply; and

the effect of an election ceasing to apply.

Overview of the elective financial reports method

Election to rely on financial reports

9.2 There are anumber of requirements that must be satisfied to
make avalid election to rely on financial reports. The general
requirements are explained in Chapter 5 while this chapter explains the
specific requirements.

9.3 Therequirements that ataxpayer must satisfy in order to make
an election to rely on financial reports include:

accounting and auditing requirements discussed in Chapter 5;
and

unqualified financial reports — the financial reports which
the taxpayer relies upon must not have been subject to a
reevant qualification in the auditor’s report in the current
year or in any of the previous four financial years.
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94 A taxpayer will be ableto rely on their financial reports to
calculate their Division 230 gains and |osses once an election has been
made by a taxpayer if:

» Division 230 applies to thefinancial arrangement;

» thefinancial arrangement is recognised in the taxpayer’s
financial reports;

* itisreasonably expected that the overall gain or loss made on
the financial arrangement is the same, using the financial
reports election, as it would have been had the gain or loss
been cal culated under the other tax-timing methods;

» itisreasonably expected that the gain or loss will be
recognised at approximately the sametime as it would have
been recognised under Division 230 had Subdivision 230-F
not applied; and

» itisafinancia arrangement which the taxpayer startsto have
in theincome year in which the election is made or alater
income year (or that is subject to atransitional election).

Unqualified audit reports

9.5 One of the specific requirements is that the taxpayer has
unqualified auditor reports for the current and four previous income years.
An auditor’ s report in this context is the year end report of an external
auditor. For an auditor’s report to affect eligibility to make afinancial
reports election, the qualification must bein a respect that is relevant to
the taxation treatment of financial arrangements. A taxpayer will still be
ableto elect rdy to on thefinancial reports aslong as the qualification is
not relevant to the taxation treatment of a financial arrangement.

Accounting systems

9.6 A further requirement is that, in order to make avalid election, a
taxpayer should have robust accounting systems in place which are
reliable. Accounting systems with reliable controls and internal
governance processes help to ensure compliance with accounting and
(other) tax obligations. Inthetax context, therefore, the systems, controls
and processes must bereiable for the purpose of preparing the entity’ s tax
return.
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Commissioner’s discretion

9.7 Both the audit and accounting requirements are subject to a
Commissioner’s discretion that allows the Commissioner to disregard a
relevant qualified audit report, or relevant adverse audit or review relating
to the accounting systems, for the purpose of determining whether a
taxpayer is digible to make the financial reports eection.

Same overall gain or loss requirement

9.8 An election to rely on the financial reports will only apply if itis
reasonably expected that the overall gain or loss over thelife of afinancial
arrangements is the same as the gain or loss that would be recognised if
one of the other tax-timing methods had applied.

Subgantially the same results

9.9 A further requirement for an ection to rely on financial reports
to apply isthat the results of the method used to determine the gain or loss
on afinancia arrangement in the financial reports is substantially the
same as the results under the other tax-timing methods. An example of
this would be where the financial reports method spreads the gains or
losses in asimilar way to that under the other Division 230 tax-timing
methods.

Gains and losses from financial arrangements using financial reports

9.10 A taxpayer who makes avalid election to rely on financial
reports will be able to calculate the gains and losses from financial
arrangements by reference to relevant accounting standards. In other
words, ataxpayer who makes a valid financial reports election can rely on
their financial reports for the purposes of complying with their tax
obligations in respect of relevant Division 230 financial arrangements.

Election ceases to apply

911 An election will ceaseto apply to afinancial arrangement if any
of the requirements for making the election are no longer satisfied. The
election will cease to apply from the start of the income year in which this
occurs. Where this happens the taxpayer will make a balancing
adjustment gain or loss amount for each financial arrangement that was
subject to the eection.
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Subsequent election

9.12 Where an e ection ceases to apply, a taxpayer will be ableto
make a new € ection when the requirements for making the election are
once more satisfied, but this election will only apply to those
arrangements the taxpayer startsto havein, or after, the year in which the
election is remade.

Context of amendments

9.13 Compared to the current tax law, the other tax-timing methodsin
Division 230 closely correspond with the financial accounting treatment
of financial arrangements. This close correspondence provides
opportunities for compliance cost savings. Subdivision 230-F (the
elective financial reports method) provides further opportunities to lower
compliance costs by, in effect, allowing taxpayers, in certain
circumstances, to rely on their financial reports to determine the tax
outcomes from their financial arrangements to which Division 230

applies.

Summary of new law

9.14 This chapter isto beread in conjunction with Chapter 5.
Chapter 5 outlines a number of the common requirements and criteria that
apply to all eectiveregimes, including the regime in Subdivision 230-F,
the subject of this chapter.

9.15 Before ataxpayer is able to make an eection to rely on their
financial reports, the taxpayer must satisfy a number of criteriain addition
to the common criteria referred to in Chapter 5. These criteria are
designed to ensure a high degree of integrity in the systems, controls and
procedures behind the financial reports that the taxpayer seeksto rely on
for tax purposes.

9.16 An intention of Subdivision 230-F is to further reduce
administration and compliance costs. Thisis achieved by allowing
taxpayers to calculate the gains and lasses from financial arrangements by
reference to rdevant accounting standards. In effect, ataxpayer who
makes a valid financial reports ection can rely on their financial reports
for the purposes of complying with their tax obligations in respect of
relevant Division 230 financial arrangements.
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9.17 The main requirements that a taxpayer must satisfy in order to
make an eection to rdy on financial reports are:

accounting and auditing requirements — discussed as
common requirements (common to all elective methods) in
Chapter 5; and

unqualified financial reports — the financial reports which
the taxpayer relies upon must not have been subject to a
reevant qualification in the auditor’s report in the current
year or in any of the previous four financial years. This
requirement, which is specific to the elective financial reports
method, is discussed later in this chapter. Wherethis
requirement is not satisfied, the Commissioner of Taxation
(Commissioner) may waive the audit requirement for specific
income years after consideration of certain factors.

9.18 Once an election has been made by a taxpayer, their financial
arrangements will be subject to Subdivision 230-F if:

the financial arrangement is one to which Division 230
applies;

the taxpayer’ s financial reports recognise the financial
arrangement;

it is reasonably expected that the overall gain or loss made on
the financial arrangement is the same, using the financial
reports el ection, as it would have been had the gain or loss
been cal culated under the provisions of Division 230 with the
exception of Subdivision 230-F;

it is reasonably expected that the gain or loss will be
recognised at approximately the sametime as it would have
been recognised had Subdivision 230-F not applied; and

it is afinancial arrangement which the taxpayer startsto have
in theincome year in which the election is made or alater
income year (or that is subject to a transitional e ection which
is discussed in Chapter 13).

9.19 Where the financial reports election is made, Subdivision 230-F
will determine the tax treatment of relevant financial arrangements except
where Subdivision 230-E (hedging) applies. Hedging is excluded from
Subdivision 230-F because the tax classification of gains and losses on
hedges cannot be ascertained from the taxpayer’ s financial reports.
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9.20 An election made under this Subdivision has effect from the
income year in which it is made and to all futureincomeyears. Itis
irrevocable.

9.21 An eection will, however, cease to apply to a financial
arrangement if any of the requirements for making the election are no
longer satisfied. The eection will ceaseto apply from the start of the
income year in which this occurs. In these circumstances, the taxpayer
will be required to calculate a balancing adjustment gain or |oss amount
for each financial arrangement that is subject to the election.

9.22 Where an e ection ceases to apply, the taxpayer is able to make a
new el ection when the requirements for making the election are once
more satisfied, but this election will only apply to those arrangements the
taxpayer startsto havein, or after, the year in which the election is
remade.

Comparison of key features of new law and current law

New law Current law

Subdivision 230-F effectively allows | Under the current law, thereis no
ataxpayer to use the amountsin their | Pasis for electing to use financial
financial reportsfor the purposesof | "€POrtsto calculate gains and |osses
calculating their assessable income from financial arrangementsfor tax
and allowabl e deductions under PUrpOSES.

Division 230 of the ITAA 1997.

Taxpayers are able to elect to
calculate their income and
deductions using this method subject
to satisfying certain criteria

The el ection under this Subdivision
isirrevocable. Where certain criteria
areno longer satisfied the election
may cease or it may cease to apply to
afinancial arrangement. In certain
circumgtances the Commissioner
may waive the audit requirement.
Where an election ceases, anew
election may be madein relation to
new financial arrangementsif the
requirements for making the election

are met.
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Detailed explanation of new law

Conditions for making an election

9.23 Subdivision 230-F contains a number of specific requirements
relevant to the financial reports eection, in addition to those requirements
outlined in the ‘ common requirements chapter’ (Chapter 5). Both the
generic and specific requirements must be satisfied prior to making an
election. This chapter outlines the particular requirements that are
specific to Subdivision 230-F.

9.24 For a discussion of the accounting and auditing requirements,
refer to Chapter 5. Chapter 5 also discusses which taxpayers are dligible
to make avalid dection.

Unqualified audit report

9.25 Therequirement to have unqualified auditor reports for the
current and four previous income years is unique to Subdivision 230-F.
An auditor’ s report in this context is the year end report of an external
auditor.

9.26 For an auditor’ s report to affect eigibility to make a financial
reports election, the qualification must bein a respect that is relevant to
the taxation treatment of financial arrangements. [Schedulel, item 1,
paragraph 230-350(2)(c)]

9.27 Thus, it is possible for a taxpayer to have an auditor’s report on
the taxpayer’ s financial reports that is qualified, but still be able to elect to
rely on thefinancial reports so long as the qualification is not relevant to
the taxation treatment of a financial arrangement.

9.28 Relevance in this context is, however, not confined to a
qualification made about the timing and quantification of gains and losses.
For example, ardevant qualification may relate to the reliability of the
recording of financial arrangements. This, in turn, can affect what is
reported in profit or loss, which the financial reports election relies upon
for the purpose of determining the taxation treatment of financial
arrangements.

Example 9.1: Qualified accounts

Theauditor’s report on the financial reports of Scruffy Ltd has
been qualified in relation to the amount of directors' fees that
have been recognised. As these fees have no impact on the
recognition and measurement of gains or losses on relevant
financial arrangements, the qualification will not prevent Scruffy
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Ltd from electing to rely on its financial reports for the purposes
of Subdivision 230-F.

9.29 Where an auditor’ s report is qualified in areevant respect in the
current or four prior income years, the taxpayer cannot make the election
to rely on their financial reports.

Accounting systems

9.30 The degree of integrity of ataxpayer’s accounting systems and
controlsis rdevant in determining the appropriateness of making an
election under this Subdivision. The election under this Subdivisionis
designed to assist taxpayers in reducing their compliance costs without
providing inappropriate tax outcomes. As such, thereis arequirement
that, in order to make a valid election, ataxpayer should have robust
accounting systems in place which arerdiable. Accounting systems with
reliable controls and internal governance processes help to ensure
compliance with accounting and (other) tax obligations. In thetax
context, therefore, the systems, controls and processes must be reliable for
the purpose of preparing the entity’s tax return. Remedial action that has
been taken in relation to processes that do not impinge on matters relevant
to the preparation of the tax return would, for example, typically not lead
to the conclusion that the processes are not reliable. Overall, reliance on
such systems, controls and processes will reduce tax compliance costs and
provide amounts for tax purposes which do not provide an inappropriate
tax benefit. [Schedule 1, item 1, paragraph 230-350(2)(d)]

9.31 External auditors or aregulatory authority or agency may
provide opinions on the quality of the accounting systems used by a
taxpayer in an audit. Where an adverse assessment has been provided by
an external auditor or aregulatory authority or agency on the quality of
the accounting systems, this could indicate a system deficiency which
may impact on the riability of the gains or losses brought to tax under
Subdivision 230-F. Accordingly, where an external audit, or areview,
conducted in the financial year in which the eection is proposed to be
made or any of the four financial years prior to that year, has included
such an adverse assessment of the taxpayer’ s accounting systems, the
taxpayer cannot make the election to rely on their financial reports.
[Schedule 1, item 1, paragraph 230-350(2)(€)]

9.32 In certain circumstances an entity that prepares a financial report
(or for whom thereport is prepared) may not make an election to rely on
financial reports (because, for example, it is an accounting consolidated
group and not atax consolidated group and is not a taxpayer) while the
entity it controls (in the corporations law sense) may do so. Thereisaso
the possibility that a controlled entity (in the corporations law sense) may
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seek to make the election for itself becauseit is a separate taxpayer from
the taxpayer that has prepared the financial report.

9.33 In this regard, any entity that is a controlled entity (in the
corporations law sense) of another entity that is eligible to make the
election is also able to make the election. However, this is on the proviso
that the audited financial report is a consolidated financial report for the
reporting group of which the controller and the controlled entity are
members. That is, ataxpayer will be ableto make an election to rely on
financial reportsif its results for the relevant income year areincluded in
the audited financial reports of another entity, for exampleits parent’s
audited financial report.

9.34 Thiswill alow an entity to make the election to rely on financial
reports where the entity’ s financial arrangements are dealt with in a set of
audited financial reports of an accounting consolidated group of which it
is not the parent entity. This entity could be the head company of atax
consolidated/MEC group or a subsidiary in an accounting consolidated
groups.

9.35 To give effect to this, subsection 230-350(2A) provides that in
applying paragraph 230-350(2)(a) a financial report prepared by another
entity is treated as though it is prepared by the taxpayer if the other entity
is a connected entity of the taxpayer and it is a consolidated financial

report that covers both the taxpayer and the connected entity. [Schedule,
item 1, subsection 230-350(2A)]

9.36 It should be noted that internal audits and reviews (or an audit or
review of akind prescribed by regulation) areto be disregarded for this
purpose. [Schedule 1, item 1, subsection 230-350(3)]

9.37 In determining whether accounting systems, controls and
internal governance processes are reliable regard should be had to the
current accounting definition of ‘reliable’. The Framework for the
Preparation and Presentation of Financial Statements issued by the
AASB states, in paragraph 31, that:

‘To be useful, information must also bereliable. Information hasthe
quality of reliability when it is free from material error and bias and
can be depended upon by users to represent faithfully that which it
either purportsto represent or could reasonably be expected to
represent.’

Commissioner discretion

9.38 Subsection 230-355(1) provides the Commissioner with a
discretion to disregard ardevant qualified audit report, or relevant
adverse audit or review relating to the accounting systems, for the purpose
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of determining whether a taxpayer is digible to make the financial reports
election. In exercising this discretion, the Commissioner must take
account of the following factors:

* thereason for non-compliance with the particular accounting
standard,

» what remedial action (such as changes to accounting systems
and controls and internal processes) has been undertaken to
address the non-compliance with the accounting standards;

» whether the taxpayer is subject to any regulatory oversight
(eg, by the Australian Securities and Investment Commission
or the Australian Prudential Regulatory Authority) and, if so,
any opinions prepared by those regulators in respect of
changes to accounting systems and, controls and internal
governance processes; and

» any other relevant matter.
[Schedule 1, item 1, subsections 230-355(1) and (2)]

9.39 While Subdivision 230-F provides the Commissioner with
adiscretion to disregard paragraphs 230-350(2)(c) and (€), the

purpose of the discretion is not to reduce the level of integrity and
reliability of financial reports which are required for the purposes of
Subdivision 230-F. Rather, the discretion is designed to provide abasisto
ensure that the compliance cost saving in Subdivision 230-F will be
availableto a taxpayer despite not technically being able to satisfy
paragraphs 230-350(2)(c) and (€) — refer to paragraphs 5.11 and 5.20 to
5.26 for discussion of thesefactors.

9.40 Particular emphasisisto be placed on what, if any, external
regulation or review the taxpayer is subject to. That is, independent
verification by an external regulator as to the quality of the accounting
systems and any remedial action undertaken will be an important factor.

941 Where ardevant qualification isin respect of a minor matter in
an auditor’ s report, it will be possible for the Commissioner to determine
that the audit requirements under paragraphs 230-350(2)(c) and (€) have
been satisfied in theincome year in which an auditor’s report is qualified.
What is minor will depend on the context and the circumstances of the
particular case. Depending on the circumstances, it may be important for
the Commissioner to be satisfied that appropriate remedial action has been
undertaken by the taxpayer.
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Overall gain or loss requirement

9.42 Once an election has been made to apply Subdivision 230-F, it
only applies to those financial arrangements where, over thelife of the
financial arrangement, it could reasonably be expected that the same
overall gain or lossis recognised for tax purposes as would have been
recognised if Subdivision 230-F did not apply, but the other relevant
methods under the provisions of Division 230 (including the el ective
method) had been chosen and had applied. [Schedule 1, item 1,

paragraph 230-360(1)(e) and subsection 230-360(2)]

Subgantially the same methods

9.43 A further requirement for an eection under Subdivision 230-F to
apply, is that the results of the method used to determine the gain or loss
on afinancia arrangement for each income year in the financial reportsis
substantially the same as the results from the methods that would have
applied under the provisions of Division 230 assuming the relevant
methods (including the elective methods), except for Subdivision 230-F,
had been chosen and had applied [Schedule 1, item 1, paragraph 230-360(1)(f)
and subsection 230-360(2)]. The results from each of these methods would be
expected to be substantially the same if the financial reports method
spreads the gains or losses arising on the financial arrangement in the
financial report in such away that the gains or losses brought to account
in each income year were similar to the spread of gains and losses brought
to account under the other Subdivisions of Division 230 (assuming that
the other relevant e ective methods had been chosen and had applied).

9.44 In determining whether the results of the method are
substantially the same, taxpayers are (in respect of financial arrangements
that are not fair valued) to disregard the impact of impairment testing

(ie, the possibility of making a provision for doubtful debts) from an
accounting perspective, when they first start to hold the relevant financial
arrangement. [Schedule 1, item 1, subsection 230-360(2)]

Assume other € ections made

9.45 For the purposes of determining whether an entity reasonably
expects to make the same overall gain or loss on afinancial arrangement
and for determining whether the differences in methods applied under
Division 230 (other than Subdivision 230-F), an entity is able to assume
that afair value election under Subdivision 230-C and a general foreign
exchange retranslation election under Subdivision 230-D have been made.
This prevents taxpayers from having to have valid elections in place
solely for the purpose of being able to make a valid e ection under
Subdivision 230-F. [Schedule 1, item 1, subsection 230-380(7)]
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Which entities can elect the financial reports method?

9.46 Any entity that prepares audited financial reports and that
satisfies the preconditions discussed above is able to make a financial
reports election. [Schedule 1, item 1, section 230-350]

Making the election

9.47 Any taxpayer may make a financial reports eection, but it will
only be valid for those taxpayers which meet the entry requirements.

9.48 In the case of atax consolidated group or amultiple entry
consolidated group (MEC group), €lections are made by the head
company of the group. Generally, an election under Division 230 will
apply to all the rdevant transactions of all members of the consolidated
group or MEC group. However, there is an exception to this where a tax
consolidated group or MEC group includes a member that carries on a
‘lifeinsurance business'. Where a member of the group carries on alife
insurance business, the head company can specify whether or not the
election will apply to the life insurance business carried on by that
member of the group. [Schedule 1, item 1, subsection 230-365(10)]

9.49 A regulation-making power allows for regulations to be made
specifying other types of businesses for which the fair value electionin

respect of financial arrangements will not apply.
[Schedule 1, item 1, subsection 230-365(11)]

9.50 The making of avalid eection and its application to a member
of a consolidated group that carries on life insurance business is discussed
in more detail in Chapter 5.

9.51 It isimportant to note, however, that an election under
Subdivision 230-F does not in fact result in e ections being made under
Subdivisions 230-C and 230-D.

Financial arrangements subject to the election to adopt the financial
reports method, and the effect of that election

To what financial arrangements does the election to adopt the financial
reports method apply?

9.52 For a discussion of the common application of this election to
financial arrangements, refer to Chapter 5.

9.53 An election under Subdivision 230-F applies to all financial
arrangements first held in the income year in which the election is made
and all future income years, providing they each satisfy the relevant
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conditions in subsection 230-360(1). For example, the overall gain or loss
in the financial reports must reasonably be expected to be equivalent to
that which would otherwise arise under Division 230 (apart from
Subdivision 230-F).

9.54 Where a financial arrangement is an intra-group transaction for
the purposes of Australian Accounting Standard AASB 127 Consolidated
and Separate Financial Statements (or comparable), the financial
arrangement is deemed to be an arrangement that is recognised in a set of
audited financial reports and classified as at fair value through profit or
|0ss [Schedule 1, item 1, subsection 230-360(3)]. For further discussion of this,
refer to Chapter 5.

9.55 An election under this Subdivision does not apply to financial
arrangements that are held by a taxpayer in any income year prior to the
making of the election under this Subdivision, except where a further
election is made under the transitional arrangements (refer to Chapter 12).
[Schedule 1, item 1, paragraph 230-360(1)(b)]

9.56 Where a taxpayer has made an el ection under

Subdivision 230-F, separate fair value and retrandation elections are not
necessary for any financial arrangement which are subject to the eection
(though they can still be made and will apply if afinancial reports dection
ceases to apply in circumstances where the requirements for those other
elections continue to be satisfied). Where a taxpayer is unableto, or does
not want to, make an e ection under Subdivision 230-F, they may still able
to make separate eections under Subdivisions 230-C and 230-D as

appropriate.
Financial arrangements to which the e ective Subdivisions do not apply

9.57 An election under Subdivision 230-F cannot apply to afinancial
arrangement where the arrangement is an equity interest and where:

» thetaxpayer istheissuer of the equity interest [Schedule 1,
item 1, subsection 230-365(1)]; Or

» theequity interest is not classified or designated as at fair
value through profit or 10ss [Schedule 1, item 1, paragraph
230-360(1)(d)].

For these purposes an ‘equity interest’ includes aninterest in atrust or a

partnership that satisfies the requirements of subsection 820-930(1).
[Schedule 1, item 7, subsection 820-930(1)]

9.58 Where a member of atax consolidated group or MEC group
carries on a life insurance business, the head company is able to specify
that an dection under Subdivision 230-F will not apply to financial
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arrangements of the member of the consolidated group or MEC group to
the extent that the financial arrangement relates to the life insurance
business, as discussed in Chapter 5. [Schedule 1, item 1, subsection 230-365(3)]

9.59 An election under Subdivision 230-F does not apply to
transactions that are subject to Subdivision 230-E (hedging). Thereason
for thisis that the tax hedge rules allow for tax classification hedging,
which is not reflected in financial reports. To preserve the after-tax
symmetry in respect of hedging financial arrangements, it is essential that
Subdivision 230-E take precedence over Subdivision 230-F. [Schedule1,
item 1, subsection 230-45(5)]

Effect of relying on financial reports

9.60 For a discussion of the common application of this election to
financial arrangements refer to Chapter 5.

9.61 Where an e ection made under Subdivision 230-F appliesto a
financial arrangement, the gain or loss required by the relevant accounting
standard to be included in profit or loss in the financial report for that
financial arrangement will represent the gain or loss for income tax
purposes.

9.62 In particular, the effect of making an election under this
Subdivision is that the taxpayer relies on their financial reports to
determine whether they have, and the amount of, again or loss from a
relevant financial arrangement and when the gain or lossis regarded as
arising. [Schedule1, item 1, section 230-370]

9.63 However, some specific adjustments are made to the amount of
thegain or loss that is recognised for Division 230 purposes. Thefirst of
these adjustments relate to franked distributions and the second relates to
amounts arising on impairment of certain financial arrangements.

Adjustment for franked distributions

9.64 Franked distributions (received either directly or indirectly) and
rights to receive franked distributions (either directly or indirectly) areto
be disregarded in the terms of the assessing provisions of Division 230.
The effect of excluding franked distributions from the scope of the
financial reports election is to ensure that these distributions will remain
assessable in accordance with section 44 of the I TAA 1936. Assessing
the distribution under section 44 of the ITAA 1936 rather than under
Division 230 will ensure that the imputation system works appropriately
in respect of distributions such that franking credits allocated to such
distributions are available to the recipient in the income year in which the
distribution is taxed to the recipient.
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9.65 Absent a specific rule, adividend (distribution) may be declared
in favour of a shareholder and the accounting standards (eg, Australian
Accounting Standard AASB 118 Revenue) would have required the
taxpayer to recognise revenue (ie, a gain) in respect of the declared
distribution. At thistime, however, the dividend could not be franked.
Later when the dividend is actually paid, that payment would not be
assessed to the taxpayer because of the operation of the anti-overlap rule
(section 230-20) and, accordingly, franking benefits would not be allowed
to the sharehol der.

9.66 The exclusion of franked distributions will apply egqually to
distributions received directly by the taxpayer from a corporate tax entity
or received indirectly by the taxpayer as a beneficiary of atrust or through
a partnership. In these cases, a beneficiary of atrust (and equally a
taxpayer that will receive franked distributions through a partnership) will
only recognise a dividend either when it is received through the trust or
when the dividend is declared but not paid and the beneficiary knows how
much it will actually receive. If this cannot be determined by the
beneficiary, then the exclusion will not apply.

Example 9.2: Dividend payment

On 1 July 2008 Barri Co acquires ordinary sharesin UE Co for

$50 million and makes the financial reports eection in respect of al its
financial arrangements. At 30 June 2009 the sharesin UE Co have a
market value of $65 million. On 1 May 2009 UE Co pays fully
franked dividends of $6 million. Barri Co's taxable income for the
2008-09 year includes the fair value gain of $15 million

($65 million - $50 million) and a dividend of $6 million (ignoring
grossing-up for franking credits). However, Division 230 will only
assess the fair value gain of $15 million. Thedividend paid by UE Co
will be assessed under section 44 of the ITAA 1936.

At 30 June 2010 the sharesin UE Co have a market value of

$90 million. No dividendshave been paid for thisincome year.
Barri Co's taxableincome for the 2009-10 income year includes the
fair value gain of $25 million ($90 million —$65 million).

Adjustment for impairment of financial arrangement

9.67 Where a debt arrangement that is subject to the financial reports
election subsequently becomes impaired (as determined under the
Accounting Standards), the arrangement ceases to be subject to
Subdivision 230-F, except where the arrangement isfair valued. This

is because the arrangement ceases to satisfy the requirements of
paragraph 230-360(1)(f) — that is, it cannot be said that the differencesin
the results of the accounting method and the compounding accruals
method in Subdivision 230-B are reasonably expected to be not
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substantial. The reason for thisis that the compounding accruals method
does naot recognise a provision for doubtful debts. Hence, the relevant
financial arrangement will become subject to the remainder of

Division 230 other than Subdivision 230-F. If the financial arrangement
falls within the scope of Subdivision 230-B (accruals and realisation
method) and the impairment is later written-off as a bad debt, the
provisions within Subdivision 230-B will apply to allow a deduction for
amounts previously recognised as gains from the arrangement. Also, if at
some future time, the debt arrangement ceases to beimpaired, it cannot be
subject to Subdivision 230-F again. [Schedule 1, item 1, subsection 230-375(4)]

9.68 Where a debt arrangement that is subject to Subdivision 230-F
becomes impaired, and the financial reports dection ceases to apply toit,
the arrangement is specifically precluded from being subject to a
balancing adjustment [Schedule 1, item 1, subsection 230-380(4)]. The reason
for thisisthat if a balancing adjustment were applied at the time the
financial arrangement becomes impaired, the taxpayer would receive an
immediate deduction for the impairment of the debt arrangement. Such a
result is contrary to the general policy in relation to doubtful debts for
financial arrangements that are not subject to the fair value election (as
described in Chapter 4).

Interaction with other tax-timing elections under Division 230

9.69 Where a taxpayer has made elections under Subdivision 230-C
and or Subdivision 230-D, and subsequently e ects to apply Subdivision
230-F, the Subdivision 230-F dection will apply to all financial
arrangements entered into in the income year in which this election was
made or alater income year, even if they would otherwise have been
subject to Subdivision 230-C and/or Subdivision 230-D.

Where requirements for election are no longer satisfied

9.70 Although an éection to rely on financial reportsisirrevocable,
the election may cease to apply, depending on the circumstances of either:

o all of ataxpayer’sfinancial arrangements; or

» one or more particular financial arrangements of the
taxpayer.

[Schedule 1, item 1, section 230-375]

9.71 If an election to rely on financial reports ceases to apply to a
particular financial arrangement, that eection cannot subsequently reapply
toit. [Schedule1, item 1, subsection 230-375(4)]
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9.72 Refer to Chapter 5 for further information as to when an eection
to rely on financial reports will ceaseto apply.

Balancing adjustment if an election ceases to apply

9.73 Where an eection to rely on financial reports ceases to have
effect in relation to, or ceases to apply to, a particular financial
arrangement, from the start of a particular income year, a balancing
adjustment is made at that time in respect of the arrangement [Schedule 1,
item 1, subsections 230-380(1) and (3)]. A balancing adjustment does not apply
to afinancial arrangement where it becomes impaired (see

paragraphs 9.67 and 9.68). [Schedule 1, item 1, subsection 230-380(4)]

9.74 The balancing adjustment is to be made in accordance with the
balancing adjustment requirements as set out in Subdivision 230-G

(see Chapter 10). The balancing adjustment made is the balancing
adjustment the taxpayer would have made if the taxpayer disposed of each
relevant arrangement at the start of the income year in which the election
ceased to apply for its market value and immediately reacquired it at that
timefor that value. [Schedule 1, item 1, section 230-380]

9.75 In some limited circumstances, it is possible that no amount will
be bought to account as a result of the application of the balancing
adjustment where a financial arrangement ceases to be subject to
Subdivision 230-F.

Example 9.3: Hierarchy of eections and balancing adjustment

Bill Co has made valid dections under Subdivisions 230-C,
230-D and 230-F that apply to itsincome year that commences
on 1 July 2008. Asaresult of the operation of Division 230,
Bill Co rdies on the operation of Subdivision 230-F to quantify
its fair value and foreign exchange retranslation gains and | osses
— as opposed to relying on Subdivisions 230-C and 230-D.

In respect of the financial reports for the year ended 30 June
2011, the auditor’ s report is relevantly qualified such that Bill
Co can no longer rely on Subdivision 230-F to determine its
gains and losses. Asthe qualification isin respect of the
accounting systems and controls, Bill Coisabletorely on
Subdivisions 230-C and 230-D to determine the value of its
relevant gains and losses in respect of relevant financial
arrangements.

As aresult of this, and the fact that Subdivision 230-F ceases to
apply from the start of the income year, the balancing
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adjustment would be calculated as follows for a financial
arrangement that is being fair valued:

Assumethefollowing:

» Acquired financial arrangement for $200 at 1 September
2009.

e Fair value as at 30 June 2010 is $250.

* Amount included in assessable income for year ended
30 June 2010 is $50.

Step 1 — thetotal of financial benefits received under the
financial arrangement.

