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Glossary

The following abbreviations and acronyms are used throughout this
revised explanatory memorandum.

Abbreviation Definition
ACA allocable cost amount
ATO Australian Taxation Office
CGT capital gainstax
Commissioner Commissioner of Taxation
ESS employee share scheme
FBT fringe benefits tax
FBTAA 1986 Fringe Benefits Tax Assessment Act 1986
GDP gross domestic product
ITAA 1936 Income Tax Assessment Act 1936
ITAA 1997 Income Tax Assessment Act 1997
PAYG pay asyou go
PRRTAA 1987 Petroleum Resour ce Rent Tax Assessment
Act 1987
STS simplified tax system
TAA 1953 Taxation Administration Act 1953







General outline and financial Impact

25 per cent entrepreneurs’ tax offset

Schedule 1 to this Bill amends the Income Tax Assessment Act 1997 and
the Taxation Administration Act 1953 by introducing a 25 per cent
entrepreneurs’ tax offset on the income tax liability attributable to
business income for small businessesin the simplified tax system (STS)
that have an annual turnover of $75,000 or less.

Where STS turnover is greater than $50,000 the offset will be phased out
so that the offset ceases once STS turnover reaches $75,000.

The introduction of a 25 per cent entrepreneurs’ tax offset on the income
tax liability attributable to business income will provide an incentive for
very small, micro and home-based businesses.

Date of effect: These amendments will apply to assessments for income
years commencing on or after 1 July 2005.

Proposal announced: This measure was announced by the Government
in its election statement Promoting an Enterprise Culture on
26 September 2004.

Financial impact: This measure will cost the revenue $400 million in
2006-07 and $390 million in 2007-08.

Compliance cost impact: Small businesses will be required to isolate

their gross business income and their deductions incurred in gaining that
income, and then calcul ate the net income after deductions.

Summary of regulation impact statement

Regulation impact on business

Impact: This measure will have implications for small businesses with
turnover less than $75,000 and who are in the STS.
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Main points.

e Small businesses in the STS will need to calculate their
turnover and their net income from business.

e People with other non-businessincome will need to isolate
their business income from their total income.

e Thismeasure will increase administrative costs for the
Australian Taxation Office. Forms and systems changes will
be required to capture the required data and undertake the
calculation of the tax offset.

Extending the simplified tax system

Schedule 2 to this Bill amends the Income Tax Assessment Act 1997 and
the Income Tax (Transitional Provisions) Act 1997 to remove the
requirement that taxpayersin the simplified tax system (STS) must use the
STS accounting method (generally referred to as a cash basis of
accounting).

For many small businesses the cash accounting requirement is not
appropriate for their business or financial circumstances. The requirement
to use this method has been seen as a restriction which has prohibited
many small businesses from accessing the benefits of the STS.

The removal of this restriction will permit more businesses, including
many in the farming sector, to take advantage of the concessions
associated with the STS. The removal of the cash accounting requirement
will enable more businesses to access the benefits of the STS whilst
calculating their taxable income using the most appropriate method
applicable to their circumstances.

Date of effect: These amendments will apply to assessments for income
years commencing on or after 1 July 2005.

Proposal announced: The proposals were announced by the Government
in its election statement Promoting an Enterprise Culture on
26 September 2004.




General outline and financial impact

Financial impact: This measure will cost the revenue as follows:

2004-05 2005-06 2006-07 2007-08
Nil $15 million | $125 million | $130 million

Compliance cost impact: Negligible.

Roll-over of income taxing point for shareholders in employee
share schemes

Schedule 3 to this bill amends the Income Tax Assessment Act 1936 to
allow taxpayers who have deferred the income tax liability on a discount
received on shares or rights acquired under an employee share scheme
(ESS), to roll-over ataxing point that would otherwise occur because of a
corporate restructure.

Date of effect: This amendment applies to shares and rights that have
been acquired as aresult of corporate restructures that happen on or after
1 July 2004.

Proposal announced: This measure was announced jointly by the
Treasurer and the Minister for Employment and Workplace Relations in
Press Release No. 14 of 27 March 2003.

Financial impact: The cost to revenue of this proposal is unguantifiable
but expected to be small.

Compliance cost impact: This measure is expected to have a minimal
impact on compliance costs.

Summary of regulation impact statement

Regulation impact on business

Impact: The main impact will be on employees that hold shares or rights
in ESS and their employersin the event of a corporate restructure.

Main points:
e Thisamendment does not introduce new compliance

regquirements for employers so their compliance costs from this
measure are expected to be minimal.
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o Employees and employers may incur some costs in determining
whether the roll-over relief would apply. These costs are
expected to be minor.

e The Australian Taxation Office may incur some
implementation costs where employees and employers seek
advice on whether the roll-over relief is available for
participants.

Fringe benefits tax exemption thresholds for long service
award benefits

Schedule 4 to this Bill amends the Fringe Benefits Tax Assessment
Act 1986 to increase the fringe benefits tax (FBT) exemption thresholds
for long service award benefits.

Date of effect: Thisamendment appliesfor the FBT year beginning
1 April 2005.

Proposal announced: This measure was announced in the 2004-05
Budget and in the Treasurer’s Press Release No. 34 of 11 May 2004.

Financial impact: Lessthan $1 million per year.

Compliance cost impact: Unquantifiable but expected to be insignificant.

Petroleum exploration incentive

Schedule 5 to this Bill introduces an amendment to the Petroleum
Resource Rent Tax Assessment Act 1987 to allow petroleum exploration
companies conducting exploration work in adesignated frontier areato
obtain an uplift on expenditure incurred. These amendments will:

e enablethe Minister responsible for the Petroleum
(Submerged Lands) Act 1967 to allocate up to 20 per cent of
the annual offshore petroleum acreage rel ease areas as
designated frontier areas; and

e apply a 150 per cent uplift to certain exploration expenditure
conducted in the first term of an exploration permit in a
designated frontier area.




General outline and financial impact

Date of effect: The uplift will apply to annual offshore petroleum acreage
releases from 2004 to 2008.

Proposal announced: The Offshore Petroleum Exploration Incentive was
announced by the Treasurer and the Minister for Industry, Tourism and
Resources on 11 May 2004.

Financial impact: This measureis estimated to cost $17 million over the
period 2004-05 to 2007-08.

Compliance cost impact: This measure is expected to have a minimal
impact on compliance costs.

Summary of regulation impact statement

Regulation impact on business

Impact: This measure is expected to impact favourably upon petroleum
exploration companies willing to conduct exploration in a designated
frontier area. It is estimated that around 60 petroleum exploration
companies currently hold interests in exploration permitsin Australian
offshore areas.

Main points:

e To enablethe Minister responsible for the Petroleum
(Submerged Lands) Act 1967 to designate up to 20 per cent of
the annual offshore petroleum acreage rel ease areas as
designated frontier areas.

e Toapply a150 per cent uplift to certain exploration expenditure
conducted in the first term of an exploration permit in a
designated frontier area.

Consolidation: providing greater flexibility

Schedule 6 to this Bill provides greater flexibility, clarifies certain aspects
of the consolidation regime and ensures that the regime interacts
appropriately with other aspects of the income tax law.
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Date of effect: These amendments have retrospective effect to

1 July 2002, which is the date of commencement of the consolidation
regime. These amendments clarify the operation of the regime and the
interaction of the regime with other areas of the tax law and as such are
beneficial to taxpayers.

Proposal announced: Three of the amendments were foreshadowed
in the former Minister for Revenue and Assistant Treasurer’s

Press Release No. C116/03 of 4 December 2003. The amendment to
ensure that thereis ‘no double reduction in working out step 3 of the
allocable cost amount on entry’ was not previously announced but
addresses an anomaly that was detrimental to taxpayers.

Financial impact: These amendments are not expected to impact on the
revenue.

Compliance cost impact: The amendmentsin this Bill will provide
taxpayers with additional flexibility in the transition to consolidation and
are not expected to impact on compliance costs.

Simplified tax system roll-over

Schedule 7 to this Bill amends Division 328 of the Income Tax
Assessment Act 1997 to ensure that the roll-over relief available for
partnerships under the uniform capital allowancesregimeis aso available
in relation to depreciating assets allocated to simplified tax system (STS)
pools.

Date of effect: These amendments will apply to assessments for the
income year following the income year in which this Bill receives
Royal Assent.

Proposal announced: This measure was announced by the Treasurer and
the Minister for Small Businessin Press Release No. 36 of 11 May 2004.

Financial impact: This measure will have a cost to revenue as follows:

2004-05 2005-06 2006-07 2007-08
Nil $6 million $5 million $5 million

Compliance cost impact: Taxpayerswill only incur asmall increasein
their compliance costs where they elect for roll-over relief.
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Family trust and interposed entity elections

Schedule 8 to this Bill amends the Income Tax Assessment Act 1997 to
provide greater flexibility, reduce compliance costs and ongoing
uncertainty surrounding family trust elections and interposed entity
elections.

These amendments will allow trustees to make family trust elections and
interposed entity elections at any time, in relation to earlier years.

Date of effect: These amendments will apply from the date this Bill
receives Royal Assent.

Proposal announced: This measure was foreshadowed in the former
Minister for Revenue and Assistant Treasurer’s Press Release No. 36 of
18 May 2004.

Financial impact: Nil.

Compliance cost impact: This measure will provide taxpayers with
additional flexibility, remove ongoing uncertainty and is expected to
reduce compliance costs.

Non-commercial loans

Part 1 in Schedule 9 to this Bill corrects a minor technical defect in
Subdivision EA of Division 7A of the Income Tax Assessment Act 1936
(ITAA 1936). Thiswill ensure that aloan from atrustee to a shareholder
of a corporate beneficiary will not be treated as a deemed dividend if the
loan is repaid before the earlier of the due date for lodgement or the date
of lodgement of the trust’ s income tax return for the year in which the
loan is made.

Part 2 in Schedule 9 to this Bill amends Division 7A of the ITAA 1936 to
allow aloan from a private company to be repaid or put on a commercial
footing before the earlier of the due date for lodgement and the date of
lodgement of the private company’sincome tax return for the income year
in which the loan is made in order to avoid the loan being treated as a
deemed dividend.

Date of effect: The amendmentsin Part 1 in Schedule 9 will apply to
loans made on or after 12 December 2002.

The amendmentsin Part 2 of Schedule 9 will apply to loans made in the
2004-05 year of income or alater year of income.
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Proposal announced: The changes included in Part 1 of Schedule 9 have
not been previously announced as they correct aminor defect in
Subdivision EA of Division 7A of the ITAA 1936.

The changesincluded in Part 2 of Schedule 9 were announced in the
2004-05 Budget.

Financial impact: Nil.

Compliance cost impact: Nil.

Technical corrections and amendments

Schedule 10 to this Bill makes minor corrections and amendments to the
taxation laws. These corrections and amendments are part of the
Government’ s ongoing commitment to improve the quality of the taxation
laws. They fix errors such as duplications of definitions, missing asterisks
from defined terms, incorrect numbering and referencing and outdated
guide material.

Date of effect: These corrections and amendments generally commence
on Royal Assent. However, some amendments will apply retrospectively
for the reasons set out in Chapter 10.

Proposal announced: These corrections and amendments have not been
announced.

Financial impact: Nil.

Compliance cost impact: Nil.

Minor amendment to the refundable film tax offset

Schedule 11 to this Bill amends the income tax law to alow revocation of
unused provisional certificates issued under Division 10BA of the
Income Tax Assessment Act 1936 in respect of certain film projects. This
will enable those projects to then apply for the tax offset for large scale
films contained in Division 376 of the Income Tax Assessment Act 1997
(ITAA 1997).

Date of effect: These amendments apply to any eligible expenditure
incurred, whether before or after commencement of this Bill. Effectively,

10



General outline and financial impact

expenditure incurred on films completed on or after 4 September 2001
may be eligible under Division 376 of the ITAA 1997.

Proposal announced: This measure was announced in the
former Minister for Revenue and Assistant Treasurer’s
Press Release No. C080/03 of 15 August 2003.

Financial impact: The financial impact of the amendment is expected to
be negligible.

Compliance cost impact: This measure is expected to have a minimal
impact on compliance costs.

11






Chapter 1
The 25 per cent entrepreneurs’ tax offset

Outline of chapter

11 Schedule 1 to this Bill amends the Income Tax Assessment

Act 1997 (ITAA 1997) to provide a 25 per cent entrepreneurs’ tax offset
on theincometax liability of ataxpayer that is attributable to business
income from certain small businessesin the simplified tax system (STS).

12 This Schedule also makes a consequential amendment to the
Taxation Administration Act 1953 to exclude the 25 per cent
entrepreneurs’ tax offset from the calculation of the rate of pay as you go
(PAYG) instalments.

Context of amendments

13 In the 2004 €election policy statement Promoting an Enterprise
Culture, the Government announced a number of measures designed to
foster the entrepreneurial spirit of small businesses. The Government
stated that it would provide further incentive and encouragement to
small businesses — particularly those that set up and operate from
home — through the introduction of atax offset for entrepreneurs. This
proposal istargeted at very small, micro and home-based businesses that
areinthe STS.

1.4 The STS, which commenced on 1 July 2001, was introduced as
aresult of recommendations in the Ralph Review of Business Taxation to
reduce the disproportionate tax compliance burden that falls on small
business. This aim was achieved by providing eligible small businesses
with simpler depreciation rules than under the uniform capital alowances
regime, a cash basis for recognising income and deductible expenses

(see Chapter 2 for changes to this component), and simple trading stock
rules. The rulesrelating to the STS are contained in Division 328 of

the ITAA 1997.

13
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Summary of new law
15 The ITAA 1997 is amended to allow a 25 per cent

entrepreneurs’ tax offset on the income tax liability of ataxpayer that is
attributabl e to business income from certain small businessesin the STS.

Comparison of key features of new law and current law

New law Current law

Small businesses in the STS which No equivalent.
have an annual turnover of $50,000
or lesswill be eligible for atax offset
of 25 per cent of their income tax
liability in respect of their business
income. The tax offset will be
phased-out when the annual turnover
is greater than $50,000 and less than
$75,000.

Detailed explanation of new law

16 Subdivision 61-Jisinserted in Division 61 of the ITAA 1997 to
alow a 25 per cent entrepreneurs’ tax offset on the income tax liability of
ataxpayer that is attributable to businessincome from certain small
businessesin the STS. [Schedule 1, item 5, Subdivision 61-J]

1.7 The offset is available either to:

o the STStaxpayer in the case of an individual or company
operating as an STS taxpayer;

o the partners of a partnership that is an STS taxpayer; or

o thetrustee or beneficiaries of atrust that is an STS taxpayer,
depending on who isliable for tax on the trust income.

[Schedule 1, item 5, section 61-500]

14



The 25 per cent entrepreneurs’ tax offset

18 Under section 328-365 of the ITAA 1997, an entity iseligibleto
be an STS taxpayer for an income year if:

e it carrieson abusiness during that year;

e the STSaverage turnover of the business and related
businesses for the year is less than $1 million net of goods
and services tax (GST) credits; and

¢ thebusiness and related businesses have depreciating assets
with values less than $3 million at the end of that year.

19 The amount of the tax offset varies depending on the amount

of STS group turnover of the STS taxpayer. Where the STS group
turnover of the STS taxpayer is $50,000 or less, the offset is calculated as
25 per cent of the income tax liability attributable to the STS income. The
offset phases out when STS group turnover is greater than $50,000 and
less than $75,000. [Schedule 1, item 5, section 61-500]

1.10 ‘STS group turnover’ has the meaning as given by

section 328-375. The grouping provisions in section 328-380 aso
apply for the purposes of the 25 per cent entrepreneurs’ tax offset to
prevent businesses that fail the turnover test from subdividing in order
to access the tax benefit provided by the 25 per cent entrepreneurs’ tax
offset. (Additional explanation of the STS grouping rules and turnover
can be found in Taxation Ruling TR 2002/6 and Taxation Ruling

TR 2002/11.)

111 An entity’s STS group turnover for an income year isdefined in
section 328-375 as the sum of:

e thevalue of the business supplies made during the year by
the entity; and

¢ thevalue of the business supplies of entities during the
period it is grouped with those entities.

The STS group turnover is reduced by any supplies made between the
entity and the grouped entities or between the grouped entities themselves.

112 A taxpayer may be ligible for more than one tax offset. For
example, if ataxpayer is asole trader who has elected into the STS and
that taxpayer is also a partner in a partnership that has also elected into the
STS, the taxpayer may be entitled to atax offset in respect of their income
asasoletrader and also in respect of their share of the STS income from
the partnership [Schedule 1, item 5, section 61-500]. However, if the sole trader

15
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and the partnership are grouped entities, the amount of STS group
turnover is relevant to determining eligibility for an offset.