$250

Step 2 — thetotal of the financial benefits provided under the
financial arrangement (ie, $200 for the acquisition) and the total
of the amounts that have been included in assessable income
before the transfer or cessation, as gains from the arrangement
(%50 gain attributable to the changein fair value).

$250

Step 3 — compare the step 1 amount with the step 2 amount. If
the amounts are equal, asthey arein this example, no balancing
adjustment is made.

9.76 Chapter 5, in respect of the el ective Subdivisions, and
Chapter 10 more generally, provide further detail as to the operation of the
balancing adjustment rules contained in Subdivision 230-G.

Making of a new election

9.77 Where a taxpayer has made an e ection which ceases to have
effect, they may later make a new election where the conditions for
making an e ection are once more satisfied (refer Chapter 5). With
respect to an election under Subdivision 230-F, if it ceased to have effect
because of a qualified audit in respect of the treatment of a financial
arrangement or an adverse assessment of the taxpayer’ s accounting
systemsin areport of an audit or review, the election can only be
remade four years following the income year in which these particular
requirements werefirst failed. [Schedule 1, item 1, paragraph 230-350(2)(c) and
subsection 230-375(2)]
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Chapter 10

Balancing adjustment on disposing of
financial arrangements

Outline of chapter

10.1 This chapter explains when a financial arrangement (or part of a
financial arrangement) is transferred or otherwise ceases to be held, and
the consequences following these events.

10.2 For convenience, the expression ‘disposal’ is used to refer to a
financial arrangement (or part of afinancial arrangement), ceasing to be
held or being transferred.

Overview of balancing adjustments on disposal

A balancing adjustment

10.3 A balancing adjustment on disposal is an additional amount of
gain or loss brought to account on the disposal of a financial arrangement
to ensure the correct amount of gain or loss is brought to account from
holding and disposing of the financial arrangement. Amounts recognised
prior to disposal are taken into account in working out any gain or loss on
disposal. This corrects any previous under-allocation or over-allocation of
againor loss before disposal.

Gains and losses from disposal of a financial arrangement

104 Gains and losses from disposing of a financial arrangement (or a
part of it) may arise from atransfer to another person of rdevant rights
and/or obligations under the arrangement. Gains and losses from
disposing of afinancial arrangement can also be made when al therights
and/or obligations which exist under the arrangement cease. Both gains
and losses from either transfer or cessation require a balancing
adjustment.
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Disposal of a financial arrangement

General rule

105 The general ruleisthat disposal of a whole financial
arrangement, that is, adisposal of all the rights and/or abligations
under the financial arrangement, occurs if those rights and/or
obligations end or are transferred to another person.

10.6 The ending of the rdlevant rights and/or obligations can occur in
different ways, for example, through their discharge (of obligations) or
satisfaction, expiry, close out, forfeiture or maturity.

10.7 A transfer of aright or obligation (which isaform of aright or
obligation ending) can occur in different ways, for example, as aresult of
asale, under alegal defeasance (of obligations), or an assignment (of
rights). However, if afinancial arrangement is an asset atransfer is
effectively taken not to occur unlessits effect is to transfer to another
entity substantially all the risks and rewards of ownership of the asset.

Partial disposal

10.8 A partial disposal of afinancial arrangement can occur only if
thereis atransfer of one of the following types:

» aproportionate share of all therights and/or obligations
under the financial arrangement;

» aright or obligation under the financial arrangement to a
specifically identified financial benefit; or

» aproportionate share of aright or obligation under the
financial arrangement to a specifically identified financial
benefit.

Special rules or exceptions to the general rule

10.9 The genera rules outlined above are overridden by special rules
and exceptions dealing with equity interests, hedging, margining,
historical rateroll-over, conversion or exchange and commercial debt
forgiveness.

Equity interests

10.10 A balancing adjustment is not made if the financial arrangement
is an equity financial arrangement and neither the fair value method nor
the elective financial reports method apply to it. Such afinancial
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arrangement will be outside the scope of Division 230; rather any disposal
may be subject to the capital gains tax measures (if they are not on
revenue account).

Hedging

10.11  Thetax hedging provisions provide tax matching between the
hedging financial arrangement and the hedged item or items. To allow
this matching, it may be necessary to defer a gain or loss on the hedging
financial arrangement past the time of its disposal, at which time it would
otherwise be recognised for income tax purposes.

10.12  Further, an equity interest which is a hedging financial
arrangement may have that part of the gain or loss which is attributable to
acurrency exchange rate effect worked out under the hedging provisions.

10.13  Hence, the balancing adjustments otherwise required are subject
to the operation of the tax hedging provisions.

Bad debts

10.14  Thewriting off of a bad debt would not be a disposal of a
financial arrangement. Thus a balancing adjustment is not made when a
financial arrangement is written off as a bad debt.

Margining

10.15 A balancing adjustment is not required for exchange traded
derivatives that are subject to margining.

Historic rate roll-over

10.16  Thereisaspecific rule providing that an historic rate roll-over of
aderivativefinancial arrangement is taken to be a ceasing of all therights
and/or obligations under the arrangement. Accordingly, a balancing
adjustment may be required on disposal.

10.17  However, this will be subject to the operation of the tax hedging
rules. Accordingly, the gain or loss on disposal of an historic rateroll-
over derivative contract (used in a hedging context) may be deferred and
matched to the timing and treatment of the gain or loss on a hedged item
for tax purposes.
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Conversion or exchange

10.18 A balancing adjustment will not be required by a conversion or
exchange of a traditional security into ordinary sharesif it was issued on
the basis that it will, or may:

e convert into ordinary shares of the issuer or a connected
entity of the issuer, and the ceasing of the rights or
obligations under the financial arrangement that is the
security, is becauseit is converted into such shares; or

» exchangeinto the ordinary shares of an entity other than the
issuer or a connected entity of the issuer, and:

— itisexchanged for such shares; and

— if the ceasing of therights or obligations occurs because
of adisposal, the disposal is to the issuer or a connected
entity of the issuer.

Subsidiary member leaving a consolidated group

10.19 A balancing adjustment is not made in relation to the financial
arrangement of a subsidiary member which ceases to be a member of a
consolidated group, or amultiple entry consolidated group as a result
of ceasing to be a member of that group.

Commercial debt forgiveness

10.20 A cancellation or other discharge of abligations under afinancial
arrangement which qualifies as commercial debt forgiveness will be
subject to the commercial debt forgiveness provisions. The gain which
would be subject to Division 230 is reduced to the extent that the gain is
covered by the commercial debt forgiveness provisions. Accordingly, to
the extent that the commercial debt forgiveness provisions apply no
balancing adjustment is required.

What amount is recognised as a result of the disposal?

10.21  Theamount to be recognised as aresult of a disposal (ie, the
disposal balancing adjustment), is that amount which ensures that the
entity’s overall gain or loss from having the financial arrangement (or the
relevant part of it) is recognised.

10.22  Thus, amounts recognised prior to the disposal are taken into
account in working out the amount of any disposal gain or loss.
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10.23  Inorder to work out the gain or loss, relevant costs must be
taken into account. So, the gain or loss in respect of the disposal of rights
and/or obligations comprising the whole or part of a financial arrangement
must factor in the costs (if any) in respect of the arrangement or the
relevant part of the arrangement, at the time of disposal.

Compl ete cessation or transfer

10.24  Inbroad terms, balancing adjustment on disposal of a whole
financial arrangement is worked out as (1+2+3) — (4+5+6) where:

1 =thetota of the financia benefits received;

2 =thetotal of amountsthat have been allowed as deductions and
would have been allowable deductions before the disposal;

3 =thetotal of amounts allowed as deductions because of the
transitiona balancing adjustment;

4 = thetotal of al financia benefits provided;

5 =thetotal of amounts that would have been include in assessable
income and have been included in assessable income before the
disposal; and

6 = the total of amountsincluded in assessable income because of the
transitional balancing adjustment.

10.25 If thedisposal balancing adjustment is positive (ie, the sum of 1,
2 and 3 exceeds the sum of 4, 5 and 6) the amount is a gain made from the
financial arrangement and is included in assessable income. Conversely,
if the disposal balancing adjustment is negative, the amount is a loss made
from the arrangement and may be an allowable deduction.

10.26  If abalancing adjustment is required for a partial disposal in

certain circumstances the variables in the balancing adjustment formula
are adjusted to take into account the nature of the partial disposal.

Disposal balancing adjustment made in year of disposal

10.27  Thegain or loss produced by the disposal balancing adjustment
is made in the year in which the disposal occurs.
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Context of amendments

10.28  Under the current incometax law, there are several provisions
dealing with the tax consequences of disposing of financial arrangements
which would qualify as financial arrangements under proposed

Division 230. They include both general and specific provisions such as:

* sections 26BB and 70B of the Income Tax Assessment
Act 1936 (ITAA 1936);

e section 159GS of the ITAA 1936;

e sections 6-5 and 8-1 of the Income Tax Assessment Act 1997
(ITAA 1997); and

* Part 3-1 of theITAA 1997.

10.29  Theseprovisions apply in different circumstances and in
different ways. For example:

» sections 26BB and 70B generally operate when an
‘arrangement’ is ‘redeemed’ or ‘disposed of’. While
‘redeemed’ is not defined, ‘ dispose is defined in
subsections 26BB(1) and 70B(1);

» section 159GS operates when an arrangement is ‘transferred’.
The definition of ‘transfer’ (in subsection 159GP(1)) is
similar to, but not the same as, the definition of ‘dispose’ in
subsections 26BB(1) and 70B(1);

» sections 6-5 and 8-1 generaly rely on the concept of
realisation to bring to account gains and losses on disposal;
and

o Part 3-1 of the ITAA 1997 reies on the concept of capital
gainstax (CGT) events.

10.30 Thus, thereis an amalgam of general and specific provisions
without any common or uniform treatment applicable to the disposal of
financial arrangements. Thereis no explicit principled framework for
considering what is disposed of, when it is disposed of, and how to
quantify the amount to be recognised for tax purposes as aresult of the
disposal.

10.31  More specifically, the current law does not contain a
comprehensive provision dealing with the tax consequences of disposing
of financial arrangements that are liabilities in a non-forgiveness context.
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This means, for example, that it is not clear whether the tax treatment of
the defeasance of debt instruments falls under the general deduction and
income provisions, under the CGT provisions or under a specific
provision. Inaddition, it is not clear to what extent gains and losses on
such defeasances are recognised under the current income tax law.

10.32  In specifying how much gain or loss is to be brought to account
at the time of disposal, it is necessary to determine how much has already
been brought to account, in respect of the financial arrangement or
relevant part of it. Any alocation of gain or loss from the financial
arrangement prior to that time (eg, under the accruals provisions), is taken
into account to ensure that only the actual net gain or loss from the whole,
or part, of thefinancial arrangement is recognised for income tax
purposes. That is, an adjustment is made on disposal for any previous
under-allocation or over-allocation. This adjustment on disposal is
referred to as a‘ balancing adjustment’.

Summary of new law

10.33  Proposed Subdivision 230-G provides that a balancing
adjustment is made when all the rights and/or obligations under a financial
arrangement cease or are transferred to another person. In certain
circumstances, a balancing adjustment is also made when thereis a partial
transfer.

10.34  Inbroad terms, the balancing adjustment gain or lossis
calculated by netting the financial benefits received and provided under
the arrangement — including the consideration received or provided in
relation to the cessation or transfer — and any amounts that have been (or
would have been) brought to account for income tax purposes from the
arrangement until the cessation or transfer.

10.35  Thisbalancing adjustment gain or loss is made in the income
year in which the cessation or transfer occurs.

Comparison of key features of new law and current law

New law Current law
The new law containsa single A number of separate and ad hoc
provision covering the tax provisions govern the tax
conseguences (including the consequences of the disposal of
balancing adjustment) arising from different types of financia
the disposal of different types of arrangements.
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New law Current law

financial arrangements other than

arrangements to which the hedging

rules apply.

The provision covers gains and Itisnot clear to what extent gains

losses from the disposal of liabilities | and losses from the disposal of

in a non-forgiveness context. liahilities (in anon-forgiveness
context) are recognised for tax
purposes.

Specific rules clarify the tax Itisnot clear how margining and

treatment of margining and historic historic rate roll-over arrangements

rate roll-over arrangements for for derivatives aretreated for tax

derivatives. purposes.

Detailed explanation of new law

10.36  Inbroad terms, gains and losses from financial arrangements can
be made in one of two ways:

» having afinancial arrangement; or
 disposing of afinancial arrangement.

10.37  Gainsfrom having afinancial arrangement can flow from, for
example, theright to receiveinterest or an amount represented by
discount, whilelosses from having a financial arrangement can flow from,
for example, the obligation to provide interest or an amount represented
by discount. Theinterest is paid or received under the arrangement in
question. Guidance on how the taxpayer should treat these gains and
losses is not addressed in this chapter. Relevant guidance on these gains
and losses, and other gains and losses which arise from the expiry or
performance of rights and/or obligations while the financial arrangement
continues in operation, is set out in other Subdivisions of Division 230
and in other relevant chapters of this explanatory memorandum.

10.38  Gains and losses from disposing of a financial arrangement (or a
part of it) may, however, arise from a transfer to another person of
relevant rights and/or abligations under the arrangement. Gains and
losses from disposing of a financial arrangement can also be made when
al therights and/or obligations which exist under the arrangement cease.
Both of these types of gains and losses (ie, from transfer or disposal) are
the gains and losses that Subdivision 230-G apply to.

10.39  Thedesign of the disposal provisions in Subdivision 230-G
takes into account the derecognition criteria adopted by Accounting
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Standard AASB 139, Financial Instruments: Recognition and
Measurement.

What constitutes a disposal?
General rule

10.40 Thegenera ruleisthat disposal of awhole financial
arrangement, that is, adisposal of all the rights and/or abligations
under the financial arrangement, occurs if those rights and/or

obligations cease or are transferred to another person. [Schedule 1, item 1,
paragraphs 230-385(1)(a) and (b)]

1041 A cessation of the rdevant rights and/or obligations can occur in
different ways, for example, through their discharge (of obligations) or
satisfaction, expiry, close out, forfeiture or maturity.

1042 A transfer of aright or obligation (which isaform of cessation)
can itsdf occur in different ways, for example, asaresult of a sale, under
alegal defeasance (of obligations), or an assignment (of rights). If a
financial arrangement is an asset, however, atransfer is effectively taken
not to occur unlessiits effect is to transfer to another entity substantially all
the risks and rewards of ownership of the asset [Schedule 1, item 1,

subsection 230-385(3)]. Thus, for example, the security subject of the ‘repo’
in Example 2.5 would be treated as having not been transferred for
Subdivision 230-G purposes.

10.43 A partial disposal of afinancial arrangement can occur only if
thereis atransfer of one of the following types:

» aproportionate share of all therights and/or obligations
under the financial arrangement [Schedule 1, item 1,
subparagraph 230-385(1)(c)(i)];

» aright or obligation under the financial arrangement to a
specifically identified financial benefit [Schedule 1, item 1,
subparagraph 230-385(1)(c)(ii)]; Or

» aproportionate share of aright or obligation under the
financial arrangement to a specifically identified financial
benefit [Schedule 1, item 1, subparagraph 230-385(1)(c)(iii)].

Special rules or exceptions

10.44  Thegeneral rules outlined above are overridden by special rules
and exceptions dealing with equity interests, hedging, margining,
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historical rateroll-over, conversion or exchange and commercial debt
forgiveness.

Equity interests

1045 A balancing adjustment is not made if the financial arrangement
is an equity financial arrangement (as described in Chapter 2) — and
neither Subdivision 230-C nor Subdivision 230-F apply to the financial
arrangement [Schedule 1, item 1, subsection 230-390(1)]. The effect of thisis
that, unless the elective fair value method or the election to rely on
financial reports applies to an equity financial arrangement, the disposal
gain or lossin respect of that equity financial arrangement will not be
worked out under Subdivision 230-G, but rather will be determined by
provisions outside of Division 230. Accordingly, the disposal gain or loss
from such an arrangement will not necessarily be on revenue account.

Hedging

1046  Asexplained in Chapter 8, the tax hedging provisions are
designed to provide appropriate tax matching between the hedging
financial arrangement and the hedged item or items. To establish this
matching, it may be necessary to defer again or loss on the hedging
financial arrangement past the time at which it would otherwise be
recognised for incometax purposes, dueto its disposal. In addition, an
equity interest which is a hedging financial arrangement may have that
part of the gain or loss which is attributable to a currency exchange rate
effect worked out under the hedging provisions. Hence, the balancing
adjustments otherwise required by Subdivision 230-G are subject to the
operation of thetax hedging provisions in Subdivision 230-E.

Bad debts

10.47  Although the writing off of a bad debt would not constitute a
transfer or cessation of a financial arrangement, Subdivision 230-G makes
it clear that a balancing adjustment is not made when a financial
arrangement, in part or whole, is written off as a bad debt [Schedule 1, item 1,
paragraph 230-390(3)(a)]. Specific rules for bad debt deductions areincluded
in the accruals method and realisation method. To permit the ongoing
operation of the bad debt provision in section 25-35, thereis an exception
to the anti-overlap rulein section 230-25.

Margining

10.48  Exchangetraded derivatives typically are subject to margining
requirements. Thus, on adaily basis, the party carrying aloss on the
contract isrequired to settleit by making a payment. It is arguable that
the settlement of the contract means that the rights and obligations under it

318



Balancing adjustment on disposing of financial arrangements

come to an end because they are satisfied and that thereistherefore a
disposal.

10.49 However, it appearsthat upon payment, under margining
requirements, a new contract equivalent to the settled contract (other than
asto price) is created to replace the settled contract. The effect, therefore,
is that the parties to the contract are in the same economic position as
before the settlement but for the margin payment and the new price.

10.50  Except for the margining requirement, there would not have
been a settlement of the old contract. In these circumstances, it is
appropriate for the settlement of the exchange traded derivative, dueto
any margining requirements, not to giverise to a balancing adjustment.
Thisiswhat paragraph 230-390(3)(b) gives effect to, although the
provision is not limited to exchange traded derivatives. This exclusion
from having the balancing adjustment apply extends to any financial
arrangement that is a derivative financial arrangement, which is settled or
closed out for margining purposes.

1051  Asexplained in Chapter 8, derivative financial arrangements
arefinancial arrangements that:

» changeinvaluein responseto a change in a specified
variable or variables; and

* requirelittle or no net investment, in that the net investment
is smaller than that required for other types of financial
arrangements — that is, other than derivative financial
arrangements — which would be expected to have similar
results to changes in market factors (see Chapter 8).

[Schedule 1, item 1, subsection 230-305(1)]

10.52 It should be noted that the margining process is different to the
process which occurs when an entity does not wish to maintain its
exposure under the derivative contract. In this case, it appears that under
clearing house rules there is a close-out, but no creation of an equivalent
contract (but for price). A close-out in this situation, whichis not for
margining purposes, would constitute a disposal because the rights and
obligations under the contract are extinguished and there is no exception
which provides otherwise.

Historic rate roll-over

10.53 Theterm of a derivative financial arrangement may be able to be
extended or ‘rolled over’ at a non-market or ‘off market’ rate which
reflects the original or *historic’ rate at which the financial arrangement
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was entered into, and the extension of credit by the party that hasa gainin
relation to the financial arrangement, at that time, to the other party. This
is commonly referred to asan ‘historic rateroll-over’.

10.54 Insubstance, at theroll-over date, thereis a cessation by way of
expiry of the rights and/or obligations under the derivative financial
arrangement. Whether thereis an expiry as a matter of contract law may
not be clear. Accordingly, to avoid doubt, thereis a specific rulein
Subdivision 230-G to provide that an historic rate roll-over of a derivative
financial arrangement is taken to be a ceasing of all the rights and/or
obligations under the arrangement. [Schedule 1, item 1, subsection 230-385(4)]

10.55 As mentioned above, this and other disposal situations are
subject to the operation of the tax hedging rules in Subdivision 230-E.
Accordingly, the gain or loss on disposal of an historic rate roll-over
derivative contract (used in a hedging context) may be ableto be deferred
and matched to timing and treatment of the gain or loss on a hedged item
for tax purposes; this will depend on the application of the tax hedging
rules (see Chapter 8).

Conversion or exchange

10.56 A balancing adjustment will not arise by virtue of the conversion
or exchange, as the case may be, of a traditional security into ordinary
sharesif it was issued on the basis that it will, or may:

e convert into ordinary shares of the issuer of the security or a
connected entity of the issuer, and the ceasing of therights or
obligations under the financial arrangement that is the
security, is becauseit is converted into such shares [Schedule 1,
item 1, paragraph 230-390(3)(c)]; and

» exchangeinto the ordinary shares of an entity other than the
issuer of the security or a connected entity, and:

* itisexchanged for such shares; and

 if the ceasing of therights or obligations occurs because of a
disposal, the disposal is to the issuer of the traditional
security or a connected entity of the issuer [Schedule 1, item 1,

paragraph 230-390(3)(d)].
Commercial debt forgiveness

10.57 It should be noted that a cancellation, or other discharge of
obligations under a financial arrangement, which qualifies as commercial
debt forgiveness would fall to be considered under Division 245 of
Schedule 2C to the ITAA 1936. The gain which would be subject to the
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proposed Division 230 is reduced, to the extent that the gain is captured
by Division 245 (see discussion in Chapter 2 also). [Schedule1, item 1,
section 230-420]

What amount is recognised for income tax purposes as a result of the
disposal?

10.58  Theamount to be recognised for income tax purposes, as aresult
of adisposal (ie, the disposal balancing adjustment), is that amount which
ensures that the entity’ s overall gain or loss from having the financial
arrangement (or therelevant part of it) is recognised.

10.59  Thus, amounts recognised prior to the disposal are taken into
account in working out the amount of any disposal gain or loss. This
process corrects for any under-allocation or over-allocation prior to the
disposal point.

10.60  Asexplained in Chapter 3, which deals with gains and | osses
from financial arrangements, the concept of again or loss is a net concept.
In order to work out the gain or loss, relevant costs must be taken into
account. So, the gain or lossin respect of the disposal of rights and/or
obligations comprising the whole or part of afinancial arrangement must
factor in the costs (if any) in respect of the arrangement or the relevant
part of the arrangement, at the time of disposal.

Compl ete cessation or transfer
10.61  Inbroad terms, the way in which the balancing adjustment for
cessation or transfer of the whole financial arrangement is worked out for

afinancial arrangement can be summarised in a formula, thus:

Disposal balancing adjustment = (a + b + ¢) — (d + e + f) where

a = | total of all financial benefits received under the financial arrangement
(subsection 230-395(1), step 1(a) in the method statement).

b = | total of amounts that, because of circumstances which occurred before
the transfer or cessation, have been allowed as deductions for losses from
the financial arrangement, or would have been alowed as deductions, if
all thelosses from the arrangement were allowable as deductions
(subsection 230-395(1), steps 1(b) and (c) in the method statement).

c= | total of amountsthat, because of circumstances that occurred after the
transfer or cessation, will be allowed as deductions to the entity because
of thetransitional balancing adjustment (refer Chapter 12), to the extent
to which those amounts are attributabl e to the financia arrangement
(subsection 230-395(1), step 1(d) in the method statement).

d = | total of al financid benefits provided under the financial arrangement
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(subsection 230-395(1), step 2(a) in the method statement).

e = | total of amountsthat, because of circumstances which occurred before
the transfer or cessation, have been included in the entity’' s assessable
income as gains from the financial arrangement, or would have been
included in assessable incomeif al the gains from the arrangement were
amounts of assessable income (subsection 230-395(1), steps 2(b) and (c)
in the method statement).

f = | total of amountsthat, because of circumstances which occurred after the
transfer or cessation, will be included in the entity’ s assessable income
because of thetransitiona baancing adjustment (refer Chapter 12), to the
extent to which those amounts are attributabl e to the arrangement
(subsection 230-395(1), step 2(d) in the method statement).

10.62 Itistheintention that, where running balancing adjustments
(generally relevant for gains or losses subject to the accruals method) have
been made over the period before disposal, these adjustments are taken
into consideration when cal culating the disposal balancing adjustment

under the method statement for the disposal balancing adjustment.
[Schedule 1, item 1, subsection 230-395(1), steps 1(b) and (c) and 2(b) and (c) in the
method statement]

10.63  If thedisposal balancing adjustment is positive (ie, when the
total of the step 1 amount exceeds the step 2 amount), the amount is a gain
made from the financial arrangement. If the disposal balancing
adjustment is negative (ie, when the total of the step 2 amount exceeds the
step 1 amount), the amount is a loss made from the arrangement.

[Schedule 1, item 1, subsection 230-395(1), step 3 in the method statement]

Example 10.1: Sale of afixed interest bond
Investor Co buys a five-year bond carrying a fixed annual coupon of
10 per cent per annum. The bond is bought for $1,000 and isto be
redeemed for $1,000 in five years.

Assume that, after receiving two coupons of $100 each and including
in its assessable income $200, Investor Co sdllsthe bond for $1,050.

The overall gain from having the bond is:
$250 = $1,050 + (2 x $100) — $1,000

Since $200 gain has already been included in Investor Co's assessable
income, only $50 hasto beincluded as a disposal gain.

Under the balancing adjustment formula, (a+ b + ¢) less (d + e +f), set
out in paragraph 10.37 (though c and f are not relevant in this
circumgtance), the gain or loss is determined as follows:
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(%$2,250 (per section 230-65, the $1,050 received on disposal is taken to
have been received under the financial arrangement that isthe bond) +
$0 + $0) =$1,250

less

(%$2,000 (per section 230-65, the $1,000 is taken to have been provided
under the financia arrangement that isthe bond) + $200 + $0) =
$1,200

= $50 gain on disposal.
Partial transfer

10.64  As mentioned in paragraph 10.8, there can be a balancing
adjustment for a partial disposal in certain circumstances. Inthese
circumstances, the variables in the above formula are adjusted to take into
account the nature of the partial disposal, as discussed in the following

paragraphs.

10.65 Wherethereisadisposal of a proportionate share of all the
rights and/or obligations under a financial arrangement, all the variables
are reduced by that proportion. [Schedule 1, item 1, subsection 230-395(2)]

10.66 Wherethereisadisposal of aright or obligation under a
financial arrangement of a specifically identified financial benefit, it is
necessary to determine what has happened in relation to that right or
obligation — for example, in terms of the cost already allocated — in
order to determine the gain or loss to be brought to account as a balancing
adjustment. Thisis done by determining, in relation to the particular
variable, what is reasonably attributable to the right or obligation.
[Schedule 1, item 1, subsection 230-395(3)]

10.67  Thisattribution of aright to receive or obligation to provide, or a
proportion of such aright or obligation, a financial benefit to a particular
financial benefit, must reflect appropriate and commercially accepted
valuation principles. These principles must take into account the nature

of therights and obligations under the financial arrangement, the risks
associated with each of the financial benefits, rights and obligations

under the arrangement, and the time value of money. [Schedulel, item 1,
subsection 230-395(5)]

10.68 Wherethereisadisposal of a proportionate share of aright to
receive or obligation to provide to a financial benefit under the financial
arrangement, to a specifically identified financial benefit, the two types of
adjustment discussed above both apply. That is, the starting point for each
of the variables in the formula is the amount reasonably attributable to the
particular right or obligation. These amounts are then reduced, by the
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disposal proportion, to arrive at the amounts actually used for
the variables in the formula [Schedule 1, item 1, subsection 230-395(4)].
This attribution must reflect the valuation principles discussed in
paragraph 10.67 [Schedule 1, item 1, subsection 230-395(5)].

Example 10.2: Assignment of rights to future amounts

Assignor Co makes a 10 year loan of $5 million to Borrower Co. The
loan pays a fixed annual coupon. Therate is8 per cent per annum.
Assume that thisis also the prevailing market interest rate.

Assignor Co immediately assignstheright to all theinterest payments
to Assignee Co for $2,684,033. This payment is the present value of
the future interest payments discounted at 8 per cent per annum.

While the assigned payments are equal in amount to the interest on the
loan, the assignment effects a partia disposal of the asset, being the
right to a stream of future payments. In Assignee Co’s hands,
economically, each payment is equivalent to ‘principal’ and ‘interest’
(ie, each payment economically has a portion of Assignor Co's

$5 million cost attributed to it — see discussion in Chapter 3). The
rulesin section 230-75 requiring no attribution of a cost to interest
payments, do not apply for the purpose of Subdivision 230-G.

To calculate the gain or loss on the partial disposal of theloan, it is
necessary to determine the cost of assigned interest payments at that
time. Commercidly, thisisdone by allocating an amount, sometimes
referred to asthe ‘ carrying amount’, to the part which is disposed of.
The partial disposal isdone by allocating the carrying amount of the
whole financial arrangement between the part disposed of, and the part
retained, on the basis of the fair value of the part disposed of, relative
to the fair value of the whole thing.

Thefair value, at thetime of the partial disposal, of the part disposed
of 15 $2,684,033 and the fair value of the whole loan, is $5 million.
The carrying amount of the whole loan is $5 million.

Therefore, the carrying amount of the part disposed of is $2,684,033,
which isthe cost of the right to the 10 future annual payments of
$400,000. Since $2,684,033 is also the amount of proceeds from the
assignment, thereisno gain or loss.

Under the balancing adjustment formula, (a+ b + c) less

(d + e + f) (though b, ¢, eand f are not relevant in this
circumgtance), set out in paragraph 10.37, thisis determined as
follows:

(%$2,684,033 (per section 230-65, this amount received on disposal is
taken to have been received under the financial arrangement that isthe
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loan, and it is entirely attributable to the portion of the arrangement,
the interest income stream, disposed of) + $0 + $0) = $2,684,033

less

($2,684,033 (per section 230-65, the $5 million lent istaken to be an
amount Assignor Co had an obligation to provide, and did provide
under its financial arrangement, and $2,684,033 of this cost is
attributable to itsright to receive interest payments that were disposed
of) + $0 + $0) = $2,684,033

= $0 gain or loss on disposal.

Alternatively, if, for example, Assignor Co assigns these payments for
$3 million, it would make an immediate gain of $315,967 (Step 1(a) in
the above cal culation would be $3 million).

When does the disposal occur?

10.69 Thegain or loss produced by the disposal balancing adjustment
described above is made in the year in which the relevant cessation or
transfer occurs. [Schedule 1, item 1, subsection 230-395(6)]

10.70  Thus, for example, if there is a disposal because of an
assignment of certain rights under a financial arrangement, the gain or loss
is made under the balancing adjustment when the assignment occurs.

10.71  Inanother case, when a financial arrangement is sold, disposal
occurs (and the balancing adjustment gain or loss is made) when the
relevant rights and obligations are given up or transferred.