Net STSincome and STS annual turnover

113 Regardless of whether the tax offset is available to the STS
taxpayer, a partner, atrustee or a beneficiary, there must be an amount of
net STS income before an entitlement to an offset arises. That is, the
entity claiming the offset must have net STS income for the year. The
entity eligible for the offset must have a share of that net income included
in its assessable income in order to be eligible for an offset.

114 An entity’ s net STS income for an income year isthe amount by
which:

the entity’ s STS annual turnover for the year
exceeds
the sum of the entity’ s deductions attributable to the turnover,

where STS annual turnover for ayear isthe total of the value of the

business supplies the entity made in the year. [Schedule 1, item 5,
subsections 61-525(1) and (2)]

1.15 The deductions attributable to the STS turnover are the
allowable deductions that the entity can claim against its assessable
income which specifically relate to that turnover.

Example 1.1

Fred isan STS taxpayer who sells home-made greeting cards viathe
Internet. Fred’s STS annual turnover is $35,000 for the year. Fred runs
his business from a home office in his house. Fred claims deductions
for his business expenses such as the cost of the materials used in
making the greeting cards, stationery, postage and the electricity
expenses relating to the home office. These business expenses total
$5,000.

Fred also has salary and wage income of $75,000 for theyear. Heisa
member of atrade union and he subscribes to a professional journal.
His work-related expenses total $1,200.

Fred also has a negatively geared share portfolio from which he
receives $5,000 worth of dividends and has $6,000 of interest
expenses related to borrowings to acquire the shares. Fred therefore
makes a loss for taxation purposes of $1,000 from his share
investments.

16
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Fred s net STSincome for the year is the amount by which his STS
annual turnover of $35,000 exceeds his deductions attributabl e to that
turnover of $5,000. Therefore, his net STS income is $30,000.

Fred' s work-related expenses and the expenses relating to his share
investments do not affect his STS annual turnover. The income from
Fred's share investmentsis not included in his STS annual turnover, as
the dividends do not constitute taxable supplies.

1.16 Value of the business supplies does not include supplies that
constitute an insurance recovery or the principal component of aloan.

These are disregarded when calculating turnover. [Schedule 1, item 5,
subsection 61-525(4)]

117 With respect to gambling supplies, the amount included in the
calculation of STS annual turnover is the difference between the total
amount wagered and total monetary prizes paid out. Total amounts
wagered is the sum of the consideration for al gambling suppliesthat are
attributable to that tax period. Total monetary prizes are the sum of prizes
paid or payable in money (including casino chips) in that tax period.
[Schedule 1, item 5, subsection 61-525(3)]

1.18 The definition of * STS annual turnover’ is consistent with the
broader definition of STS group turnover in section 328-375.

1.19 The turnover of a business reflects the ordinary activities of
carrying on that business, such as the sale of goods and the provision of
services, and also includes interest received on amounts deposited in
business banking accounts. The turnover does not include items such as
dividends, rental income where the rental activities do not form an
ordinary part of the business or amounts resulting from realisation of an
investment.

1.20 ‘Value of the business supplies’ is based on the terms defined in
the A New Tax System (Goods and Services Tax) Act 1999 (GST Act) and
is defined in section 995-1 of the ITAA 1997. The value of the business
supplies an entity makes during an income year is the sum of the values of
all the taxable supplies the entity made during the year in the ordinary
course of carrying on a business (calculated exclusive of GST payable on
supplies) and the prices of the other supplies made in the ordinary course
of carrying on the business. Both ‘price’ and ‘value' are defined in section
9-75 of the GST Act.

17
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121 The GST Act explains the method of working out the value of a
taxable supply. A ‘taxable supply’ is defined in section 9-5 of the

GST Act and is one on which GST is payable. The value of ataxable
supply isworked out as 10/11 of the price of the supply. This calculation
excludes the GST payable on the supply (the other 1/11).

122 If the supply is not ataxable supply, the price of all the
non-taxable supplies made during the year in the ordinary course of
carrying on abusiness is added to the value of al taxable supplies. The
price of a supply is generally the amount of money an entity pays for the
supply. Supplies that are not taxable include those that are GST-free and
input taxed for the purposes of the GST Act.

18
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per cent entrepreneurs’ tax offset

1.23 Diagram 1.1 illustrates how the offset will operate.

Digaram 1.1
Isthere any net STS income?

No

Yes

v
Is STS group turnover =

$75,000? Yes

A 4

No offset available

No —

v

Calculate A:
Basic income tax liability on total taxableincome x 25%

A 4
Calculate the STS percentage:

Y our net STS income share x 100

Y our taxable income for the year

v

Is STS group turnover

= $50,0007?
No

Calculate the STS phase-out fraction:
($75, 000— STS group turnover j

$25,000

\ 4

Multiply A by STS
per centage

Multiple A by STS
per centage by ST S phase-out fraction

Entrepreneurs’ tax offset
(non-refundable tax offset)

19




Tax Laws Amendment (2004 Measures No. 7) Bill 2005

Tax offset for an individual or a company

Eligibility for the offset

124 A taxpayer is entitled to atax offset for an income year if the
taxpayer:

isanindividual (operating as a sole trader) or a company;

has elected to be an STS taxpayer for the year;

has STS group turnover of less than $75,000 for the year;
and

has net STS income for the year.
[Schedule 1, item 5, subsection 61-505(1)]

Calculation of the offset

1.25 If the STS group turnover is $50,000 or less, the taxpayer is
entitled to atax offset of 25 per cent of their incometax liability that is
attributable to STS income. If the STS group turnover is more than
$50,000, the tax offset is phased out until it equals zero at turnover of
$75,000. The offset is calculated using the following method:

Step 1: Calculate taxable income for the year.

Step 2:  Calculate 25 per cent of the basic income tax liability for the
year on the taxable income; that is, using the applicable tax rates
and taking into account any specia provisions that affect the
calculation of the liability.

Note: the basic income tax liability does not take into account
any tax offsets.

Step 3:  Calculate the STS percentage, which cannot exceed
100 per cent, as:

the taxpayer's net STS income for the year
the taxpayer's taxable income for the year

100

Step 4:  If the STS group turnover is $50,000 or less, multiply the step 2
amount by the STS percentage to determine the amount of the
tax offset.

20



The 25 per cent entrepreneurs’ tax offset

Step 5:  If the STS group turnover is more than $50,000, calculate the
STS phase-out fraction as:

$75,000 - the STS group turnover for the year
$25,000

The tax offset is calculated as:

step 2 amount x STS percentage x STS phase-out fraction

[Schedule 1, item 5, subsection 61-505(2)]
Example 1.2; Soletrader with other non-businessincome

Jenny runs a physiotherapy practice from her home and sheisan STS
taxpayer for the income year commencing 1 July 2006. The net income
from her practice is $20,000 (i.e. $30,000 turnover less $10,000
business expenses). In addition, she has a part-time job as a shop
assistant from which she receives salary and wages of $25,000.

Step1:  Jenny’staxable income for the year is $45,000.
Step2:  Basicincometax liability is $9,671.53
25 per cent of her basic incometax liability is:

25% x 9,671.53 = 2,417.88

Step3: TheSTSpercentageis: 20,000 x 100 = 44.44%
45,000

Step 4. Jenny’s STSgroup turnover is $30,000; therefore, the tax
offsetis:

2,417.88 x 44.44% = 1,074.51
Step5:  Not applicable.
Therefore, Jenny’s entrepreneurs’ tax offset is $1,074.51.

Example 1.3: A company with a turnover between $50,000 and
$75,000

Company A isan STStaxpayer for the income year commencing

1 July 2006. Company A has net STS income of $20,000 (i.e. annual
turnover of $60,000 less expenses of $40,000) and no other source of
income. Company B is a grouped entity of Company A, which hasa
turnover of $10,000, but is making atax loss. The STS group turnover
of the two companiesis $70,000.

Step1:  Company A’staxable incomeis $20,000.

21
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Step2:  Basicincometax liability is $6,000
(i.e. $20,000 x company tax rate of 30%)
25 per cent of the basic income tax liability is:
25% x 6,000 = 1,500

Step3:  The STSpercentageis. 20,000 x 100 = 100%
20,000

Step 4. STSgroup turnover is greater than $50,000.
Step5:  The STS phase-out fraction is:

75,000 — 70,000 = 0.2
25,000

Thetax offsetis:
1,500 x 100% x 0.2 = 300

Therefore, Company A is entitled to an entrepreneurs’ tax offset of
$300.

Tax offset for a partner in a partnership
Eligibility for the offset

1.26 A taxpayer is entitled to atax offset for an income year if:

the taxpayer is a partner in a partnership;

the partnership is an STS taxpayer for the year;

the partnership’s STS group turnover is less than $75,000
for the year;

the partnership has net STS income for the year; and

ashare of the partnership’s net STSincomeisincluded in
the taxpayer’ s assessable income for the year.

[Schedule 1, item 5, subsection 61-510(1)]
Calculation of the offset

127 If the partnership’s STS group turnover is $50,000 or less, the
partner is entitled to atax offset of 25 per cent of their incometax liability
that is attributable to their share of the partnership’s net STS income. If
the partnership’s STS group turnover is more than $50,000, the tax offset

22
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available to the partner is phased out until it equals zero at turnover of
$75,000. The offset is calculated using the following method:

Step 1:
Step 2:

Step 3:

Step 4:

Step 5:

Calculate the partner’ s taxable income for the year.

Calculate 25 per cent of the basic income tax liability for the
year on the taxable income; that is, using the applicable tax rates
and taking into account any special provisions that affect the
calculation of the liahility.

Note: the basic income tax liability does not take into account
any tax offsets.

Calculate the STS percentage, which cannot exceed
100 per cent, as:

the partner's net STS income for the year
the partner's taxable income for the year

x 100

If the STS group turnover of the partnership is $50,000 or |ess,
multiply the step 2 amount by the STS percentage to determine
the amount of the tax offset available to the partner.

If the partnership’s STS group turnover is more than $50,000,
calculate the STS phase-out fraction as:

75,000 - the partnership's STS group turnover for the year
$25,000

The partner’ stax offset is calculated as:

step 2 amount x STSpercentage x STS phase-out fraction

[Schedule 1, item 5, subsection 61-510(2)]

Example 1.4: Partner in a partnership

Liz and Richard are equal partnersin Partnership A. The partnership, a
costume-making business, is an STS taxpayer for the income year
commencing 1 July 2006. The net income of the partnership is $45,000
(i.e. $50,000 turnover less $5,000 business expenses). Liz also hasa
part-time job from which she receives salary and wages of $30,000.

Stepl:  Liz'staxableincome for the year is $52,500
(i.e. 509% of $45,000 + $30,000)

Step 2:  Basicincome liability is $11,921.53
25 per cent of her basic incometax liability is:
25% x 11,921.53 = 2,980.38
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22,500
52,500

x 100 = 42.86%

Step3:  The STS percentageis:

Step4:  The partnership’s STS group turnover is $50,000 or less;
therefore, Liz'stax offset is:

2,980.38 x 42.86% = 1,277.39

Step5:  Not applicable.

Therefore, LiZ' s entrepreneurs’ tax offset is $1,277.39.
Example 1.5: Partner and sole trader

Rick, Ingrid and Sam are equal partnersin the partnership trading as
Rick’s Café. Rick’s Caféis an STS taxpayer for the income year
commencing 1 July 2006. Rick’'s Café has net STS income of $45,000
(i.e. $60,000 turnover less $15,000 business expenses). Rick also hasa
consulting business, Consultations By Rick, which he operates as a
sole trader and which is also an STS taxpayer. Consultations By Rick
has net STSincome of $40,000 (i.e. $50,000 turnover less $10,000
expenses). Rick also does some part-time work as a pilot from which
he receives salary and wages of $25,000. Rick’s Café and
Consultations By Rick are not grouped entities for STS purposes.

Note: If Rick’s Café and Consultations By Rick were grouped entities,
there would be no entitlement to the offset because group turnover
($60,000 + $50,000) exceeds $75,000.

Rick’s offset in relation to the partnership income

Step1:  Rick’staxableincome for the year is $80,000
(i.e. 1/3 of $45,000 + $40,000 + $25,000)

Step2:  Basicincometax liability is $22,211.11
25 per cent of Rick’ s basic income tax liability is:
25% x 22,211.11 = 5,552.78

Step3:  TheSTSpercentageis: 15,000 x 100 = 18.75%
80,000

Step4:  The STSgroup turnover of the partnership is greater
than $50,000.

Step 5.  The STS phase-out fraction is:

75,000 — 60,000 = 0.6
25,000
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Rick’stax offset in relation to his partnership incomeis:
5,552.78 x 18.75% x 0.6 = 624.69
Rick’s offset in relation to hisincome as a sole trader

Step1:  Rick’staxable income for the year is $80,000
(i.e. 13 of $45,000 + $40,000 + $25,000)

Step2:  Basicincometax liability is $22,211.11
25 per cent of Rick’ s basic incometax liability is:
25% x 22,211.11 = 5,552.78

Step3:  TheSTSpercentageis. 40,000 x 100 = 50%
80,000

Step 4. Rick’s STS group turnover for his consulting businessis
$50,000 or less; therefore, Rick’ s tax offset in relation to
hisincome from operating as a sole trader is:

5,552.78 x 50% = 2,776.39

Step5: Not applicable.

Therefore in total, Rick is entitled to an entrepreneurs’ tax offset of
$3,401.08 (i.e. $624.69 + $2,776.39)

Tax offset for a trustee of a trust
Eligibility for the offset

1.28 A taxpayer is entitled to atax offset for an income year if:

the taxpayer is atrustee of atrust;

the trust is an STS taxpayer for the year;

the trust’s STS group turnover for the year isless than
$75,000;

the trust has net STS income for the year; and

the trustee is liable to be assessed under either section 98, 99
or 99A of the Income Tax Assessment Act 1936 on a share of
the trust’s net STS income.

[Schedule 1, item 5, subsection 61-515(1)]
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Calculation of the offset

1.29 If the trust’s STS group turnover is $50,000 or less, the trusteeis
entitled to atax offset of 25 per cent of itsincome tax liability that is
attributable to its share of the trust’s net STSincome. If the trust’s STS
group turnover is more than $50,000, the tax offset available to the trustee
is phased out until it equals zero at turnover of $75,000. The offset is
calculated using the following method:

Step 1:  Calculate the net income of the trust for the year.

Step 2:  Calculate 25 per cent of the amount of tax that the trusteeis
liable to pay on that net income, ignoring any tax offsets.

Step 3:  Calculate the STS percentage, which cannot exceed
100 per cent, as:

the trustee's net STS income for the year
the net income of the trust for the year

x 100

Step 4:  If the STS group turnover of the trust is $50,000 or less,
multiply the step 2 amount by the STS percentage to determine
the amount of the tax offset available to the trustee.

Step 5. If thetrust’s STS group turnover is greater than $50,000,
calculate the STS phase-out fraction as:

$75,000 - thetrust's STS group turnover for the year
$25,000

The trustee’ stax offset is calculated as:

step 2 amount x STS percentage x STS phase-out fraction.

[Schedule 1, item 5, subsection 61-515(2)]

Tax offset for a beneficiary of atrust
Eligibility for the offset
1.30 A taxpayer is entitled to atax offset for an income year if:
o thetaxpayer isabeneficiary of atrust;

e thetrustisan STStaxpayer for the year;
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e thetrust’s STS group turnover for the year islessthan
$75,000;

e thetrust has net STSincome for the year; and

e ashareof thetrust’s net STSincomeisincluded in the
beneficiary’ s assessable income for the year.

[Schedule 1, item 5, subsection 61-520(1)]

Calculation of the offset

131

If the trust’s STS group turnover is $50,000 or less, the

beneficiary is entitled to atax offset of 25 per cent of itsincome tax
liability that is attributable to its share of the trust’s net STSincome. If the
trust’s STS group turnover is more than $50,000, the tax offset available
to the beneficiary is phased out until it equals zero at turnover of $75,000.
The offset is calculated using the following method:

Step 1:

Step 2:

Step 3:

Step 4:

Step 5:

Calculate the beneficiary’ s taxable income for the year.

Calculate 25 per cent of the basic income tax liability for the
year on the taxable income; that is, using the applicable tax rates
and taking into account any specia provisions that affect the
calculation of the liability.

Note: the basic income tax liability does not take into account
any tax offsets.

Calculate the STS percentage, which cannot exceed
100 per cent, as:

the beneficiary's net STS income for the year
the beneficiary's taxable income for the year

x 100

If thetrust’s STS group turnover is $50,000 or less, multiply the
step 2 amount by the STS percentage to determine the amount of
the tax offset available to the beneficiary.

If thetrust’s STS group turnover is greater that $50,000,
calculate the STS phase-out fraction as:

$75,000 - thetrust's STS group turnover for the year
$25,000

x 100

The beneficiary’ stax offset is calculated as:

step 2 amount x STS percentage x STS phase-out fraction
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[Schedule 1, item 4, subsection 61-520(2)]

Application and transitional provisions

1.32 The amendments made to the ITAA 1997 to alow a 25 per cent
entrepreneurs’ tax offset apply to assessments for the first income year
commencing on or after 1 July 2005 and later years. [Schedule 1, item 11]

133 The amendment made to the Taxation Administration Act 1953
appliesin relation to the calculation of an entity’s adjusted tax:

o for abaseyear that isthe first income year starting on or
after 1 July 2005 or alater income year; and

e inrelationtoaPAYG instaiment period that includes or
starts on the date of Royal Assent of this Bill.

[Schedule 1, item 13]

Consequential amendments

134 The following consequential amendments are made to the
ITAA 1997 asaresult of the introduction of the 25 per cent
entrepreneurs’ tax offset:

o thelist of tax offsetsin section 13-1 is updated to include
references to the 25 per cent entrepreneurs’ tax offset
[Schedule 1, items 1 to 4];

e anoteisincluded in section 328-5 to guide taxpayers to the
new offset in Subdivision 61-J [Schedule 1, item 6];

e the notesin subsection 328-365(1) to the guide to
Division 328 are amended as aresult of the introduction of
the new 25 per cent entrepreneurs’ tax offset [Schedule 1,
items 7 and 8]; and

e definitionsof ‘net STSincome and ‘' STS annual turnover’
are inserted in subsection 995-1(1) [Schedule 1, items 9 and 10].

1.35 An amendment is made to section 45-340 of the

Taxation Administration Act 1953. The amendment ensures that the 25 per
cent entrepreneurs’ tax offset is not taken into consideration when
determining the rate of PAY G instalments. The offset is excluded from
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the calculation because it is only available on assessment. [Schedule 1,
item 12]

1.36 If an entity anticipates that it will be entitled to the offset on
assessment, the entity may vary its instalments during the year. However,
the entity may be liable to general interest charge where a variation results
in an underestimation of the instalments of more than 15 per cent.

1.37 The amendment made to the Taxation Administration Act 1953
appliesin relation to the calculation of an entity’ s adjusted tax:

e for abaseyear that isthe first income year starting on or
after 1 July 2005 or alater income year; and

e inrelationtoaPAYG instaiment period that includes or
starts on the date of Royal Assent of thisbill.

[Schedule 1, item 13]

1.38 This ensures that the Commissioner of Taxation is not required
to recalculate an instalment rate given to an entity prior to the
commencement of the amendmentsin this Bill.

REGULATION IMPACT STATEMENT

Background

1.39 The STS, which commenced on 1 July 2001, was introduced as
aresult of recommendations in the Ralph Review of Business Taxation to
reduce the disproportionate tax compliance burden that falls on small
business. This aim was achieved by providing eligible small businesses
with ssimpler depreciation rules than under the uniform capital allowance
regime, a cash basis for recognising income and deductible expenses, and
simple trading stock rules.

1.40 As part of their election commitments to promote an enterprise
culture in Australia, the Government announced the introduction of a

25 per cent tax offset on the income tax liability attributable to business
income for small businesses in the STS that have an annual turnover of
$50,000 or less and will be fully phased out once annual turnover reaches
$75,000.
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Policy objective

141 The objectives of this measure are to provide encouragement for
enterprising Australians in the early days of asmall business, in particular
to provide a greater benefit to businesses with greater productivity, and to
provide incentive for the growth of small business especially the very
small, micro and home-based businesses which are in the STS.

Implementation options for 25 per cent entrepreneurs’ tax
offset

142 As announced in the Government’s 2004 election policy
statement Promoting an Enterprise Culture a 25 per cent tax offset will be
applied to the tax liability in relation to STS income.

Option 1 — 25 per cent entrepreneurs’ tax offset using average tax rates

143 Under this method the 25 per cent tax offset would be applied to
tax on total income and averaged by an STS percentage (whichis
equivalent to net STS income divided by total taxable income).

1.44 This overcomes the situation where a taxpayer with $6,000 or
less of net STS income would not be entitled to the tax offset because of
the effect of the tax-free threshold.

1.45 The 25 per cent entrepreneurs’ tax offset has the following
features:

e Thetax offset will be available to small businessesthat are
in the STS and have an annual turnover of $50,000 or less:

— thetax offset phases out for each $1 over $50,000 up to
$75,000.

e 25 per cent tax offset on income tax liability in respect of net
STSincome.

e Thetax offset will flow through to the individuals who
operate their small business through a partnership or trust.

e Theturnover test would be applied at the group level that is,
the entity and its affiliates. The tax offset would apply at
either the entity or recipient level depending on who isliable
to tax on the income.
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e Integrity measures required to prevent existing businesses
above the turnover threshold from sub-dividing to access the
discount.

Option 2 — 25 per cent entrepreneurs’ tax offset using the top slice of

income

1.46 Under this option the 25 per cent tax offset would be applied to
the tax liability on net STS income on the assumption that the net STS
income represents the top dlice of taxable income.

147 This maximises the tax offset available to the taxpayer because
the tax offset is applied to the tax liability based on the taxpayer’s top
marginal rate of tax.

Option 3 — 25 per cent entrepreneurs’ tax offset using the bottom slice of

income

1.48 This option would provide the 25 per cent tax offset on the tax
liability on net STS income on the assumption that the net STS income
represents the bottom dlice of taxable income.

1.49 The disadvantage of this method is that, as the first $6,000 of
income earned by an individual is not subject to tax, individual taxpayers
who have less than $6,000 of net STS income will not receive any
discount.

Impact group identification

1.50 Groups affected by the 25 per cent entrepreneurs’ tax offset are
STStaxpayers and non-ST S taxpayers in receipt of gross STS income
under $75,000, namely very small, micro and home-based businesses
who areinthe STS. It is estimated that more than 300,000 small and
home-based businesses will be able to benefit from the 25 per cent tax
offset.
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Analysis

Option 1 -

Option 2 —
income

of costs / benefits

25 per cent entrepreneurs’ tax offset using average tax rates
Benefits

151 This measure will deliver the 25 per cent tax offset as announced
in the Government’ s election commitment.

152 The measure will provide a further source of capital that can be
ploughed back into a business at its most vulnerable start-up and
development stage.

1.53 The offset provided by this measure will be more valuable the
more profitable the business. That is, businesses with lower expense ratios
will obtain a greater benefit.

Costs

154 The disaggregation of business income and other income
increases compliance costs of small businesses. Small businesses will be
required to isolate their gross business income and their deductions
incurred in gaining that income, and then cal culate the net income after
deductions.

25 per cent entrepreneurs’ tax offset using the top slice of

Benefits
1.55 This option would provide the same benefits as option 1.
Costs

1.56 This option would require the taxpayer to calculate tax on
total income then tax on total income less net STS income. The
taxpayer would then need to calculate that difference and then calculate
25 per cent of that difference as the discount. Therefore, additional
calculations would be required compared with option 1.

157 This option provides a greater benefit to people with large
amounts of other non-business income and thereforeis not as well
targeted as option 1. For example, a person with $100,000 salary and
wages and $10,000 net STS income would have the tax offset calculated
using the top marginal tax rate of 47 per cent.
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Option 3 — 25 per cent entrepreneurs’ tax offset using the bottom slice of

income

Benefits
1.58 This option would provide the same benefits as option 1.
Costs

1.59 This option would require the taxpayer to calculate the tax on
net STSincome first and then apply the 25 per cent tax offset to that
amount of tax. The taxpayer would then reduce the tax on total income by
the amount of the tax offset. Therefore, two cal culations would be
required. Where the net STS income was below $6,000 the taxpayer
would not get any benefit owing to the operation of the tax-free threshold.
Taxpayers with low levels of taxable income would benefit less under this
option than either option 1 or 2.

Revenue cost

1.60 Thefinancia cost to the revenue as aresult of the introduction
of a 25 per cent entrepreneurs’ tax offset is expected to be as follows,
based on average rates of tax:

2006-07
-$400 million

2007-08
-$390 million

2004-05 2005-06
Nil Nil

Administration cost

161 It is estimated that the 25 per cent entrepreneurs’ tax offset
will have an impact on Australian Taxation Office (ATO) expenses of
$7.3 million over four years from 2004-05 to 2007-08 to administer.
The annual breakdown of thisis:

2006-07
$2.6 million

2007-08
$2.2 million

2004-05
$0.6 million

2005-06
$1.9 million

Economic benefits

1.62 The 25 per cent entrepreneurs’ tax offset will be an incentive for
enterprising Australians to get a kick-start in the early days of a small
business. These amendments will provide encouragement to small
business growth.
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Other issues — consultation

1.63 The Department of the Prime Minister and Cabinet and the ATO
have been consulted on thisissue. In view of the requirement to introduce
legislation on 9 December 2004, there is not sufficient time to consult
more widely.

Conclusion and recommended option

164 The design implementation using average tax rates (option 1) is
the preferred approach. This approach will deliver the policy objective
with reduced compliance costs to taxpayers and the ATO. The change will
provide small business taxpayers with greater incentive for the growth of
small business.

1.65 The other options have the potential to increase compliance
costs for business taxpayers and would provide either a greater or reduced
benefit to taxpayers. Options 2 and 3 are also not as well targeted as
option 1. The top slice approach (option 2) provides a greater benefit to
people with high levels of non-businessincome. The bottom slice
approach (option 3) provides no benefit where net business incomeis less
than $6,000. Many small businesses in the start-up phase will bein this
situation.

1.66 The Treasury and the ATO will monitor this taxation measure,
as part of the whole-of-taxation system on an ongoing basis.
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Chapter 2
Extending the simplified tax system

Outline of chapter

2.1 Schedule 2 to this Bill amends the Income Tax Assessment
Act 1997 (ITAA 1997) to remove the requirement that taxpayersin the
simplified tax system (STS) must use the STS accounting method
(generally referred to as a cash basis of accounting).

Context of amendments

2.2 In the 2004 election policy statement Promoting an Enterprise
Culture, the Government announced on 26 September 2004 a number of
measures designed to foster the entrepreneurial spirit of small businesses.
The Government announced that it would remove the restriction on small
businesses in the STS to account for their ordinary income when received
and general deductions when paid. Thiswill enable businessesto utilise
the most appropriate method of determining taxable income. The decision
whether or not to enter the STS will no longer impact on the most
appropriate method for a business to calculate its taxable income.

2.3 The STS was introduced on 1 July 2001 as an alternative
method of determining taxable income for certain businesses with
straightforward, uncomplicated financial affairs who choose to enter the
STS. The STS modifies the current method of determining taxable
income.

2.4 The STS has three main € ements;

e Modified accounting arrangements for STS taxpayers which
recognise most business income and deductions only when
they arereceived or paid.

e A simplified trading stock regime where STS taxpayers do
not have to account for changesin the value of trading stock
or do stocktakes at the end of the income year in certain
circumstances.

e A simplified depreciation regime under which depreciating
assets costing less than $1,000 are written off immediately.
Most other depreciating assets are pooled and enjoy an
accelerated rate of depreciation.
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25 Under the modified accounting method (generally referred to as
cash accounting) in Subdivision 328-C, an STS taxpayer is hot required to
bring to account, at year end, income from sales for which payment has
not been received (debtors). Similarly, business expenses owing
(creditors), at year end, are not deductible until paid. However, thereis

no change to the accounting method used for statutory income and most
specific deductions. This method requires certain adjustments to ordinary
income, general deductions and deductions for tax-related expenses

and repairs when a business starts (entry adjustment rules) or stops

(exit adjustment rules) being an STS taxpayer.

2.6 The entry adjustment rules ensure that the transition to the cash
accounting method does not result in business income and expenses being
recognised twice or omitted. The exit adjustment rules ensure that the
transition from the cash accounting method does not result in omission of
business income and expenses.

Summary of new law

2.7 To be eligible for the concessions available under the STS
businesses have to adopt modified accounting arrangements which
recognise most business income and deductions only when they are
received or paid. This denies access to the concessions available under the
ST S to those businesses whose most appropriate method of calculating
taxable income is different.

2.8 Schedule 2 to this Bill will amend the STS rules to remove the
requirement to recognise most business income and deductions only when
they arereceived or paid. The amendment will allow small businesses to
access the benefits of the STS whilst continuing to calculate their taxable
income using the most appropriate method for their circumstances.

Comparison of key features of new law and current law

New law Current law

Businesses will be able to calculate Business income and deductions are
their taxable income using the most recognised only when they are

appropriate method for their received or paid. Thisis generally
circumstances. Assessableincomeis | referred to as a cash accounting
recognised when it is derived and system.

allowable deductions are recognised
when they areincurred. Thisis
generally referred to as an accruals
system.
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Detailed explanation of new law

29 Schedule 2 to this Bill amends Division 328 of the ITAA 1997
to remove the requirement that taxpayers in the STS must use a cash basis
of accounting. Subdivision 328-C currently specifies the accounting
method for STS taxpayers. This Subdivision is repealed with effect from

the first income year commencing on or after 1 July 2005. [Schedule 2,
item 9]

Application and transitional provisions

2.10 The amendments apply to the first income year commencing on
or after 1 July 2005. [Schedule 2, item 11]

Income Tax (Transitional Provisions) Act 1997
Meaning of STS accounting method

211 The term STS accounting method is defined to mean the
accounting method that was required to be used by STS taxpayers for the
2004-05 income year. Thiswas generally referred to as the cash
accounting method which is being repealed with effect from the first

income year commencing on or after 1 July 2005. [Schedule 2, item 10, section
328-125]

Continuing to use cash accounting

212 Transitional provisionswill be introduced to enable businesses
that have elected into the STS, prior to the first income year commencing
on or after 1 July 2005, to continue to recognise most business income
and deductions only when they are received or paid. This allows
businesses who currently calculate their taxable income under the cash

accounting method contained in the STS to continue to use that method.
[Schedule 2, item 10, section 328-120]

Ceasing to use cash accounting

213 Transitional provisionswill also allow STS taxpayers to cease to
use the cash accounting method. These provisions ensure that business
income and expenses (that have not been recognised under the cash
accounting method because they had not been received or paid) are
recognised in the first year that a business, which is currently in the STS,

ceases to use the cash accounting method (changeover years). [Schedule 2,
item 10, section 328-115]
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Example 2.1: Remainingin the ssmplified tax system but ceasing to
use the cash accounting method

Robert entered the STS in the 2003-04 income year.

Before entering the STS he recognised income in the year it was
derived and claimed deductions in the year they were incurred
(generally referred to as an accruals method).

Robert included amounts owing from customers as income derived in
the 2002-03 income year.

He also claimed deductions for business expenses outstanding at the
end of the 2002-03 income year.

The entry adjustment rule (see subsection 328-110(2) of the

ITAA 1997) for ordinary income ensures that, when Robert entered
the STS, amounts owing from a previous year were not recognised
again when received.

The entry adjustment rule (see subsection 328-110(4) of the
ITAA 1997) for deductions ensures that expenses outstanding from a
previous year were not recognised again when paid.

Robert chooses to change back to his original method of calculating
taxable income (the accruals method) in the 2009-10 income year.
Robert remainsin the STS.

While he was using a cash basis of accounting he had derived ordinary
income for which payment had not been received. Robert did not
include this amount as income as the cash accounting method does not
recognise ordinary income until it is received.

While he was using a cash basis of accounting he had ordered business
supplies but had not paid for them. Robert did not claim a deduction
for this expense as the cash accounting method does not recognise
general deductions until they have been paid.

The exit adjustment rule for ordinary income ensures that Robert
includes in assessable income, amounts owing to himin the
changeover year (2010-11 income year).

The exit adjustment rule for deductions ensures that he can deduct
expenses owed by him in the changeover year (2010-11 income year).
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Re-entry of business that previously elected to leave the STS

214 Under subsection 328-440(3) of the ITAA 1997, taxpayers who
choose to leave the STS cannot re-enter for at least five years after the
income year in which they |eft the STS. Transitional provisions will
suspend thisrule for five years from 1 July 2005 for taxpayers who have
exited the STS prior to their first income year commencing on or after

1 July 2005. [Schedule 2, item 10, section 328-440]

2.15 Thiswill alow businesses, that left the STS because the cash
accounting method was no longer appropriate to their circumstances, to
re-enter the STS without having to wait five years.

2.16 The five year rule will recommence for exits from the STS after
the taxpayer’ s first income year commencing on or after 1 July 2005.