Arm’s length value adjustment for financial benefits received or provided
where the parties are not dealing at arm’s length

10.72  To preservetheintegrity of Division 230, the amount of a
financial benefit received or provided under certain non-arm’s length
financial arrangement dealings is to be substituted for the amount of the
financial benefit that would reasonably be expected to be received or
provided had the parties been dealing at arm’s length. Without such a
rule, parties not dealing at arm’ s length could, as a result of those
dealings, obtain inappropriate tax advantages.

10.73  Under various provisions of the ITAA 1936 and ITAA 1997,
where afinancial asset or liability ceases to be held as aresult of a
non-arm’s length dealing those provisions generally require the
Commissioner to substitute an arm’s length value if the amounts provided
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for the acquisition, transfer or cessation is not at arm’s length. Examples
include:

» subsections 26BB(3) and 70B(3) of the ITAA 1936 dedling
with gains and losses arising from the disposal or redemption
of traditional securities; and

* section 775-120 of the ITAA 1997 dealing with the
calculation of foreign exchange gains and | osses.

10.74  Inaddition, there are a number of provisionsinthe ITAA 1936
and ITAA 1997 that either reduce the holding costs of a financial
arrangement (eg excessive interest payments claimed as a deduction)
where the parties are not dealing at arm' s length or, alternatively, require
the substitution of a market value regardless of whether or not the parties
arededling at arm’s length. Examplesinclude:

» section 52A of the ITAA 1936, which limits a deduction to
thearm’slength amount on monies borrowed and used to
acquire ‘prescribed property’ where the parties are not
dealing at arm’s length;

» subsection 73B(31) of the ITAA 1936 which limits excessive
interest payments associated with research and devel opment
activities to their arm’s length amount where there is a non-
arm’'s length dealing;

* subsection 159GZZZQ(2) of Division 16K of the ITAA 1936
which deems the market value to have been received for the
disposal of a sharein an off-market share buy-back
arrangement;

» section 775-40 which deems a market value where the
proceeds from the disposal of foreign currency is more or
less than market value; and

» subsection 245-65(2) of subdivision 245-C of ITAA 1936
which substitutes the market value as the consideration
provided by a debtor in respect of debt forgiveness where no
consideration is provided or the consideration (in whole or
part) cannot be valued.

10.75  Taxpayers not subject to Division 230 are subject to non-arm’'s
length dealing integrity rules contained in various parts of the ITAA 1936
and 1997 in respect of financial assets and liabilities while taxpayers
subject to Division 230 were not. Consistent with this, Division 230 will
contain corresponding integrity measures. Ensuring symmetry in the
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operation of these integrity measures between taxpayers subject to
Division 230 and those not subject to Division 230 would also operate to
prevent inappropriate tax arbitrage opportunities.

10.76  The paragraphs below set out the situations when the non-arm’s
length dealing rulein Division 230 of the ITAA 1997 will apply to
financial arrangements.

Non-arm’s length dealings in relation to the complete or partial transfer,
cessation or from starting to have a financial arrangement

10.77  Consistent with the existing tax rules dealing with the disposal
or redemption of traditional securities contained in sections 26BB and
70B of the ITAA 1936, the intent of section 230-441 is to ensure that,
upon the cessation or transfer of a financial arrangement, arnY' s length
values are used to calculate the balancing adjustment if there has been a
non-arm’s length dealing in relation to the cessation or transfer, or the
starting to hold the arrangement, or the holding of the arrangement. This
prevents the creation of aloss, agreater loss or reduction of again asa
result of the parties not dealing at arm’s length.

10.78  Also consistent with the application of the existing tax law
dealing with the taxation of traditional securities, section 230-441 does
not apply to non-arn's length cessations or non-arm’ s length dealings that
arose prior to the cessation of loan-like financial arrangement (eg when
the taxpayer started to hold the financial arrangement). This prevents a
time-value-of-money financial benefit (eg interest) being deemed to have
been received or provided as aresult of those dealings. [Schedule 1, item 1,
paragraph 230-441(1)(b)]

10.79  Accordingly, subject to the exception discussed bel ow, the non-
arm’'s length dealing rule would apply where:

» abalancing adjustment is made under section 230-385 in
respect of the financial arrangement;

* thepartiesto thefinancial arrangement did not deal at arnv's
length in relation to the cessation or complete or partial
transfer of thefinancial arrangement, or in relation to an
earlier time (including starting to have the financial
arrangement); and

» theamount of thefinancial benefit received or provided
under the financial arrangement at any time from (and
including) starting to hold the financial arrangement until
(and including) a complete or partial transfer or cessation is
more or less than the financial benefit that might be
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reasonably expected to have been received or provided if the
parties were dealing at arm’s length.

10.80 Insuch circumstances, unless a specific exception applies (see
below), the amount of the financial benefit received or provided
(including whereit is nil) is taken, for the purposes of Division 230, to be
the amount of the financial benefit that would have been received or
provided if the parties were dealing at arm’s length. [Schedule 1,Item 1
section 230-441]

Example 10.3: Non-arm'’slength dealing

Hamish Co and Lucky Co entered into a financial arrangement on 1
July 2010 whereby Hamish Co agreed to provide Lucky Co with a
financial benefit of $100 in return for Lucky Co providing periodic
financial benefits based on arm’ s length rates of interest of 10% per
annum and arepayment of the original $100 financia benefitin 5
years from the date the financial benefit was provided. Hamish Co
disposes of therightsto receive the financial benefits under the
financial arrangement to arelated entity, Bert Co, for $90 when its
arm’slength value is $100.

Having regard to the relationship between the parties to the transfer
and the fact that Hamish Co transferred the financial arrangement to
Bert Co, arelated entity, for anon-arm’slength amount, it would be
concluded that Hamish Co and Bert Co are not dealing at arm’ s length
in relation to the transfer.

In these circumstances, Hamish Co would be taken to have received a
financial benefit equal to the arm’slength value of $100 as aresult of
the disposal.

From Bert Co's perspective, if Bert Co disposes of the financial
arrangement for $105 to another entity, the financia benefit that Bert
Co istaken to have provided for acquiring the financial arrangement is
$100.

Exception for non-arm’s length dealings arising from the cessation of
financial arrangements that are debt interests or loans

10.81  Incertain circumstances, applying an arm’s length ruleas a
result of a cessation event may give riseto inappropriate tax outcomes and
impute a time-value-of-money financial benefit where no financial benefit
istobepaid. Thereforethe measures exclude from the operation of the
arm'’s length rule, non-arm’s length dealings arising in respect of debt
interests and loans (whether they areloansin legal form or economic
substance) which cease to be held other than by transfer (eg by
repayment). This outcome is achieved, in part, by excluding non-arm’'s
length dealings in respect of commencing to hold or the cessation of a
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‘debt interest’ as defined for the purposes of the debt equity rulesin
Division 974 of the ITAA 1997 and other financial arrangements that are
loans. Financial arrangements that are loans would include, for the
purposes of Division 230, those financial arrangements that would
normally be considered to have debt-like features such as the existence of
debtor and creditor relationship. One such example would be an interest-
freeloan with aterm greater than 10 years.

10.82  Without such an excluding provision, a cessation event in
relation to a debt interest or loan would result in the imputing of again to
the lender and aloss to theissuer because the financial benefit amount
repaid by ardated party borrower would be less than the arm’ s length
value (which would be the loan amount and the time-value-of-money as
compensation for use of funds).

Example 10.4: Acquisition and cessation of a non-arm’s length
dealing financial arrangement

Hamish Co and areated entity, Lucky Co, entered into an arrangement
on 1 July 2010 whereby, Hamish Co agreed to provide Lucky Co with
afinancial benefit of $100 (interest-free) repayablein full in 15 years
from the date the financial benefit was provided. On 1 July 2010 the
market value of theright to receive the $100 financial benefit in 15
yearstimeis $70.

On entering into the arrangement Hamish Co has afinancial
arrangement being theright to receive $100 in 15 years time. Lucky
Co dso hasafinancia arrangement being the obligation to provide a
cash settlable financia benefit of $100in 15 yearstime.

Having regard to the relationship between the parties to the financial
arrangement and the fact that, had Hamish Co provided the financia
benefit of $100 to a non-related entity the financia benefits that would
have been received by Hamish Co would have included afinancial
benefit or aseries of financia benefits for the use of the $100 cash
provided for aterm of 15 years, it would be concluded that the parties
arenot dealing at arm’ slength.

The financial arrangement would be treated as aloan for the purposes
of Division 230 given that thereis an obligation to repay the amount
after 15 years.

If thenon-arm’ s length rule applied to this situation, Hamish Co would
make a $30 gain on the cessation of the financia arrangement which
would have had the effect of imputing or deeming atime-value-of-
money gain on the financial arrangement. Paragraph 230-441(1)(b)
would operate so asto prevent the application of the arm’slength rule
to these circumstances and hence no gain or 1oss arising from the non-
arm’slength dealing would be bought to account.
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From Lucky Co's perspective, when it commences to hold the non-
arm’slength financial arrangement its market value would be $70,
which, if it had been substituted for the actual amount received, would
have resulted in aloss on providing the financial benefit for Lucky Co
at the end of theterm of the financial arrangement (because Lucky Co
isrequired to provide $100 at the end of the term of the financial
arrangement). Consigtent with the tax treatment of Hamish Co, the
loss from therelated party non-arm’ slength dealing would not be
recognised by not requiring the arm’ s length value to be substituted in
the calculation of Lucky Co's balancing adjustment. On cessation of
the loan, Lucky Co’s financial benefits provided would be taken to be
$100 rather than the market value of $70.

Exception for the transfer of non-arm’s length debt interests or loan-like
arrangements that give rise to a loss

10.83  Toensurethat inappropriate tax losses or reduced gains do not
arise from a complete or partial transfer of a debt interest or loan that has
been entered into, modified or transferred on non-arm’s length terms, a
deduction for such losses is prevented (or the gainisincreased). The
measures, in these circumstances, operate where thereis a complete or
partial transfer of a debt interest or loan and a loss, or reduced gain, arises
under the method statement as set out in subsection 230-395(1). Insucha
case, thelossis reduced (or the gain increased) by the difference between
the amount of any financial benefits provided under the financial
arrangement and the amount that would have been provided if the parties
weredealing at arm’s length.  That is, the loss would only be reduced (or
the gain increased) to the extent that it is attributable to the non-arm’s
length dealing as distinct from other factors.

Example 10.5: Transfer of a non-arm'’s length financial
arrangement

Tony Co. on 1 July 2012 entersinto an arrangement with related entity
Teresa Co whereby Tony Co isto provide Teresa Co with afinancial
benefit of $100 which Teresa Coisrequired torepay in 5 years time.
At the time the arrangement is entered into, market rates of interest are
at 8% and the arm’ slength value of the arrangement is $92.

On 1 July 2014, Tony Co transferstheright to receive the financial
benefit of $100 in 3 years' time (being 5 years from the original date of
the arrangement) for its market value of $85 (interest rates have
increased).

On entering into the arrangement, Tony Co has afinancial
arrangement, being theright to receive a cash settlable financial benefit
of $100in 5 years time. Teresa Co aso hasafinancial arrangement,
being the obligation to provide a cash settlable financia benefit of
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$100in 5 years time Thefinancid arrangement isa debt interest as
defined in Division 974 of the ITAA 1997.

Having regard to the relationship between the parties to the financial
arrangement and the fact that, had Tony Co provided the financial
benefit of $100 to a non-related entity the financia benefits that would
have been received by Tony Co would have included afinancial
benefit or aseries of financia benefits for the use of the $100 cash
provided for aterm of 5 years, it would be concluded that the parties
arenot dedling at arm’ slength.

On 1 July 2014, Tony Co transferstheright to receive the financial
benefit of $100 in 3 yearstime (being 5 years from the original date of
the arrangement) for its market value of $85 (interest rates have
increased). Upon transfer of thefinancia arrangement, aloss of $15
would ordinarily arise under the balancing adjustment method
statement contained in subsection 230-395(1) (total of all financial
benefits received under thefinancial arrangement of $85 less the total
of al financial benefits provided under the financial arrangement of
$100).

However, if the parties had been dedling at arm’ slength in relation to
the original acquisition, the loss would have been limited to $7 (the
difference between $92 and $85). Subsection 230-441(3) would
reduce the loss on transfer of the financial arrangement to this amount.

Arm’s length dealings in relation to certain financial arrangements

10.84  As mentioned above, in certain circumstances the existing tax
law under the ITAA 1936 or ITAA 1997 operates to:

* substitute an arnt' s length amount where the parties are not
dealing with each other at arm’s length and excessive
deductions are claimed under a financial arrangement to
amounts; or

» substitute a market value for the relevant financial benefit
where the parties are dealing with each other at arm’s length
but the relevant financial benefit is not at market value.

10.85  To ensure symmetry and prevent opportunities for tax arbitrage
between those provisions in the ITAA 1936 and ITAA 1997 that require
the use of an arm’slength or market value rule, the Division 230 arm’s
length rules will, where the circumstances specified in those specific
provisions apply, operate to substitute an arm'’ s length value or market
valuefor the rdevant financial benefit. Those provisions, aslisted at
section 230-442, are:

e section 52A, ITAA 1936;
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section 73B, ITAA 1936;
Division 16K, ITAA 1936;

subsections 245-65(2) of Subdivision 245-C of ITAA 1936;
and

section 775-40, ITAA 1997.

10.86 In certain circumstances, both the arm’s length dealing rulesin
section 230-441 and section 230-442 can have application in respect of a
financial arrangement. In such cases, section 230-441 will operate to
specify the amount of the financial benefit that is to be substituted for the
purposes of Division 230 in anon-arm'’s length dealing.
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Chapter 11

Interaction and consequential
amendments (other than consolidation)

Outline of chapter

111 This chapter explains various amendments made to provisions of
the:

* Income Tax Assessment Act 1936 (ITAA 1936);
* Income Tax Assessment Act 1997 (ITAA 1997);

» New Business Tax System (Taxation of Financial
Arrangements) Act 2003 (NBTS (TOFA) Act 2003); and

» Taxation Administration Act 1953 (TAA 1953).

which arerequired as aresult of the introduction of Division 230 into the
ITAA 1997.

Context of amendments

11.2 Several provisionsinthe I TAA 1936, the I TAA 1997 and the
TAA 1953 currently deal with the taxation of arrangements that may
satisfy the definition of ‘financial arrangement’. The intended operation
of those provisions may be affected by the introduction of Division 230
into the ITAA 1997. Amendments to the other provisions of the tax laws
were required to ensure that they operate as intended in the context of the
introduction of Division 230. These are the ‘ consegquential amendments’
which are required to adjust the operation of the current provisions of the
tax laws as a consequence of the introduction of Division 230.

11.3 Further, a number of provisions wereincluded in Division 230
which will affect the operation of other provisions of the Act. Generally,
these amendments will affect the amount or value of afinancial benefit for
the purposes of the other provisions of the tax laws (eg, capital gains tax
(CGT) or capital allowance purposes) or the amount or value of a
financial benefit for the purposes of calculating a gain or loss for

Division 230 purposes. Thesetypes of amendments are the ‘interaction
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amendments’ as they provide rules which deal with the interaction of the
other provisions of thetax laws with Division 230.

Summary of new law

114 Generally, the consequential and interaction amendments that
are explained in this chapter fall into five categories:

ordering rules: afinancial arrangement may fall within the
scope of provisions of the tax laws other than Division 230.
This category of amendment ensures that it is clear which
provision will prevail in such circumstances,

value setting rules: financial benefits are recognised in
Division 230 for anumber of purposes. One such purposeis
to calculate a gain or loss that will then be brought to account
under Division 230. Those financial benefits may also be
relevant for other purposes of thetax laws. This category of
amendments operates to provide rules which set the values of
those financial benefits for the purposes of the tax laws
(including Division 230);

recognition of gains and losses: this category of amendments
provides rules which go to whether an amount is assessable
or deductible where a Division 230 financial arrangement is
involved;

definitional: this category of amendments is required
because certain definitions in the tax laws may change as a
result of the introduction of Division 230;

referencing: this category of amendments comprises
technical changes which ether introduces signposts to
Division 230 in other provisions of the tax laws or updates
therelevant finding tablesin the ITAA 1997; and

record keeping: this section outlines how the record keeping
requirements have been modified as aresult of the
introduction of Division 230.

115 Further, amendments have been made to ensure that
Division 775 of the ITAA 1997 (foreign currency gains and |osses) will
start to apply to authorised deposit-taking institutions (ADIs), non-ADI

financial institutions and securitisation vehicles. Theintention to have

Division 775 apply to those types of taxpayers when the retrandation
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modul e of the taxation of financial arrangements reforms comes into
effect was stated in the explanatory memorandum to the NBTS (TOFA)
Act 2003. Theretranglation module of the taxation of financial
arrangements reforms is contained in Subdivision 230-D of this Bill.

11.6 As aresult of the Division 775 amendments, some amendments
were required to the NBTS (TOFA) Act 2003. Those amendments were
announced in the then Minister for Revenue and Assistant Treasurer’s
Press Rdease No. 073 of 2 September 2005 (Securitisation vehicles and
foreign currency rules).

Detailed explanation of new law

11.7 As outlined above, the consequential and interaction
amendments can be grouped into five categories. Each of the
amendments that fit into a particular category is explained below.

Ordering rules

11.8 In situations where a number of different provisions may apply
to an arrangement that is also a ‘financial arrangement’ for Division 230
purposes, these amendments provide rules which determine which
provision should take precedence over the other.

12-month prepayment rule

11.9 Subdivision 3-H of Part Il of the ITAA 1936 sets out the timing
of the deduction that may be allowable when such expenditure is prepaid.
These rules alter the normal effect of section 8-1 of the ITAA 1997, which
otherwise may have allowed a deduction in full in the year in which the
expenditureis incurred.

11.10  Division 230 does not apply to gains or losses made from
short-term financial arrangements that arise in respect of the prepayments
for goods, property or services [Schedule 1, item 1, section 230-400].
Subdivision 3-H generally applies to certain prepaid expenditure where
that expenditure relates to a period which extends beyond the income year
in which the expenditureisincurred. That period may be less than

12 months. In such situations, Division 230 will not apply to the gain or
loss that arises under the same set of facts. However, the relevant
prepayment period may be more than 12 months — wherethisis the case,
there may still be situations where the rules in Subdivision 3-H of the
ITAA 1936 and Division 230 overlap.
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1111  Wheretherules do overlap, Division 230 will take precedence
over Subdivision 3-H of the ITAA 1936. [Schedulel, item 34,
paragraph 82KZLA(a) of the I TAA 1936]

Qualifying securities
Deferred interest and discounted securities

11.12  Division 16E of Part Il of the ITAA 1936 taxes gains and |osses
on certain discounted and deferred interest securities on an accruals basis.

11.13  Provisions throughout the ITAA 1936, ITAA 1997,
IT(TP)A 1997 and the TAA 1953 rely on or build on the taxing outcomes
and concepts of Division 16E in order to achieve their intent.

11.14  Division 230 of the ITAA 1997 will tax gains and losses on
discounted and deferred interest securities that are acquired or issued on
or after 1 July 2010, or 1 July 2009 should the taxpayer so elect, that
would otherwise have been taxed under Division 16E.

11.15 To ensurethe appropriate operation of provisions that rely or
build on the taxing outcomes and concepts in Division 16E wherea
taxpayer holds a Division 230 financial arrangement, particularly one
taxed under the accruals method in Subdivision 230-B, the consequential
amendments discussed bel ow are necessary

Tainted interest income

11.16  Part X of the ITAA 1936 deals with the attributable income of
Controlled Foreign Companies (CFCs). Through the definition tainted
interest income, Part X relies on the taxing outcome under Division 16E.
In particular under paragraph 317(1)(b) tainted interest income includes
amounts that would have been assessable income under Division 16E had
the CFC been aresident. To ensurethat Division 230 does not expand the
scope of tainted interest income beforeit is decided whether Division 230
should be applied in cal culating attributable income as part of the review
of Part X, the definition is amended to include amounts that would have
been assessable under Division 16E had Division 230 not been
introduced. [Schedule 1, item 49].

Land Transport Facilities (LTF) Offset

11.17  Division 396 allows alender atax offset for certain interest
(LTF interest) it derives on approved borrowings for the construction of
land transport facilities. LTF interest is defined by paragraphs
396-30(1)(b) and 396-30(2)(b) of the ITAA 1997 to include amounts that
would either be assessable income or allowable deductions under Division
16E. To ensurethat Division 230 does not expand the scope of what is
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LTF interest, the amendments to paragraphs 396-30(1)(b) and 396-
30(2)(b) ensurethat only those amounts assessable or deductible under
Division 230 that would also have been assessable or deductible under
Division 16E, had it applied, are LTF interest.

Fixed interest complying approved deposit fund (ADF)

11.18  Subsection 295-390(5) of the IT(TP)A 1997 defines what a fixed
interest complying ADF is. A complying ADF will be afixed interest
complying ADF if 90 per cent or more of its income is comprised of
amounts which, amongst other things, are included in its assessable
income under Division 16E. In order to preserve the existing scope of
these measures, the amendment ensures that where Division 230 financial
arrangements are required to be taken into account in determining whether
an ADF is a complying fixed interest fund, only those amounts that would
have been bought to account under Division 16E, had it applied, are taken
into account.

Foecial accrual amount

11.19  Under section 960 of the ITAA 1997, amounts that are
denominated in aforeign currency are required to be trandated into
Australian currency. Generally where these amounts an used toin
calculating another amount, subsection 960-50(4) of the ITAA 1997
requires each of those amounts to be transated from a foreign currency to
Australian currency before the calculation is done. The exception to this
iswhere the amount is a ‘ special accrual amount’ as defined in subsection
995-1(1) of the ITAA 1997.

11.20 Wherean amount is a‘special accrual amount’ it is calculated
without tranglating the amounts used to calculateit. The special accrual
amount is then translated into Australian currency. The definition of
‘special accrual amount’ includes the accruals taxation of Division 16E
Securities.

11.21  Toensurethat ‘special accrual amount’ includes amounts
calculated under Division 230 that are consistent with its intent the
definition has been amended to ensure that only those gains and |osses
under subdivision 230-B that would be account under Division 16E are
subject to the special accrual amount rules.

Subsection 57-25(6)

11.22  Division 57 of Schedule 2D of the ITAA 1936 sets out the
income tax treatment of an entity that ceases to be wholly exempt from
incometax. In particular, subsection 57-25(2) of the ITAA 1936, treats
assets to which section 57-25 applies to have been sold by the taxpayer
immediately before the transition time and re-acquired by the taxpayer at
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the transition time for an amount equal the assets adjusted market value
for the purposes of determining future tax consequences. However, the
deemed re-acquisition rule does not invoke the operation of certain
provisions of the ITAA 1936 and ITAA 1997 if the asset was acquired
prior to the commencement of certain provisions listed in subsection
57-25(6).

11.23  Toensurethat thereis no inadvertent retrospective application
of Division 230 to assets acquired prior to the commencement of Division
230 in the circumstances described above, subsection 57-25(6) includes it
inits listed provisions Division 230.

Consideration from the transfer of a right to receive income from
property

11.24  Section 102CA of the ITAA 1936 includes any consideration
received from the transfer of aright to receive income from property in
the transferor’ s assessable income in the income year in which theright is
transferred. The consideration isincluded in the transferor’sincomein
the year in which theright is transferred even if the consideration is, in
whole or in part, not actually received until a later income year.

11.25  Sucharesult isinconsistent with the intended operation of
Division 230 in respect of such transactions — that isto bring to account
gains (or losses) wherethereis a delay in time between the disposal of an
asset and actual payment of the consideration. This amendment will
ensure that section 102CA of the ITAA 1936 will not apply where the
right to receive income from property comprises a financial arrangement
to which Division 230 also applies. In such situations, the relevant gain or
loss that arises from the transfer of such rightsis instead brought to

account under Division 230. [Schedule 1, item 36, paragraph 102CA(2)(c) of the
ITAA 1936]

Complying superannuation funds, complying approved deposit funds
and pooled superannuation trusts

11.26  Aspart of there-write of the provisions contained in Part IX of
the ITAA 1936, Part 3-30 was introduced into the ITAA 1997. In
particular, section 295-85 was introduced to ensure that only the CGT
provisions (and not the general income provisions) apply if a CGT event
happens involving a CGT asset owned by a complying superannuation
fund, a complying approved deposit fund or a pooled superannuation trust.
Paragraph 295-85(2)(a) of the ITAA 1997 will be amended to add a
reference to Division 230 to ensure that where a CGT event happensto a
CGT asset that is also afinancial arrangement, the relevant gain or lossis
brought to account under the CGT provisions and not Division 230.
However, the exceptions to the rule in subsection 295-85(2) that are
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contained in subsection 295-85(3) will still operate to apply Division 230
wherethereis a gain or loss madein respect of foreign currency
fluctuations or thereis a disposal of certain types of securities. [Schedulel,
item 91, paragraph 295-85(2)(a)]

Life insurance companies

11.27  Section 320-45 operates to apply the same treatment for CGT
assets that are avirtual pooled superannuation trust asset of alife
insurance company, as that described above, for those entities subject to
section 295-85. A subsection is proposed to be added to section 320-45 of
the ITAA 1997 to ensure that, where relevant, section 320-45 will apply
rather than Division 230 to bring to account gains or losses from financial
arrangements that are also a virtual pooled superannuation trust asset of a
life insurance company. [Schedule 1, Part 2, items 92 and 93]

Foreign trusts, controlled foreign companies and foreign investment
funds

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

11.29  Pending thefinalisation of that review instead of Division 230
applying, the current provisions of the tax laws will apply to bring to
account gains or losses made from arrangements that would otherwise be
classified as ‘financial arrangements’ for the purposes of the Division.
More specifically, in relation to each of these entities:

» for non-resident trusts. the amendment is rdlevant for the
purposes of both Division 6 of Part |11 of the ITAA 1936 and
Division 6AAA of Part 11 of the I TAA 1936 in calculating
the amount to be attributed to atransferor [Schedule 1, Part 2,
item 35, paragraph 96C(5A)(aa) of the I TAA 1936];

 for controlled foreign companies: the amendment will ensure
that attributable income is calculated with reference to the
current law (including Division 775 (foreign currency gains
and losses) and Subdivision 960-C (translation of foreign
currency) and Subdivision 960-D (functional currency) of the
ITAA 1997) [Schedule 1, Part 2, item 50, paragraph 389(ba) of the
ITAA 1936]; and
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+ for foreign investment funds: the amendment will ensure
that foreign investment fund income is calculated under the
current law [Schedule 1, Part 2, item 51, paragraph 557A(c) of the
I TAA 1936].

Deductions for returns on debt interests

11.30 Toavoid doubt, where a debt interest (as per Division 974 of the
ITAA 1997) isaso afinancial arrangement for the purposes of

Division 230, the gains or losses on those debt interests are brought to
account or allowable as a deduction under Division 230. [Schedule 1, Part 2,
item 56, subsection 25-85(4A)]

11.31  Toavoid doubt, a hote has been added to section 25-90 which
deals with deductions relating to foreign non-assessabl e hon-exempt
income to provide a signpost for the reader that the provisions of
Division 230 prevail over section 25-90 when therelevant lossis madein
respect of afinancial arrangement. [Schedule 1, Part 2, item 57]

Withholding tax

11.32 Whereafinancial arrangement is held (as an asset) by aforeign
resident, any gain or part thereof from the financial arrangement that is
income (eg, interest) to which section 128B of the ITAA 1936 appliesis
not to be assessable under Division 230. Those gains are to be subject to
withholding tax as per Division 11A of Part 111 of the I TAA 1936. Any
other gain/loss made from the financial arrangement, including a
balancing adjustment gain/loss, is to be dealt with in accordance with
Division 230. This policy approach leads to two conclusionsin the
extreme cases. First, wherethe only gains that have been or can be made
from the financial arrangement are amounts to which section 128B applies
or will apply (or would apply but for certain exceptions in that section that
are discussed in the next paragraph) and no loss can be made, Division
230 will effectively not apply at all to those gains while the financial
arrangement is held by, or when it ceases to be held by, aforeign resident.
Second, if no such payments are made/are to be made to aforeign resident
in respect of afinancial arrangement it holds, Division 230 will apply to
determine what gain/loss is made and whether it is assessable or
deductible.

11.33  Thegainsto be disregarded for the purposes of section 230-15
are amounts that are income to which section 128B applies, or would
apply but for the exclusions in Division 11A, other than exclusions that
deal with situations where theincome is intended to be taxed by
assessment (if it has an Australian source) rather than by withholding tax.
In the current law these latter exclusions are those in paragraphs
128B(3)(d), (), (gb), (h)(ii) and (j) and subsection 128B(3E) or in section
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17A of the International Tax Agreements Act 1953. The disregarded
gains, or more correctly the payments by which the gains are redlised, are
to be subject to withholding tax or in some cases (eg amounts covered by
paragraph 128B(3)(jb) or section 128F) exempt from withholding tax.
These gains are hereafter referred to as ‘ Division 11A payments'.

11.34  Normally, section 128D would result in these Division 11A
payments being non-assessable non exempt income (NANE income).
However, in many cases where the gains from a financial arrangement are
dealt with by Division 230 the amount otherwise assessable under that
Division will be different from that which is dealt with by Division 11A
and so section 128D may not apply. A similar issue arises under the
existing law in relation to the eigible return on a qualifying security
where some or all of the payments areinterest. In that case, an exemption
from treatment under Division 16E of Part Il of the ITAA 1936 for non-
residentsis provided by subsection 159GW(1) of the ITAA 1936.

11.35 A payment that is subject to withholding tax is NANE income
and so to that extent a gain from the financial arrangement that would
otherwise be assessable will hot be [Schedule 1, item 1, subsection 230 30(1A)].
To the extent that gains reflect payments that are exempt from
withholding tax but are nevertheless NANE income under section 128D
(eg interest that is exempt from withholding tax by section 128F) they also
will not be assessable under Division 230. Clearly, these amounts are not
intended to betaxed in Australia. However, in relation to amounts that
are exempt from withholding tax but are not made NANE income by
section 128D (eg interest paid to an Australian permanent establishment
of aforeign resident), gains will still be determined in accordance with
Division 230 and they will be assessableif they have an Australian
source.

Example 11.1: Withholding tax and accruals

In Example 4.3 assume that Hrigtina Co, the holder of the bond, isa
foreign resident and that all the payments are interest to which section
128B applies and on which withholding tax would be payable. In that
example, it is determined that the accrual s method would apply to the
overall gain from the bond. However, because all the gain reflects
amounts that will be subject to withholding tax and so are NANE
income (on the assumption that Hristina Co isaforeign resident), each
annual gain calculated using the accruals method would be NANE
income. In practice, Hristina Co would probably not even calculate the
annual accrual amounts. Nevertheless, Division 230 may till be used
by the issuer to calculate its annual 1osses from the bond and to
determine whether they are deductible or not.

11.36  Unlike Division 16E, Division 230 could still apply to other
gains or losses from the financial arrangement held by a foreign resident.
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In particular, any retranslation gain/loss would still be dealt with under
Division 230 (if aretranslation election applies to the financial
arrangement). If thefinancial arrangement were subject to afair value or
financial reports election and not all gains are Division 11A payments, the
amount recognised in the accounts which would otherwise be used for
these methods would be reduced by the amounts of the Division 11A
payments. If alosswould otherwise arise for an income year under either
method (due to changing interest rates and therefore prices for the
financial arrangement), the adjustment for the Division 11A payments
would increase that loss.

Example 11.2: Withholding tax and forex loss

In Example 7.2 assumethat A Co, the holder of the note, isa
foreign resident and that the gain on maturity is subject to
withholding tax. The amount on which withholding tax would
be payable is $1859 [=US$1450/0.78]. Because that amount is
therefore NANE income, to that extent the annual gains
calculated using the accrual method are NANE income (or are
disregarded). That leaves only the foreign exchange loss caused
by the change in A$/US$ exchange rate over thethree years. In
the absence of aretranslation election, the balancing adjustment
calculation on maturity picks up this foreign exchangeloss. The
balancing adjustment loss would be as calculated in that
example (page 229) except the second deduction in step 2 for the
interest amount would be A$1859 rather than the annual
assessable gains totalling A$1918, resulting in aloss of A$5054.
Deductibility would be determined according to section 230-15.

11.37  When it comes to calculating a balancing adjustment under
Subdivision 230-G, these Division 11A amounts fall within Step 2(c) of
the method statement in section 230-395. Thisisillustrated in the
preceding example with the deduction of the interest amount received on
maturity of the note. It includes gains that are exempt or non-assessable,
non-exempt income. Thiswould effectively extend to gains of aforeign
resident that are not assessable because they do not have an Australian

source or because they are payments that are dealt with by Division 11A.
[Schedule 1, item 1, Note to paragraph (c) of Step 2 of method statement in
subsection 230-395(1)].

Trading stock

11.38  Division 70 of the ITAA 1997, which deals with the taxation of
trading stock, will not apply to trading stock that is afinancial
arrangement to which Division 230 applies. Rather, al financial
arrangements that are subject to Division 230 should have the gains or
losses made on those arrangements recognised under Division 230. In
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some situations this will allow taxpayers to align the tax treatment of the
gains or losses made on their financial arrangement, that otherwise satisfy
the definition of ‘trading stock’, with their financial accounting treatment.

11.39  Toavoid doubt, an amendment is made to the definition of
‘trading stock’ such that financial arrangements that are subject to
Division 230 cannot be trading stock for the purposes of Division 70.
This means, for example that, while the cost of trading stock whichisa
financial arrangement will not be an allowable deduction under

section 8-1 of the ITAA 1997, that amount will be taken into account in
calculating a gain or aloss that may be an allowable deduction under
subsection 230-15(2). [Schedule 1, Part 2, item 65, section 70-10 of the I TAA 1997]

Capital gainstax — anti-overlap rule

11.40  Section 118-27 provides that, where Division 230 appliesto a
financial arrangement, a capital gain or a capital loss that is made:

* fromaCGT assH;
* increating a CGT asset; or
» fromthe discharge of aliability,

is disregarded if, at the time of the CGT event from which the gain or loss
is made, the asset or liability is, or is part of, a ‘Division 230 financial
arrangement’ [Schedule 1, item 73, subsection 118-27(1)]. A Division 230
financial arrangement is one where the gains or losses from the

arrangement are brought to account under Division 230 [Schedule 1, item 11,
definition of ‘Division 230 financial arrangement’ in subsection 995-1(1) of the
ITAA 1997].

1141  WhereDivision 230 applies to gains and losses from a financial
arrangement that is a CGT asset (or where a CGT asset forms part of that
arrangement), a capital gain or a capital loss that is made from CGT
events that happen to that CGT asset is disregarded.

11.42  Thefurther referencesto creating a CGT asset and discharging a
liability are intended to reflect the fact that a gain or loss from afinancial
arrangement:

e thatisorincludesaCGT asset, may arisein respect of the
creation of that CGT asset, in circumstances that would also
giveriseto acapital gain or loss; and
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 that isor includes a liability, may arise on the discharging or
extinguishment of that liability in circumstances that would
also giveriseto a capital gain or loss.

This may berdevant for aCGT asset that forms part of ataxpayer’s
financial arrangement that the taxpayer has created in another entity,
giving riseto CGT event D1; or where a discharge of aliability that forms
part of afinancial arrangement also givesriseto CGT event L7.

[Schedule 1, item 73, subsection 118-27(1)]

11.43 It isintended that the introduction of section 118-27 will
significantly reduce compliance costs by removing the requirement for a
CGT calculation to be made for transactions that are wholly covered by
Division 230. Such a calculation would still have been required under
section 118-20, because that provision requires that any capital gain or
capital loss be reduced to the extent to which a gain or loss is brought to
account under another provision of the ITAA 1936 or the I TAA 1997,
because of the CGT event.

Example 11.3: Where CGT provisions are not applicable

On 30 June 2011, Scruffy Co acquires a zero coupon bond from
Nik Co for its net present value as at that date of $8,944.32.

Nik Co acquired the bond when it was originally issued on 1 July
2009. Theterms of the bond are;

e Issueprice $8,000.

* Maturity date: 1 July 2012.

e Amount payable at maturity: $10,000.
» Interna rate of return: 11.804 per cent.

When it acquired the bond, Nik Co determined that it would make an
overall gain on thefinancia arrangement and was required to return
that gain on an accruals basisin accordance with Subdivision 230-B.

A gain of $944.32 has been accrued up until thetime of disposal andis
required to be included in assessable income in accordance with
Division 230.

For CGT purposes, the bond isa CGT asset which has been subject to
CGT event Al upon itsdisposal. Section 118-27 provides that any
capital gain or loss from this CGT event isdisregarded. Accordingly,
Nik Co isnot required to undertake a separate cal culation to determine
whether there was an amount of any capital gain or capital loss that
would otherwise have to have been cal culated on the disposal of the
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financial arrangement. Without section 118-27, the capita gain or
capital loss would have been calculated and then reduced under
section 118-20 of the ITAA 1997 to the extent to which that gain or
loss was brought to account under Division 230.

11.44  Where ataxpayer has dected to align the tax characterisation of
again or loss from a hedging financial arrangement with the tax
characterisation of the hedged item, then the rule in subsection 118-27(1)
that disregards relevant capital gains or losses is switched off.

This ensures that taxpayers are able to better align their after tax hedging
position. [Schedule 1, item 73, paragraph 118-27(2)(a)]

11.45  Paragraph 118-27(2)(b) also provides an exception to
subsection 118-27(1) in circumstances where a capital loss is made from
ceasing to have a financial arrangement that is a marketable security
(within the meaning of section 70B of the ITAA 1936). Therationalefor
this is because where subsection 230-415(1) applies a deduction is not
allowable under Division 230 to the extent that the loss is of a capital
nature. Subsection 230-415(2) specifically allows for thisloss to be
treated as a capital loss under the CGT provisions.

Foreign exchange gains and losses — anti-overlap rule

11.46 A note, following subsections 775-15(4) and 775-30(4), inserted
by this Schedule, clarifies that where foreign exchange gains and losses
are brought to account under either Division 230 or Subdivision 775-F of
the ITAA 1997, subsection 230-20(2) has the effect of disregarding gains
and losses from such arrangements under Division 775 to the extent they
are, or will be, included in assessable income or allowable as a deduction
under Division 230.

Value setting rules

11.47  This category of amendments operates to provide rules which set
the values of financial benefits in certain situations where a Division 230
financial arrangement isinvolved.

Section 230-440 and itsinteraction with Divisons 40, 104, 110 and 112
of the I TAA 1997

11.48 Inagenera sense, financial arrangements may be acquired or
disposed of as a consideration for the acquisition or disposal of an asset or
some other thing. Where this occurs, Division 230 changes the ordinary
operation of the provisions of the ITAA 1936 and the ITAA 1997, broadly
to ensure that this other thing is taken to have been acquired or disposed
of for the market value of the financial arrangement that is used as
consideration.
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11.49 Where ataxpayer provides or acquires atax relevant thing in
consideration for the creation, acquisition, or cessation of a financial
arrangement, Division 230 will operate to determine the amount for which
that tax relevant thing is taken to have been acquired or disposed of. For
example, where the tax relevant thing used as consideration for starting or
ceasing to have a financial arrangement isa CGT asset, Division 230 will
operate to determine the cost base or capital proceeds of the CGT asset as
rdevant. Whereit is a depreciating asset, Division 230 will operate to
work out the termination value and cost of the depreciating asset.

11.50 Theobject of section 230-440 is to provide appropriate proceeds
and cost base interaction rules between the provisions of Division 230 and
therest of the ITAA 1997 and the ITAA 1936 where;

» Division 230 applies to ataxpayer’s gains and losses from a
financial arrangement (ie, none of the exceptions discussed in
Chapter 2 apply in respect of that arrangement); and

 that financial arrangement is either received or provided, or
the taxpayer otherwise starts or ceases to haveit (it is dealt
with) as consideration for something elsethat is either
provided or received (dealt with) in return.

1151 Dealing with afinancial arrangement as consideration for
dealing with something else may or may not take place as part of a larger
transaction. In addition, the taxpayer may deal with only part of the
relevant financial arrangement as consideration for dealing with
something else, and still be subject to the operation of section 230-440.
[Schedule 1, item 1, section 230-440]

11.52  For the purposes of section 230-440, the relevant thing used as
consideration for starting or ceasing to have the financial arrangement is
not limited to tangible things and may include services, the conferring of a
right, incurring an obligation or extinguishing a right or obligation.

Examples of a ‘thing’ subject to section 230-440

11.53  For the purposes of section 230-440, the rdevant thing that a
taxpayer may deal with as consideration for starting or ceasing to have all
or part of afinancial arrangement may include:

e assuming the obligation of another party to make payments
on aloan (acquiring a thing that is an obligation);

* assuming theright to receive interest payments on a loan
(acquiring athing that is aright);
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* receiving aright to exercise aright to acquire shares, for
example, an option (acquiring a thing that is aright);

» receipt or disposal of property (acquiring or providing athing
that is property including CGT assets, depreciating assets or
trading stock));

» assuming theright of another to deliver equity interests under
aforward contract (acquiring athing that isaright);

* receiving services (acquiring a thing that is the provision of
services); and

» having aliability waived or otherwise extinguished
(acquiring something that is a financial benefit, being the
waiver or extinguishment of aliability).

11.54  Theredevant thing that the taxpayer deals with as consideration
for starting or ceasing to have the financial arrangement may or may not
itsdf be, or form part of, another financial arrangement. However, where
the thing dealt with is a tax relevant thing that is not, and does not form
part of, afinancial arrangement that has its gains and | osses subject to
Division 230, section 230-440 will have implications for other relevant
provisions of the ITAA 1997 outside of Division 230 and of the

ITAA 1936. [Schedule1, item 1, subsections 230-440(1) and (4), items 58 to 64 and
68 and 72]

I mpact of section 230-440 on certain elements of capital proceeds,
cost base, cost of a depreciating asset and ter mination values

11.55  Section 230-440 operates in relation to certain el ements of
capital proceeds, cost base, cost of a depreciating asset and termination
values. However, it does not in general affect the modification rules,
special rules and specific rules in the capital gains and capital allowance
regimes (for example, the market value substitution rules).

11.56  You might start or ceaseto have a Division 230 financial
arrangement (or part of such an arrangement) as consideration for
providing or acquiring a CGT asset. You might also do this as
consideration for providing or obtaining a thing relevant to that asset (for
example, obtaining services resulting in capital improvements to the
asset). In such situations, section 230-440 may apply. The key
interactions of section 230-440 with the CGT provisions and the capital
allowance provisions are as follows:

Section 230-440 generally operates so that the first dement of the
cost base and reduced cost base for the CGT asset includes the
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market value of the thing acquired at thetimeit is acquired.
Section 230-440 can also affect the other e ements of the cost base
to the extent that the financial arrangement represents
consideration for something obtained which is relevant to those
elements. For example, if a Division 230 financial arrangement is
provided as consideration for something acquired that increases an
asset’ s value for the purposes of the fourth element of the cost
base (see subsection 110-25(5) of the ITAA 1997), then the market
value of the thing acquired at thetime it is acquired will be used to
calculate that element of the cost base.

Section 230-440 generally operates so that the capital proceeds
include the market value of the thing provided at thetimeit is
disposed of. The capital proceeds may be from CGT events that
involve providing a CGT asset or the creation of rights, for
example, CGT Event D1 (creating contractual or other rights).

Section 230-440 does not change the time at which a CGT Event
happens under the CGT provisions. The time section 230-440 is
triggered (when you start or cease to have the financial
arrangement) may be different from the timing of the CGT Event.
However, once section 230-440 is triggered, then the amount
determined as the market value for the thing provided (at thetime
it is provided) will be brought to account in determining the capital
proceeds for the CGT Event.

Section 230-440 generally operates so that the cost of a
depreciating asset includes the market value of the depreciating
asset that starts to be held. This may come about either because
the financial arrangement is started or ceased as consideration to
acquire— or to hold — the asset (relevant to the first element of
cost), or as consideration for something acquired that goes to the
second element of cost (for example, capital improvements).

Section 230-440 generally operates so that the termination value
or the amount you are taken to have received under a balancing
adjustment event includes the market value of the depreciating
asset that is disposed of or that is no longer held.

Consideration is taken to bereceived or provided for the ‘thing’

Whereyou start to have a financial arrangement that has its

gains and losses subject to Division 230 (a Division 230 financial
arrangement), or a part of such an arrangement, as consideration for:

» providing (giving) something to someone e se (including by
transferring it to someone else or by its extinguishment); or
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» acquiring (receiving) something from someone else
(including by acquiring it from someone else or by creating
it),

then the value of the benefit that you give or receive for providing or
acquiring that thing is taken to be the market value of the thing at thetime
you provide or acquireit. [Schedule 1, item 1, subsection 230-440(2)]

11.58  Whereyou cease to have a Division 230 financial arrangement
(or part of such an arrangement) in consideration for:

* acquiring (receiving) something from someone else
(including by acquiring it from someone else or by creating
it); or

» providing (giving) something to someone e se (including by
transferring it to someone else or by its extinguishment),

then the value of the benefit that you give or receive for providing or
acquiring that thing is taken to be the market value of the thing at thetime
you provide or acquireit. [Schedule 1, item 1, subsection 230-440(2)]

Interaction with capital gainstax provisions

1159  Tothe extent that Division 230 and Parts 3-1 and 3-3 interact,
section 230-440 will operate to ensure that there is alignment between the
cost base and proceeds rules that are used for the purposes of this Division
and those Parts.

Example 11.4: Disposal of a capital asset with a deferred delivery and
settlement — the consider ation received/provided for the asset

Buddy Co entersinto a contract on 1 July 2010 to sall a CGT asset
(which isnot a depreciating asset and not a financia arrangement) to
Fee Co. Theterms of the contract are:

» ddivery of the asset in Sx months (ie, on 1 January 2011); and

» thesalepriceof $120,000 isto be paid 24 months after the contract
date on 1 July 2012 (ie, 18 months after delivery of the asset).

Background and assumptions
* Buddy Co acquired the CGT asset for $80,000.
e The market value of the CGT asset asat 1 July 2012 is $105,000.

* Both Buddy Co and Fee Co hold the CGT asset on capital account.
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» Both Buddy Co and Fee Co are subject to proposed Division 230.
Buddy Co— disposal of aCGT asset

On 1 January 2011 when Buddy Co delivers the asset to Fee Co,
it will start to have a financial arrangement. Thisis because at
the time of ddlivery, the only rights and/or aobligations Buddy Co
has remaining under its arrangement to dispose of its CGT asset
to Fee Co, isitsright to receive $120,000 in 18 months time
from Fee Co. Thisright is a cash settlableright to receivea
financial benefit, asitis aright to receive afinancial benefit that
ismoney. Buddy Co’sfinancial arrangement is constituted by
this cash settlable right (subsection 230-50(1) and
paragraph-230-50(2)(a)).

Under subsection 230-65(1) the market value of the CGT asset
(financial benefit provided) istaken to be provided under the financial
arrangement darted, and is effectively its cost.

Buddy Co therefore startsto have afinancia arrangement as
consideration for ceasing to have its CGT asset.

Subsection 230-440(1) provides that for the purpose of applying the
incometax law to the CGT asset Buddy Co is taken to have obtained
the market value of the CGT asset at thetimeit isprovided.. This
meansthat for the purpose of Parts 3-1 and 3-3 of the ITAA 1997,
Buddy Co istaken to have received capital proceeds on disposal of its
CGT asst equal to the market value of the CGT asset at thetimeitis
provided. That is, Buddy Co is taken to have received the market
value of its CGT asset being aright to receive $120,000 from Fee Co,
as determined under section 230-440 at 1 January 2010. Thisvalueis
$105,000 (subsection 230-440(2).

Pursuant to section 104-10 of the ITAA 1997, CGT event A1 occursin
respect of Buddy Co’'s CGT asset, on 1 July 2009. From thefacts, the
cost base of the CGT asset is $80,000. As Buddy Co will be taken to
have received capital proceeds of $105,000 (as set out above), it will
make a capital gain of $25,000 on disposal of its CGT asset, (being
$105,000 less $80,000).

The normal cost and proceeds rules apply to the tax treatment of
Buddy Co's financid arrangement constituted by itsright to receive
$120,000 from Fee Co. The cost of the financia arrangement will be
the market value of the CGT asset at thetimeitisprovided. The
difference between this cost ($105,000) and the proceeds Buddy Co
receives from the financial arrangement ($120,000), a $15,000 gain,
will be taken into account under Division 230.

Fee Co— acquisition of a CGT asset
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On 1 January 2011 when Fee Co receives the CGT asset from

Buddy Co, it will start to have a financial arrangement. Thisis
because after the time of delivery, the only rights and/or obligations
Fee Co has remaining under its arrangement to acquire the CGT asset
from Buddy Co, isits obligation to pay $120,000 in 18 monthstimeto
Buddy Co. Thisobligation isa cash settlable obligation to provide a
financial benefit, asit isan obligation to pay afinancial benefit that is
money. Fee Co'sfinancial arrangement isentirely congtituted by this
cash settlable obligation (subsection 230-50(1) and

paragraph 230-50(2)(a)).

Under subsection 230-65(2)) the market value of the CGT asset
(financial benefit received) istaken to be received under the financia
arrangement started, and effectivel y constitutes the proceeds from the
financial arrangement,

Fee Co therefore starts to have afinancia arrangement as
consideration for starting to have the CGT asset.

Subsection 230-440(1) provides that for the purposes of applying the
income tax law to the CGT asset Fee Co is taken to have provided the
market value of the CGT asset at thetimeit isacquired. This means
that for the purpose of Parts 3-1 and 3-3 of the ITAA 1997, Fee Co's
cost of the CGT asset istaken to be equal to the market value of the
CGT ass, at thetimeisacquired. That is, Fee Co istaken to have
provided the market value of the CGT asset being $105,000.

This $105,000 cost will form part of Fee Co's cost base of the CGT
asset (depending on any subsequent facts, it may be the only e ement
in Fee Co's cost base for this asset).

Thenormal cost and proceeds rules apply to the tax treatment of Fee
Co'sfinancial arrangement constituted by its obligation to provide
$120,000 to Buddy Co. The proceeds of the financial arrangement will
be the market value of the CGT asst at thetimeit isacquired. The
difference between these proceeds ($105,000) and the cost Fee Co
provides for the financial arrangement ($120,000), a $15,000 loss, will
be taken into account under Division 230.

Note — the time of valuation of financial arrangements

Apart from the operation of Division 230, the capital proceeds from a
CGT event include the market value of property that isreceived in
respect of the event, calculated as at the time of the event. Wherethe
relevant property is afinancial arrangement to which Division 230
applies) which isstarted or ceased as consideration for the CGT assH,
the amount that would otherwise be calculated for the purposes of
working out the capital gain or loss from the CGT event isreplaced by
the market value of the asset on the date the taxpayer providesthe
asset. Thisdate will not dways coincide with the date of the CGT
event. Thismay mean that the taxpayer will be required to amend
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what otherwise may have been taken into account for the purposes of
the CGT event.

Division 230 interaction with capital allowance provisions

11.60 Tothe extent that Divisions 230 and 40 of the ITAA 1997
interact, section 230-440 will operate to ensure that there is alignment
between the cost and proceeds rules that are used for the purposes of
Division 230, on the one hand, and the cost and termination value rules
that are used in the uniform capital allowances provisionsin Division 40
of the ITAA 1997, on the other.

11.61 Theinteraction of the capital allowance provisions and the
Division 230 measuresis similar to that for CGT, in that where a financial
arrangement is used as consideration for acquiring or providing a
depreciating asset, the market value of the depreciating asset must first be
determined before the cost and termination value of the depreciating asset
(as relevant) can be worked out.

Example 11.5: Disposal of a depreciating asset with a deferred
delivery and settlement — the consider ation r eceived/provided for the
asset

Smith Co entersinto a contract on 1 September 2009 to sdll its
depreciating asset (which isnot a Division 230 financial arrangement)
to Jones Co. Theterms of the contract are:

» ddivery of the asset in 12 months (ie, on 1 September 2010);

» thesaleprice of $250,000 isto be paid 27 months after the contract
date, on 1 January 2012 (ie, 15 months after delivery of the
depreciating asset); and

* notwithstanding the application of section 230-440, Division 40 of
the ITAA 1997 would operate such that the liahility to pay the sale
price does not arise until delivery of the depreciating asset.

Background and assumptions
» Smith Co used the depreciating asset wholly for a taxable purpose
and claimed decline in value deductions for it in accordance with

Division 40.

» Theadjustable value of the depreciating asset in the hands of Smith
Co at thetime of delivery was $100,000.

» The market value of the depreciating asset asat 1 September 2010,
is $150,000.
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» Both Smith Co and Jones Co are subject to proposed Division 230.
Smith Co — disposal of the depreciating asset

On 1 September 2010 when Smith Co delivers the depreciating asset to
Jones Co, Smith Co will dart to have afinancid arrangement. Thisis
because, after the time of delivery, the only rights and/or obligations
Smith Co has remaining under its arrangement to dispose of its
depreciating asset to Jones Co isitsright to receive $250,000 in

15 monthstime from Jones Co. Thisright isa cash settlableright to
receive afinancia benefit, asit isaright to receive afinancial benefit
that ismoney. Smith Co'sfinancial arrangement is entirely constituted
by this cash settlable right (subsection 230-50(1) and

paragraph 230-50(2)(a)).

Under subsection 230-65(1) the market value of the depreciating asset
(financial benefit provided) istaken to be provided under the financial
arrangement started, and effectively constitutes the cost of the financial
arrangement.

Smith Co therefore starts to have a financial arrangement as
consideration for ceasing to hold its depreciating asset.

Under the terms of the contract, Smith Co will stop holding the
depreciating asset on 1 September 2010 when it deliversthe asset to
Jones Co. A balancing adjustment event will occur for the asset at that
time and Smith Co will need to work out a balancing adjustment
amount for it.

Subsection 230-440(1) provides that for the purposes of applying the
income tax law to the depreciating asset Smith Co is taken to have
obtained the market value of the depreciating asset at thetimeitis
provided.. This meansthat for the purpose of working out the
balancing adjustment amount for the depreciating asset, Smith Cois
taken to have received an amount equa to the market value of the
depreciating asset, a thetimeitis provided. Asthisvalueis$150,000,
under the provisions of Division 40 of the ITAA 1997 Smith Cois
taken to have a termination value of $150,000 for its depreciating asset
(subsection 230-440(2).

Smith Co's adjustable value for its depreciating asset was, as set

out in the facts, $100,000 just before the time of the balancing
adjustment event (1 September 2010). As Smith Co’stermination
value of its depreciating asset will be taken to be $150,000 (as set out
above), its assessable balancing adjustment amount under Division 40
will be $50,000 (being $150,000 less $100,000).

The normal cost and proceeds rules apply to the tax treatment of Smith
Co'sfinancial arrangement constituted by itsright to receive $250,000
from Jones Co. The difference between the cost of the financial
arrangement, being the market value of the depreciating asset
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($150,000), and the proceeds Smith Co receives from the financia
arrangement ($250,000), a $100,000 gain, will be taken into account
under Division 230.

Jones Co — acquisition of the depreciating asset

On 1 September 2010 when Jones Co receives the depreciating asset
from Smith Co, Jones Co will start to have afinancia arrangement.
Thisis because at the time of delivery, the only rights and/or
obligations Jones Co has remaining under its arrangement to acquire
the depreciating asset from Smith Co, isits obligation to pay $250,000
in 15 monthstimeto Smith Co. Thisobligation isacash settlable
obligation to provide a financial benefit, asit isan obligation to pay a
financial benefit that ismoney. Jones Co's financial arrangement is
entirely congtituted by this cash settlable obligation

(subsection 230-50(1) and paragraph 230-50(2)(a)).

Under subsection 230-65(2) to include the market value of the
depreciating asset (financia benefit received), istaken to be received
under the financial arrangement started, and effectively congtitutes the
proceeds from the financial arrangement.

Jones Co therefore starts to have a financial arrangement as
consideration for starting to hold the depreciating asset.

Subsection 230-440(1) provides that, for the purposes of applying the
income tax law to the depreciating asset Jones Co istaken to have
provided the market value of the depreciating asset at thetimeitis
acquired. This meansthat for the purpose of Division 40 of the ITAA
1997, Jones Co's cost of the depreciating asset is taken to be equal to
the market value of the depreciating asset, at thetimeit is acquired..
Asthisvalue is $150,000, Jones Co istaken to have paid $150,000 to
acquire this depreciating asset, for all purposes of the ITAA 1936 and
the ITAA 1997 (subsections 230-440(2)).

Thenormal cost and proceeds rules apply to the tax treatment of Jones
Co'sfinancial arrangement constituted by its obligation to pay
$250,000 to Smith Co. The difference between the proceeds of the
financial arrangement, being the market value of the depreciating asset
($150,000), and the cost Jones Co provides for the financia
arrangement ($250,000), a $100,000 loss, will be taken into account
under Division 230.

Financial arrangements of consolidated groups

Division 230 applies to consolidated groups and multiple entry
consolidated groups (MEC groups) asif the head company of the group
istherdevant taxpayer. Chapter 12 contains a detailed discussion of the
application of Division 230 to the consolidation regime, and specific
consolidation-related amendments.
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Financial arrangements denominated in a foreign currency

11.62  For the purposes of the ITAA 1997 and the ITAA 1936,
subsection 960-50(1) requires that any amount or value that is
denominated in aforeign currency be translated (converted) into
Australian currency. In particular, if there are amounts that are el ements
in the calculation of other amounts those dements are to be translated into
Australian currency first and then the other amounts are calculated. An
exception to this general rule applies where those other amounts are a
‘gpecial accrual amount’. Amounts under Division 16E of the ITAA 1936
were such ‘special accrual amounts' (see definition of ‘ special accrual
amount’ in subsection 995-1(1) of the ITAA 1997).

11.63 A similar exception to the general trandation rule is required for
gains or losses that are subject to the accruals method under

Subdivision 230-B. An amendment is made to the definition of ‘ special
accrual amount’ to include areference to gains or losses that are subject to
the accruals method in Subdivision 230-B where all the financial benefits
that are provided and received under the financial arrangement are
denominated in a particular foreign currency [Schedule 1, item 29, definition of
“special accrual amount’ in subsection 995-1(1) of the ITAA 1997]. If the financial
arrangement is comprised of financial benefits that are denominated in
more than one currency, the exception for special accrual amounts will not
apply to calculating the gains or losses from that arrangement.

11.64 Theapplication of the special accrual amount rule means that
the sufficiently certain overall or particular gain or loss that is made from
the financial arrangements in the circumstances specified is to be
calculated in theforeign currency. Further, the spreading of that overall
or particular gain or loss over the relevant accrual period isto be donein
theforeign currency. Only the amounts allocated to the relevant
accrualsintervals areto be trandated using the relevant tablein
subsection 960-50(6) of the ITAA 1997.

Recognition of gains and losses

11.65 Thefollowing amendments relate to the manner in which gains
or losses are recognised for tax purposes where a Division 230 financial
arrangement isinvolved.

Foreign bank branches and offshore banking units

11.66  Part I1IB of theITAA 1936 establishes aregime for recognising
transactions between foreign banks and their Australian branches. Under
section 160ZZW of Part I11B, the branch is effectively treated asa
separate legal entity for certain financial dealings (such asthe notional
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payment of interest by the branch to the bank, notional derivative
transactions and notional foreign exchange transactions between the
branch and the bank — see sections 160ZZZA, 160ZZZE and 160ZZZF
of Part 1B, respectively). These sections apply where the foreign bank
applies Part I11B in calculating that part of its taxable income that is
referableto certain activities of its Australian branch (see

section 160ZZV B of the ITAA 1936).

11.67  Section 160ZZZK of Part 111B extends the application of

Part 111B to foreign financial entities and their Australian permanent
establishments. For convenience, the following discussion refers only to
foreign banks and their Australian branches, but it should be bornein
mind that the amendments will apply more broadly.

11.68  Generadly, Division 230 will apply to include gains or losses
made on financial arrangements held by the Australian branch of a foreign
bank in the calculation of its taxable income, including any gains or losses
arising fromintra-bank dealings between the Australian branch and the
rest of the bank. To avoid doubt, an amendment is made to

section 160ZZW of Part I11B, to provide that gains or losses from
financial arrangements entered into between the foreign bank and its
Australian branch will be brought to account under Division 230

[Schedule 1, item 41, subsection 160ZZW(1A)].

11.69  Section 160ZZZA, reating to the notional payment of interest
by the branch to the bank, provides that the rate of interest may not exceed
the London Inter Bank Offered Rate. The amendment to section 160ZZW
is not intended to affect the operation of this requirement.

11.70  Further, an amendment will be made to section 160ZZX of

Part 111B to specify that gains made through the Australian branch of a
foreign bank, from financial arrangements to which Division 230 applies,
aretaken to be sourced in Australia. Thiswill treat these gainsin the

same way as income from other transactions of the branch. [Schedule1,
Part 2, items 41 and 42, subsection 160Z2ZX(2 of the I TAA 1936)]

11.71  Inaddition, the permanent establishmentsin Australiaof an
offshore banking unit are treated as one person for the purpose of the
definition of a‘financial arrangement’. The other permanent
establishments of the offshore banking unit are treated as separate
persons. This means that financial arrangements between permanent
establishments of an offshore banking unit can be subject to Division 230
[Schedule 1, item 38, subsection 121EB(3)]. This reflects the treatment of
permanent establishments of an offshore banking unit under Division 9A
of Part 111 of the I TAA 1936.
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11.72  Theamendments are not intended to change how Division 9A
applies to consolidated/MEC groups which contain an offshore banking
unit, either as the head company or as a subsidiary member, nor the scope
of transactions that are recognised for the purposes of Division 9A. But
they will mean that Division 230 will apply to financial arrangements
related to the transactions or dealings that are counted as offshore banking
activities by Division 9A.