Consequential amendments

217 Consequential amendments are made to the following provisions
to remove references to the cash accounting method in the STS:

e The note to subsection 6-5(4) of the ITAA 1997 which
refers to the STS cash accounting regime is repealed [Schedule
2, item 1].

e The note to subsection 8-1(3) of the ITAA 1997 which
refers to the application of the cash accounting regime to
deductionsis repeaed and the note renumbered [Schedule 2,
items 2 and 3].

e Thenote to subsection 70-15(3) of the ITAA 1997 which
refers to the timing of deductions for trading stock is repealed
and the note renumbered [Schedule 2, items 4 and 5].

e Section 328-5 of the ITAA 1997, which explains what the
Division (STS) is about, is anended to remove the reference
to the cash accounting system [Schedule 2, items 6 and 7].

e Section 328-10 of the ITAA 1997, which provides a map to
Division 328 (the STS), is repealed [Schedule 2, item 8].
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Chapter 3

Roll-over of income taxing point for
shareholders in employee share schemes

Outline of chapter

31 Schedule 3 to this bill amends the Income Tax Assessment

Act 1936 (ITAA 1936) to allow taxpayers who have deferred the income
tax liability on adiscount received on shares or rights acquired under an
employee share scheme (ESS) to roll-over any taxing point that would
otherwise occur because of a corporate restructure.

Context of amendments

3.2 Employees may defer their income tax liability arising from a
discount on shares or rights acquired under an ESS. The deferral can be
for up to 10 years, unless a‘ cessation time' occurs. At that time,
employees must include any discount they have received in their
assessable income for that income year. Currently, a corporate restructure
may give rise to a cessation time by triggering a disposal of the shares or
rights or by breaking the employment relationship between an employee
and the company that originally granted the shares or rights.

33 In response to the House of Representatives report Shared
Endeavours: An inquiry into employee share ownership in Australia
(the Nelson Report), the Government announced that, from 1 July 2004,
employees who have deferred their ESS income tax liability would be
ableto roll-over their income taxing point in the event of a corporate
restructure. The amendmentsin Schedule 3 will allow employees to
roll-over an income taxing point in the event of a corporate restructure,
subject to certain conditions, including continuity of employment in the
restructured entity or group.

Summary of new law

34 This amendment would allow employees who have deferred
their ESS income tax liability to roll-over their income taxing point in the
event of a corporate restructure such as a takeover, merger or demerger
that gives rise to a cessation time.
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35 Theroll-over relief from the taxing point is available for shares
or rights provided to the employee in the new company or companies that
match the original shares or rights prior to the restructure, if after the
restructure:

e thesharesor rights are held in acompany in which the
taxpayer is employed; and

e thesharesor rightsin the restructured entity meet certain
qualifying conditions under Division 13A. These conditions
are explained in paragraphs 3.42 to 3.45.

[Schedule 3, item 11, section 139DQ)]

3.6 The new shares or rights are treated as a continuation of the old
shares or rights for roll-over purposes provided they are held in the
company in which the employee is employed after the restructure.

3.7 The deferral period will continue to run from the acquisition of
the shares or rights in the old company, and the maximum deferral period
will still be 10 years.

Comparison of key features of new law and current law

New law Current law
In the event of a corporate A corporate restructure, such asa
restructure that givesriseto a takeover or demerger, may result in
cessation time, employees who have | the employee having to dispose of
deferred their ESS income tax their shares or rights and no longer
liability can roll-over the income being employed by the entity which

taxing point to the extent that, after granted them the shares or rights.

the restructure, the shares or rights This could give rise to a cessation
are held in an entity which employs | time and so trigger ataxing point for
themif the shares or rights meet the | the deferred ESS income tax liability.
qualifying conditions.

The deferral period will run from the
date of acquisition of the original
shares or rights, with the maximum

period of deferral being 10 years.
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Detailed explanation of new law
Background

3.8 Division 13A of the ITAA 1936 provides that, where a discount
isgivenin relation to a share or right acquired by an employee under an
ESS, that discount isincluded in the employee’ s assessable income in the
income year in which the share or right was acquired (section 139B of the
ITAA 1936). The discount represents the difference between the market
value of a share or right and what the employee paid to acquireit.
However, inrelation to a‘ qualifying share or right’ (section 139CD of
ITAA 1936), the employee can defer tax on that discount for up to

10 years.

39 While taxpayers may defer their income tax liability for up to
10 years, certain events — ‘ cessation times' under sections 139CA and
139CB — can trigger ataxing point for a taxpayer, which requires the
discount to be included in assessable income in the year that the cessation
time occurs. A cessation time includes when the employee disposes of the
shares or rights or when the employee ceases to be employed in the entity
that issued the shares or rights.

3.10 A corporate restructure may cause a cessation time under
sections 139CA and 139CB because some or all of the shares or rights
held in the old company may be disposed of and replaced with shares or
rights in new companies or because the employee may become employed
by adifferent company. This can trigger ataxing point that would require
the employee to include the value of the discount in their assessable
income in the income year in which the corporate restructure occurs.

Roll-over of the taxing point

311 A taxpayer who has deferred an income tax liability on a
discount provided as part of acquiring shares or rights under an ESS will
be able to roll-over ataxing point subject to certain conditions being met
(refer to paragraphs 3.42 to 3.45), provided that:

e acessation timeis caused by atakeover or corporate
restructure;

e the employee receives matching shares or rights in the new
company (or group) to replace shares or rightsin the old
company (or group) as aresult of the takeover or restructure;
and

e the employee works for the new company (or group) after
the takeover or restructure.

[Schedule 3, item 11, section 139DQ)]
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312 Theroll-over relief will not apply to cessation times that occur
outside of corporate restructures. A taxing point will till arise when an
employee's employment ceases with the employer or when the shares or
rights are disposed of, for reasons other than a corporate restructure or
when the maximum 10 year deferral period expires, whichever event
occurs first. For shares or rights with restrictions preventing their disposal
and conditions resulting in forfeiture, ataxing point will till arise when
the disposal restrictions expire or the 10 year maximum tax deferral
period from the date the rights or shares were acquired expire, whichever
event occurs first.

3.13 The roll-over works by treating the shares or rightsin the new
company that match the shares or rights in the old company as a
continuation of the shares or rights in the old company that they are
matching, and treating the employment in the new company as a
continuation of the employment in the old company.

Matching shares or rights

314 Theroll-over relief islimited to shares or rights that can
reasonably be regarded as matching the shares or rightsin the old
company. Matching shares or rights are the replacement shares or rights
provided to put the employee in the same position financially after the
corporate restructure as before it. Matching shares or rights should be no
more than that which is required to place the employee in the same
position financially asif the restructure had not occurred. The roll-over
relief islimited to matching shares so that the taxpayer does not receive
any additional benefit as aresult of the restructure than he or she would
otherwise have received. [Schedule 3, item 11, subsection 139DQ(1)]

3.15 To be eligible for the roll-over relief, it must be possible to
identify the shares or rights that the employee holds as a result of the
restructure and they must reasonably match the employee’s original
holding of shares or rightsimmediately before the restructure.

Example AA: Matching the value of shares

Fred acquired 100 shares at a discount under an ESSin Company A
in 1999 and deferred his tax liability on the discount. In 2004,
Company A shares are valued at $0.50 per share. Following an
announcement of atakeover by Company B, the price of Company A
shares increases to $1. Company B buys out al sharesin Company A.
Fred's shares are replaced by 200 Company B shares valued at $0.50
per share. Following the restructure, Fred is employed by Company B.
The sharesin Company B are matching for the purposes of the
roll-over, as they have the same value as the original sharesin
Company A. (This example assumes no shifting in value from non-
ESS shares to ESS shares.)
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3.16

While the taxpayer should not receive any additional benefit,

there need not be a one to one ratio between the old and the new shares or
rightsin order for them to be matching, provided that the value of the new
shares or rights relative to the old shares or rights remains unchanged.

Example 3.1

3.17

Stanley acquires 200 shares under an ESSin Streetcar Pty Ltd. Busline
Pty Ltd then buys out all sharesin Streetcar Pty Ltd on the basis of two
sharesin Busline Pty Ltd for each share held in Streetcar Pty Ltd. Asa
result of the takeover, Stanley isissued 500 sharesin Busline Pty Ltd.
He receives 400 shares in exchange for his 200 shares and a further
100 shares by way of an employee bonus. The matching shares are the
400 sharesin Busline Pty Ltd. The additional 100 shares that Stanley
received are over and above what isrequired to put him in the same
position financially after the restructure as before it. The 400 shares
Stanley holdsin Busline Pty Ltd are matching for the purpose of
accessing the roll-over relief, as these shares have the same value as
the old shares. (This example assumes no shifting in value from non-
ESS shares to ESS shares.)

To be matching, the market value of the original shares or rights

immediately before the restructure (or a reasonable estimate of the market
value of the shares or rights) should be the same or equivalent to the value
of the replacement shares or rights as aresult of the restructure.

Example 3.2

Marian acquires 1,000 sharesin Pebbles Inc as part of an ESS.
Immediately prior to atakeover by Granite Pty Ltd, the shares have a
market value of $1 per share. Granite Pty Ltd acquires al sharesin
Pebbles Inc and gives shareholders two shares in Granite Pty Ltd for
one sharein Pebbles Inc. As replacement for her sharesin Pebbles Inc,
Marian was given 1,600 sharesin Granite Pty Ltd and $800 in cash.
The market value of the replacement share package after the
restructure exceeds the value of her old shares by $600. The $600 was
by way of an employee bonus. The 1,600 shares in Granite Pty Ltd and
only $200 (of the $800) ‘match’ the original shares, asthey are similar
in value to the shares held by Marian prior to the takeover. Marian has
acquired interests as aresult of the restructure that exceed the value of
her old shares worth $600. (This example assumes no shifting in value
from non-ESS shares to ESS shares.)
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3.18 The replacement of old shares or rights with an equivalent
combination of new shares and cash is considered to be matching. Where
some additional benefit isreceived as part of the replacement of the shares
and rights in the old company following a restructure, the additional
benefit is not matching. However, a cessation time will arise to the extent
that the old shares or rights are replaced by cash that is matching, asroll-
over relief only applies to matching shares or rights that are treated as a

continuation of the shares or rights in the old company. [Schedule 3, item 11,
subsection 139DQ(2)]

3.19 To be regarded as reasonably matching, the attributes of the
shares or rights immediately before the restructure need to be the same, or
substantially the same, immediately after the restructure. Attributes
include whether it is a share or aright. The replacement of sharesfor
rights, or vice versa, following arestructure would not qualify for
roll-over relief as the essential characteristic of the employee’ sinterests
(shares or rights) provided after the restructure would have substantially
changed.

3.20 The tax treatment of non-matching shares or rights immediately
after a corporate restructure will be determined on the basis of the
application of the existing law and will depend on the circumstancesin
each case.

Continuation of shares and rights

321 Treating the matching shares or rights as a continuation of the
shares or rights in the old company means that the replacement of shares
or rightsis not treated as adisposal of the shares or rightsin the old

company or as an acquisition of shares or rights in the new company.
[Schedule 3, item 11, subsection 139DQ(1)]

Example AA: Continuation of sharesor rights

Using the scenario in Example AA above, following the restructure,
Fred is employed by Company B. As Fred also holds replacement
sharesin Company B that match the value of the sharesin Company
A, the replacement shares he getsin Company B are deemed to be

a continuation of the sharesin Company A for the purpose of
theroll-over.
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Example 3.3

Keith acquires 500 sharesin Deco Corp Ltd as part of an ESS.
Subsequently, Luci Pty Ltd acquires all the sharesin Deco Corp Ltd.
Keith remains employed by Luci Pty Ltd. As part of the takeover, all
of Keith’s sharesin Deco Corp Ltd are replaced by 500 sharesin
Luci Pty Ltd. If they reasonably match the original Deco Corp Ltd
shares, the 500 Luci Pty Ltd shares Keith holds are treated as a
continuation of the original shares for the purposes of the roll-over
relief.

3.22 Treating the matching shares or rights as a continuation of the
shares or rights in the old company means that the characteristics of the
old shares or rights are mirrored in the matching shares or rights.

3.23 Where ataxpayer holds shares or rights in the old company that
were acquired at different times, the matching shares or rights are al'so
held to be acquired at those different times. The 10 year maximum
deferral period will continue to run from the date the original shares or
rights were acquired.

Example 3.4

Rob acquires 100 sharesin Island Pty Ltd under an ESS in the year
2000 and acquires afurther 100 sharesin 2002. Friday Pty Ltd
acquires all the sharesin Island Pty Ltd and gives all shareholders one
sharein Friday Pty Ltd for each share held in Island Pty Ltd. Rob now
holds 200 sharesin Friday Pty Ltd, 100 of which will face a maximum
cessation time by 2010 and 100 of which will face a maximum
cessation time by 2012.

324 Currently, a cessation time arises at the time of acquisition for
shares acquired under an ESS that do not impose restrictions preventing
the taxpayer from disposing of the share before a particular time.
Matching shares or rights received by the taxpayer as part of the corporate
restructure may be the same shares or rights granted to all shareholders
and so may not impose such restrictions. However, the replacement of
shares or rights with restrictions, with shares or rights without restrictions
following arestructure is considered matching. By treating the matching
shares as a continuation of the sharesin the old company, the matching
shares will not be treated as an acquisition of shares that do not impose
restrictions and so no cessation time will arise. [Schedule 3, items 3 and 4]
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Example 3.5

Olive acquires 100 sharesin Twist Pty Ltd in the year 2005, that
impose arestriction that they cannot be sold until 2008. In 2006 all the
sharesin Twist Pty Ltd are bought by Beadle Pty Ltd and Olive’s 100
restricted sharesin Twist Pty Ltd are replaced by 100 unrestricted
sharesin Beadle Pty Ltd. Olive is employed by Beadle Pty Ltd
following the restructure. As the sharesin Beadle Pty Ltd match the
sharesin Twist Pty Ltd, the acquisition by Olive of unrestricted shares
will not give rise to an immediate taxing point and she can continue to
defer her income taxing point until no later than 2015.

Continuation of employment

3.25 The roll-over aso provides for a continuation of employment. In
atakeover situation, the employee is regarded as having continued their
employment in the old company if, following the restructure, they are
employed by the new company, a subsidiary of the new company, a
holding company of the new company or a subsidiary of the holding
company of the new company. [Schedule 3, item 11, subsection 139DQ(3)]

Example AA: Continuation of employment

Using Example AA above, following the restructure, as Fred is
employed by Company B and gets replacement shares in Company B,
Fred's employment with Company B is deemed as a continuation of
his employment with Company A.
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Example 3.6

Julie acquires 100 shares under an ESS in Feeney group. Following
arestructure, Feeney group is demerged into KMC group and

Coopers group; Julieis employed by a subsidiary of KMC group. Asa
result of the restructure, one share in Feeney group will be exchanged
for one share in KM C group and half a share in Coopers group.

The 100 shares Julie acquires in KM C group and 50 sharesin

Coopers group are deemed to be matching shares for the 100 sharesin
Feeney group. However, the 100 sharesin KMC group are treated as a
continuation of the same proportion of the sharesin the Feeney Group,
for which Julie can obtain aroll-over relief, as her employment with
KMC group is considered as a continuation of her employment with
Feeney group. For the 50 Coopers group shares that Julie holds that
match the shares in the Feeney group, an income taxing point for the
same proportion of sharesin the Feeney group arises. A cessation time
will occur because there is no continuation of employment with the

Coopers Group.
Before restructure After restructure
Feeney KMC Group KMC
Group Subsidiary
I Coopers T

Juli€'s Group Julie's

employer employer

100 shares 1 in KM

yed 50 sharesin Coopers Group 00 shares in KMC Group

When is the roll-over available?

3.26 Theroll-over is available to a taxpayer who has acquired shares
or rights under an ESS but has deferred being taxed on the discount, and
who faces ataxing point solely as aresult of arestructure of the entity in
which the taxpayer is employed.

3.27 Not all corporate restructures give rise to ataxing point. If there
isno disposal of shares or change in the company in which the employees
are employed then no cessation time will arise.

3.28 If no cessation time arises as aresult of arestructure, then the
roll-over does not apply. These roll-over provisions will apply only to
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those taxpayers for whom a cessation time under sections 139CA and
139CB would arise were it not for this measure.

3.29 Theroll-over will also apply to shares acquired by the taxpayer
asaresult of exercising aright acquired under an ESS where the shares
contain restrictions that prevent the taxpayer from disposing of the share
or impose a condition that could result in the taxpayer forfeiting the
ownership of the share. The law currently provides that the cessation time
for such shares occurs at the time when the last restriction or condition
ceases to have effect. This amendment ensures that shares acquired in this
way are held to be acquired under an ESS for the purposes of the
application of the roll-over.