Application of electionsto foreign bank branches and OBUs

11.73  Foreign financial entities with one or more permanent
establishments in Australia (foreign banks and other financial entities
covered by Part I11B of the ITAA 1936) may be digible to make the
various eections. Part 111B recognises certain intra-entity transactions or
arrangements in calculating the taxable income of the foreign financial
entity (see sections 160ZZW, 1602227, 160ZZZA, 160ZZZE and
160ZZZF of the ITAA 1936). Wheretheforeign financial entity makes
an election, the election should apply to financial arrangements that
are/represent these notional borrowings, notional derivative transactions
or notional foreigh exchange transactions, in addition to any other
financial arrangements that the entity has entered into with other entities.
However, the separate-entity rules contained in section 160ZZW should
not lead to the result that a separate set of eections could/should be made
by the Australian PE(s). Nor should the election apply to any other intra-
entity arrangements that are not recognised under Part 111B (eg, an
arrangement between two Australian permanent establishments).

11.74  Thereis also a separate entity rulein section 121EB of the ITAA
1936 for offshore banking units. Again, thisruleis not to be taken to
imply that a separate set of elections could/should be made by the
Australian permanent establishments of the entity that carry on offshore
banking business or by a subsidiary member of a consolidated/ MEC group
that is an offshore banking unit. The taxable entity is the entity that
makes the election (or doesn't as the case may be), including the head
company of a group where section 717-710 applies. The election applies
to all relevant financial arrangements, including those arrangements that
arisein the course of carrying on offshore banking business. Because the
Separate entity rulein section 121EB is only for the purpose of identifying
offshore banking activities, the additional financial arrangements to which
an election might apply should only be those arising from those offshore
banking activities as defined in Division 9A.

11.75 Thefinancia arrangements that are recognised only because of
Part [11B or Division 9A which the accounting standards would have
required be classified or designated in financial reports as at fair value
through profit or loss if the arrangements had been between separate legal
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entities are to be the subject of any e ection made by the taxpayer.
[Schedule 1, item 1, subsections 230-185(3), 230-225(3),230-275(2B), 230-360(8)]

11.76  Thegain or loss that is made from a financial arrangement
arising from dealings that are recognised by Part 111B or Division 9A and
that is covered by an election is the gain or loss that the standards would
have required to be recognised in the profit and loss report if they had
recognised the arrangement. Clearly, thiswill require some departures
from the audited financial reports but they should be no different in scope
than the departures that were previously required because of the additional
‘transactions’ that are recognised for tax purposes by Part [11B and/or
Division 9A. Adequate records of these departures should be maintained
in accordance with the relevant record-keeping provisions. [Schedule 1, item
1, paragraphs 230-195(1)(c) and 230-370(1)(c), and subparagraph 230-240(1)(b)(iii)]

Deductions for expenditureincurred for capital gain

11.77  Section 51AAA of the ITAA 1936 denies certain deductions
where, broadly, the deduction would otherwise only be allowable because
of its connection to a capital gain.

11.78  With theintroduction of Division 230, subsection 230-15(2) will
allow a deduction for aloss from a financial arrangement wherethe lossis
made in gaining or producing assessable income or is necessarily made in
carrying on a business for the purpaose of gaining or producing assessable
income.

11.79  Section 51AAA is amended to deny a deduction that would
otherwise be allowable under subsection 230-15(2) only because it was
incurred in making a capital gain. [Schedule 1, item 33, subsection 51AAA(2) of
the I TAA 1936]

Tax-exempt asset financing

11.80  Proposed Division 250 contained provisions which had the same
effect as certain provisionsin Division 230. As Division 250 commences
at an earlier time than Division 230, the amendments required necessarily
referred to Division 250. It isintended that once Division 230
commences, Division 250 will then refer to the relevant provisionsin
Division 230. As a consequence of this, further amendments are required

to change references from Division 250 to Division 230. [Schedule1,
items 76 to 90]

Pay as you go instalments — Taxation Administration Act 1953

11.81  Subsection 45-120(1) of the TAA 1953 states that instal ment
income for a period includes amounts of ordinary income that are derived
during that period, but only to the extent that it is assessable income in the

358



Interaction and consequential amendments

income year. Ordinary income in this sense takes its meaning from
section 6-5 of the ITAA 1997.

11.82  Subsection 45-120(2B) operates to include additional amounts
within the definition of ‘instalment income’ by including a new category
of statutory income within the definition of ‘instalment income’. To the
extent that an amount of income is both ordinary income and statutory
income, it will only be included as instalment income once. That is, the
amount of income will not be double counted.

11.83  Generally, gains made on certain financial arrangements that are
subject to Division 230 will be subject to the pay as you go (PAYG)
instalments system. The amendment made in this Bill ensures that the
PAY G instalment system recognises the gain or loss, or the part of the
gain or loss, on afinancial arrangement that is attributable to each income
year. Thisisachieved by including gains and losses made from

Division 230 financial arrangements within the definition of

‘instalment income’.

11.84  Theamendment further provides that only the net result of the
relevant gains and losses made on financial arrangements, that are subject
to Division 230 for a particular income year, will be included as the
instalment income amount. That is, the net result of the gains must
exceed the losses made in an income year in respect of afinancial

arrangement under Division 230 to be recognised for PAY G purposes.
[Schedule 1, item 118, subsection 45-120(2B) in Schedule 1to the TAA 1953]

11.85  Wherethe amount of losses exceeds the amount of gains made
in an income year in respect of Division 230 financial arrangements, no
amount is included in the entity’ s instalment income under

subsection 45-120(2B).

The effect of a change of residence of the taxpayer

11.86  If ataxpayer changes from being an Australian resident to a
foreign resident (or vice-versa) during an income year, special rules apply
to determine the relevant amount of any gain and/or loss for that year on
the taxpayer’ s financial arrangements. The general effect of therulesisto
calculate any gain or loss on the financial arrangement for the income year
by specifically taking into account the change of residence during the
income year, and appropriately apportioning the gain or loss to the periods
of different residency [Schedule 1, item 1, subsection 230-429(1)]. The specifics
of how this is done depend on the method that would otherwise be used to
determine the taxpayer’s gain or loss for the income year. While
theoretically the gain or loss made for the part of the year while aforeign
resident has to be calculated, in practiceit may not need to be donein
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many cases because a gain made while aforeign resident would not be
assessable or aloss would not be deductible.

11.87  For financial arrangements subject to the realisation method, the
ruleis more prescriptive as it deems a disposal and immediate
reacquisition of the arrangement at the time of the change of residence.
This approach has been adopted because this method relies on the actual
receipt or provision of afinancial benefit which may not in fact occur in
the income year, and therefore not otherwise result in any gain or loss for
theincome year. Deeming these arrangements to be disposed of at the
time of the residence change deals with the tax consequences of the
change of residence in the income year in which is occurs (asis the case
for al other methods). [Schedule 1, item 1, subsection 230-429(6)]

11.88  Eachgain or loss determined in accordance with theserulesis
taken to be made for theincome year in which residence changes, and can
therefore be appropriatey handled under section 230-15.

11.89  If the change of residence occurs at the end or beginning of an
income year the proposed rules for calculating any gain or loss will only
have practical rdevancefor financial arrangements subject to the
realisation method. For other methods the rules, although technically
applying, will not alter the calculation of the gain or loss.

When the accruals method is used

11.90 Where achange of residence occurs during the income year, a
taxpayer that has a financial arrangement subject to the accruals method
should apportion any gain or loss on the arrangement for the year across
each period the taxpayer is an Australian resident and each period the
taxpayer is aforeign resident during the income year. The gain or loss
must be apportioned on a reasonable basis as between each of those
periods which, under the accruals method, should be determined based on
the number of days of each period of different residency. [Schedule1,

item 1, subsection 230-429(3)]

1191  Whether the gain (or loss) for each of these periods is assessable
(or deductible) is determined by applying Division 6 (or 8) to these
periods as if they were separate income years.

When the fair value, foreign exchange retranslation or financial reports
method is used

11.92 A different approach applies for financial arrangements for
which thefair value, foreign exchange retrandation or financial reports
method has been chosen. The taxpayer must work out a gain (or loss) for
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both the period of foreign residency and the period of Australian
residency. [Schedule 1, item 1, subsection 230-429(4)]

11.93  Thisruletreats these periods asif they were separate income
years and therefore will require the taxpayer to have recourseto its
financial reports. The taxpayer will have to make appropriate adjustments
to the amounts shown in the relevant accounts for the relevant accounting
periods (those that overlap the deemed income years). Thisis consistent
with the general rule that applies for these methods where the accounts are
not prepared for theincome year. In those cases the taxpayer can make
appropriate adjustments to the accounts for the overlapping accounting
periods.

11.94  Treating the periods of residency as if they were separate
income years more accurately determines, in accordance with the specific
methods, a gain or loss for each period of different residency.

11.95  Again, whether the gain (or loss) for each of these periodsis
assessable (or deductible) is determined by applying Division 6 (or 8) to
these periods as if they were separate income years.

11.96  Theapplication of this rule may result in a gain for the period of
Australian residency and a loss for the period of foreign residency (or
vice-versa), or other combinations of gain and loss. Further, the gain may
be assessabl e (for example, aforeign source gain made while an
Australian resident) but the loss not deductible (for example, whilea
foreign resident aloss is not made in deriving assessable Australian
sourceincome). To calculate the gain or loss using the same general
apportionment rule that applies to the accruals method would provide an
incorrect outcome as the starting point would be a gain or loss for the
entire income year (rather than allowing for again or loss for each period
of residency). Therefore, a daily apportionment of the gain or loss for the
income year would not be acceptable when these methods are used.

When therealisation method is used

11.97 Thereisalso a separate rulefor financial arrangements to which
the realisation method applies. If the taxpayer changes residence during
the income year, or at the end of an income year, each such financial
arrangement is deemed to be disposed of and immediately reacquired at
the residence-changetime for its fair [market] value at that time. A gain
or loss will accumulate (or be realised throughout the period) up until the
residence-change time (where there is a deemed disposal and a balancing
adjustment gain or loss would be calculated according to Subdivision
230-G). Similarly, again or loss will accumulate (or be realised
throughout the period) from the residence-change time until the time of
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actual disposal (whenever that occurs) or other payments may be made.
[Schedule 1, item 1, subsection 230-429(6)]

11.98  Although the deemed disposal treatment may not seem to be
strictly in accordance with the realisation method, its objectiveis similar
to the treatment provided under the other methods (in that it effectively
divides an overall gain or loss on realisation into two parts) and is also
similar to treatment under the capital gains tax rules wherethereisa
change of residence.

11.99  Astherearetwo times when a gain and/or loss on disposal
would be determined, this rule can advance the recognition of again or
loss in situations where the actual disposal of the financial arrangement is
in an income year later than theincome year in which the residence
change occurs.

11.100 The purpose of dividing the overall gain or loss into component
gains and/or losses before and after the change of residenceis to enable
each component to be treated according to residence immediately before
the change of residence and at the time of actual realisation. The
assessability and/or deductibility of each component gain and/or loss can
be determined separately based on the residency of the taxpayer, the
source of any gain and/or the purpose for which any loss is made.

11.101  Further, therule for deeming a disposal and reacquisition at the
residence change time avoids the risk of not collecting tax upon ultimate
disposal (or therisk that the taxpayer will not claim a deductible |oss that
would otherwise have been allowed).

11.102 An example wherethis rule may apply isto again or loss that
arises due to movements in the exchange rate (foreign exchange gains or
losses) on afinancial arrangement (where no other e ective method
applies). Any realisation gains or losses that accrue over time will be
subject to thisrule.

When the hedging financial arrangements method is used

11.103 If instead the hedging financial arrangements method appliesto
the financial arrangement the taxpayer will need to apply the specific

change of residencerules that are relevant to the hedged item itself.
[Schedule 1, item 1, subsection 230-429(3)]

11.104 If the hedged item isitself a financial arrangement the specific
change of residence rules applicable for the method used for that financial
arrangement will determine the relevant change of residence rules that are
relevant for the hedging financial arrangement (see paragraphs 11.90 to
11.102 above). If the hedged item is not a financial arrangement (but
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some other capital asset) then (in cases where a gain or loss is relevant)
the specific change of residence rules for the realisation method will apply
(see paragraphs 11.97 to 11.102 above).

When thereis a disposal of the financial arrangement in the same
income year

11.105 If thefinancial arrangement is disposed of after the change of
residence, but before the end of the income year, these rules will till
apply to calculate a gain or loss using the appropriate method up until the
change of residence. Thisis because subsection 230-45(1A) is
disregarded in determining if the change of residence rules apply
[Schedule 1, item 1, paragraph 230-430(2)]. Subsection 230-45(1A) gives
precedence to taking into account a gain or loss under the balancing
adjustment method over all other methods, where one of those other
methods might otherwise also apply in anincome year. Turning off this
rule allows the change of residence rules to continue to apply for that
particular income year. However, the gain or loss for the second part of
the income year should be calculated using Subdivision 230-G

(ie subsection 230-45(1A) is applied at that stage). That calculation
would take account of the gain or loss calculated for thefirst part of the
year using the relevant method whether it has been included in taxable
income or not. If the realisation method otherwise applied to the
arrangement, there would be two applications of the balancing adjustment
calculation in Subdivision 230-G in the income year: onefor the change
of residence and one for the actual disposal of the financial arrangement.
Because there is a deemed reacquisition of the arrangement at the
residence-change time in this case, the second calculation of a balancing
adjustment gain or loss should measure only the gain or loss arising since
the residence-change time.

Special rule where a taxpayer ceasesto be an Australian resident

11.106 When ataxpayer ceases to be an Australian resident and the
financial arrangement has no further connection with Australia there will
be, for the purposes of Division 230 (regardless of the method used):

» adeemed disposal of theinterest in the financial arrangement
immediately before the taxpayer ceases to be an Austraian
resident (which may be at the end of an income year or some
time during an income year) for its fair value at that time; and

» adeemed reacquisition of the financial arrangement
immediately after the change of residencefor itsfair value at
that time. [Schedule 1, item 1, subsection 230-430(2)]
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11.107 Theruleonly appliesif immediately after the taxpayer ceases to
be an Australian resident, gains and losses that could be made in relation
to the financial arrangement while the taxpayer remains aforeign resident
are neither assessable nor deductible [Schedule 1, item 1, subsection 230-430(1)].
The deemed disposal and reacquisition is a special caseand is an
exception to the general rulein section 230-429. Itsaim istwofold —to
ensure that:

 the effective movement of the financial arrangement out of
the application of Division 230 is adequately dealt with; and

» thereisardevant cost of acquisition for the financial
arrangement should Division 230 apply to any gains and/or
losses on the financial arrangement some time after the
taxpayer ceases to be an Australian resident (eg if the
taxpayer again becomes an Australian resident).

11.108 Wherethisrule applies, effectively Division 230 will no longer
apply to thefinancial arrangement and the specific rulesin

section 230-429 will have no application to this particular change of
residence. Thisis because those specific rules only apply if the taxpayer
would, once a foreign resident, otherwise apply a particular method under
Division 230 to determineagain or loss. Whilein practical terms
Division 230 will no longer apply in relation to this financial arrangement,
if the taxpayer once again becomes an Australian resident this section will
once more betriggered.

11.109 The deemed disposal rule may result in a balancing adjustment
gain or loss under Subdivision 230-G (which is discussed in Chapter 10).

11.110 In other cases where a taxpayer ceases to be an Australian
resident, Division 11A of Part 111 of the ITAA 1936 (interest withholding
tax) may apply exclusively while the taxpayer is aforeign resident. The
taxpayer would need to know how much gain or loss was made for the
part of the year in which it was an Australian resident (in accordance with
section 230-429). The assessability and deductibility would be
determined according to Division 230. If Division 11A did not deal with
al gains while aforeign resident (eg gains that are not interest), or if there
were any |osses, the taxpayer would still need to determine the gain or
loss made while a foreign resident (by applying section 230-429) and then
determine the assessability or deductibility of any gain or loss.

Interaction with withholding tax rules

11111 Thereisa possible overlap between taxation under Division 230
and the imposition of withholding tax under Division 11A of Part 111 of
the ITAA 1936 (see paragraphs 11.32 to 11.37) where the holder of a
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financial arrangement changes from an Australian resident to aforeign
resident and an interest payment is subsequently made.

11.112 If nowithholding tax is payable (eg if thereis an exemption
from withholding tax) then there is no possible overlap and therefore no
adjustment is required. However, in cases where withholding tax is
otherwise payable, thereis an overlap and therefore the amount of
withholding tax is reduced by the amount notionally payable on the net

amount that was assessable under Division 230. [Schedule 1, item 51,
subsection 128NBA(1) of the | TAA 1936]

Example 11.6: Refund of withholding tax when no interest is paid
while an Australian resident

Assumethe factsin Example 4.6 but also assume that John Doeis an
Australian resident when he invests $100 in a zero coupon bond that
will pay $120 at maturity in four yearstime. Also, the bondisissued
by an Australian resident. At the beginning of Y ear 4 John Doe
becomes aresident of the United States.

The interest (totalling $14.65) that accrues (on a compounding basis)
inYears1, 2 and 3isincluded each year as again cal culated under the
accruals method. John Doeis paid $120 ($20 of thisisinterest) at the
end of Year 4, at which timeheisaforeign resident. Withholding tax
of $2 is payable on the $20 interest payment. As $14.65 has already
been included in assessable income under Division 230 while John
Doe was an Audralian resident, on application, section 128NBA  will
credit an amount of $1.47 (withholding tax of 10 per cent payable on
the net Division 230 amount of $14.65). Thiswill mean that
withholding tax is effectively only payable on $5.35 which isthe gain
that would have otherwise accrued in Y ear 4.

The gain that would otherwise have been included in assessable
incomein Year 4 isdisregarded because it ispart of an amount that is
(or isanticipated will be) treated as non-assessabl e non-exempt income
under section 128D of the ITAA 1936.

11.113 Further, thisrulein subsection 128NBA(1) to prevent double
taxation also applies to cases where there are periodic interest paymentsto
the taxpayer over the life of the financial arrangement.

Example 11.7: Refund of withholding tax when interest has been
paid while an Australian resident

Assumethe factsin Example 4.7 but also assume FLD Finance Cois
an Audtralian resident when purchasing the security for $1,000. Also
assume the security isissued by an Australian resident. At the
beginning of Year 3 FLD Finance Co becomes a foreign resident.
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Although FLD Finance Co changes residence, the deemed disposal and
reacquisition rules in subsection 230-430(3) will not apply because
immediately after FLD Finance Co ceases to be an Australian resident
the gains (Australian sourced) remain assessable. However, rather
than Division 230 applying to assess the gain, any gain that would
have otherwise been included in assessable incomein Years3 and 4 is
disregarded because it is part of an amount or amounts (the interest
payments) that will be treated as non-assessable non-exempt income
under section 128D of the ITAA 1936.

At the beginning of Year 3, $133.36 has previously been included in
FLD Finance Co's assessable income (as accrual amounts) under
Division 230. Withholding tax is payable on theinterest payment in
Year 3 of $80. However, by the end of Y ear 3 the withholding tax
payableis reduced to the amount that would otherwise have been
payable on thetotal interest paid over the three years ($40 + $50 + $80
= $170) less the net amount included in assessable income under
Division 230 ($133). Thewithholding tax payable on $43 (=$133 -
$40 - $50) [check that the new provision doesthis] of the $80 interest
payment would be credited under subsection 128NBA(1). Therefore,
of the $80 interest payment in Y ear 3 withholding tax is effectively
only payable on $37 of that payment. In practice, withholding tax is
payabl e on the $80 and once the withholding tax is paid the taxpayer
can apply (in the approved form) to the Commissioner for acredit of
the withhol ding tax payable on the $43.

When the subsequent $100 interest payment is madein Y ear 4,
withholding tax would be payable on that amount. In total, of the
overall gain of $270, $133 would be included in assessable income
(under Division 230) and $137 would be subject to withholding tax
(under Division 11A of the ITAA 1936).

If in this example, the difference between the total amount included in
assessable income under Division 230 in the first two years and the
first two interest payments had been greater than the amount of interest
paidin Year 3, acredit for the full amount of withholding tax paidin

Y ear 3 could be claimed and theresidual could be claimed after

Year 4. Alternatively, the claim for the withholding tax credit could be
delayed until after Year 4. On the other hand, if the first two interest
payments had been greater than the total amount included in assessable
income under Division 230 in thefirg two years, there would be no
withholding tax credit to be claimed. Ingtead, the excess would be
recognised asa gain (either on disposal or maturity of the security,
under Subdivision 230-G).

When a taxpayer become an Australian resident

11.114 Wherethe holder of thefinancial arrangement changes from
being aforeign resident to being an Australian resident it is not intended
that the gains that accrued while that holder was aforeign resident would
be assessabl e as soon as a payment is made when the holder is an
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Australian resident. Thisiswhat is donein relation to qualifying
securities covered by Division 16E of Part |11 of the ITAA 1936 under
subsection 159GW(2) of the ITAA 1936. Instead, any such gain would be
included in assessabl e income as a balancing adjustment when the
financial arrangement ceases to be held.

Application of change of residence rulesto partnerships and trusts

11115 WhereDivision 230 applies to a financial arrangement of a
partnership or trust, a change of residenceisirrelevant in determining the
net income of the partnership or trust because of the assumption of
residency of the partnership and trust (section 90 and subsection 95(1),
respectively, of the ITAA 1936).

11.116 However, if apartner, or abeneficiary that is presently entitled
to a share of the trust income, changes residence during the income year,
sections 92 and 97, respectively, of the ITAA 1936 requirea
disaggregation of the net income into its Australian and foreign source
components. It is expected that the partner, or beneficiary, would do that
by applying the change of residence provisions asif it, and not the
partnership or trust, were the entity which held the financial arrangement.

11117 Similarly, in situations where the trustee may be assessed in
respect of some or all of the net income under section 98 of the

ITAA 1936 (eg the beneficiary is under alegal disability or isaforeign
resident at the end of the income year) any change in the beneficiary’s
residence during the year should be taken into account in determining the
trustee s liability to tax.

11.118 In situations where the trustee may be assessed in respect of
some or all of the net income, under section 99 or section 99A of the
ITAA 1936 and the trustee changes residence during the income year, the
change of residence may or may not affect the tax liability of the trustee.
If the trustee ceases to be an Australian resident during the income yesr,
therewill be no effect because the trust is till held to be a resident trust
estate. If the trust becomes a resident trust because a trustee becomes an
Australian resident during theincome year, it will be treated as a resident
trust for the wholeincome year. In either case, thereis no need to
determine how much gain or loss was made on the trust’s financial
arrangements for the part of the year in which the trustee was an
Australian resident and how much was made while a foreign resident.
Therefore, thereis no need to apply the change of residence provisionsin
this case.

367



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

Interaction with value shifting rules

11.119 Section 230-427 applies such that gains and losses on financial
arrangements that are attributabl e to a value shift that would have
consequences under the General Value Shifting Regime (GVSR) are
disregarded under Division 230. Similarly, gains and |osses in respect of
financial arrangements are disregarded to the extent that any of the former
value shifting rules would have applied in respect of a financial
arrangement.

11.120 Broadly, the value shifting rules prevent inappropriate tax
consequences from arising (for example atax loss or areductionin
assessable income) where, under a scheme, value is shifted from equity or
loan interests. Generally, these rules prevent inappropriate tax outcomes
from arising by either requiring the tax values of the “losing” interest to
be reduced by the same magnitude of the value shift (note that the tax
value of a“gaining” interest may be revised upwards to the same extent)
or, alternatively, losses may be denied when the equity or loan interests
arefinaly realised. Under either approach, correcting the tax outcomes of
a value shift generally occurs upon realisation of the interests — that is, the
value shifting rules effectively correct the result upon realisation of such
interests.

11.121 On the other hand, in many cases Division 230 operates to bring
to account gains and losses in respect of a financial arrangement prior to
realisation, for example as the gains or losses accrue. Consequently, in
the absence of special value shifting rules that apply to Division 230
financial arrangements, where a value shifting arrangement reduces the
value of afinancial arrangement or the expected future cash flows on a
financial arrangement, inappropriate tax consequences from the
arrangement could arise in the income year in which the value shift
occurs.

11.122 This may occur, for example, where an entity purchases a
security that provides for relatively certain fixed cash flows over several
years and the entity recognises the gains on the security by applying the
accruals method in Subdivision 230-B. During the term of the
arrangement a value shift could result in a reduction in the estimated cash
flows and consequently areduction in the overall gain on the arrangement.
Without special integrity rules the entity holding the financial
arrangement might, for example, re-estimate the gain or loss on the
arrangement and the subsequent tax consequences would reflect the re-
estimated gain or loss.

11.123 Similarly, where an entity holds an asset that is subject to fair
value measurement under Subdivision 230-C, changesin the fair value of
such assets recognised in the financial accounts of the entity are brought
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to account for tax purposes. Absent special integrity rules, if a value shift
occurs which causes the fair value of such an asset to decrease, the holder
would recognise a loss or reduced gain on that asset in theincome year in
which the value shift occurs.

11.124 Where afinancial arrangement is not subject to Division 230,
the value shifting rules would ordinarily prevent the taxpayer from
recognising areduced gain or atax loss on an arrangement that would
trigger the application of specific provisions within the value shifting
regime (for example, in the case of indirect value shifting, Division
727-B). As aconsequence, areduction of the adjustable values (eg, cost
base) of the financial arrangement would occur in respect of theinterests
from which value has been shifted. A corresponding adjustment might
also be made in respect of the interests to which value has been shifted.
Alternatively, losses that would otherwise arise on realisation of the
financial arrangement might have been denied to the holder.

11.125 Theinclusion of section 230-427 is intended to ensure that
inappropriate value shifts that would ordinarily have consequences under
Divisions 723, 725, and 727 of the ITAA 1997 are disregarded in
determining tax outcomes for financial arrangements that are subject to
Division 230.

11.126 Where an entity holds financial arrangements before the
commencement of Division 230, Division 230 allows taxpayersto, for
example, apply the elective methods such as fair value to those
pre-existing financial arrangements subject to certain requirements.
Where such an election is made, the taxpayer must make a balancing
adjustment which brings about assessableincome or an allowable
deduction which is to be spread over thefirst applicable income year and
the next threeincome years. Essentially the balancing adjustment brings
to account the difference between what would have been the tax result had
Division 230 applied to the pre-commencement financial arrangements
from the time the taxpayer started to hold it and the actual tax resultsin
respect of the financial arrangements.

11.127 If avalue shift occurred prior to the commencement of Division
230 in respect of a pre-existing financial arrangement causing the value of
afinancial arrangement to be reduced then, absent special integrity rules,
the taxpayer may be able to obtain a tax saving from that value shift
through the balancing adjustment. In these circumstances, section 230-
427 applies such that where a balancing adjustment is madein respect of
existing financial arrangements, any value shifts that would ordinarily
have consequences under Divisions 723, 725, and 727 of the ITAA 1997
are disregarded in determining gain or loss determined under the
balancing adjustment.
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11.128 Value shifts that would have had consequences under repealed
value shifting provisions (eg, former Divisions 138, 139, and 140 of the
ITAA 1997) are disregarded in determining gains and |osses under
Division 230 —including for the purposes of any balancing adjustment
made in respect of existing financial arrangements.

Definitional and referencing changes

11.129 These amendments are required because the existing definitions
contained in the tax laws have been affected by theintroduction of
Division 230. Further, some amendments have been included to update
checklists in the legislation.

Exchangeable interests

11.130 The effect of Subdivision 130-E of the ITAA 1997 is that any
capital gain or capital loss from the disposal or redemption of an
exchangeable interest to the issuer of the interest or to a connected entity
of theissuer, will be disregarded. Subdivision 130-E of the ITAA 1997
also modifies the cost base of the shares acquired as aresult of the
exchange or redemption.

11.131  Section 130-100 of the ITAA 1997 previously defined an
‘exchangeable interest’ as atraditional security issued on the basis that it
will or may be:

 disposed to theissuer of the traditional security or a
connected entity of the issuer; or

e redeemed,

in exchange for shares in a company that is neither theissuer of the
traditional security or in a connected entity of the issuer.

11.132 Broadly, atraditional security, as defined in

subsection 26BB(1) of the ITAA 1936, is asecurity that is not issued at a
deep discount, does hot bear significant deferred interest and is not capital
indexed. A traditional security may be, for example, abond, a debenture,
adeposit with a financial institution or a secured or unsecured loan.

11.133 Amendments to section 130-100 broaden the application of this
provision such that an exchangeabl e interest will now extend to
‘qualifying securities' within the meaning of that termin Division 16E of
the ITAA 1936.

11.134 Asaresult of thisamendment, the CGT treatment of
exchangeable interests will apply equally to exchangeable interests that
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aretraditional securities and exchangeable interests that are qualifying
securities. Thisissimilar to the treatment currently afforded to

convertible interests under section 130-60. [Schedule 1, items 63 and 64,
section 130-100]

Offshore banking units and foreign bank branches

Hedging activities of offshore banking units

11.135 Financial arrangements of an offshore banking unit aretested in
order to determine if they qualify as offshore banking activities. One of
those tests determines whether the activity, asrepresented by a financial
arrangement, is a hedging activity. In order to reduce compliance costs,
the definition of ‘hedging activity’ in subsection 121D(8) of the

ITAA 1936 will be amended to use the concept of a ‘financial
arrangement’.

11.136 The phrase ‘financial arrangement’ will replace theterm
‘contract’ that is currently used in the definition. The Division 230 term
“hedging financial arrangement’ has not been adopted because the
accounting requirements involved in that concept could have limited the
meaning of ‘ hedging activity’. [Schedule 1, Part 2, item 37, definition of ‘ hedging
activity’ in subsection 121D(8) of the | TAA 1936]

Derivative transaction for foreign bank branches

11.137 Anamendment will also be made to the definition of ‘ derivative
transaction’ in section 160ZZV of Part 111B, so that it refersto financia
arrangements to which Division 230 applies. [Schedule 1, items 39 and 40,
definition of ‘derivative transaction’ in section 160ZZV of the | TAA 1936]

Qualifying forex accounts

11.138 Anamendment will be made to the definition of a'qualifying
forex account' in subsection 995-1(1) of the ITAA 1997 to extend its
application by repealing the requirement that it must be with a financial
institution in Australia or overseas.