3.30 Where the exercise of aright resultsin the issue of restricted
shares, a cessation time will arise for these shares at the time of a
restructure. Where replacement shares are issued in respect of these shares
following the restructure, this amendment ensures that the roll-over relief
will apply. Theroll-over relief will not apply to unrestricted shares that
result from the exercise of aright, as a cessation time will already have
occurred prior to the restructure. [Schedule 3, items 5 to 7]

Example 3.7

Scott holds 100 rights, acquired at a discount, in Nether Pty Ltd under
an ESS, which he exercised and, as aresult, he holds shares with
restrictions. Following a takeover of Nether Pty Ltd by Ball Pty Ltd,
Scott’ s shares are replaced by sharesin Ball Pty Ltd — his new
employer. The replacement shares Scott isissued are deemed to be a
continuation of the old shares for the purposes of the roll-over relief.

3.31 However, the law also provides that a cessation time will occur
either when the last restriction or condition ceases to have effect, or when
the 10 year period starting from when the taxpayer acquired the right
expires, whichever event occursfirst.

3.32 Theroll-over is aso available where, following arestructure,
shares or rights with restrictions are replaced by shares or rights with or
without restrictions. In that case, ataxing point arises when the maximum
10 year deferral period from the date when the original shares were
acquired in the old company, expires. The cessation time for the
replacement shares or rights is a maximum of up to 10 years after
acquisition of the original shares or rights.

3.33 The roll-over does not apply to shares or rights acquired under
an ESS that are not qualifying shares for the purposes of Division 13A of
the ITAA 1936. The roll-over also does not apply to shares or rights
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acquired under an ESS where the employee has elected to bring the
discount to tax in the year that the shares or rights were acquired.

3.34 Theroll-over does not apply to cessation times triggered by
actions other than corporate restructures, such as avoluntary disposal of
shares or rights. Thisincludes situations where a partial takeover offer is
made and the employee voluntarily accepts the offer and disposes of their
shares or rights.

What kind of corporate restructure can give rise to the roll-over?

Takeover or merger

3.35 In atakeover (or merger) scenario, an employee of the old
company becomes an employee of the new or restructured company and
the employee’ s shares or rights in the former company are replaced by
shares or rights in the new company. Roll-over relief in atakeover
scenario will only apply where 100 per cent of the old company’ s shares
and rights are acquired by the new company. In the case of a partial
takeover, the taxpayer has a choice in whether or not to dispose of their
shares or rights and their employment in the old company is not severed.
In this case, a cessation time may arise but roll-over is not available or
appropriate. [Schedule 3, item 14, section 139GCB; item 11, section 139DQ]

Example AA: Takeover or merger

Using the scenario in Example AA above, as all the sharesin
Company A were subsequently bought by Company B and Fred’s
sharesin Company A were replaced by sharesin Company B (his new
employer) as aresult of the takeover, and assuming that the other
qualifying conditions are met, Fred can roll-over histaxing point for a
maximum period of 10 years ending in 2009.

Example 3.8

Ron acquired shares at a discount under an ESS in the year 2000 in
Q Holdings Pty Ltd and deferred histax liability on the discount.
Subsequently 51 per cent of the sharesin Q Holdings Pty Ltd are
bought by P Holdings Pty Ltd. Ron continues to hold his sharesin
Q Holdings Pty Ltd and is employed by Q Holdings Pty Ltd so no
cessation time arises and no roll-over is necessary.

Example 3.9

Evan acquired 800 shares at a discount under an ESSin Rid Pty Ltd
and deferred his tax liability on the discount. Subsequently 51 per cent
of the sharesin Rid Pty Ltd are bought by CCF Pty Ltd. Evan decides
to sell 300 shares and is employed by Rid Pty Ltd. A cessation time
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arises for these 300 shares as the disposal of the shares was not the
result of a corporate restructure for the purposes of the roll-over relief.
Theroll-over is not available because it isonly apartial takeover.

Other corporate restructures

3.36 This measure also applies to any other change in ownership, or
change in the structure of ownership, of a company or group of companies
where some or all of the shares or rights in one company or group of
companies are replaced by shares or rights in another company or group

of companies. This can include demergers. [Schedule 3, item 14,
section 139GCC; item 11, section 139DQ)]

3.37 The amendmentsto Division 13A only apply if the employee’s
ownership of shares or rightsin the old company ceases as aresult of a
takeover or restructure.

3.38 Generaly, roll-over relief is not available in a demerger because
none of the shares or rights in the old company cease to be owned by the
employee. After the demerger, the employee will still hold all these shares
or rights plus additional shares or rights acquired in the demerged entity.
Accordingly, roll-over relief is not available.

3.39 However, roll-over relief may apply to a demerger where the
employee isissued matching shares or rights in the demerged entity to
replace some of their shares or rightsin the old company, provided the
employee is aso employed by the demerged entity after the demerger.
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Example 3.10

Jay is employed by Long Pty Ltd, and holds 100 sharesin

Long Pty Ltd. In 2008, the group demerges so that Egg Pty Ltd isno
longer a subsidiary of Long Pty Ltd. Jay is employed in Egg Pty Ltd
after the restructure. As part of the restructure, 20 shares of Jay’s

100 sharesin Long Pty Ltd are cancelled and replaced by 200 sharesin
Egg Pty Ltd. As Jay isno longer employed by Long Pty Ltd, an
income taxing point is triggered for the 80 shares held in Long Pty Ltd.
Assuming that the replacement shares are reasonably matching,
roll-over relief will be available because Jay has received replacement
sharesin Egg Pty Ltd as aresult of the restructure. These replacement

shares are deemed to be a continuation of the sharesin Long Pty Ltd
and his employment with Egg Pty Ltd is deemed a continuation of
employment with Long Pty Ltd.

Before restructure

Jay’s employer
ay holds 100 shares

J
\i'n Long

Long Pty Ltd

Egg Pty Ltd

After restructure

Jay gets 200 replacement
sharesin Egg Pty Ltd (for 20
cancelled Long shares)

Long Ptd Ltd Jay’s employer

.

Egg Pty Ltd

Jay till holds 80 sharesin
Long

A cessation time arises for 80 sharesin Long (because of
cessation of employment with Long).

The 200 replacement Egg shares are treated as a
continuation of the 20 cancelled sharesin Long.

Other conditions that must be met for roll-over relief to apply

3.40 Theroll-over will be available for matching shares or rights to
the extent that the matching shares or rights are held in the entity in which
the taxpayer is employed following the corporate restructure and the
matching shares and rights in the restructured entity meet the qualifying
conditions (section 139DR). Where the restructure does not result in the
employee being employed by a new entity, roll-over relief is not
available. [Schedule 3, item 14, sections 139GCB and 139GCC; item 11,

section 139DQ)]
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341 An employing entity can include:
e therestructured company;
e aholding company of the restructured company;

e asubsidiary of the restructured company or asubsidiary of
the holding company of arestructured company.

[Schedule 3, item 11, subsection 139DR(2)]

342 The other conditions are that:

e immediately before the takeover or restructure, the taxpayer
held shares or rights in the old company under an ESS;

e the matching shares are ordinary shares and matching rights
arerights to acquire ordinary shares; and

e at thetime the taxpayer acquires the matching shares or
rights, the taxpayer does not hold alegal or beneficial interest
in more than 5 per cent of the shares of the new company and
isnot in aposition to cast (or control the casting of) more
than 5 per cent of the maximum number of votes that may be
cast at a general meeting of the new company.

[Schedule 3, item 11, section 139DR]

343 In relation to the third dot point in paragraph 3.42, if the
employee'stotal shares or rightsin arestructured entity, consisting
of shares or rights acquired privately and as part of an ESS, exceeds
5 per cent of the sharesin the new company, roll-over relief will not

apply.

3.44 A further condition to access the deferral of an income taxing
point under Division 13A isthat, at the time the shares were acquired, at
least 75 per cent of permanent employees of the employer were (or at
some earlier time had been) entitled to acquire shares or rights under the
scheme. This condition ensures that participation in the ESS is offered
widely to the employees. This condition is not applicable to a corporate
restructure, where an offer is made to all shareholders, not as part of an
offer to employeesto participate in an ESS. This condition has therefore
not been attached to the conditions that must be met to access the
roll-over.
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3.45 These conditions mirror those in section 139CD and ensure that
the intention of Division 13A of encouraging participation in an ESS as a
way of aligning the interests of employees and employers is maintained.

3.46 Theroll-over isonly available to the extent that shares or rights
are held in the entity that employs the taxpayer following the corporate
restructure. Shares or rights that the taxpayer receives as part of the
restructure, in acompany other than the company in which the taxpayer is
employed, are not subject to the roll-over. This ensures that the

employer-employee relationship that underpins an ESS continues.
[Schedule 3, item 11, section 139DQ; item 14, sections 139GCB and 139GCC]

3.47 In arestructure other than a takeover or merger, the employee
may be employed in one of the companiesinvolved in the restructure and
have shares or rights in that company and in other companies or group of
companies (e.g. asubsidiary). The roll-over will only apply to the shares
or rightsin the old company to which the matching shares or rights relate,
to the extent that the matching shares are issued by the new entity that

employs the employee following the restructure. (See Example 3.10.)
[Schedule 3, item 11, section 139DQ); item 14, section 139GCC]

Apportionment of consideration paid for the original shares and rights
following a corporate restructure

3.48 Any consideration the taxpayer paid for the original shares or
rights should be spread among the matching shares or rightsin proportion
to their market values immediately after the corporate restructure. This
allows the calculation of the discount that is to be brought to tax to be
calculated for those shares that will not be subject to the roll-over and
those that will. [Schedule 3, item 11, section 139DS; item 12]

Example3.11

lan acquired 1,000 shares at a discount under an ESSin Acme Inc
for which he paid $1 per share and the shares have a market value of
$2 per share immediately before a corporate restructure. After the
restructure, Acme Inc shares are worth $1.60 only and lan also
receives 400 sharesin asubsidiary of the restructured entity valued
at $1 per share. Asthe value of Acme Inc shares hasfallen, in
calculating the value of the discount to be brought to tax, the
consideration lan paid for the shares should also fall by a
proportionate value, that is $0.80 a share. Hence the total
consideration paid for Acme Inc sharesis $800

(= $0.80 x 1,000 shares).

The total consideration attributable to the 400 new sharesin the
subsidiary is $200 or $0.50 per share ($200/400 = $0.50). The
$0.50 would be relevant in cal culating the discount to be brought to
tax for the additional shares lan received as part of the restructure.
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3.49 Similarly, where an employee acquired different issues of shares
or rights at different prices, the calculation of the discount that isto be
brought to tax should reflect an average of the different prices paid in
acquiring the different issues of shares or rights.

Example 3.12

Heather acquired 500 ESS sharesin 1995 at a discount of $3 per
share and 500 shares in the year 2000 at a discount of $5 per share.
The consideration paid for bath share issues total $4,000. The
company that employs Heather is taken over by Rip Sol Pty Ltd. As
aresult of the restructure, Heather received 1,000 replacement
shares. In 2005, a cessation time arises for the shares she acquired in
1995. At amarket value of $8 per share, Heather would be required
to bring a discount of $2,000 to tax ($8 less the average price paid
for each share of $4 per share x 500 shares). In the year 2010, a
cessation time will arise for the shares acquired in 2000.

Synchronisation between Division 13A and Subdivision 130-D

3.50 Subdivision 130-D of the ITAA 1997 is concerned with the
interaction between the employee share provisions and the capital gains
tax (CGT) rules. At present, Subdivision 130-D is concerned only with
the CGT consequences of an employee acquiring shares or rights under an
ESS at a discount. The amendments will extend the scope of Subdivision
130-D (and in particular that of subsection 130-80(1)) to apply also to
new or replacement shares or rights acquired as part of a corporate
restructure. [Schedule 3, item 17]

351 The amendments al so recognise that there can be a corporate
restructure resulting in a Division 13A roll-over without resulting in a
CGT roll-over. The amendments provide that any capital gain or loss from
the restructure is disregarded. This ensures that there is no double

counting on eventual disposal of the new or replacement shares or rights.
[Schedule 3, item 18]

3.52 Subject to certain conditions, section 130-90 deals with the
circumstances where a capital gain or loss made by the trustee when the
employee becomes absolutely entitled to a share or right held in the trust
is disregarded. This amendment will extend the concession under
subsection 130-90 to disregard a capital gain or loss made by the trustee
with respect to new or replacement shares or rights acquired as part of a
corporate restructure. [Schedule 3, items 20 and 21]
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3.53 For the purposes of roll-over relief, an amendment to
subsection 139C(4) treats shares acquired from the exercise of rights as
being acquired under an ESS. Where a corporate restructure occurs and
these shares are replaced with shares in the new company, the replacement
shares will be treated as a continuation of the shares in the old company
and are taken to be acquired under an ESS. As aresult of the interaction
of the amendments to subsection 139C(4) with the current definition of
‘employee share scheme’ in section 995-1 of the ITAA 1997, the
replacement shares will be treated as being acquired under an ESS as
defined. Accordingly, it is not necessary to amend the CGT provisions
to treat the shares acquired from the exercise of rights as being acquired
under an ESS. [Schedule 3, item 17]

Application and transitional provisions

3.54 The changes made by Schedule 3 apply to shares or rights that
have been acquired as aresult of corporate restructures that happen on or
after 1 July 2004. [Schedule 3, item 22]

Consequential amendments

3.55 An amendment is required to substitute the reference to
the Corporations Act 2001 in place of the ‘ Corporations Law’ in
section 139GC. [Schedule 3, item 13]

3.56 This amendment is added to the table of contentsin
section 139A of the ITAA 1936. [Schedule 3, item 1]

3.57 This amendment isincluded in sections 139CA, 139CB and
139CC of the ITAA 1936. [Schedule 3, items 4 to 8]

3.58 Section 139C(4) of the ITAA 1936 is modified by inclusion of
the amendment. [Schedule 3, item 2]

3.59 The meaning of ‘ 100% takeover’, subsidiary and restructure in
the amendment are included in the index of definitionsin section 139GH
of the ITAA 1936. [Schedule 3, items 15 and 16]

3.60 Definitions of ‘restructure’ and ‘ 100% takeover’ are added to

Division G of the ITAA 1936. [Schedule 3, item 14, sections 139GCB and
139GCC]

3.61 Section 139DD alows an adjustment to atax assessment and the
benefit of atax refund where tax has been paid on ESSrights, but the
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rights subsequently lapse without exercise. This amendment ensures that
section 139DD will apply to replacement rights that meet the requirements
of section 139DQ. [Schedule 3, items 9 and 10]

REGULATION IMPACT STATEMENT

Background

3.62 In March 1999, the Minister for Employment, Workplace
Relations and Small Business, the Hon Peter Reith MP, requested that the
House of Representatives Standing Committee on Employment,
Education and Workplace Relations inquire into and report on: ‘ The
extent to which employee share ownership schemes have been established
in Australian enterprises and the resultant effects on workplace relations
and productivity in enterprises and the economy.’

3.63 Asaresult of thisinquiry, the Nelson report was released by the
Committee in October 2000, supporting increased access to employee
share ownership plans. The report made 45 recommendations that focused
on ways in which ESS could be taken up by eligible workers and adopted
by businesses, irrespective of their size or type.

3.64 Under the current taxation law, an employee may defer an
income taxing point on a discount received as part of an ESS for up to

10 years. However, ataxing point will arise before 10 years if a cessation
event occurs. A change of employment constitutes a cessation point and a
corporate restructure can trigger a change in employment.

Policy objective

3.65 The Government’ s abjective isto improve the attractiveness to
employees of ESS participation in order to support the development of
ESS as ameansto further align the interests of employees and employers.
The Government seeks to achieve this by ensuring that certain taxation
concessions currently available to holders of ESS will continue to benefit
employees in the event of a corporate restructure.
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Implementation Options

3.66 In response to the Nelson Report, the Government announced
that, from 1 July 2004, employees who have deferred their ESS income
tax liability would be able to roll-over their income taxing point in the
event of a corporate restructure. Thiswill provide roll-over for taxation
liabilities that arise as aresult of an ESS cessation time that occurs when
an employee experiences a change of employer owing to a corporate
restructure.

3.67 Under this option, roll-over relief would be provided where the
employee's employment and the ESS in which they participate remain
substantially the same following the restructure. Employees would need to
remain employed by the restructured entity and the conditions that apply
to the ESS shares that they hold in the new entity will need to satisfy the
Division 13A qualifying conditions.

3.68 There are no other implementation options that are consistent
with both the policy intent and integrity of the Division 13A concessions.

Assessment of impacts

Impact group identification

3.69 The groups that would be affected by this measure are
employees who participate in ESS and have deferred the income tax
liability that arises as aresult of their ESS benefits and who may face a
cessation time as aresult of corporate restructure.

3.70 Itisestimated that a small proportion of the estimated 65,000
taxpayers who have deferred their ESS liability may be affected. This
depends on the extent and nature of corporate restructure activity in any
given year.

Analysis of costs

Compliance costs

371 The compliance costs associated with this measure are expected
to be minimal as the measure provides a potential concession for
employers and employees and does not impose any additional compliance
reguirements on employers or employees.
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3.72 However, some minimal costs may arise for employers as they
may wish to provide information to employees regarding the tax
implications on their ESS holdings in the event of a corporate restructure
or seek advice on whether the relief is available. Employees may also
incur some costs in confirming the tax liability of their ESS holdingsin
the event of a corporate restructure.

3.73 Costs for employees and employers would include seeking
advice on whether or not relief isavailable for participants. They could
seek this advice from avariety of sources including tax agents and the
Australian Taxation Office (ATO).

Administration costs

3.74 The ATO would need to make changes to material prepared for
taxpayers, tax practitioners and industry for education about the taxation
arrangements that apply to ESS. ATO staff would aso need to provide
advice to taxpayers on the new arrangements, including as part of
Private Binding Rulings.

Revenue costs

3.75 The cost to revenue of this measure is unquantifiable but
expected to be small.

Analysis of benefits

3.76 As aresult of the proposal, individuals who would otherwise
face an ESS income tax liability arising from a corporate restructure may
be able to defer such aliability. Asaresult these individuals may be
encouraged to participate in schemes without concern that atax liability
will arise as aresult of arestructure.

3.77 In addition, this will address the potential inequity whereby
other shareholders may be eligible for capital gainstax roll-over in the
event of arestructure but ESS shareholders may face an income tax
liability.
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Consultation

3.78 The House of Representatives Standing Committee on
Employment, Education and Workplace Relations had consulted
extensively on issues relating to ESS. They held public hearings across
Australia and received more than 50 submissions from Government,
unions, multi-national organisations, industry associations and Australian
companies of al sizes.

3.79 Draft legislation and the explanatory memorandum to implement
this measure were released on a confidential basisto CPA Australia, the
Institute of Chartered Accountantsin Australia, Taxpayers Australia,
Australian Employee Ownership Association, the Australian Ownership
Group, Ernst and Y oung, Pricewaterhouse Coopers and the National
Australia Bank.

3.80 Stakeholders generally supported the proposed measure and
considered it workable. Suggested changes to the legidlation were minor
and related mainly to providing more clarity around the application of the
roll-over concession in different corporate restructure scenarios. These
changes have been incorporated in the current legidation. In addition,
various elements of the proposal (e.g. how matching shares or rights are
determined for the purposes of the roll-over relief) were simplified
following consultation with industry representatives.

Conclusion

381 The implementation option discussed above is the only one that
achieves the outcome of providing relief from an ESS taxation liability
without compromising the policy intent and integrity of the ESS tax
CONcess ons.

3.82 Compliance costs are considered to be relatively small, mainly
relating to the information requirements of employers and employees
regarding whether relief would be available to them in their individual
circumstances.

3.83 Benefits of allowing roll-over for ESS tax liabilities include
encouragement to participate in schemes without concerns that a corporate
restructure may trigger an unexpected tax liability. The roll-over also
provides equity of treatment between other shareholders.

3.84 The Treasury and the ATO will monitor this taxation measure,
as part of the whole taxation system, on an ongoing basis.
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Chapter 4

Fringe benefits tax exemption thresholds
for long service award benefits

Outline of chapter

4.1 Schedule 4 to this Bill amends the Fringe Benefits Tax
Assessment Act 1986 (FBTAA 1986) to increase the fringe benefits tax
(FBT) exemption thresholds for long service award benefits.

Context of amendments

4.2 A long service award benefit is afringe benefit provided by an
employer to an employee in respect of the employee’ s employment in
recognition of the employee’s period of service of not lessthan 15 years.

4.3 Long service award benefits granted in recognition of 15 years
or more of service are exempt from FBT if the value of the benefit does
not exceed a specified maximum amount, or threshold.

4.4 The current exemption thresholds are:
e $500 for 15 years service; and

e $50 for each year more than 15 yearsthat is being
recognised.

4.5 Thus the current exemption threshold is $500 where the period
of service being recognised by the award is 15 years. If the award
recognises a period of service greater than 15 years, the exemption
threshold increases by $50 for each additional year.

Summary of new law

4.6 This amendment increases the exemption thresholds from $500
to $1,000 for 15 years' service, and from $50 to $100 for each additional
year of service.
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Comparison of key features of new law and current law

New law Current law

Long service award benefits are Long service award benefits are
exempt from FBT where the value of | exempt from FBT where the value of
the benefit does not exceed $1,000 the benefit does not exceed $500 for
for 15 years' service and $100 for 15 years' service and $50 for each

each additional year of service. additional year of service.

Detailed explanation of new law

4.7 The benefit is exempt provided that the value of the benefit is
not more than $1,000 plus $100 for each year of service 15 years or more
that is being recognised. [Schedule 4, item 1, paragraph 58Q(1)(c) (formula)]

Example 4.1

Peter & Friends Pty Ltd provides along service award benefit to an
employee, Paul, in recognition of Paul’s 20 years' service. Peter &
Friends Pty Ltd is exempt from FBT on the value of Paul’ s benefit,
provided that the value of the benefit does not exceed $1,500.

The exemption threshold is calculated as $1,000 for Paul’s 15 years
service, plus $100 for each year 15 years or more that is being
recognised:

$1,000 + ($100 x (20 — 15))

4.8 Where the employer provides a subsequent benefit, the benefit is
exempt provided that the value of the benefit is not more than $100 per
annum for each year of servicein excess of the years of service for which
a benefit was previously provided. [Schedule 4, item 2, paragraph 58Q(1)(d)
(formula)]

Example 4.2

Peter & Friends Pty Ltd is also providing along service award benefit
to another employee, Mary, in recognition of Mary’s 25 years' service.
Five years ago, Mary received along service award benefit for her first
20 years of service. Peter & Friends Pty Ltd is exempt from FBT on
the value of Mary’ s benefit, recognising her last five years of service,
provided that the value of the benefit does not exceed $500.

The exemption threshold is calculated as $100 for each year of Mary’s
additional 5 years' service being recognised since her previous award:

$100 x (25 — 20)
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Application and transitional provisions

4.9 This amendment applies for the FBT year beginning on
1 April 2005 and later FBT years. [Schedule 4, item 3]
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Chapter 5
Petroleum exploration incentive

Outline of chapter

51 Schedule 5 to this Bill amends the Petroleum Resource Rent Tax
Assessment Act 1987 (PRRTAA 1987) to allow petroleum exploration
companies conducting exploration work in designated frontier areas to
receive an uplift on expenditure incurred. Under this measure, the
Minister responsible for the Petroleum (Submerged Lands) Act 1967 can
allocate up to 20 per cent of the annual offshore petroleum acreage release
areas as designated frontier areas. For a person conducting exploration in
adesignated frontier area, exploration expenditure in the original period
of the exploration permit is uplifted to 150 per cent, provided the
exploration expenditureis not incurred in evaluating or delineating a
petroleum discovery that has already been made.

52 This chapter discusses the amendments to the PRRTAA 1987
which enable the relevant Minister to specify designated frontier areas,
and also the amendments that provide the uplift on deductions for eligible
exploration expenditure incurred in those areas.

Context of amendments

5.3 Concerns about Australia’s declining oil reserves have been
raised by the petroleum industry as well asin the House of
Representatives Standing Committee on Industry and Resources’ 2003
report into impediments to increasing investment in minerals and
petroleumn exploration in Australia (Exploring Australia’s Future).

While Australia has some 40 offshore basins that display signs of
petroleum potential, most of these areas have remained unexplored. They
are often in deep water and distant from existing infrastructure, thus
making them relatively high-cost and high-risk undertakings for
petroleum exploration companies. These amendments are designed to
encourage petroleum exploration companies to explore in designated parts
of these areas, which are systematically chosen as part of the
administration of exploration under the Petroleum (Submerged Lands) Act
1967. This, in turn, increases the probability of discovering a new
petroleum province in Australia s offshore waters.
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Summary of new law

54 This Bill will allow:

o therelevant Minister to designate up to 20 per cent of the
annual offshore petroleum acreage release areas from 2004 to
2008 as designated frontier areas; and

e aninitial uplift to 150 per cent to be applied to exploration
expenditure which isincurred in the original period of an
exploration permit of a designated frontier areaif the
exploration expenditure is not incurred in evaluating or
delineating a petroleum pool which has been discovered.

55 The policy rationale is to encourage petroleum exploration in
Australia’ s selected offshore areas in order to increase the chances of a
new petroleum province being discovered. As exploration in frontier areas
is often a high-cost and high-risk undertaking, an incentive is necessary to
encourage exploration in these areas. Under the current provisions of the
PRRTAA 1987, exploration expenditure is deductible against assessable
receipts from petroleum production. Under the new law, 150 per cent of
eligible exploration expenditure incurred in a designated frontier area will
be deductible against the petroleum company’ s assessabl e receipts from
petroleumn production. Therefore, the 150 per cent uplift on eligible
exploration expenditure will reduce petroleum resource rent tax payable.

5.6 Under the current law, undeducted exploration expenditureis
augmented at a rate reflecting the period between the expenditure being
incurred and when it is able to be deducted. The augmentation is at the
annual rate of the long-term bond rate plus 15 percentage points or at the
gross domestic product (GDP) factor rate depending on the time between
when the expenditure was incurred and the time it is deducted. Under the
new law, once an amount becomes uplifted frontier expenditure and is
uplifted to 150 per cent of what it would otherwise be, it retains the same
access to augmentation as all other exploration expenditure provided in
the Schedule to the PRRTAA 1987. That is, the initial uplift is maintained
as time passes and further augmentation applies to the uplifted amount.

5.7 New definitions, including ‘ designated frontier area’ and
‘designated frontier expenditure’, are introduced to describe the amounts
eligible for the 150 per cent uplift as well as amounts which have been
uplifted. The meaning of ‘incurred exploration expenditure’ amount is
also amended in the PRRTAA 1987 to ensure the uplifted expenditure
(rather than what the expenditure would otherwise be) is the basis for
transfer, augmentation and deduction against assessable receipts.
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5.8 This Bill will also correct the machinery by which taxpayers
may seek to review an abjection decision on atransfer or revocation of
transfer of exploration expenditure by the Commissioner of Taxation
(Commissioner). The present provision was not corrected when the
machinery for review of objectionsin taxation matters was rel ocated to
Part 1V C of the Taxation Administration Act 1953. Consequently, in
relation to the Commissioner’ s transfer or revocation of transfer of
exploration expenditure, there has been no effective machinery for review
of any objection by the taxpayer since that rel ocation.

Comparison of key features of new law and current law

New law Current law

The Minister responsible for No equivalent.
administering the Petroleum
(Submerged Lands) Act 1967 may
designate up to 20 per cent of an
offshore petroleum acreage release
areas as designated frontier areas.

Exploration expenditure conducted Exploration expenditure is deductible
in the original period of an for the purpose of the petroleum
exploration permit for a designated resource rent tax without any initial
frontier area, which isnot incurred in | uplift.

evaluating or delineating a
discovered petroleum pooal, is
uplifted to 150 per cent. This uplifted
amount is deductible for the purpose
of the petroleum resource rent tax.

The uplifted amount of undeducted Undeducted exploration expenditure

frontier expenditureis carried is carried forward and augmented at
forward and augmented at arate arate reflecting the period between
reflecting the period between the the expenditure being incurred and
expenditure being incurred and when | when it is deducted.

it is deducted.

Detailed explanation of new law

5.9 To encourage petroleum exploration in remote offshore frontier
areas, the new law allows the Minister administering the Petroleum
(Submerged Lands) Act 1967 to specify designated frontier areas as part
of an offshore petroleum acreage release. Such arelease invites
applications for exploration permitsin relation to the released acreage. In
calculating petroleum resource rent tax, an initial uplift to 150 per cent is
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applied to exploration expenditure incurred in the original period of an
exploration permit of a designated frontier area, provided it is not
exploration expenditure incurred in evaluating or delineating a petroleum
pool which has been discovered already. The original period of an
exploration permit is generally for six years. Once uplifted, thisamount is
effectively treated through the rest of the PRRTAA 1987 like any other
exploration expenditure incurred. This includes the same accessto
augmentation and transferability as provided under the Schedule for other
exploration expenditure.

5.10 Exploration expenditure in the original period of an exploration
permit of adesignated frontier areaincurred in evaluating or delineating a
discovered petroleum pool, while not eligible for the 150 per cent uplift,
remains deductible for the purpose of the petroleum resource rent tax.
This includes the same access to augmentation and transferability as
provided under the Schedule for other exploration expenditure.

Designated frontier area

511 The term ‘designated frontier area’ isintroduced under the new
law to define the area within which exploration expenditure must relate to
in order to qualify for a 150 per cent uplift [Schedule 5, item 1, new definition
of ‘designated frontier area’ in section 2]. This new term combines the existing
concept of an exploration permit with new powers provided to the
Minister responsible for the Petroleum (Submerged Lands) Act 1967 to
specify frontier areas.

5.12 A ‘designated frontier’ areais an areawhich must fit two
criteria. Firgtly, it must be an ‘ exploration permit area’ as defined under
the Petroleum (Submerged Lands) Act 1967. The permit area defines the
boundaries within which a person may explore for petroleum. Secondly, it
must be an area specified either under section 36A or specified in an
instrument made under the powers of section 36B.

Designated frontier expenditure

513 The term *designated frontier expenditure’ in the new law
defines the type of expenditure which is eligible for the 150 per cent
uplift. To be classified as designated frontier expenditure, the exploration
expenditure incurred must meet the following three criteria[Schedule 5, item
2, section 2, new definition of ‘designated frontier expenditure’]:

e it must relate to adesignated frontier area;
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e it must beincurred during the original period of the
exploration permit which ends when the permit ceases to be
in force or when it isfirst renewed; and

e it must not beincurred in evaluating or delineating a
petroleum pool which has been discovered.

The definition of a‘petroleum pool’ isfound in the
Petroleum (Submerged Lands) Act 1967.

514 These amendments give effect to the policy intention of finding
new petroleum pools. Thisis achieved by confining the uplift to
exploration work conducted in relation to an area after it has been
designated as a frontier area and which is not expenditure incurred in
evaluating or delineating a petroleum discovery.

5.15 Eligibility for the 150 per cent uplift depends on the purpose or
intention of the exploration expenditure. If the purpose or intention of
exploration expenditureis not evaluating or delineating a previously
discovered petroleum pool, it will qualify for the 150 per cent uplift.
Further, the outcome of the exploration activity does not change its
eligibility for the 150 per cent uplift. That is, exploration expenditure on
evaluating or delineating a petroleum discovery does not qualify for the
150 per cent uplift even if it happens to discover something new.
Alternatively, exploration expenditure that is not evaluating or delineating
an existing petroleum discovery qualifies for the 150 per cent uplift even
if the results turn out to find something about an existing discovery.

5.16 Exploration expenditure in a designated frontier area associated
with work programme commitments made by petroleum exploration
companies under the work programme bidding system would normally
qualify for the 150 per cent uplift because work on evaluating or
delineating of a discovered petroleum pool is not normally included in, or
accepted as meeting, work commitments. The work programme bidding
system isthe basis used for awarding exploration permits under the
Petroleum (Submerged Lands) Act 1967.

517 Taking these considerations into account, petroleum exploration
companies are expected to have the relevant information to determine
whether or not particular exploration expenditure qualifies for the

150 per cent uplift.

Designated frontier areas for 2004

5.18 The designated frontier areas for 2004 are T04-5, W04-2,
WO04-4, WO04-15, W04-16 and NT04-3 [Schedule 5, item 4, section 36A]. These
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areas are designated by the proposed law because they are selected from
areas for which applications for exploration permits had already been
invited in the 2004 releases of acreage.

5.19 Exploration expenditure incurred in these permit areasis
increased to 150 per cent if the amounts incurred meet the criteria
set out under the definition of designated frontier expenditure
(see paragraph 5.13).

Designated frontier areas for 2005 to 2008

5.20 Under the new law, the Minister responsible for the

Petroleum (Submerged Lands) Act 1967 is given the power to designate
up to (and including) 20 per cent of the offshore petroleum acreage
release areas in each of the years from 2005 to 2008 as designated frontier
areas [Schedule 5, item 4, section 36B]. For example, if there are atotal of

20 potential exploration permit areasin the annual offshore petroleum
acreage release, the Minister may designate up to (and including) four of
these areas as designated frontier areas. The Minister specifiesa
designated frontier area and publishes the specifying instrument in the
Gazette. The term potential exploration permit area is defined as an area
released under an offshore petroleum acreage release, but for which
exploration permits have not yet been awarded. The process for inviting
applications and awarding exploration permitsis provided under

Division 2 of Part |11 of the Petroleum (Submerged Lands) Act 1967.