Checklists

11.139 Thechecklistsin sections 10-5 and 12-5 of the ITAA 1997 will
be amended to include references to ‘ gains from financial arrangements’
and ‘losses from financial arrangements'. [Schedule 1, items 53 and 54]

Signposts

11.140 The operation of the value setting rules in section 230-440 have
been described in paragraphs 11.26 to 11.59. Signposts in the form of

371



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

notes to provisions have been included in capital allowances [Schedule 1,
items 58 to 64] and CGT provisions [Schedule 1, items 67 and 68] of the

ITAA 1997 to highlight the possible application of section 230-440 to the
relevant assets that are subject to those provisions. A note has been added
to the bad debt provisions to explain that in certain circumstances alossin
relation to a financial arrangement under subsections 230-150(3), (5) and
(6) and 230-165(3), (5) and (6) will be treated as a bad debt. [Schedule 1,
item 55]

11.141 Signposts have also been added to some CGT provisions to
highlight the effect of the hedging provisionsin certain situations.
[Schedule 1, items 66 and 67]

Record keeping

11.142 A number of amendments are being made to section 262A of the
ITAA 1936. These amendments will modify the application of section
262A so0 asto preserve its intended application in a Division 230 context.

11.143 Thefirst amendment modifies subsection 262A(1) so that it
applies to al taxpayers that have Division 230 financial arrangements
(that is, afinancial arrangement to which Division 230 applies). This
amendment overcomes the requirement in subsection 262A(1) that a

person be carrying on a business before the subsection has application.
[Schedule 1, item 47, section 262A(2AAC)]

11.144 The second amendment clarifies the application of subsection
262A(4). The provision ensures that records relevant to the cal culation of
gains and losses from Division 230 financial arrangements must be kept
for at least five years after the taxpayer includes an amount as assessable
income or is entitled to a deduction in accordance with Division 230.

11.145 This amendment does not modify the time at which records must
first be held (or in place). Accordingly, Division 230 will be relevant

when determining the time at which a record must be created or first held.
[Schedule 1, item 47, section 262A(2AAD)]

11.146 More specifically, in respect of hedging financial arrangements
paragraph 262A(3)(ca) operates to ensure that record must bein place at,
or soon after, the time when ataxpayer creates, acquires or applies the
hedging financial arrangement. [Schedule 1, item 48, section 262A(3)(ca)]

Example 11.8: Documentation requirements for a hedging financial
arrangement

Jmmy Co, an Australian resident company, entersinto a hedging
financial arrangement to hedge againg foreign currency movements on
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the principal amount of loan that is denominated in $US. The loan has
afifteen year term and has anominal value of $1,000,000.

Jmmy Co entersinto a series of 6 month forward rate agreements to
hedge the foreign currency movements on the principal amount of the
loan.

Section 230-310 requires that immy Co has the relevant hedging
documentation in place at or soon after the time when the hedging
financial arrangement is entered into.

The modificationsto section 262A of the ITAA 1936 operate to ensure
that all documentation relating to the hedging financial arrangement,
including each forward rate agreement, isretained for at least five
years after either the;

gain on the hedging financial arrangement isincluded as an
amounts of assessable income, or

lossis claimed a deduction in accordance with Division 230.

If theloan is structured such that it isan interest only loan throughout
itsterm, then all gains and losses from the hedging financial
arrangements will be bought to account at the end of theloan
arrangement as thisit the time at which the principal amount of the
loan isrepaid.

In this example Jimmy Co will be required to retain certain records for
aperiod of twenty years, ie, for the fifteen years of the loan plus five
years to comply with section 262A of the ITAA 1936.

11.147 Finally, subsection 262A(6) defines a Division 230 financial
arrangement to mean afinancial arrangement to which Division 230
appliesin relation to your gains and losses from the arrangement, that is,
the definition takes on the same meaning as contained in subsection
995-1(1) of the ITAA 1997. [Schedule 1, item 47, section 262A(6)]

Foreign currency gains and losses — Division 775 and
Subdivisions 960-C and 960-D

11.148 Amendmentsto ensurethat certain types of securitisation
vehicles and special purpose vehicles were exempt from Division 775
with effect from 1 July 2003 were announced by the then Minister for
Revenue and Assistant Treasurer in Press Release No. 073 of 2
September 2005. That exemption was provided until the commencement
of the retrandation and hedging regimes as part of the taxation of financial
arrangements legislative framework. Those regimes are to be introduced
by this Bill.
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11.149 In order to ensure that the law operates as intended in relation to
these types of taxpayers the amendments (as described above) are
included in this Bill.

11.150 The amendments to Division 775 will apply to ‘ securitisation
vehicles' as defined in section 820-942 of the ITAA 1997 and special
purpose vehicles that meet the requirements of subsection 820-39(3) of
the ITAA 1997. Generaly, those provisions identify certain entities that
aredigible for special treatment as securitisation vehicles under the thin
capitalisation rules in the income tax law. In particular the following
amendments will be made:

» section 775-170 of the ITAA 1997 will be amended to
provide an exemption from Division 775 in respect of foreign
exchange realisation gains and foreign exchange realisation
losses made by the relevant securitisation vehicles [Schedule 1,
items 104 and 105, subsection 775-170(2)];

* section 775-195 of the ITAA 1997 will be amended to
exclude the relevant securitisation vehicles from being
eligibleto make a choicefor roll-over relief for facility
agreements held by such entities [Schedule 1, item 107,
subsection 775-195(9)];

» section 960-50 of the ITAA 1997 will be amended to ensure
that the trandation rules contained in Subdivision 960-C will
not apply to relevant securitisation vehicles for the purposes
of working out its assessable income, deductions or tax
offsets [Schedule 1, item 109, subsection 960-55(4)]; and

» section 960-60 of the ITAA 1997 will be amended to exclude
relevant securitisation vehicles from being eigibleto make a
choiceto apply afunctional currency [Schedule 1, item 111,
subsection 960-60(6)].

11.151 Each of these amendments will take effect from 1 July 2003 —
the date of commencement of Division 775 and Subdivisions 960-C and
960-D.

11.152 It has been intended policy that once the retranglation and
hedging regimes under the taxation of financial arrangements legislative
framework commence, those entities that have been excluded from the
operation of Division 775 and Subdivisions 960-C and 960-D wereto
become subject to those provisions. The entities affected will be ADIs,
non-ADI financial institutions and securitisation vehicles. Amendments
are made to ensure that on commencement of Division 230, those entities
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will also be subject to Division 775 and Subdivisions 960-C and 960-D.
[Schedule 1, items 106, 108, 110 and 112]

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

11.153 Section 77 of Schedule 4 to the NBTS (TOFA) Act 2003 isa
transitional provision that allowed Division 3B of the ITAA 1936 to
continue to apply:

» toan €ligible contract entered into by ataxpayer before the
taxpayer’ s ‘ applicable commencement dat€ for Division 775
of the ITAA 1997 (see section 775-155 of the ITAA 1997);
and

* for the purposes of working out the assessable income or
allowable deductions of an ADI or anon-ADI financial
institution.

11.154 Paragraph 77(1)(b) will be amended to extend the transitional
provision as it rdates to ADIs and non-ADI financial institutions to those
securitisation vehicles described in paragraph 11.94. [Schedule 1, Part 2,
item 116, paragraph 77(1)(b)]

11.155 Consistent with the policy outlined in paragraph 11.97, the
transitional provisions which allow Division 3B of the I TAA 1936 to have
continued operation in relation to ADI’s, non-ADI financial institutions
and relevant securitisation vehicles will be removed on commencement of
Division 230. [Schedule1, item 117]

Retranglation under Division 775

11.156 The definition of a'qualifying forex account' in subsection 995-
1(1) of the ITAA 1997 has the effect of extending its application by
repealing the requirement that it must be with a financial institution in
Australia or overseas.

11.157 Any existing retrandation election that applies to qualifying
forex accounts under Subdivision 775-E of the ITAA 1997 will ceaseto
apply to any account to which a general retranslation election or a

qualifying forex account election applies. [Schedulel, item5,
subsection 775-270(1A)]

11.158 Other changesto Division 775 relating to the retranslation
election have been explained in Chapter 7. [Schedule 1, items 5 and 6]
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Chapter 12
Consolidation interactions

Outline of chapter
12.1 This chapter explains:

e amendments to the income tax consolidation regimeto
ensure appropriate interactions with Division 230; and

* how the existing law in relation to consolidation will apply to
entities that are taken to hold or cease to hold a financial
arrangement.

Context of amendments

12.2 Under the consolidation regime a group of digible
wholly-owned entities is treated as a single entity for their income tax
purposes. When an entity becomes a subsidiary member of a consolidated
group or multiple entry consolidated group (MEC group), the membership
interests held by the group in the joining entity areignored and the
entity’s assets are treated for tax purposes as the assets of the head
company. Thetax costs of those assets are reset at an amount that reflects
the group’s cost of acquiring the joining entity.

12.3 This chapter outlines the operation of the consolidation regime if
an entity that holds Division 230 financial arrangements joins or leaves a
consolidated group or MEC group. To alarge extent, the existing
consolidation provisions will operate appropriately in these circumstances.
However, modifications are required to:

» enhancethe interaction between the consolidation regime and
Division 230; and

* reduce compliance costs.

Summary of new law

124 There are four basic propositions outlined in this chapter.
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125 First, where an entity joins a consolidated group or MEC group,
thejoining entity will apply Division 230 as if the joining time was the
end of an income year.

12.6 Second, the head company will apply the consolidation rules and
Division 230 (depending on whether it is required or has dected to apply
Division 230) asif the head company had directly acquired assets that are

or form part of financial arrangements from the joining entity. Certain
amendments are made to this proposition to reduce compliance costs
specifically related to Division 230 interactions.

12.7 Third, where an entity leaves a consolidated group or MEC
group, the head company will apply Division 230 asif the leaving time

was the end of an income year.

12.8 Finally, aleaving entity whose financial arrangement gains and
losses Division 230 applies to will apply the Division as if the leaving
entity took the financial arrangements with it at the leaving time.

Comparison of key features of new law and current law

New law

Current law

If afinancial arrangement held by a
joining entity is subject to the
accruals, realisation or hedging
methods, the tax cost setting rules
will apply to determine the head
company’s tax cost for the financial
arrangement.

If afinancial arrangement held by a
joining entity is subject to thefair
value, financial reports or
retranslation e ections, the head
company’s tax cost for the financial
arrangement will be, broadly, its
accounting value. Any difference
between the accounting value and the
tax cost setting amount will be
included in the head company's
assessable income, or dlowed as a
deduction, over four years.

When an entity joins a consolidated
group, thetax costs of the joining
entity’ s assets are reset under the tax
cost setting rules.

The terminating value of a financial
arrangement will be the amount of
consideration that the head company
would need to receiveif it wereto
dispose of the financial arrangement

When an entity leaves a consolidated
group, thetax cost setting amount of
the membership interests the head
company holdsin the leaving entity is
worked out by reference to, among
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New law Current law
just before the leaving time without other things, the terminating value of
an amount being included in assets that the leaving entity takes

assessable income, or being allowed | withit.
as adeduction, under Division 230.

A MEC group may rely on the A MEC group could not use certain
financial reports of thetop company | Division 230 methods wherethe

of the group for the purposes of using | financial arrangements are not
certain Division 230 methodswhere | recognised in the financial reports of
the financial arrangements are not the head company.

properly reflected in the financia
reports of the head company, but are
properly reflected in the financia
reports of the top company.

Detailed explanation of new law

12.9 This chapter outlines how the amendments and existing
consolidation provisions will apply:

 if ajoining entity holds financial arrangements and
Division 230 applies to work out gains or losses on those
financial arrangements, in relation to:
— thejoining entity; and
— thehead company at the joining time; or

+ if aleaving entity takes financial arrangements with it and
Division 230 applies to work out gains or losses on those
financial arrangements, in relation to:
— theleaving entity; and

— the head company at the leaving time.

1210  This chapter will also outline other consolidation and
Division 230 interaction amendments relating to:

» thedigibility of MEC groups to make Division 230
elections; and

» theDivision 230 transitional measures.
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Treatment of joining entities

12.11  Subsection 701-30(3) requires ajoining entity to work out its
taxable income for a period prior to thejoining time asif the joining time
were the end of an income year.

1212  Therefore, ajoining entity will apply Division 230 (depending
on whether it isrequired or has elected to apply Division 230) asit
ordinarily would on the basis that the joining time is the end of its income
year.

12.13  Thereisno Subdivision 230-G balancing adjustment at the end
of thisincome year as a consequence of the joining event because the
joining entity is not taken by the consolidation rules to have transferred
the financial arrangement or otherwise ceased to haveit.

Example 12.1

Joining Co holds a financia arrangement whose gains or losses are
worked out using the compounding accruals method. The effect of the
compounding accruals method is that $333 must beincluded in the
entity’' s assessable income in 2010-11, 2011-12, and 2012-13. The
intervalsto which thisgain is being allocated exactly equate to Joining
Co'sincome year, which startson 1 July and ends on 30 June.

On 1 January 2011 Joining Co joins a consolidated group.

Therefore, Joining Co has an end of income year of

31 December 2010. Joining Co will be taken to have made again
equal to so much of that part of the gain asis allocated to theincome
year 1 July 2010 to 31 December 2010 on areasonable basis.

For example, areasonable basis for calculating the part of the gain to
be allocated to the 1 July 2010 to 31 December 2010 period may be to
simply divide $333 by two. However, whether thisis areasonable
basisto all ocate the gain entirely depends on the facts and
circumgtances of the financial arrangement.

Example 12.2

Joining Co holds a financia arrangement whose gains or losses are
worked out using the fair value method.

On 1 July 2010, the fair value of the financial arrangement according
to Joining Co'sfinancial reportsis $100.

On 1 January 2011, Joining Co joins a consolidated group. The market
value of the financial arrangement at thistime is $120.
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Joining Co will apply the fair value method on the basis that
31 December 2010 isthe end of itsincome year.

Joining Co makes a gain from this financial arrangement for the
income year 1 July 2010 to 31 December 2010 of $20.

Subdivision 716-A does not apply even where a Division 230 spreading
method is being used

12.14  Subdivision 716-A appliesif a provision of the income tax law
would spread an amount over two or more income years by including part
of the original amount in the same entity's assessable income for each of
those income years [section 716-15]. Subdivision 716-A appliesin asimilar
manner in relation to deductions [section 716-25].

12.15  Subdivision 716-A does not apply to Division 230 financial
arrangements. This is because section 230-15 applies to Division 230
financial arrangements to include gains in assessable income or allow
deductions for losses in theincome year in which the gain or loss is made
under Division 230.

Treatment of head companies at the joining time

12.16 A head company which commences to hold an asset or liability
that is or forms part of afinancial arrangement will apply Division 230 as
if the head company directly acquired the asset or liability. There aretwo
implications of this:

* thetax cost of any asset that is or forms part of afinancial
arrangement that the head company is taken to have acquired
is equal to the asset’s tax cost setting amount; and

» any eection the head company has made in relation to its
existing financial arrangements will apply to the financial
arrangements it has taken to have acquired as aresult of the
joining entity becoming a member of the consolidated group.

Setting the tax costs of assets

12.17  If ajoining entity holds assets that are or form part of afinancial
arrangement, Division 705 will apply to set the tax costs of those assets at
their tax cost setting amounts.

12.18 Wheretheasset isareset cost base asset, section 705-40 will
apply such that the asset’ s tax cost setting amount must not exceed the
greater of the asset’s market value, or the joining entity’s terminating
valuefor theasset. Thisis because an asset that is afinancia

381



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

arrangement, where Division 230 applies to work out gains or losses on
the financial arrangement, is arevenue asset (as defined in
section 977-50).

12.19  Section 701-55 sets out how the tax cost setting amount is used
asthe basis for applying other provisionsin theincome tax law. For the
purpaose of applying Division 230, the use of the tax cost setting amount
for assets that are or form part of financial arrangements varies depending
on the method the head company is applying to work out its gains or
losses under Division 230.

Wher e the head company is using the accrual/realisation method

12.20 Inrelationto assets that are or form part of afinancial
arrangement to which gains or losses are being worked out using the
compounding accruals or realisation method, the effect of the asset’s tax
cost being set is that Division 230 will apply asif the financial benefits
provided to acquire the asset were equal to the asset’ s tax cost setting
amount. [Paragraph 701-55(5A)(a)]

1221  Conseguently, the financial benefits the head company is taken
to have provided for the purposes of Step 2(a) of the method statement in
the table at subsection 230-395(1) includes the asset’ s tax cost setting
amount (rather than its original cost). The asset’s tax cost setting amount
will also berelevant in determining whether an entity has a sufficiently
certain gain or loss from the financial arrangement.

12.22  Inthe context of the accruals method, the tax cost resetting
process will not result in the amount to which the rate of return is being
applied (eg the principal outstanding on aloan) being reset. Thisis
because the amount to which the rate of return is being applied is only
relevant for determining the cash-flows arising from the arrangement. As
aresult, subsection 230-160(1) will not apply to require are-estimation
under subsection 230-160(4), notwithstanding that subsection 230-160(5)
refers to changes in the amount to which arate of return is being applied.

Example 12.3

Joining Co has an asset that isafinancial arrangement whose gainsare
worked out using the realisation method. The market value of the
financial arrangement is $100. Thisisthe only asset or liability held
by Joining Co.

Head Co acquires Joining Co for $80. The asset isareset cost base
asset.

Head Co subsequently sdllsthe financial arrangement for its market
value of $100. Asaresult, Head Co has a balancing adjustment under
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Step 2(a) of the method statement in the table at
subsection 230-395(1).

The financial benefitsreceived by Head Co in relation to the disposal
of thefinancial arrangement are $100, and the benefits taken to have
been provided are $80 (asaresult of the tax cost setting process).

Asaresult, Head Co istaken to have made a gain from the financial
arrangement for the purposes of Division 230 equal to $20.

Example 12.4

Joining Co has a zero-coupon bond with the right to receive a financia
benefit equal to $200 on 1 July 2021. Joining Co provided afinancial
benefit equal to $100 in relation to the acquisition of the bond on

1 July 2011.

Head Co acquires Joining Co on 1 July 2016 for $150 (representing the
market value of theright to receive $200 in five yearstime).
Head Co's alocable cost amount for Joining Co istherefore $150.

Given that the amount to be received on 1 July 2021 represents aright
to receive a specified amount of Australian currency, theasset isa
retained cost base asset. Therefore, the tax cost setting amount of the
asset is$200. Asthis exceeds the alocable cost amount for

Joining Co, CGT event L3 will happen and Head Co will make a
capital gain of $50 at the joining time.

However, Head Co will takethe tax cost setting amount of $200 into
account when working out whether it has a sufficiently certain overall
gain or loss under the accruals method. Given that this amount equals
the amount due to be received on 1 July 2021, no Division 230 gain or
loss will be made under the arrangement.

Wher e the head company has elected to use the hedging method

12.23 Inrelation to assets that are or form part of afinancial
arrangement to which gains or losses are being worked out using the
hedging method, the effect of the asset’s tax cost being set is that
Division 230 will apply asif the financial benefits provided to acquire the
asset are equal to the asset’ s tax cost setting amount.

[Paragraph 701-55(5A)(a)]

12.24  However, this will not affect whether the hedge effectiveness
test in section 230-320 is satisfied, even though the hedge effectiveness
test isin part based on the value of the underlying asset. Thetax cost
resetting process only applies to reset the tax cost of the asset, and not its
accounting value. Given that the hedge effectiveness test relies on the
accounting standards to determine whether it is satisfied, the fact that the
tax value of the hedged item is reset is not reevant.
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Example 12.5

Joining Co has a cash settlable forward contract to sell an asset for
$100 in 24 monthstime. The forward contract is ahedging financial
arrangement and the hedged item isthe asset.

Assume that between the time the contract was entered into and the
joining time, the market value of the CGT asset has decreased to $80,
and the market value of the forward has increased to $20.

Head Co acquires Joining Co for $50 (notwithstanding that the full
market value of Joining Co is$100). Head Co's allocable cost amount
for thejoining entity is $50. The tax cost setting amount for the CGT
asset is $40, and for the forward contract is $10.

Immediately after the joining time, Head Co sellsthe CGT asset under
the forward contract for $100. CGT event A1 happensto the CGT
asset, resulting in a $60 capital gain.

Head Co a so ceases to hold the hedging financial arrangement for $0.
Thetax cost setting amount for the hedging financial arrangement is
$10. Therefore Head Co makes aloss from the hedging financial
arrangement equal to $10.

Wher e the head company has elected to use the fair value, retrandation
or financial reports method

12.25 If thegainsor losses in relation to an asset that is or forms part
of afinancial arrangement are calculated using the fair value, retranslation
or financial reports method, the asset’ s tax cost setting amount is the
asset’ s Division 230 starting value. [Paragraph 701-55(5A)(b)]

12.26  Conseguently, the financial benefits the head company has taken
to have provided includes the asset’ s Division 230 starting value (rather
than its original cost) for the purposes of Step 2(a) of the method
statement in the table at subsection 230-395(1).

12.27  Gainsor losses under the fair value, retrandation or reliance on
financial reports methods will be worked out applying the principles set
out in those methods.

What is the Division 230 starting value?

12.28  TheDivision 230 starting value of an asset that is or forms part
of afinancial arrangement depends on which elective method is chosen in
relation to the arrangement.

12.29 If thefair value method applies in relation to the arrangement,
the Division 230 starting value is the value of that asset at the joining time
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according to the head company’s relevant standards mentioned in

section 230-195 that apply in relation to the arrangement. [Paragraph (a) of
the definition of ‘ Division 230 starting value’ in subsection 995-1(1)]

12.30 I theforeign exchange retranslation method appliesin reation
to the arrangement, the Division 230 starting value is the value of the asset
at thejoining time according to the head company’s relevant standards
mentioned in section 230-240 that apply in relation to the arrangement.
[Paragraph (b) of the definition of ‘ Division 230 starting value' in subsection 995-1(1)]

12.31  If thereliance on financial reports method is chosen in relation
to the arrangement, the Division 230 starting value is the value of the asset
at the joining time according to the head company’ s relevant standards
mentioned in section 230-370 that apply in relation to the arrangement.
[Paragraph (c) of the definition of ‘ Division 230 starting value' in subsection 995-1(1)]

Example 12.6

Joining Co holds an asset that is afinancial arrangement and joins
Head Co's consolidated group. Head Co has chosen to apply the fair
value method in relation to its financial arrangements.

The value of the asset according to the relevant standards mentioned in
section 230-195 is $100. However, Head Co's tax cost setting amount
for the asset is $80.

For the purposes of applying Division 230, the value of the financia
benefits Head Co provided to acquire the financial benefit will be
$100. In applying Step 2(a) of the Division 230 balancing adjustment
provisions, the financia benefits provided in relation to the acquisition
of thefinancial arrangement is $100.

Under the fair value method, the val ue of the financial arrangement is
also equal to $100.

What happens when thereis a difference between an asset’s tax cost
setting amount and the Division 230 starting value

12.32  Thesum of thetax cost setting amounts of the assets of ajoining
entity that are, or form part of, financial arrangements may differ from the
sum of the Division 230 starting values for those assets.

12.33  If thesum of the Division 230 starting values exceeds the sum of
the tax cost setting amounts, an amount equal to 25% of that excessis
included in the head company’ s assessableincome for the income year in
which the single entity rule commenced to apply, and each of the
subsequent three income years. [Subsections 701-61(1) to (3)]

385



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

12.34  If thesum of the Division 230 starting values is less than the
sum of the tax cost setting amounts, an amount equal to 25% of that
shortfall is allowed to the head company as a deduction for the income
year in which the single entity rule commenced to apply, and each of the
subsequent three income years. [Subsections 701-61(1), (2) and (4)]

12.35 Therationalefor including these amounts in assessable income,
or allowing a deduction for them, is that the head company has effectively
obtained an increase or decrease in the value of the financial benefits it
provided to acquire the financial arrangement. If a Subdivision 230-G
balancing adjustment subsequently occurs in relation to the financial
arrangement, the Step 2(a) amount in the method statement at

section 230-395 would be higher or lower, resulting in the head company
having a higher or lower balancing adjustment that isincluded in
assessable income or allowed as a deduction under Step 3 of that method
statement. Therefore, this differenceis appropriately included in
assessable income, or allowed as a deduction, under section 701-61.

Example 12.7

Following on from the facts on example 1.6, the Division 230 starting
value of $100 of the asset exceeds its tax cost setting amount of $80 by
$20.

Therefore, Head Co will include $5 in its assessable income in the year
in which it was taken to have acquired the financia arrangement from
the Joining Co, and in each of the three subsequent income years.

Elections made by the head company apply to financial arrangements a
head company is taken to have acquired

12.36  If ajoining entity holds financial arrangements, Division 230
will apply asif the head company had directly acquired those financial
arrangements.

What happens if the joining entity had made a Division 230 e ection?

12.37  If ajoining entity had made a Division 230 election in relation to
its financial arrangements prior to the joining time, that election will not
bind the head company. In other words, the entry history rule does not
operate to require the head company to use the elections the joining entity
madein relation to its financial arrangements.

What happens if the head company made a Division 230 election prior to
the joining time?

12.38  If ahead company had made a Division 230 election prior to the
joining time, the head company applies Division 230 on the basis that the
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financial arrangements that it acquired from the joining entity were
directly acquired from the joining entity. Therefore, the head company
must apply any Division 230 election it had made to the financial
arrangements acquired from the joining entity (assuming the gains or
losses on those financial arrangements are still eligible to be worked out
under those el ective methods).

12.39  Further, the head company will continueto apply any

Division 230 election it had made in relation to the financial arrangements
it had prior to thejoining time. The head company is not entitled to make
afresh electionin relation to those financial arrangements becauseit has
acquired additional financial arrangements from the joining entity.

What happensif the head company had not made a Division 230 e ection
prior to joining time

12.40 If no dection has been made by the head company prior to
joining time, the accruals/realisation method will apply to all of the head
company’s financial arrangements. This includes both the arrangements
the head company had prior to thejoining time, as well asthe
arrangements it acquired from the joining entity.

1241  The head company will aso be eligible to make a Division 230
election inrelation to all of its financial arrangements after the joining
time, unencumbered by any elections that may or may not have been
made by the joining entity.

Example 12.8

Joining Co has ten financia arrangements, and is applying the
accrua gredisation method in relation to them.

Joining Co becomes a member of Head Co's consolidated group..
Head Co has previoudly dected to apply the fair value method to its
financial arrangements.

Head Co mug apply the fair value method to Joining Co's financial
arrangements (assuming it continues to be dligible to use the fair value
method, and the fair value method appliesin relation to the financial
arrangements).

Financial arrangements consisting of liabilities

12.42  Theentry history rule will apply to determine the value of any
liabilities a head company assumes from a joining entity. Generally this
will bethe original value of theliability, taking into account repayments
of principal etc that may have been made in relation to the liability prior to
thejoining time.
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Financial arrangements consisting of both an asset and a liability

12.43  Somefinancial arrangements may consist of both assets and
liabilities. In this circumstance, the consolidation provisions may apply
separately to these assets and liabilities, depending on the facts and
circumstances of the particular financial arrangement [Section 705-58].
However, if afinancial arrangement contains assets and liabilities that are
linked, section 705-59 may apply to the financial arrangement.

Treatment of head companies at the leaving time

12.44  If ahead company is applying one of the Division 230 spreading
methods to gains and losses for afinancial arrangement, the head
company would apply Division 230 as it ordinarily would on the basis that
the leaving time is the end of its income year [Subsections 230-140(3), 230-
240(3), 230-240(4), 230-370(3) and 230-370(4) of the TOFA Bill]

Setting the tax cost of head company’ s membership interestsin the
leaving entity

12.45  Under subsection 701-15(3), if an entity ceasesto bea
subsidiary member of a consolidated group, the membership interests that
the head company holds in that entity has atax cost that is set just before
theleaving time at theinterest’s tax cost setting amount. The tax cost
setting amount for these membership interests is set at an amount based on
the old group’ s allocable cost amount in the leaving entity and the market
value of the membership interests.

12.46  Inworking out the old group’s allocable cost amount for the
leaving entity, the head company must work out the terminating values of
all the assets held by the leaving entity (subsection 711-25(1)).

12.47  If an asset of the head company is a financial arrangement, the
head company’ s terminating value for the asset is equal to the amount of
consideration that the head company would need to receive, if it wereto
dispose of the asset just before the leaving time without an amount being
assessable income of, or deductible to, the head company under

Division 230. [Subsection 705-30(3B)]

12.48  In other words, the terminating value is the amount of
consideration the head company would need to receiveif a

Subdivision 230-G balancing adjustment occurred just before leaving time
in order for theresult in Step 3 of the method statement in section 230-395
to be nil.

388



Consolidation interactions

Example 12.9

Head Co has an asset that isafinancia arrangement. Leaving Cois
leaving the consolidated group and istaking the financia arrangement
with it. Therefore, the terminating value of the asset must be worked
out for the purposes of determining the old group’ s allocable cost
amount.

Head Co provided $100 to acquire the arrangement. It also received
$20 under the arrangement by way of repayment of principal.

Therefore, the terminating value of the asset is the amount of
consideration that Head Co would need to receive if it were to dispose
of the asset just before the leaving time without a balancing adjustment
arising under section 230-395 —that is, $80. In thisregard, applying
the method statement in section 230-395:

+ the Step 1(a) amounts would be $20 (being amounts received under
the arrangement) and $80 (being the amount needed to be received
in relation to the disposal of the arrangement so that thereisno
balancing adjustment); and

+ the Step 2(a) amount would be $100 (being the financial benefits
provided in relation to the acquisition of the arrangement).

Head company to retain any section 701-61 amounts

12.49 Inaddition, if a head company includes amounts in its assessable
income, or is entitled to a deduction, over afour year period under

section 701-61 and an entity leaves the consolidated group before the end
of thefour year period, the amounts of assessable income or allowable
deductions will continue to attach to the head company. That is, the exit
history rule does not apply to transfer these amounts to the leaving entity.

Treatment of leaving entities

1250 A leaving entity which commences to hold an asset or liability
that is or forms part of afinancial arrangement after the single entity rule
ceases to apply will apply Division 230 asif the leaving entity takes the
financial arrangements with it. Asaresult:

» thetax cost of an asset that is or forms part of afinancial
arrangement that the leaving entity takes with it will be the
asset’ s terminating value,

» thevalue of aliability that is or forms part of a financial
arrangement that the leaving entity takes with it will be the
value of theliability just before the leaving time; and
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» theleaving entity will inherit the same Division 230 elections
the head company had made (if any).