5.21 Asindicated in the 11 May 2004 Joint Press Release by the
Treasurer and Minister for Industry, Tourism and Resources, when
specifying designated frontier areas, the relevant Minister islikely to
favour those areas which are at least 100 kilometres from a
commercialised oil discovery and not adjacent to an area designated in the
previous year’' s acreage release.

5.22 The Minister cannot specify designated frontier areas for a
calendar year after 2008 [Schedule 5, item 4, section 36B]. While designated
frontier areas aready specified under sections 36A and 36B will remain in
effect, no new designated frontier areas can be specified after this date.
However, this provision does not prevent the Minister from readvertising
designated frontier areas already specified under section 36A or 36B after
the 2008 calendar year, for instance because no permits have been issued.

5.23 Exploration expenditure incurred in the permit areas which are
designated frontier areasisincreased to 150 per cent if the amounts
incurred meet the criteria set out under the definition of designated
frontier expenditure (see paragraph 5.13).
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Uplifted frontier expenditure

5.24 Amendments to the PRRTAA 1987 enabl e the definition of
certain exploration permits as ‘ designated frontier areas’ . An exploration
amount incurred in relation to these areas and which also meets the
criteria set out in the definition of ‘ designated frontier expenditure’ is
uplifted by 150 per cent to become * uplifted frontier expenditure’ [Schedule
5, item 4, section 36C]. This ‘uplifted frontier expenditure’ isthen used in the
Schedule to the PRRTAA 1987 as a component of the ‘incurred
exploration expenditure amount’ from which exploration expenditure
deductions against assessabl e receipts from petroleum production are
worked out, with augmentation and transfer as applicable.

Review of the Commissioner’s transfer and revocation of transfer of
exploration expenditure

5.25 Exploration expenditure must be transferred by taxpayers so far
asit can be used up in the year of tax, under either section 45A or

section 45B, and in arequired order. Where taxpayers fail to make the
required transfers, the Commissioner may transfer the expenditure (or in
some circumstances revoke the transfer) under section 45C. The taxpayer
must be notified by the Commissioner, and may object against the transfer
or revocation. Subsection 45C(9) allowed 60 days to object in writing,
and subsection 45C(10) applied the standard machinery for review of
objections; but when that machinery was transferred from Part VI to Part
IV C of the Taxation Administration Act 1953 no consequential
amendment was made. The amendments substitute specific authority to
taxpayers to abject in accordance with the relocated machinery

provisions, carrying standard consequent review and appeal rights.
[Schedule 5, item 5, subsection 45C(9); item 6, subsection 45C(10)]

Application and transitional provisions

5.26 The amendments providing the uplift will apply in respect of
any €eligible exploration expenditure incurred (whether before or after the
commencement of this Schedule) that is‘ designated frontier expenditure’.
Such exploration expenditure may have been incurred where the eligible
exploration or recovery areais a'‘designated frontier area’ under new
section 36A, for periods after each applicable gazettal (i.e. 30 March,

14 April or 5 May 2004, depending on the area concerned), even though
the amendments are made after those dates and after the exploration
expenditure isincurred. [Schedule 5, item 17, clause 1]
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5.27 The amendments ensuring the standard machinery for objections
apply to every abjection (even if made before the amendment) that has not
been finally determined or otherwise disposed of when the amendment is
made [Schedule 5, item 17, clause 2]. This means that all existing objectionsin
relation to transfer of exploration expenditure will get the benefit of a
formal abjection and review process, if they have not been disposed of,
not just new objections.

Consequential amendments

Incurred exploration expenditure amount

5.28 Theterm ‘incurred exploration expenditure amount’ is defined
in Clause 1 of the Schedule to the PRRTAA 1987. The term is used under
the current law to work out under the Schedul e the deductible expenditure
in relation to a project that is Class 2 augmented bond rate exploration
expenditure (under section 35A of the PRRTAA 1987) and Class 2 GDP
factor expenditure (under section 35B of the PRRTAA 1987) that is
deductible expenditure based on amounts of exploration expenditure
actualy incurred on or after 1 July 1990. The term isalso used in the
Schedule to work out what of that expenditure is transferable and so
required to be transferred, either between projects of the same taxpayer
under section 45A of the PRRTAA 1987 or between projects of group
companies under section 45B of the PRRTAA 1987, or where arequired
transfer under those sections is not made, is transferred by the
Commissioner under section 45C of the PRRTAA 1987.

5.29 The present definition of the term is divided into separate
paragraphs for petroleum projects that are not combined projects and for
petroleum projects that are combined projects.

5.30 The new law substitutes a new definition of ‘incurred
exploration expenditure amount’ in relation to petroleum projects that are
not combined projects [Schedule 5, item 7, definition of *incurred exploration
expenditure amount’ in clause 1 of the Schedule to the PRRTAA 1987] and inserts a
new definition in relation to petroleum projects that are combined projects
[Schedule 5, item 8, definition of ‘incurred exploration expenditure amount’ in clause 1
of the Schedule to the PRRTAA 1987]. The effect of the revised definition isto
replace the former starting point in working out deductible and
transferable expenditure under the Schedule. The former starting point
was exploration expenditure actually incurred by the taxpayer, and any
incurred exploration expenditure amount taken to have been incurred by
the taxpayer because the taxpayer acquired either the whole or a part of
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another person’s entitlement to derive assessable receipts of the project
after the acquisition.

531 The new starting point excludes from these amounts the
designated frontier expenditure (i.e. the amount to which uplift applies)
and adds to these amounts the uplifted frontier expenditure incurred for
petroleum resource rent tax purposes (the initially uplifted amount). This
amendment ensures that in cal culating amounts under the Schedule to the
PRRTAA 1987 in relation to exploration expenditure incurred on or after
1 July 1990, which are transferable, non-transferable, or eligible for
augmentation according to the Schedule, that the amount uplifted to

150 per cent is the starting point for the calculations.

5.32 For the purposes of Parts 2 and 3 of the Schedule to the
PRRTAA 1987, the new definitions of ‘incurred exploration expenditure
amount’ are sufficient to ensure the correct application of the amounts
initially uplifted to 150 per cent in place of the amounts so uplifted. Those
Parts deal with what is taken to be expenditure incurred in relation to a
project against receipts of which the expenditure is absorbed once thereis
aproduction licence for that project.

Non-transferable expenditure

533 In the current law, Part 4 of the Schedule is used in determining
whether there is transferable expenditure in relation to a petroleum project
for which thereis not yet a production licence. That is, this Part is not
concerned with working out under section 35A or 35B what exploration
expenditure has been incurred in relation to the project — unlike Parts 2
and 3. Aspart of this calculation, clause 15 describes what expenditure is
non-transferable. To account for the introduction of a new type of
expenditure, ‘uplifted frontier expenditure’, the new law includes
amendments to include the uplifted amount in calculating what
exploration expenditure can be transferred.

534 Subclause 15(1) of the Schedule describes the case where the
sum of exploration expenditure and other deductible expenditure for the
petroleum project is exceeded by its assessable receipts, and thereis
therefore no transferable amount. Under the new law, amendments to
paragraph 15(1)(a) and subclause 15(1) ensure that the exploration
expenditure in the cal culation includes the amount of the uplift by
including uplifted frontier expenditure and excluding designated frontier
expenditure [Schedule 5, item 9, paragraph 15(1)(a) of the Schedule to the

PRRTAA 1987], and that the resulting non-transferable amount excludes
designated frontier expenditure and includes uplifted frontier expenditure
incurred [Schedule 5, item 10, subclause 15(1) of the Schedule to the PRRTAA 1987].
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5.35 In subclause 15(2), as the amount of transferable exploration
expenditure must actually be incurred by that person (i.e. it cannot

have been acquired through purchase of another taxpayer’ sinterest

in assessabl e receipts of the project), so the amendment to

paragraph 15(2)(b) ensures that the Schedul e includes the uplifted frontier
expenditure actually incurred by that person (while excluding the
corresponding designated frontier expenditure) [Schedule 5, item 11,
paragraph 15(2)(b) of the Schedule to the PRRTAA 1987]. In the case that all
expenditure actually incurred in relation to the project exceeds assessable
receipts, subclause 15(2) ensures that only the excess of the uplifted
exploration expenditure over the assessable receiptsis available to be
transferred [Schedule 5, item 12, subclause 15(2) of the Schedule to the

PRRTAA 1987]. The amount of uplifted exploration expenditure matched by
receipts is non-transferable.

5.36 Amendments to paragraphs 15(3)(b) and 15(4)(c) ensure that the
exploration expenditure including the uplift, that is, including uplifted
frontier expenditure and excluding designated frontier expenditure, is
subject to the same ordering rules as formerly applied to exploration
expenditure under the Schedule [Schedule 5, items 13 and 14, paragraph 15(3)(b)
and 15(4)(c) of the Schedule to the PRRTAA 1987]. As there are now three
subparagraphs to paragraph 15(4)(c), the reference in paragraph 15(4)(d)
is amended to be to the whole of paragraph (¢) and not just

subparagraphs (i) and (ii) [Schedule 5, item 15, paragraph 15(4)(d) of the
Schedule to the PRRTAA 1987].

Amounts to be worked out

5.37 The amendment to paragraph 16(c) isto ensure that in the
working out of the amount of notional exploration expenditurein relation
to anotiona project, uplifted frontier expenditure isincluded (and the
corresponding designated frontier expenditure is excluded). Therefore,

this amendment prevents double counting. [Schedule 5, item 16,
paragraph 16(c) of the Schedule to the PRRTAA 1987]

REGULATION IMPACT STATEMENT

Policy objective

5.38 The policy objective of this measure is to encourage petroleum
exploration in Australia s remote offshore areas in order to discover a new
petroleum province.
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5.39 While Australia has some 40 offshore basins that display signs
of petroleum potential, most of these areas have remained unexplored
because they are often in deepwater and distant from existing
infrastructure. This makes petroleum exploration in some of these basins
relatively high-cost and high-risk. In contrast, offshore petroleum
exploration in areas around existing discoveriesis lessrisky and may be
less expensive. The proposed taxation incentive is designed to encourage
petroleum exploration companies to explore in selected new offshore
areas, thereby increasing the probability of discovering a new petroleum
province in Australia' s offshore waters.

Implementation options

5.40 Two implementation options have been identified for achieving
the policy objective. Both options lower the cost of petroleum exploration
in remote offshore areas by increasing deductible expenditure against a
petroleum resource rent tax liability. Both options require amendments to
the PRRTAA 1987.

Option 1

541 Option 1 consists of amending the PRRTAA 1987 to add two
new features which have the effect of reducing exploration costsin remote
offshore areas. Firstly, the proposed amendments enable the Minister
responsible for the Petroleum (Submerged Lands) Act 1967 to designate
up to 20 per cent of the total number of annual petroleum offshore acreage
release areas as a designated frontier area. Thiswill enable the
Government to target the offshore areas displaying signs of petroleum
potential but have remained under-explored.

5.42 Secondly, exploration expenditure incurred in the original
period of an exploration permit granted in a designated frontier areaiis
uplifted 150 per cent. The original period of an exploration permit is
generally for six years.

5.43 Exploration work conducted during the original period of the
exploration permit may include searching for new petroleum reserves as
well as evaluating or delineating a petroleum discovery aready made.
Under option 1, exploration expenditure directed at evaluating or
delineating a petroleum pool already discovered is excluded from the
150 per cent uplift.
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Option 2

5.44 Under option 2, the relevant Minister would also designate up to
20 per cent of the annual offshore petroleum acreage release areas as
designated frontier areas. However, under this option, the 150 per cent
uplift would apply to al exploration expenditure conducted in the original
period of the exploration permit in adesignated frontier area even if the
expenditure was on evaluating or delineating a petroleum pool once it had
been discovered.

Assessment of impacts

Impact group identification

5.45 Both implementation options presented above will impact upon
petroleum exploration companies willing to conduct exploration in the
designated frontier areas. There are over 60 companies ranging from very
large, multinational oil companiesto small, independent companies which
currently hold interestsin exploration permits in Australian offshore
areas.

Analysis of costs / benefits

Assessment of benefits

5.46 Both options 1 and 2 reduce the costs of exploration in
designated frontier areas by uplifting to 150 per cent certain expenditure
incurred in these areas. Exploration in designated frontier areasisa
relatively high-risk and high-cost undertaking for petroleum companies as
these areas are often in deep water and distant from existing infrastructure.
Implementing option 1 or 2 effectively means that for every $1 spent, the
petroleum exploration company can deduct $1.50 against its petroleum
resource rent tax liabilities.

5.47 Consequently, both options 1 and 2 are expected to encourage
petroleum exploration in previously unexplored areas. Further, an uplift
on exploration expenditure may encourage existing petroleum explorersin
Australiato refocus their effortsin Australia, as well as to attract new
explorersinto the Australian offshore area. The Australian community

a so sharesin the benefits either directly through new investment and
increased employment opportunities, or indirectly through better
knowledge of our potential petroleum resources and any additional
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taxation revenue generated from devel oping petroleum discoveries. The
exact level of benefitsis uncertain, but both options 1 and 2 are expected
to provide a positive benefit to all petroleum exploration companies
deciding to explore in designated frontier areas and to the Australian
community more generally.

5.48 Option 2 has a greater potential tax advantage for petroleum
companies exploring in designated frontier areas because it includes a
wider range of exploration expenditure to be uplifted than under option 1.
That is, under option 2 petroleum exploration companies are allowed to
uplift all exploration expenditure incurred in the original period of an
exploration permit in a designated frontier area, whereas under option 1,
petroleum exploration companies are only able to uplift exploration
expenditure in the original period of the exploration permit if the
exploration expenditure is not incurred evaluating or delineating a
petroleum pool previously discovered. Option 1 is anticipated to provide a
tax advantage for work that is aimed at finding new petroleum pools.

Assessment of costs
Compliance costs

5.49 Compliance costs are expected to be slightly higher under option
1 relative to option 2. Thisis due to the need under option 1 to determine
whether or not certain exploration expenditure isincurred in evaluating or
delineating a petroleum discovery. For example, a company may drill at
point A to determine whether there is a petroleum pool at this location.
Thistype of exploration qualifies for the 150 per cent uplift regardless of
whether or not a petroleum pool is discovered. Assuming a new petroleum
pool isdiscovered at point A, a petroleum company may subsequently
decide to drill at point B to evaluate or delineate the petroleum pool
discovered at point A. In this case, the expenditure incurred drilling the
well a point B is not eligible for the 150 per cent uplift. Alternatively, the
company may instead decide to drill at point C not to evaluate or delineate
the petroleum pool discovered at point A, but to determine whether there
isadifferent petroleum pool accessible at point C. In this case, the
expenditure incurred in drilling the well at point C is eligible for the 150
per cent uplift. Separating these two cases apart may involve some
additional compliance costs.

5.50 Whilethe level and extent of the total compliance cost increase
from the proposed amendments are unclear, this cost is expected to be
insignificant. Thisis because the identification of the expenditures as
exploration expenditure for petroleum resource rent tax purposes involves
essentially the same compliance costs in establishing the distinction
between exploration expenditure in evaluating or delineating a discovery
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aready made, and other exploration expenditure. The small number of
petroleum resource rent tax taxpayers would have a good understanding
of the character of their exploration expenditure in the limited number of
designated frontier areas likely to be explored each year.

Administrative costs

551 In general, both options are likely to have no material additional
administrative costs for the Australian Taxation Office (ATO) relative to
the costs of administering the current law.

5.52 However, option 1, relative to option 2, may involve dlightly
higher administrative costs. This is because option 1 appliesto certain
exploration expenditure whereas option 2 appliesto all exploration
expenditure. The possibility of dightly higher administrative costs stem
from the need for the ATO to determine whether certain exploration
expenditureis eligible for the 150 per cent uplift.

5.53 The level and extent of the additional administrative
costsidentified in paragraph 5.52 are unclear, but are likely to be
negligible compared with existing costs associated with administering
the PRRTAA 1987.

Government revenue

5.54 The options are expected to have aminor impact on the
Government’ s revenue. Specifically, option 1 is estimated to cost
$17 million over the period from 2004-05 to 2007-08. Option 2 is
expected to have adlightly higher revenue cost relative to option 1
because awider range of expenditure will be eligible for the uplift.

Consultation

5.55 This policy arises from concerns about Australia’ s declining il
reserves raised by the petroleum industry as well as by the House of
Representatives Standing Committee on Industry and Resources’ 2003
report into impediments to increasing investment in minerals and
petroleum exploration in Australia (Exploring Australia’s Future). The
policy options were developed in consultation with the Department of
Industry, Tourism and Resources; Geoscience Australia; and the ATO.