Tax cost of the leaving entity' s assets

1251  Theexit history rule (section 701-40) will apply to set the tax
cost of an asset that is or forms part of afinancial arrangement that a
leaving entity takes with it at the asset’ s terminating value. Theleaving
entity’ s terminating value for the asset is the same as the head company’s
terminating value.

1252  Theleaving entity’ s tax cost of the asset is not reset to the
Division 230 starting value.

Example 12.10

In example 1.9, Head Co’ s terminating value for the asset was worked
out to be $80.

Similarly, for the leaving entity the tax cost of the asset will also be
$80. If a Subdivision 230-G balancing adjustment subsequently occurs
in relation to the asset, the amount provided in relation to the
acquisition of the asset for the purposes of Step 2(a) in the method
statement in section 230-395 will be $80.

Value of liabilities assumed by the leaving entity

1253 Theexit history rulein section 701-40 will apply to set the value
of any liability that is or forms part of a financial arrangement that a
leaving entity takes with it. Asaresult, anything that happened in relation
to the liability is taken to have happened to the liability asif it had been a
liability of the leaving entity.

Leaving entity inherits the elections of the head company

12.54  An entity that leaves a consolidated group or MEC group can
also make an dection under Division 230. Thisis achieved under sections
715-700 and 715-705 of the ITAA 1997.

12.55  Hence, provided the requirements of the relevant provisions are
met, aleaving entity may be able to make a fresh election that will apply
from the leaving time or, if the eection relates to an income year, the
income year in which the leaving time occurs.

390



Consolidation interactions

Eligibility of MEC groups to make Division 230 elections

1256  Thefair value, foreign exchange retranslation, hedging financial
arrangements and reliance on financial reports method for working out
gains and losses on financial arrangements require that the entity holding
the arrangement prepares financial reports.

12.57  Inthe case of a head company of a MEC group, these
requirements will be satisfied where:

» tothe extent that the financial arrangements of the group for
that year are taken into account and properly reflected in the
head company’ s financial report for that year — the financial
report for that year of the head company of the group
satisfies those requirements; and

» tothe extent that the financial arrangements of the group for
that year are not taken into account and properly reflected in
the head company’s financial report for that year, but are
taken into account and properly reflected in the financial
report of the top company — the financial report for that year
of thetop company of the group satisfies those requirements.

Interactions with the Division 230 transitional measures

Application of Subdivision 716-A to transitional balancing adjustment
amounts

1258  Subitem 121(2) provides for atransitional balancing adjustment
for financial arrangements that arein existence at the time Division 230
commences. Subitem 121(14) provides that atransitional balancing
adjustment is to be spread evenly over four income years where an entity
has made the transitional balancing adjustment election.

12.59  Given that thisamount is spread over two or moreincome years
by including part of the original amount in the same entity’ s assessable
income, or allowing part of the original amount as a deduction to the same
entity, Subdivision 716-A may apply in relation to these transitional
balancing adjustment amounts.

Example 12.11
Joining Co has made atransitional balancing adjustment election
which would include $250 in that entity’ s assessable income every
income year from 2010-11 to 2013-14.

On 1 January 2011 Joining Co joins a consolidated group.
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Subdivision 716-A appliesin relation to the $250 to be included in the
entity’ s assessable income over the current income year. For the
purposes of section 716-15, the spreading period isthe period from

1 July 2010 and 30 June 2011, or 365 days. Joining Co's
non-membership period is 1 July 2010 to 31 December 2010, or

184 days. Joining Co isa subsidiary member of the consolidated
group for the remaining 181 days of the spreading period.

Joining Co' s assessable income for the non-membership period
includes:

$250 x 184/365 = $126.03.
Head Co' s assessable income for the 2010-11 income year includes:

$250 x 181/365 = $123.97.

Exit history rule not to affect transitional balancing adjustment
amounts

12.60 If ahead company makes an € ection under subitem 121(2)
relating to financial arrangements held by an entity that subsequently
leaves the group, to reduce compliance costs, the transitional balancing
adjustment will remain with the head company. [Section 715-380]
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Chapter 13

Commencement, transitional and
iImplementation issues

Outline of chapter
13.1 This chapter explains:
* when the provisions of Division 230 begin to have effect; and

» how financial arrangements that ataxpayer has at thetime
Division 230 begins to have effect may be treated under this
Division.

Overview of commencement, transitional and implementation
issues

Application of Division 230

13.2 Division 230 will apply to all financial arrangement that a
taxpayer startsto have during income years commencing on or after 1 July
2010.

13.3 Financial arrangements that a taxpayer acquired before 1 July
2010 and still has on 1 July 2010 will not be subject to Division 230
unless the taxpayer makes an dection for Division 230 to apply to them.

Consequences of making transitional election

134 Where a taxpayer makes the transitional eection a transitional
balancing adjustment is made. The transitional balancing adjustment
compares the amounts subject to tax under the existing tax law with
amounts that would have been brought to account under Division 230.

135 If the transitional balancing adjustment is positive a quarter of
this amount will be included in the taxpayer’ s assessable income for the
first income year that Division 230 applies and each of the next 3 years.
Conversdly, if the transitional balancing adjustment is negative a quarter
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of this amount may be allowed as a deduction for the first income year
that Division 230 applies and each of the next 3 years.

Deferred tax liabilities and deferred tax assets

13.6 Where a taxpayer has dected to rely on their financial reports
and has adeferred tax asset or tax liability amount isin respect of a
Division 230 financial arrangement use this amount immediately before
the first income year for the purposes of determining the balancing
adjustment amount. Thisisto reduce compliance costs rdative to
undertaking individual calculations for all existing financial arrangements.

13.7 A deferred tax asset or adeferred tax liability isrecorded in a
taxpayer’ s financial reports where the financial year in which a taxpayer
recognises an amount of income or an expense for tax purposes is
different to the year in which the taxpayer entity recognises the income or
expense for financial accounting purposes.

PAYG transitionals

13.8 Where the taxpayer has a balancing adjustment this amount must
be spread evenly over the relevant 4 income years for instalment income
purposes. During each instalment quarter they will be taken to have made
again or lossthat is equal to one quarter of the annual balancing
adjustment amount, that is, one sixteenth of the total balancing adjustment
amount.

Offshore banking units

An offshore banking unit will not be taken to have breached the rule
limiting its use of non-offshore banking money where it has made a
transitional election to have Division 230 apply to al of the financial
arrangements it has at the start of the first applicable income year and a
balancing adjustment arises under those provisions.

Context of amendments

13.9 Division 230 will apply to income years commencing on or
after 1 July 2010. Taxpayers are also ableto elect to apply Division 230
to income years commencing on or after 1 July 2009. At thetime
Division 230 first applies, taxpayers may have financial arrangements on
hand which in earlier years were subject to the existing law. Generally,
such arrangements will not be subject to Division 230 unless the taxpayer
elects for the Division to apply.
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13.10 Generdly, financial arrangements which ataxpayer has prior to
Division 230 commencing will continue to be subject to the current law
(and not be subject to the provisions of the Division) including for income
years after the commencement of the Division. An exception to this
general ruleis where a taxpayer dects to have Division 230 apply to all
financial arrangements they have at the time the Division commences.

Summary of new law

13.11  Division 230 will apply to income years commencing on or after
1 July 2010. Taxpayers are also ableto elect to apply Division 230 to
income years commencing on or after 1 July 20009.

13.12  Division 230 will apply to financial arrangements a taxpayer
first startsto have in an income year commencing on or after 1 July 2010
or on an elective basis to financial arrangements first held in held in
income years commencing on or after 1 July 20009.

1313 A taxpayer may e ect to have Division 230 apply to financial
arrangements that would otherwise be the subject of the Division, that
were entered into prior to thefirst income year in which the Division
applies, and that the taxpayer holds at the start of that year. In respect of
such existing arrangements, atransitional ‘balancing adjustment’ (see
paragraphs 13.29 to 13.46) will be calculated and spread evenly over the
first applicable income year (the taxpayer’s first income year commencing
on or after 1 July 2010 — or on or after 1 July 2009 as appropriate) and
the following three income years.

Comparison of key features of new law and current law

New law Current law

Division 230 appliesto income years | No equivalent.
commencing on or after 1 July 2010.
Taxpayers are able to e ect to apply
Division 230 to income years
commencing on or after 1 July 20009.

Taxpayers may elect that

Division 230 apply to relevant
financial arrangements entered into
in earlier periods. Inthiscasea
transitiona balancing adjustment
must be made by the taxpayer.
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Detailed explanation of new law

Commencement date

13.14  Division 230 will apply on a mandatory basisto all income years
commencing on or after 1 July 2010. [Schedule 1, Part 3, subitem 120(1)]. This
means that for a taxpayer with a substituted accounting period ending on
31 December, Division 230 will apply on a mandatory basis for the
substituted accounting period commencing on 1 January 2011.

13.15 Taxpayers are also ableto eect to apply Division 230 to income
years commencing on or after 1 July 2009. This means that a taxpayer
with a substituted accounting period ending on 31 December will be able
to elect to apply Division 230 for the substituted accounting period
starting on 1 January 2010. For consolidated groupsit is the head
company that makes this election. Where a taxpayer makes this election,
they must do so on or before the first lodgment date that occurs on or after
1 July 2009. [Schedule 1, Part 3, subitems 120(2) and (3)]

13.16  Inrespect of taxpayers with a substituted accounting period
ending on 31 December, the income year to which Division 230 will first
apply will depend on whether the taxpayer is an ‘early balancer’ or a‘late
balancer’.

13.17 Whereataxpayer is an early balancer, Division 230 will apply
mandatorily to income years beginning on 1 January 2011, that is, to the
2011 income year. Where an election is made under subitem 120(2),
Division 230 will apply to income years beginning on 1 January 2010,
that is, to the 2010 income year.

13.18 Whereataxpayer is alate balancer, Division 230 will apply
mandatorily to income years beginning on 1 January 2011, that is, to the
2010 income year. Where an election is made under subitem 120(2),
Division 230 will apply income years beginning on 1 January 2010, that
is, to the 2009 income year.

Example 13.1: Commencement Date

BJ Investments Co is an investment company whose income year ends
on 31 December in lieu of 30 June. As Division 230 appliesto income
years commencing on or after 1 July 2010 (or 1 July 2009 where an
election is made under subitem 120(2)), the first income year to which
BJ Investments Co will be required to apply Division 230 will
commence on 1 January 2011(or 1 January 2010 if an el ection is made
under subitem 120(2)).
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Application to new financial arrangements

13.19  Division 230 appliesto all financial arrangements (that are
subject to the Division) that the taxpayer startsto havein the income year
in which the Division first applies to the taxpayer, and to financial

arrangements the taxpayer starts to have in any subsequent income year.
[Schedule 1, Part 3, subitem 121(1)]

Application to existing financial arrangements

13.20 A taxpayer may elect that Division 230 also apply to all
financial arrangements that they started to have prior to the first income
year in which the Division applies to the taxpayer, and which the taxpayer
still has at the time the Division first applies to the taxpayer (‘existing
financial arrangements’). [Schedule 1, Part 3, subitem 121(2)]

13.21  Theéectionto bring existing financial arrangements within the
scope of Division 230:

» will apply to al financial arrangements a taxpayer starts to
have prior to the time the Division first applies to the
taxpayer and which the taxpayer still has at that time, other
than financial arrangements (typically a deferred settlement)
which arein existence at that time and arose from a disposal
of property, including a disposal of a capital asset, revenue
asset, depreciating asset or trading stock [Schedule 1, Part 3,
subitems 121(2) and (3)]; and

» must be made by the taxpayer and notified to the
Commissioner of Taxation (Commissioner) on or before the
first date for lodgment of an incometax return of the
taxpayer (lodgment date) that occurs on or after the start of
thefirst applicableincome year to which the Division applies
[Schedule 1, Part 3, sub-subitems 121(4)(a) and (b)].

13.22  Taxpayers who are excluded from Division 230 as a result of the
application of subsections 230-405(1) to (3) are ableto elect to have
Division 230 apply to all their financial arrangements

(subsection 230-405(5)). Where avalid election is made under

subsection 230-405(5) the taxpayer is also ableto €ect, under subitem
121(4A), to have Division 230 apply to all their existing financial
arrangements. [Schedule 1, Part 3, subitem 121(4A)]

13.23  Financial arrangements which are brought within the scope of
Division 230 through this e ection will be subject to the various tax-timing
methods within the Division, including the elective methods of fair value,
foreign exchange retrandation and relying on financial reports for which
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the taxpayer has made the necessary e ections by the first lodgment date
that occurs on or after the start of the first income year that Division 230
applies to the taxpayer [Schedule 1, Part 3, subitem 121(5)]. In such situations
it isintended that before taxpayers can have any of the el ective tax-timing
methods apply to these * existing arrangements’, they must have made the
transitional eection. Itisonly by making a transitional election that the
taxpayer can bring their ‘existing financial arrangements’ within the scope
of an eective tax-timing treatment.

13.24  Taxpayers can also elect to apply the hedging financial
arrangements e ection method (in Subdivision 230-E) to certain financial
arrangements (* existing hedges') if:

 thehedging financial arrangements election is made by the
first lodgment date that occurs after the start of the first
income year that Division 230 applies to the taxpayer
[Schedule 1, Part 3, sub-subitem 121(6)(a)];

» at thetime the existing hedge was created, acquired or
applied, it satisfied the definition of a ‘hedging financial
arrangement’ in section 230-290 (as explained in Chapter 8)
[Schedule 1, Part 3, sub-subitem 121(6)(b)];

» at, or soon after the time when Division 230 commences, the
taxpayer’ s records in relation to the existing hedge satisfy the
relevant record keeping requirements in sections 230-310 and
230-315 (ignoring subparagraph 230-315(2)(c)(ii)) explained
in Chapter 8 [Schedule 1, Part 3, sub-subitem 121(6)(c)]; and

 all the effectiveness requirements set out in section 230-320
(explained in Chapter 8) have been met at all times sincethe
existing hedge was first created, acquired or applied for the
purpose of hedging arisk in relation to a hedged item
[Schedule 1, Part 3, sub-subitem 121(6)(d)].

13.25 However, for existing hedges, the hedging election will only
extend to tax-timing matching. Tax-status hedging cannot, as aresult of
the transitional election, extend to existing hedges. That isto say,
tax-status hedging (contained in subsection 230-270(4)) can only apply to
new hedging financial arrangements entered into in the income year, or
later income years, in which Division 230 first applies to the taxpayer.

13.26  The effect of a taxpayer making an election in accordance with
subitem 121(2) in respect of hedging financial arrangements, and given
that subsection 230-270(4) will not apply to existing financial
arrangements, is that gains and losses from these hedging financial
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arrangements will be recognised as ‘revenue gains' and ‘revenue losses'.
[Schedule 1, Part 3, subitem 121(7)]

13.27  Where an éection has been made to bring existing financial
arrangements within the scope of Division 230 and where avalid election
have been made under any of the elective Subdivisions (as explained in
Chapter 5), the elective Subdivision(s) will apply to the taxpayer’s
existing financial arrangements notwithstanding the fact that the election
under the eective Subdivisions was not made in the income year in which
the taxpayer first started to hold the existing financial arrangement.
[Schedule 1, Part 3, subitem 121(8)].

13.28 Where ataxpayer has financial arrangements that werein
existence at the time the Division first commences to apply, and does not
make a transitional e ection, then those financial arrangements will
continue to be brought to account under the other provisions of the tax
law.

Transitional balancing adjustment

13.29  Where ataxpayer makes an election to bring existing
arrangements into Division 230, a transitional ‘balancing adjustment’ is
calculated using the * method statement’ contained in subitem 121(10), at
the time the el ection takes effect (the time when Division 230 first applies
to the taxpayer) [Schedule 1, Part 3, subitem 121(9)]. The balancing
adjustment, which is designed to compare the amounts which have been
brought to account under the existing law with amounts that would have
been brought to account under Division 230 if it had applied, is calculated
asfollows:

» anotional assessable amount (thetotal of all the amounts
relating to the financial arrangements that would be
assessable under Division 230, if it (and any relevant
elections) applied from the time the taxpayer started to have
the arrangements) [Schedule 1, Part 3, subitem 121(10), step 1 and
subitem 121(15)],

» anotional deductible amount (thetotal of all the amounts
relating to the financial arrangements that would be
allowable as deductions under Division 230 if it (and any
relevant e ections) applied from the time the taxpayer started
to have the arrangements) [Schedule 1, Part 3, subitem 121(10),
step 2 and subitem 121(15)];

» anactual assessed amount (thetotal of all the amounts
relating to the financial arrangements that have been included
in assessable income from the time the taxpayer started to
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have the arrangements) [Schedule 1, Part 3, subitem 121(10),
step 3,

» anactual deducted amount (thetotal of all the amounts
relating to the financial arrangements that have been allowed
as deductions from the time the taxpayer started to have the
arrangements) [Schedule 1, Part 3, subitem 121(10), step 4];

» thestep 5 amount (add the notional assessable amount to the
actual deducted amount) [Schedule 1, Part 3, subitem 121(10),
step 5]; and

» thestep 6 amount (add the actual assessed amount to the
notional deductible amount) [Schedule 1, Part 3, subitem 121(10),
step 6].

13.30 Thefinal calculation involves a comparison between the step 5
amount and the step 6 amount. A positive amount, which will occur if the
step 5 amount exceeds the step 6 amount, is included in assessableincome
as a balancing adjustment while a negative amount, which will occur if
the step 6 amount exceeds the step 5 amount, is allowable as a deduction
as abalancing adjustment. [Schedule 1, Part 3, subitem 121(10), step 7]

13.31  Theresult from the calculation above (which must take into
account all ‘ pre-existing financial arrangements’ to which the transitional
election applies) will be brought to account (as either assessable income
wherethereis a positive amount or as an allowable deduction where there
is a negative amount) in equal instalments over thefirst income year to
which Division 230 applies to the taxpayer and the following three
income years. That is, one quarter of the balancing adjustment is brought
to account in each of these four years. [Schedule 1, Part 3, subitem 121(14)]

Application of the transitional balancing adjustment to financial
arrangements

13.32  When undertaking a balancing adjustment in respect of existing
financial arrangements, it is important to note that the values that are
included at each step are positive numbers. That is, an amount that is
included at steps 2 and 4 is not a negative amount becauseit is, or would
be, allowable as a deduction.

13.33  Example 13.2 illustrates how atransitional balancing adjustment
should be calculated.

Example 13.2: Calculating a transitional balancing adjustment

Background
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BJ Investments Co is an investment company whose tax and
accounting year ends on 30 June. It holdstwo portfolios of shares,
details of which are:

Portfolio No. 1 contains 1,000 sharesin Johnny Co. The shares
were acquired for $5 per share, that is, the cost of this portfolio was
$5,000. This portfolio of shares was acquired on 30 January 2007;
and

Portfolio No. 2 contains 2,000 sharesin Buddy Co. The shares
were acquired for $10 per share, that is, the cost of this portfolio
was $20,000. This portfolio of shares was acquired on 30 March
2005.

Assumptions

The shares are held on revenue account.

No dividends are paid during the period in which BJ Investments
Co holds the shares.

Division 230 appliesto BJ Investments Co from 1 July 2009.

On 30 June 2009:

— BJInvestments Co makes an election under Subdivision 230-C
to fair value Division 230 financia arrangementsthat are fair
valued in its financial reports with effect from 1 July 2009;

— BJInvestments Co aso makes an eection to apply Division 230
to all existing financial arrangementsthat it has at the start of
the income year in which Division 230 firgt appliesto it;

— BJInvestments Co aways satisfies the requirements of
Subdivision 230-C to allow it to continue to apply the fair value
election to relevant financia arrangements;

— thesharesin Portfolio No. 1 and Portfolio No. 2 are fair valued
in the financial reports of BJ Investments Co;

— thefair value of Portfolio No. 1 had increased to $7,500 — that
is, $7.50 per share; and

— thefair value of Portfolio No. 2 had decreased to $8,000 —
that is, $4 per share

On 20 June 2010 BJ Investments Co disposes of all sharesin:
— Portfolio No. 1 for $8,000 — that is, $8 per share; and

— Portfolio No. 2 for $10,000 — that is, $5 per share
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13.34

Transitional balancing adjustment calculation

In light of the above facts, the balancing adjustment would be
calculated asfollows:

Sep 1 — Amounts that would be included if Division 230 had applied
from thetime Portfolio No. 1 was acquired — that is, the fair value
gain on Portfolio No. 1 asat 30 June 2008 (notional assessable
amount).

$2,500
Sep 2 — Amounts that would be deductible if Division 230 applied
from thetime Portfolio No. 2 was acquired — that is, the fair value
loss on Portfolio No. 2 asat 30 June 2008 (notional deductible
amount).
$12,000
Sep 3— Amounts that have been incdluded in assessable income from

the time the taxpayer started to have the financia arrangement (actual
assessed amount).

$0
Sep 4 — Amounts that have been allowabl e as deductions from the
time the taxpayer started to have the financial arrangement (actual
deducted amount).

$0

Sep 5— Add the notiona assessable amount to the actua deductible
amount.

($2,500 + $0) = $2,500

Sep 6 — Add the actua assessed amount to the notional deductible
amount.

($0 + $12,000) = $12,000
Sep 7— Compare the step 5 amount with the step 6 amount.
Asthe step 6 amount exceeds the step 5 amount, the excess ($9,500) is
allowable as a deduction as a balancing adjustment. The balancing
adjustment is spread evenly over the first applicable income year and

the next three years.

The effect of undertaking a balancing adjustment calculation in

respect of financial arrangements held at the commencement of
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Division 230 is to place those financial arrangements in the same position
that they would have been had they been subject to Division 230 from the

time the taxpayer first held the financial arrangement. [Schedule 1, Part 3,
subitem 121(10)]

13.35 In Example 13.2 when BJ Investments Co disposes of the shares
that comprise Portfolios No. 1 and 2 they make:

» anoveral gain of $3,000 in respect of Portfolio No. 1. The
gain is comprised of the $2,500 that was included in the
transitional balancing adjustment and a further $500 that is
the difference between the proceeds on disposal and the fair
value of the portfolio at the start of the income year in which
the disposal occurred; and

» anoveral loss of $10,000 isrespect of PortfolioNo. 2. The
loss is comprised of the $12,000 that was included in the
transitional balancing adjustment and a $2,000 gain that is
the difference between the proceeds on disposal and the fair
value of the portfolio at the start of the income year in which
the disposal occurred.

Deferred tax liabilities and deferred tax assets

13.36  Wherethefinancial year in which an entity recognises an
amount of income or an expense for tax purposes is different to the year in
which the entity recognises the income or expense for financial

accounting purposes, the entity will record in its financial reportsa
deferred tax asset or adeferred tax liability in accordance with Australian
Accounting Standard AASB 112 Income Taxes (AASB 112).

13.37 Wheae

» ataxpayer has made an eection to rely on their financial
reports (under subdivision 230-F); and

» anamount in a deferred tax asset account or a deferred tax
liability account isin respect of a Division 230 financial
arrangement that is subject to subdivision 230-F;

the taxpayer must, in respect of financial arrangements that are subject to
the eection in subdivision 203-F, disregard steps 1 to 4 of the method
statement in subitem 121(10) for the purposes of determining the
balancing adjustment amount that is attributable to that financial
arrangement and instead rely on the amount recorded in the financial
reports, immediately before the first applicable income year, as a deferred
tax asset or adeferred tax liability (and grossed up) in respect of those
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financial arrangements that are subject to subdivision 230-F. [Schedule1,
Part 3, subitems 121(11) and (12)]

13.38  Theapplication of subitems 121(11) and (12) is designed to
reduced the compliance costs of otherwise having to undertake individual
calculations for all existing financial arrangements. With this in mind, it
is considered that the net deferred tax asset and deferred tax liability
position of ataxpayer, adjusted for those financial arrangements not
subject to subdivision 230-F, will provide a reasonabl e approximation of
the amount that would be calculated as aresult of the application of the
balancing adjustment method statement for all existing financial
arrangements.

13.39 Under AASB 112:

» deferred tax assets are the amounts of income tax recoverable
in future periods in respect of deductible temporary
differences; the carry forward of unused tax losses; and the
carry forward of unused tax credits.

» deferred tax liabilities are the amounts of income tax payable
in future periods in respect of taxable temporary differences.

13.40  When identifying the relevant amounts of deferred tax assets and
deferred tax liabilities, taxpayers are to have regard to their financial
reportsimmediately before Division 230 is to apply to them, that is,
immediately before their first application income year.

13.41  Anamount that is recorded in a deferred tax asset account that is
attributable to an existing financial arrangement is the attributable
assessable amount [Schedule 1, Part 3, subitem 121(11)]. Conversdy, an
amount that isrecorded in a deferred tax liability account that is
attributable to an existing financial arrangement is the attributable
deductible amount [Schedule 1, Part 3, subitem 121(12)].

13.42 Deferred tax asset and deferred tax liability amounts are
recorded in the financial reports as the amount of the tax liability (or tax
saving) and not as the amount of the gain or loss that isrelevant for
Division 230 purposes. Accordingly, the balancing adjustment operates
such that it is the grossed up amount that is recorded in a deferred tax
asset account or deferred tax liability account in the taxpayer’s financial
records which is relevant for the purpaoses of this provision. [Schedule 1,
Part 3, subitems 121(11) and (12)]

13.43  Inrespect of afinancial arrangement that has an attributable
assessable amount recorded in a deferred tax asset account, the
attributable assessable amount is reduced to the extent that it represents
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unused tax credits and is then grossed up in accordance with
subitem 121(13). The grossed up amount is to be added to the step 6
amount. [Schedule 1, Part 3, subitem 121(11)]

13.44  Inrespect of afinancial arrangement that has an attributable
deductible amount recorded in a deferred tax liability account, the
attributable deductible amount is reduced to the extent that it represents
unused tax credits and is then grossed up in accordance with

subitem 121(13). The grossed up amount is to be added to the step 5
amount. [Schedule 1, Part 3, subitem 121(12)]

13.45 Incalculating the grossed up amount under subitem 121(13), the
tax rate taken into account in working out the attributabl e assessable
amount or attributable deductible amount (the relevant tax rate), would
usually bethetax rate prevailing on the day that the amounts in the
deferred tax asset or deferred tax liability were calculated or subsequently
adjusted because of a change in tax rates. Example 2 in Appendix B of
AASB 112 illustrates how a changein tax rateis recorded in the deferred
tax asset account or deferred tax liability account. Any calculations or
adjustments made to these accounts are considered to have been madein
working out the attributable assessable amount or attributable deductible
amount. [Schedule 1, Part 3, subitem 121(13)]

13.46  Where no amount of the deferred tax liability isin respect of a
financial arrangement, the taxpayer must rely on the method statement to
determine whether thereis a notional assessable amount or a hotional
deductible amount. [Schedule 1, Part 3, subitem 121(10)]

Pay as you go — transitional and application

13.47  Theresult from the calculation above (which must take into
account all ‘ pre-existing financial arrangements’ to which the transitional
election applies) will be brought to account (as either assessable income
wherethereis a positive amount or an allowable deduction where thereis
a negative amount) in equal instalments over the first income year to
which Division 230 applies to the taxpayer and the following three
income years. That is, one quarter of the balancing adjustment is brought
to account in each of thesefour years.

13.48 Wherethetaxpayer has calculated the amount of the balancing
adjustment that is to beincluded in their taxable income for an income
year, they must spread this amount evenly over the relevant income year
for instalment income purposes. That is, during each instalment quarter
they are taken to have made again or loss that is equal to one quarter of
the annual balancing adjustment amount — that is, equal to one sixteenth
of thetotal balancing adjustment amount. [Schedule 1, Part 3, subitem 121(14)]
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Impact of the transitional balancing adjustment on offshore banking units

13.49  An offshore banking unit will not be taken to have breached the
rule limiting its use of non-offshore banking money in section 121EH of
the ITAA 1936 where it has made a transitional election under subitem
101(2) to have Division 230 apply to al of the financial arrangements it
has at the start of the first applicable income year and a balancing
adjustment arises under those provisions. Where the offshore banking
unit makes this election, the balancing adjustment amount is brought to
account as assessable income or an allowable deduction over thefirst four
years of Division 230 applying to the offshore banking unit. Such
additional assessable income could, in the absence of this special
transitional rule, in various ways cause the offshore banking unit to breach
the 10 per cent limit set in section 121EH. Any balancing adjustment is
also not to be taken into account in determining the effects of breaching
the limit nor should it mean that the offshore banking unit would not
breach the limit when it would otherwise do so. [Schedule 1, Part 3, subitem
121(16)]
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Chapter 14
Case studies

Outline of chapter

141 This chapter includes case studies which illustrate how
Division 230 will apply to:

e adeferred settlement;

+ afinancial arrangement where the retranslation method has
been el ected,

» financial arrangements over which the parties have agreed to
aforward swap;

Casestudy 1. A deferred settlement
Deferred settlement scenario

Go Coisatransport company with an aggregated turnover of over
$100 million. Go Co has not made any of the el ections available under
Subdivision 230-C, 230-D, 230-E or 230-F.

Big Rig Coisaheavy vehicleretail company with an aggregated
turnover of over $100 million. Big Rig Co has not made any of the
elections available under Subdivision 230-C, 230-D, 230-E or 230-F.

On 1 May 2011, Go Co entersinto an agreement with Big Rig Co to
purchase arefrigerated truck for its fleet, with the payment of
$100,000 for the vehicleto occur on 30 June 2014. Under the
arrangement, Go Co will take ddlivery of the vehicle from Big Rig Co
on 1 June 2011.

1. Application of Division 230 to Go Co

Does Go Co have a financial arrangement under the agreement to
purchase thetruck?

Under the agreement to purchase the truck Go Co has aright to receive
afinancial benefit (thetruck) on 1 June 2011 and an obligation to
provide a financial benefit (the payment of $100,000) on 30 June 2014.
For the purpose of Division 230 the right and the obligation are one
arrangement (subsection 230-60(4)).
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At the inception of the arrangement (1 May 2011), Go Co does not
have a financial arrangement as.

 athough the $100,000 payment is a cash settlable financial benefit
(paragraph 230-50(2)(a)) and an obligation to provide such a
benefit can constitute a financia arrangement
(paragraph 230-50(1)(b));

* theright to receive the truck, which is under the same arrangement,
is

— not acash settlable financial benefit; and

— not insignificant in comparison with the obligation to pay the
$100,000 (subparagraphs 230-50(1)(d) to (f)).

However, from 1 June 2011, assuming the vehicle is delivered on time,
Go Co will have a financial arrangement asthe only right or obligation
existing under the arrangement from that time isto a cash settlable
financial benefit, that isthe obligation to provide $100,000 on

30 June 2014 (paragraph 230-50(1)(b) and section 230-50, note 1).

What arethe gains and losses under thefinancial arrangement?

For the purposes of Division 230 Go Co istaken to have received
financial benefits equal to the market value of the truck when it is
delivered. Thisfinancia benefit which Go Co istaken to have
received under the financial arrangement is taken into account in
calculating any gain or loss from the financial arrangement. Suppose
the truck has a market value of $73,561 at 1 June 2011. Thisamount is
the value of the financia benefit taken to be received by Go Co.

Taking into account the financial benefit of $73,561 which istaken to
be received and the financial benefit of $100,000 which isto be
provided under the financial arrangement, Go Co will have aloss of
$26,439 from the financial arrangement.

Asit isreasonable to expect that Go Co will provide afinancial benefit
on 30 June 2014 (paragraph 230-120(2)(a)) and the amount of that
financial benefit isfixed at $100,000 (paragraph 230-120(2)(b)), there
isasufficiently certain overall loss (subsection 230-110(1)) which is
required to be accrued (subsection 230-105(2)).

Astheloss of $26,439 isrequired to be accrued, the loss will be
Spread:

» over the period garting when Go Co startsto have the
financial arrangement, that is 1 June 2011, and ending when Go Co
will cease to have the arrangement assuming that it will be held for
therest of itslife, that is, until 30 June 2014
(subsection 230-130(1)); and
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» using a compounding accruas method with compounding intervals
of not more than 12 months (subsections 230-135(2) and (3)).

In spreading the loss Go Co uses compounding periods (or intervals) of
one month.

As each of the compounding intervalsfall wholly within oneincome
year the accrued loss from each interval istaken to have been madein
the income year in which theinterval falls (section 230-140).

Table14.1: Lossfor each compounding interval

Year ending Amortised Accrued Cash flows Amortised
cost (year | lossfor tax cost
dtart) purposes (year end)
(@ (b) © @+ (0 -()
30 June 2011 $0.00 —$613 $73,561 —$74,174
30 June 2012 —$74,174 -$7767 $0.00 -$81,941
30 June 2013 -$81,941 —$8580 $0.00 -$90,521
30 June 2014 -$90,521 —$9479 —-$100,000.00 $0.00

What isthe cost of the truck?

In addition to the loss on the financial arrangement, and on the
assumption that Go Co uses the truck for the purpose of producing
assessable income, the company is also entitled to claim a deduction
for the decline in value on the truck acquired under the agreement.

Although Go Co pays $100,000 under the purchase contract, the cost
of thetruck for the purposes of calculating the deduction under
Division 40 of the ITAA 1997 isthe market value of the truck (the
‘thing’ in terms of section 230-440) at the timeit isacquired
(paragraph 230-440(2)(b)). Therefore, the cost of the truck is $73,561.

2. Application of Division 230 to Big Rig Co

Does Big Rig Co have a financial arrangement under the
agreement to purchasethetruck?

Under the agreement to sell the truck, Big Rig Co has an obligation
to provide afinancia benefit (thetruck) and aright to receive a
financial benefit (the payment of $100,000). For the purpose of
Division 230, the right and the obligation are one arrangement
(subsection 230-60(4)).

At the inception of the arrangement (1 May 2011), Big Rig Co does
not have afinancia arrangement as.

409



Tax Laws Amendment (Taxation of Financial Arrangements) Bill 2008

 athough the $100,000 payment is a cash settlable financial benefit
(paragraph 230-50(2)(a)) and aright to receive such a benefit can
constitute afinancial arrangement (paragraph 230-50(1)(a)); and

» theobligation to provide the vehicle which isunder the same
arrangement is:

— not acash settlable financial benefit; and

— not insignificant in comparison with theright to receive the
$100,000 (paragraphs 230-50(1)(d) to (f)).

However, from 1 June 2011 when the vehicleis delivered, Big Rig Co
will have afinancial arrangement as the only right or obligation
existing under the arrangement from that time isto a cash settlable
financial benefit, that istheright to receive $100,000 on 30 June 2014
(paragraph 230-50(1)(a) and section 230-50, note 1).

What arethe gains and losses under thefinancial arrangement?

AsBig Rig Co has started to have afinancial arrangement at

1 July 2011 in relation to the delayed consideration for providing the
vehicle, for the purposes of Division 230 Big Rig Co istaken to have
provided financial benefits equal to the market value of thetruck (the
‘thing’) at the time when Big Rig Co provided it (1 July 2011)
(subsection 230-440(2)). This financial benefit which Big Rig Co has
provided under the financial arrangement is taken into account in
calculating any gain or loss from the financial arrangement. As stated
above, the market value of thetruck is $73,561 at 1 June 2011. This
amount isthe value of the financial benefit taken to have been
provided by Big Rig Co.

Taking into account the financial benefit of $73,561 which istaken to
be provided and the financial benefit of $100,000 which isto be
received under the financial arrangement, Big Rig Co will have again
of $26,439 from the financial arrangement.

Asit isreasonable to expect that Big Rig Co will receive a financial
benefit on 30 June 2014 (paragraph 230-120(2)(a)) and the amount of
that financial benefit isfixed (at $100,000) (paragraph 230-120(2)(b)),
thereisa sufficiently certain overall gain (subsection 230-110(1))
which isrequired to be accrued (subsection 230-105(2)).

Asthe gain of $26,439 isrequired to be accrued, the gain will be
Spread:

» over the period garting when Big Rig Co startsto have the
arrangement, that is 1 June 2011, and ending when Big Rig Co will
cease to have the arrangement assuming that it will be held until
maturity, that is 30 June 2014 (subsection 230-130(1));
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» using a compounding accruas method with compounding intervals
of not more than 12 months (subsections 230-135(2) and (3)).

In spreading the gain Big Rig Co uses compounding periods (or
intervals) of one month.

As each of the remaining compounding intervals fall wholly within one
income year the accrued gain from each interval is taken to have been
made in theincome year in which theinterva falls (section 230-140).

What ar e the proceeds of the sale of the truck?

In addition to the gain on the financia arrangement, Big Rig Co has
also sold atruck. Although Big Rig Co isentitled to $100,000 under
the sale contract, the amount of the benefit that Big Rig Co is taken to
have obtained for the truck isthe market value of the truck (the ‘thing’
in terms of section 230-440) at thetime it started to have the financial
arrangement (paragraph 230-440(2)(a)).

Accordingly, if the truck istrading stock in Big Rig Co's hands, the
amount for which it istreated as having sold trading stock is $73,561.

Table 14.2: Thegain for each compounding interval

Year ending Amortised Accrued Cash flows Amortised
cost (year gain for cost
start) tax (year end)
purposes
(a) (b) (©) (@) + (b) - (c)

30 June 2011 $0.00 $613 $73,561 $74,174
30 June 2012 $74,174 $7767 $0.00 $81,941
30 June 2013 $81,941 $8580 $0.00 $90,521
30 June 2014 $90,521 $9479 $100,000.00 $0.00

Case study 2: Balancing adjustment for the qualifying foreign
exchange account

Quialifying foreign exchange account scenario

Kwala Co isatoy company, with an annual turnover of over

$100 million. Kwala Co is subject to Division 230 on an elective basis
from 1 July 2009 and chooses not to make atransitional election to
bring existing financia arrangements which it holds within the
operation of Division 230.

Kwala Co has an account denominated in US dallars (US$) which it
electsto retrandate under the qualifying foreign exchange accounts
election (subsection 230-220(5)). Kwala Co does not elect to make the
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general retrandation eection. If it had, Kwala Co would not have been
able to make a separate qualifying foreign exchange accounts election
because the rdlevant qualifying foreign exchange account isaforeign
currency denominated financial arrangement and would have been
subject to the operation of the general election. The qualifying foreign
exchange accounts election applies from 1 July 2009, the beginning of
the income year in which the election ismade. The account was
opened on 7 July 2008.

In order for the qualifying foreign exchange accounts el ection to apply,
Kwala Co must apply a balancing adjustment cal culation under
Subdivision 230-G to capture the foreign exchange gain or loss not
already brought to account under another method availablein the
ITAA 1936 or the ITAA 1997 for bringing to account foreign
exchange gainsand losses. Prior to making the qualifying foreign
exchange accounts el ection, Kwala Co was bringing foreign exchange
gains and losses to account under Division 775 of the ITAA 1997.
Kwala Co was using the weighted average rate to determine the

foreign currency gain or loss.

Table 14.3: Qualifying foreign exchange account in US$

Date Transaction Debit Credit Balance
7 July 2008 Open account 380.00 380.00 CR
with Deposit

20 July 2008 Deposit 250.00 630.00 CR

30 August 2008 Interest 9.45 639.45 CR

7 September 2008 Withdrawal 75.00 564.45 CR

15 October 2008 Withdrawal 50.00 514.45 CR

2 December 2008 Deposit 234.00 748.45 CR
14 January 2009 Deposit 1,693.40 | 2,441.85CR
30 June 2009 Interest 36.63 2,478.48 CR
30 June 2009 Closing balance 2,478.48 CR
11 July 2009 Deposit 360.00 | 2,838.48CR
12 August 2009 Withdrawal 240.00 2,598.48 CR
30 October 2009 Deposit 38.98 2,637.46 CR
15 March 2010 Deposit 456.00 | 3,093.46 CR
30 June 2010 Interest 46.40 3,139.86 CR
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Table 14.4: USHAS$ exchangerates

Date Exchange rate
7 July 2008 0.755
7 July 2008 0.760
20 July 2008 0.706
30 August 2008 0.740
7 September 2008 0.752
15 October 2008 0.760
2 December 2008 0.789
14 January 2009 0.770
30 June 2009 0.740
30 June 2009 0.740
11 July 2009 0.720
12 August 2009 0.751
30 October 2009 0.770
15 March 2010 0.766
30 June 2010 0.780
Table 14.5: Division 775 weighted average
Date Weighted Debit Credit Balance Foreign
LR R 4
7 July 2008 0.760 500.00 500.00 CR
20 July 2008 0.737611940 338.93 854.11 CR
30 August 2008 | 0.737647120 12.81 866.88 CR
7 September 2008 | 0.737647120 | 101.67 765.20 CR -1.94
15 October 2008 | 0.737647120 | 67.78 697.42 CR -1.99
2 December 2008 | 0.752969212 310.77 994.00 CR
14 January 2009 | 0.764698587 2,214.47 | 3,193.22CR
30 June 2009 0.764321564 47.92 3,242.72 CR
30 June 2009 3,349.30CR
11 July 2009 0.758400526 47468 | 3,74272CR
12 August 2009 | 0.758400526 | 316.46 3,426.26 CR 3.12
30 October 2009 | 0.758569414 51.39 3,476.89 CR

*The A$ equivalentsin the above table have been cal culated on the basis of the weighted
average costs for each deposit and withdrawal.
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15 March 2010 | 0.759655668 600.27 | 4,07219CR

30 June 2010 0.759948582 61.06 4,131.67 CR

Using the weighted average method available under the Division 775
income tax regulations, Kwala Co brings to account a foreign currency
loss of $3.93 for the 2008-09 income year.

Table 14.6: Subdivision 775-E for eign exchange gain or loss
(retranslation eection)

Closing balance $3,349.30
Less opening balance 0
Less deposits -$3,412.18
Add withdrawals $165.52
Foreign exchange gain $102.64

Theforeign currency gain or loss which would have been brought to
account using aretrand ation method would have been $102.64.

Table 14.7: Balancing adjustment required on qualifying
foreign exchange election commencement

Division 775 foreign exchange gain/loss —$3.93

Division 230 foreign exchange gain/loss $102.64
(retrandation balancing adjustment)

Balancing adjustment $106.57

The additional foreign currency gain required to be brought to account
under the balancing adjustment provisions in Subdivision 230-G
(section 230-395) istherefore $106.57.

Case study 3: Forward contract to swap bonds

Forward contract scenario
PV Enterprisesisan Australian resident company with an annual
aggregated turnover in excess of $100 million. It has not made any
elections under Division 230. It currently holds a number of bonds
which, due to its business practices, it typically accrues gains and

losses over intervals equal to itsincome years.

For both taxation and accounting purposes, the functional currency for
PV Enterprisesis Audralian dollars.

PV Enterprises entersinto the following transactions.

Acquisition of an Aussie bond
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On 1 July 2010 PV Enterprises acquires a zero coupon bond with a
face value of $1,600 on the secondary market for $1,000 (the Aussie
bond). At thetime of acquisition, the Aussie bond has five years
remaining of itsterm (ie, it is due to mature on 30 June 2015).

Forward contract to swap the Aussie bond for a US bond

On 1 July 2011 PV Enterprises entersinto a forward contract under
which it agrees to exchange its Aussie bond on 1 July 2014 for a bond
with aface value of US$1,300 due to mature on 30 June 2016

(the US bond).

At thetime of entering into this contract, prevailing market rates have
fallen somewhat so the value of the Aussie bond is $1,164.

A US bond carrying aright to receive US$1,300 on 30 June 2016 has a
market valueat 1 July 2011 of US$850. Also at thistime, the
prevailing USH/A$ exchangerateis 0.73, so that in Australian dollar
terms the US bond has a market value of $1,164.

Settlement of the forward contr act

On 1 July 2014 PV Enterprises disposes of its Aussie bond under the
forward contract in exchange for receiving the US bond.

At thistimeits Aussie bond is worth A$1,500.

The US bond at thistime isworth US$1,100. The US$/A$ exchange
rate prevailing at thistime is 0.80. Accordingly, at thistimethe
US bond has a market value of A$1,375.

Redemption of the US bond

On 30 June 2015 PV Enterprisesis gill holding the US bond. The
prevailing US$/A$ exchange rate at thistime is 0.625.

On 30 June 2016 PV Enterprises redeems the US bond for its face
value of US$1,300. At thistime the USH/A$ exchange rate has fallen
t0 0.75, so PV Enterprisesistaken to have received A$2,080 on
redemption of the US bond.

Economic summary
Under the entirety of thisarrangement, PV Enterprises has paid out

$1,000 for the Aussie bond and is taken to have received A$2,080
under the US bond, making an overall economic gain of A$1,080.
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PV Enterprises Aussie bond

Financial arrangement

The Aussie bond held by PV Enterprisesisafinancia arrangement
consisting of a cash settlableright to receive a financia benefit (the
A$1,600 on redemption) (section 230-50). Moreover, asthe amount
PV Enterprises paid for the bond (A$1,000) isintegral to calculating
any gain or loss on the financial arrangement, it istaken to be an
amount PV Enterprises provided under its Aussie bond financial
arrangement (subsection 230-65(1)).

Application of accruals methodol ogy

As outlined above, the only financia benefits under the

arrangement are PV Enterprises’ $1,000 payment for the

Aussie bond (taken to be provided under the arrangement pursuant
to section 230-65), and the $1,600 it has aright to receive on
maturity. The $1,000 acquisition cost, having already been provided
by PV Enterprises, and theright to receive $1,600 on maturity,

being reasonably expected and for a fixed amount, are both
sufficiently certain (subsections 230-120(2) and (9)). Therefore,

PV Enterprises has, from thetime it acquiresthe Aussie bond, a
sufficiently certain overall gain from the financial arrangement of $600
(subsection 230-110(1) and paragraph 230-110(2)(a)). This$600
overall gain issubject to the accruals method in Subdivision 230-B
(subsection 230-105(2)).

Under the accruals method, PV Enterprises will spread the $600 over
the entire five-year remaining term of the bond using a compounding
accruas method, or a method whose results reasonably approxi mate

this method (subsection 230-130(1) and section 230-135).

Because of the circumstances of its business and how it treats its other
bonds for tax purposes, PV Enterprises will accrue any gains and
losses it makes on its Aussie bond over 12-month intervals ending on
30 June each year (subsections 230-85(3) and 230-135(3)).

The gain or loss from PV Enterprises’ Aussie bond under a
compounding accruals method can therefore be cal culated as follows
(this calculation reveals a9.86 per cent effective interest rate for the
Aussie bond).
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Table 14.8: Gain for each compounding interval

Year ending Amortised Accrued gain Cash Amortised

cost (year | for tax purposes flows cost (year

dtart) end)
(@) (b) (© @ +(b)—(c)

30 June 2011 $0.00 $98.56 -$1,000 $1,098.56
30 June 2012 $1,098.56 $108.27 - $1,206.83
30 June 2013 $1,206.83 $118.95 - $1,325.78
30 June 2014 $1,325.78 $130.67 - $1,456.45
30 June 2015 $1,456.45 $143.55 $1,600 $0.00

The accrua amountswill be assessable to PV Enterprises under
section 230-15 in the year they are accrued (sections 230-15 and
230-140).

Y ear ended 30 June 2011

Based on the accrual calculation in Table 13.19, on 30 June 2011,
PV Enterprises will accrue a $98.56 gain in respect of the Aussie bond.

Y ear ended 30 June 2012

At the gtart of the year ending 30 June 2012 PV Enterprises
entered into the forward contract to dispose of the Aussie bond
(on 1 Jduly 2011).

On 1 July 2011, the elements of subsection 230-440(1) are satisfied
because PV Enterprises starts to have part of a financial arrangement
(being theright to receive the US bond under the forward contract) as
consideration for the Aussie bond. to be provided.

Therefore subsection 230-440(2) will apply to deem the benefit
obtained for providing the Aussie bond to be the market value of the

Aussie bond when it is provided (that is, 1 July 2014).

Alsoon 1 July 2011, PV Enterprises now knows it will only hold the
Aussie bond until 1 July 2014. However, it will continue to accrue the
overall gain it has calculated on the Aussie bond (as set out in

Table 13.19) asif it will continue to hold the Aussie bond for the rest
of itslife, that is, until 30 June 2015 (subsection 230-135(4)).

At thetime of entering into the forward contract, PV Enterprises

outstanding rights and obligations under the Aussie bond are still the
same. That is, entering into the forward contract has not changed the
terms and conditions of the Aussie bond.

Further, the fact that PV Enterprises has entered into the forward
contract does not of itself necessarily cause a material changeto the
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circumgtances affecting the Aussie bond at the time the forward
contract is entered into. Although subsection 230-155(2) does not
[imit the scope of what is considered to be amaterial changein these
circumgtances, it provides further context asto the types of changes
that would be considered to be material. Entering into the forward
contract does not, for example, (taking into account the requirement
under paragraph 230-120(2)(a) for PV Enterprises to assumeit will
hold the Aussie bond for therest of itslife) cause a contingency to
arisein respect of the financia benefits under the Aussie bond, such
that would cause those financia benefits to cease to be sufficiently
certan.

Because of this, it is aso relevant to note that even if entering into the
forward contract was to be considered to materially ater the
circumgtances affecting the Aussie bond, and materialy affect the
amount and timing of the financia benefits PV Enterprises will receive
under the Aussie bond (thus triggering a reassessment under

section 230-155 and, assuming the Aussie bond is still subject to
accruds, are-estimation of the gain or loss to be accrued under
section 230-160), there will be no differencein outcome. As
mentioned above, the rights and obligations under the Aussie bond
have not changed. In determining whether the financial benefits under
such rights and obligations are sufficiently certain to be received or
provided, PV Enterprises must continueto assumethat it will have
the Aussie bond for therest of itslife, that is, until 30 June 2015
(paragraph 230-120(2)(a)). This meansthat following entry into the
forward contract, PV Enterprisesis still sufficiently certain to

receive A$1,600 on 30 June 2015. Thesamegain or loss, even
following are-estimation, would continue to have to be accrued
(subsection 230-160(4)).

This means that based on the accrual calculation in Table 13.19, on
30 June 2012, PV Enterprises will still accrue a$108.27 gain in respect
of the Aussie bond.

Y ear ended 30 June 2013

Based on the accrual calculation in Table 13.19, on 30 June 2013,
PV Enterprises will accrue a $118.95 gain in respect of the
Aussie bond.

Y ear ended 30 June 2014

Based on the accrual calculation in Table 13.19, on 30 June 2014,

PV Enterprises will accrue a $130.67 gain in respect of the
Aussie bond.
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Year ended 30 June 2015
The balancing adjustment on disposal of the Aussie bond

Upon settlement of the forward contract on 1 July 2014,

PV Enterprises transfers the Aussie bond to the counterparty in
exchange for receiving the US bond. Asaresult of thistransfer, the
balancing adjustment in Subdivision 230-G applies

(paragraph 230-385(1)(a)).

The method statement in section 230-395 resultsin the following
balancing adjustment (under the relevant seps):

» Step 1 (a) (amountsreceived): PV Enterprisesistaken to have
obtained for disposing of its Aussie bond A$1,500 (its market
value when it is provided): paragraph 230-440(2)(a).

Less the sum of:

» Step 2 (a) (amounts paid): PV Enterprisesistaken to have
provided the $1,000 cost of the Aussie bond under the Aussie bond
(subsection 230-65(1));

and

» Step 2 (b) (amounts previoudly taken into account): the amounts
previously accrued and included in PV Enterprises’ assessable
income in respect of the reacquired Aussie bond total $456.45
($98.56 + $108.27 + $118.95 + $130.67)

(subsection 230-395(1), sections 230-15 and 230-140),

which resultsin a balancing adjustment of a $43.55 gain being made
from the Aussie bond (paid $1,456.45 and received $1,500).

Note: On 1 July 2014 the elements of subsection 230-440(1) are
satisfied again because PV Enterprises starts to have the US bond as
consideration for ceasing to have the Aussie bond. However, thiswill
giveriseto the same outcome, being an amount deemed to have been
obtained for providing the Aussie bond equal to the market value of the
Aussie bond at the time this bond was provided.

Total gainsand losses made by PV Enterprisesfrom the
Aussie bond

Under the Aussie bond, the following amounts will be assessable under
Division 230:

o $456.45 accrued over the years ended 30 June 2011 to
30 June 2014 ($98.56 + $108.27 + $118.95 + $130.67) (accrual
amount); and
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»  $43.55 gain assessable in the year ended 30 June 2015 (gain on
actual disposal).

Thisamounts to atotal gain on the Aussie bond of exactly $500.

PV Enterprises forward contract

Financial arrangement

The forward contract isafinancial arrangement in the hands of

PV Enterprises consisting of a cash settlableright to receive the

US bond (being aright to receive a‘ money equivalent’ as defined),
and a cash settlable obligation to provide the Aussie bond (being an
obligation to provide a‘money equivalent’ as defined) (section 230-50,
definition of ‘money equivalent’ in subsection 995-1(1) of the

ITAA 1997).

Application of accruals methodol ogy

The US bond that PV Enterprises has aright to receive under the
forward contract arrangement is not afinancial benefit that it is
sufficiently certain to receive for the purpose of applying the accruas
methodology. Thisis because, whilst PV Enterprises may reasonably
expect to receive the US bond under the forward contract, the amount
or value of the US bond is not fixed or determinable with reasonable
accuracy (paragraph 230-120(2)(b)).

Thereason for thisis because the financia benefits to be provided and
received under the forward contract are not all denominated in the
same currency — the value of the US bond must be trandated into
Augtralian dollars using the rules in section 960-50 of the ITAA 1997
(subsection 230-120(8) and paragraph (aa) of the definition of ‘ special
accrua amount’ in subsection 995-1(1) of the ITAA 1997). Thevaue
of theUS bond in Audraian dollar terms, determined at thetimeitis
to be trandated, cannot be known until such time asit isreceived. As
such, it isnot sufficiently certain that PV Enterprises will make either
an overall or aparticular gain or loss under the forward contract, so it
does not have a sufficiently certain gain or loss under its forward
contract that can be subject to the accruals methodol ogy

(sections 230-105, 230-110, 230-115 and 230-120).

Balancing adjustment on settlement

In the year afinancia arrangement ceasesto be held, again or loss
made in that year can only be determined under Subdivision 230-G
(subsection 230-45(1)). On settlement of the forward contract,

a balancing adjustment will therefore be made

(paragraph 230-385(1)(b)).
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The method statement in section 230-395 resultsin the following
balancing adjustment (under the relevant seps):

» Step 1 (a) (amountsreceived): PV Enterprises received the
US bond, worth A$1,375, under its financial arrangement
comprising its cash settlable rights and obligations under the
forward contract.

Less

e Step 2 (@) (amounts paid): PV Enterprises paid the Aussie bond,
worth A$1,500 under its forward contract financial arrangement.

The method statement resultsin a balancing adjustment of a $125 loss
being made by PV Enterprises from the forward contract (paid $1,500
and received $1,375).

Thislosswill be deductible to PV Enterprises in the income year ended
30 June 2013.

PV Enterprises US bond

Financial arrangement

The US bond isa financia arrangement consisting of a cash settlable
right toreceive afinancia benefit (the US$1,300 on redemption)
(section 230-50).

In addition, the amount PV Enterprises paid for the US bond is integra
to calculating the gain or loss on the financial arrangement, and thusis
taken to be an amount PV Enterprises provided under the arrangement
(subsection 230-65(1)).

On 1 July 2011, the elements of subsection 230-440(1) are satisfied
because PV Enterprises starts to have a part of a financial arrangement
(being the obligation to provide Aussie bond under the forward
contract) as consderation for the US bond to be acquired.

Therefore subsection 230-440(2) will apply to deem the benefit
obtained for acquiring US Bond to be the market value of the US bond
when it isacquired.

Upon settlement of the forward contract on 1 July 2014, PV
Enterprises transfers the Aussie bond to the counterparty in exchange
for recelving the US bond. Because of the operation of subsection
230-440(2), PV Enterprises will be taken to have paid US$1,100

(or A$1,375) for the US bond, being its market value on 1 July 2014.

Note: On 1 July 2012 the elements of subsection 230-440(1) are
satisfied again because PV Enterprises ceases to have the Aussie bond
as consideration for acquiring the US bond. However, thiswill give
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rise to the same outcome, being an amount deemed to have been
provided for acquiring the US Bond equal to the market value of the
US bond at the time thisbond is acquired.

Application of the accr uals methodol ogy

PV Enterprises’ financia benefits under its US bond financial
arrangement are known. Asthey areall in aparticular foreign
currency (US$), they are not to be trandated into Australian currency
before the relevant gain or lossis determined for the purpose of
applying the accruals methodol ogy (subsection 230-120(8) and
paragraph (aa) of the definition of ‘ special accrual amount’ in
subsection 995-1(1) of the ITAA 1997).

As outlined above, the only financia benefits under the US bond
arrangement are the US$1,100 PV Enterprises’ is taken to have paid
to start to have the US bond on 1 July 2014 (subsection 230-65(1)
and section 230-440), and the US$1,300 it has aright to receive

on maturity. The acquisition cost, having been provided by

PV Enterprises, and the right to receive payment on maturity,

being reasonably expected and for a fixed amount (in the relevant
particular foreign currency), are both sufficiently certain

(subsections 230-120(2), (8) and (9)). Therefore, PV Enterprises has,
from thetime it acquires the US bond, a sufficiently certain overall
gain from the financial arrangement of US$200 (subsection 230-110(1)
and paragraph 230-110(2)(a)). This US$200 overall gain issubject to
the accruals method in Subdivision 230-B (subsection 230-105(2)).

Under the accruals method, PV Enterprises will spread the US$200
over the two year remaining term of the US bond using a compounding
accruas method, or a method whose results reasonably approxi mate
this method (subsection 230-130(1) and section 230-135).

Because of the circumstances of its business and how it treats its other
bonds for tax purposes, PV Enterprises will accrue any gains and
losses it makes on its US bond over 12 month intervals ending on

30 June each year (subsections 230-85(3) and 230-135(3)).

The gain or loss from PV Enterprises’ US bond under a compounding
accruals method can therefore be cal culated as follows (this calculation
reveals a8.71 per cent annually compounded effective interest rate for
the US bond).
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Table 14.9: Gain for each compounding interval

Year ending | Amortised cost Accrued Cash flows Amortised
(year start) gain for tax cost (year
purposes end)
@) (b) (© @ +(b)—(c)
30 June 2015 $0 $95.83 —$1,100.00 $1,195.83
30 June 2016 $1,195.83 $104.17 $1,300.00 $0

The accrua amountswill be assessable to PV Enterprises under
section 230-15 in the year they are accrued, and trandated into
Augtralian dollars at that time (sections 230-15 and 230-140 and
paragraph (aa) of the definition of ‘ special accrua amount’ in
subsection 995-1(1) of the ITAA 1997).

Y ear ended 30 June 2015

Based on the accrual calculation in Table 13.20, on 30 June 2015,
PV Enterprises will accrue a US$95.83 gain in respect of the
Aussie bond. Based on prevailing exchange rates, the gain that is
included in PV Enterprises’ assessable income under section 230-15,
will be A$153.33.

Y ear ending 30 June 2016
Balancing adjustment

On maturity of the US bond, PV Enterprises will be paid US$1,300
and all of itsrights and obligations under this arrangement will cease.
Thiswill trigger a balancing adjustment under Subdivision 230-G
(paragraph 230-385(1)(b)). The method statement in section 230-395
resultsin the following balancing adjustment (under the relevant

steps):

» Step 1 (a) (amountsreceived): PV Enterprises will receive
US$1,300 under the bond, which trandates under the trand ation
rules in section 960-50 (and as set out in the facts) to A$2,080;

|ess the sum of

e Step 2 (a) (amounts paid): as set out in the analysis for the
financial arrangement that isthe US bond, PV Enterprisesistaken
to have paid A$1,375 to acquire the US bond
(paragraph 230-440(2)(b));

and
* Step 2 (b) (amounts previoudly taken into account): the A$153.33

previously accrued and included in PV Enterprises’ assessable
income (subsection 230-395(1), sections 230-15 and 230-140 and
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the definition of ‘ special accrual amount’ in paragraph (aa) of the
definition of ‘special accrual amount’ in subsection 995-1(1) of the
ITAA 1997),

which resultsin abalancing adjustment of a $551.67 gain being made
from the US bond (paid $1,375, assessed on $153.33 and
received $2,080).

Total amount brought to tax from the US bond

The total amount brought to tax from the US bond isa $705 gain
($153.33 accrual amount and $551.67 gain on maturity).

Summary of gainsand lossesfor PV Enterprises under its
arrangement to swap bonds

Under the entirety of thisarrangement, PV Enterprises has made the
following gains and losses under Division 230:

* a%$500 gain made from the Aussie bond ($456.45 accrued over the
years ended 30 June 2009 to 30 June 2014, and a $43.55 gain on
disposal, assessable in the year ended 30 June 2015);

* a$125loss made from the forward contract (deductible in the year
ended 30 June 2015); and

» a$705 gain made from the US bond ($153.33 accrual gain at
30 June 2015 and $551.67 gain on maturity in the year ended
30 June 2016).

Thisamountsto atotal overall gain on the entirety of the arrangements
of $1,080. Thisequalsthe overall economic gain PV Enterprises made
on the entirety of these arrangements.
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