5.56 A draft of Schedule 5 was also provided to representatives of the
peak petroleum industry body, the Australian Petroleum Production and
Exploration Association, for comment prior to its finalisation.
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5.57 In their feedback, industry representatives stressed the
importance of petroleum exploration companies having the certainty of
knowing whether expenditure will receive the 150 per cent uplift beforeit
isincurred. This concern is addressed in this Schedule to the Bill and the
explanatory memorandum. In thisregard, in ailmost al instances,
exploration expenditures associated with work programme commitments
under the work programme bidding system are likely to qualify for the
150 per cent uplift. Thisis dueto the fact that exploration work on
evaluating or delineating a petroleum discovery is not normally included
in, or accepted as meeting, work commitments. The work programme
bidding system is the basis used for awarding exploration permits under
the Petroleum (Submerged Lands) Act 1967. Moreover, the treatment of
petroleum companies exploration expenditure depends on what the
expenditureisfor, not what it achieves. Taking these considerationsinto
account, petroleum exploration companies are expected to have the
relevant information to determine whether or not particular exploration
expenditure qualifies for the 150 per cent uplift.

Conclusion and recommended option

5.58 Both options 1 and 2 are likely to stimulate petroleum
exploration in Australia’ s offshore frontier areas. Option 1 is preferred
because it more directly targets the taxation concession at encouraging
exploration expenditure rather than evaluating or delineating a known
petroleum discovery. A taxation concession is not required to encourage
exploration expenditure targeted at evaluating or delineating an existing
petroleum discovery.

5.59 The Treasury; the Department of Industry, Tourism and
Resources; and the ATO will monitor this taxation measure on an ongoing
basis.
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Chapter 6

Consolidation — providing greater
flexibility

Outline of chapter
6.1 Schedule 6 to this Bill:

e ensuresthat certain liabilities taken into account when an
entity leaves a consolidated group that correspond to
liabilities brought into a consolidated group with ajoining
entity have the same value a the leaving time that the
liabilities had at the joining time;

e ensuresthat there is no double reduction in working out
step 3 of the allocable cost amount (ACA) on entry;

e ensuresthat when debts which have had a connection with a
consolidated group are written off, the claimant can claim a
bad debt deduction; and

e clarifiesthe taxation consequences for life insurance
companies and general insurance companies that join or
leave a consolidated group.

6.2 All referencesto legidlative provisionsin this chapter are
references to the Income Tax Assessment Act 1997 (ITAA 1997) unless
otherwise stated.

6.3 Unless otherwise stated a reference in the chapter to a
consolidated group should be read as including a multiple entry
consolidated group.

Context of amendments

6.4 A number of modifications are being made to the consolidation
regime to provide greater flexibility, further clarify certain aspects of the
regime and ensure that it interacts appropriately with other areas of the
income tax law.
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Summary of new law

Value of certain liabilities when an entity leaves a consolidated group

6.5 Part 2 of Schedule 6 to this Bill ensuresthat certain liabilities
taken into account when an entity leaves a consolidated group (in working
out the head company’ s cost for membership interests in the leaving
entity) that correspond to liabilities brought into a consolidated group with
ajoining entity have the same value at the leaving time that the liabilities
had at the joining time.

Ensuring no double reduction in step 3 of the allocable cost amount
calculation on entry

Bad debts

6.6 Part 3 of Schedule 6 to this Bill ensuresthat there is no double
reduction in working out step 3 of the ACA where an entity joinsa
consolidated group by removing the requirement to reduce accrued
undistributed profits to the extent that they have recouped particular sorts
of losses.

6.7 Part 4 of Schedule 6 to this Bill inserts bad debt rules to ensure
that an entity can deduct a bad debt that has been for a period owed to a
member of a consolidated group, and has for another period been owed to
an entity that was not a member of that group.

Life insurance companies

6.8 Part 5 of Schedule 6 to this Bill will clarify the taxation
conseguences for life insurance companies that join or leave a
consolidated group by ensuring that:

e no taxation distortions arise when risk policy liabilities are
transferred to or from the head company when alife
insurance company joins or leaves a consolidated group;

e any complying superannuation class tax losses and net
capital losses from virtual pooled superannuation trust assets
held by alife insurance company that joins a consolidated
group are transferred to the head company and retain their
character;
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e lossesheld by asubsidiary of alife insurance company that
joins a consolidated group where all the membership interests
of the subsidiary are virtual pooled superannuation trust
assets can, provided certain conditions are satisfied, be
transferred to the head company and will become either:

—  complying superannuation class tax |osses of the head
company; or

— net capital losses from virtual pooled superannuation
trust assets of the head company;

e |ossesheld by asubsidiary of alife insurance company that
joins a consolidated group where all the membership interests
of the subsidiary are segregated exempt assets cannot be
transferred to the head company;

o franking surpluses held at the joining time in the franking
account of asubsidiary of alifeinsurance company that isa
member of the consolidated group are applied to the benefit
of the head company in away that is consistent with the
outcome that would arise if the group did not consolidate;

e the head company will be taxed appropriately if it has excess
assets in its segregated exempt assets because another
member of the consolidated group holds an immediate
annuity contract with alife insurance company that isa
member of the group; and

e thetax cost setting rulesthat apply when alife insurance
company leaves a consolidated group are modified to specify
the value of certain assets and the value of policyholder
ligbilities.

General insurance companies

6.9 Part 5 of Schedule 6 to this Bill will also clarify the taxation
consequences for general insurance companies that join or leave a
consolidated group by ensuring that:

e if agenera insurance company that has demutualised joins a
consolidated group, the goodwill asset of the company isa
retained cost base asset for tax cost setting purposes; and

e no taxation distortions arise when outstanding claims
liabilities and unearned premiums are transferred to or from
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the head company when a general insurance company joins
or leaves a consolidated group.

Comparison of key features of new law and current law

New law

Current law

Value of certain liabilities when an entity leaves a consolidated group

Under step 4 of the ACA calculation,
when an entity leaves a consolidated
group with the same liability that was
brought into the consolidated group
by ajoining entity, the amount that is
taken into account for the liability
owed by the leaving entity isthe
same as the value of the liability at
the joining time.

Under step 4 of the ACA calculation,
when an entity leaves a consolidated
group the amount that is taken into
account for liabilities owed by the
leaving entity isthe value of the
liability at the leaving time.

Ensuring no double reduction in step 3 of the allocable cost amount
calculation on entry

Under step 3 of the ACA calculation,
when an entity joins a consolidated
group the amount that is added for
undistributed taxed profitsis not
reduced by profits that recouped a
loss.

A profit that recouped aloss may
result in adouble reduction in the
amount included under step 3 of the
ACA calculation when an entity
joins a consolidated group.

Bad debts

Bad debt rules are inserted to ensure
that when debts which have had a
connection with a consolidated group
are written off the claimant can claim
abad debt deduction.

No equivalent.
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New law

Current law

Life insurance companies

If alifeinsurance company joins a
consolidated group, the head
company’ s opening value of risk
policy liabilities will include the
value of those liabilities used by the
joining life insurance company just
before the joining time.

If alifeinsurance company leaves a
consolidated group:

e the head company’s closing
value of risk policy liabilities
will include the leaving life
insurance company’ s val ue of
those liabilities just before the

leaving time; and

the leaving life insurance
company’ s opening value of
risk policy liabilities will be
equal to the value of those
liabilities used by the head
company just before the
leaving time.

If alife insurance company joins or
leaves a consolidated group, then
distortions may arise because the
head company uses a different value
of risk policy liabilities than the
joining or leaving life insurance
company.

Complying superannuation class tax
losses and net capital losses from
virtual pooled superannuation trust
assets held by alife insurance
company that joins a consolidated
group can be transferred to the head
company and will retain their
character.

Complying superannuation class tax
losses and net capital losses from
virtual pooled superannuation trust
assets held by alife insurance
company that joins a consolidated
group can be transferred to the head
company only if certain conditions
are satisfied.
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New law

Current law

Life insurance companies

Losses held by asubsidiary of alife
insurance company that joins a
consolidated group where al the
membership interests of the
subsidiary are virtual pooled
superannuation trust assets can,
provided certain conditions are
satisfied, be transferred to the head
company. The losses transferred will
become either:

e complying superannuation
class tax losses of the head
company; or

e net capital losses from virtual
pooled superannuation trust
assets of the head company.

Losses held by a subsidiary of alife
insurance company that joins a
consolidated group where all the
membership interests of the
subsidiary are virtual pooled
superannuation trust assets, are
subject to the normal consolidation
loss transfer rules. The losses
transferred do not become complying
superannuation class tax losses of the
head company.

Losses held by a subsidiary of alife
insurance company that joins a
consolidated group where al the
membership interests of the
subsidiary are segregated exempt
assets cannot be transferred to the
head company.

Losses held by a subsidiary of alife
insurance company that joins a
consolidated group where all the
membership interests of the
subsidiary are segregated exempt
assets are subject to the normal
consolidation loss transfer rules.

To the extent that they relate to
shareholders, franking surpluses held
at the joining time in the franking
account of asubsidiary of alife
insurance company that is a member
of the consolidated group will be
credited to the head company’s
franking account.

To the extent that they relate to
policyholders, the franking surpluses
will be cancelled or will be available
as arefundable tax offset.

Franking surpluses held at the
joining time in the franking account
of asubsidiary of alifeinsurance
company that is amember of the
consolidated group are credited to
the head company’s franking
account.

88




Consolidation - providing greater flexibility

New law

Current law

Life insurance companies

If the head company has excess
assetsin its segregated exempt assets
because another member of the
consolidated group holds an
immediate annuity contract with a
life insurance company that is a
member of the group, then the head
company’ s assessable income will
include:

e theincome component of the
transfer value of excess assets
transferred; and

e theincome component of any
annuity payments made
between the joining time and
the time that the excess assets
are transferred.

If the head company has excess
assetsin its segregated exempt assets
because another member of the
consolidated group holds an
immediate annuity contract with a
life insurance company that isa
member of the group, then the head
company’ s assessable income
includes the whole transfer value of
excess assets transferred.

The tax cost setting rules that apply
when alife insurance company
leaves the consolidated group will be
modified to specify the value of
certain assets and the value of
policyholder ligbilities.

The ordinary tax cost setting rules
will apply when alife insurance
company leaves a consolidated

group.

General insurance companies

If ageneral insurance company that
has demutualised joins a
consolidated group, the goodwill
asset of the company will be a
retained cost base asset for tax cost
setting purposes.

The goodwill asset of a general
insurance company that joins a
consolidated group is areset cost
base asset for tax cost setting
purposes.
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New law

Current law

General insurance companies

If ageneral insurance company joins
a consolidated group, the head
company’ s opening value of
outstanding claims liabilities and the
unearned premium reserve will
reflect the values used by the joining
general insurance company just
before the joining time.

If ageneral insurance company
leaves a consolidated group:

e the head company’s closing
value of outstanding claims
liabilities and the unearned
premium reserve will include
the leaving general insurance
company’s value of those
liabilities and the reserve just
before the leaving time; and

e theleaving genera insurance
company’ s opening value of
outstanding claims liabilities
and the unearned premium
reserve will be equal to the
values used by the head
company just before the

leaving time.

If ageneral insurance company joins
or leaves a consolidated group, then
distortions may arise because the
head company uses a different value
of outstanding claims liabilities and
the unearned premium reserve than
thejoining or leaving genera
insurance company.

Detailed explanation of new law

Value of certain liabilities when an entity leaves a consolidated group

6.10 Liabilities that were brought into a group by ajoining entity may

leave a consolidated group with an entity when it ceases to be a member
of the group. The amount of the liability that is taken into account in
calculations the cost for membership interests in the leaving entity is
worked out by adding up all of the entity’ sliabilities at the leaving time
that, in accordance with accounting standards or statements of accounting
concepts made by the Australian Accounting Standards Board, can or
must be identified in the entity’ s statement of financial position.

6.11 Part 2 of Schedule 6 to this Bill ensures that where the same
liability (i.e. excluding any new liabilities) that was brought into a

90




Consolidation - providing greater flexibility

consolidated group leaves, the value of that liability should be the same at
both the joining time and the leaving time. An example of aliability that
may vary in amount is an accounting provision for damages under alegal
case.

6.12 If the value of the liability in these circumstances was allowed to
be different, then the change in the value of that liability would not have
been recognised under the consolidation cost setting rules. The problem
occurs because the amount of the liability at the joining timeisused in
setting the cost for tax purposes of the joining entity’ s assets.

6.13 On entry, liabilities are added in working out the ACA of an
entity that joins a consolidated group under step 2 (sections 705-70,
705-75, 705-80 and 705-85). On exit, liabilities are subtracted in working
out the ACA to be used in setting the cost for membership interestsin an
entity that leaves a consolidated group under step 4 (section 711-45).

6.14 Where aliability of ajoining entity that is taken into account at
step 2 of the ACA calculation is discharged for a different amount after
the joining time (and this change would have resulted in a variation to the
original ACA), acapital gain or losswill arise under section 104-530
(CGT event L7). If thejoining entity had not joined the group then the
change in the amount of the liability would be reflected in the value of
membership interests in the leaving entity and therefore would have
affected the owner’ s gain or loss when it disposed of those membership
interests.

6.15 The purpose of the alignment in the value of particular liabilities
on exit with their value on entry isto ensure that there is a consistent
outcome with what would have occurred if the relevant liability had been
discharged and CGT event L7 had been triggered.

Example 6.1

Assume the amount of aliability taken into account at step 2 of
working out the ACA on joining was $100 and the same liability had a
value for the purposes of step 4 of working out the ACA for aleaving
entity at the leaving time of $150. The increase in the amount of the
liability would have the effect of reducing the tax cost for the
membership interests in the leaving entity (thereby potentially
increasing the amount of a capital gain or reducing the amount of a
capital loss on the disposal of those interests).
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If the liability had not left with the leaving entity but had been
discharged by the consolidated group instead for $150 then the
consolidated group would have received a capital loss of $50

(under CGT event L7). Only taking into account the amount of the
liability that was taken into account at the joining time ensures that no
capital gain or loss arises from the difference in the amount of the
liability between the joining and the leaving times.

6.16 An adjustment to the amount of aliability for the purposes of
working out the ACA when an entity leaves a consolidated group will

occur where;

aliability istaken into account in working out the ACA
for an entity that leaves a consolidated group under
subsections 711-45(1) to (7) [Schedule 6, item 2,
paragraph 711-45(8)(a)];

that liability was aliability of an entity that became a
subsidiary member of a consolidated group (not necessarily
the same entity as the leaving entity) that was taken into
account in working out the ACA for the subsidiary member
in accordance with Division 705 [Schedule 6, item 2,
paragraph 711-45(8)(a)];

the amount of the liability that was taken into account on
entry (called the *entry amount’) is different from the amount
taken into account on exit (called the ‘exit amount’) in
applying one of subsections 711-45(1) to (7) [Schedule6,
item 2, paragraph 711-45(8)(b)]; and

the ACA for the subsidiary member on joining would have
been different if the amount of the liability at the leaving
time had been taken into account in working out the ACA for
the subsidiary member at the joining time [Schedule 6, item 2,
paragraph 711-45(8)(c)].

6.17 Then the amount of the liability that istaken into account in
working out the ACA for an entity that leaves istaken to be the

amount that was taken into account on entry. As discussed below,

this replacement amount becomes the starting point for applying

section 711-45. The amount that is taken into account under step 4 on exit
may be modified by particular subsections of section 711-45 (after the
application of subsection 711-45(8)). [Schedule 6, item 2, subsection 711-45(8)]
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Liability at exit must be the same liability as on entry

6.18 The adjustment only applies where the liability at the leaving
time is the same as the liability at the joining time. Consequently, no
adjustment is made to the extent that the liability is different as a result of,
for example, apartia repayment of the liability or an increase in the
amount of aliability that accrued after the joining time. The reference

to “aleaving entity’ s liability ... was taken into account” in

paragraph 711-45(8)(b) means that the liability on entry has to be the

same liability astheliability that isin existence at the leaving time.
[Schedule 6, item 2, paragraph 711-45(8)(a)]

Liability must have been taken into account in working out the allocable
cost amount for an entity that joined

6.19 The adjustment only appliesto liabilities that were taken into
account in working out the ACA for an entity that joined the consolidated
group. Consequently, no adjustment will apply to liabilities that were
brought into a group by the head company or an entity that was a chosen
transitional entity. [Schedule 6, item 2, paragraph 711-45(8)(a)]

There must be a difference between the entry amount and the exit
amount

6.20 No adjustment is made where there is no difference between the
amount of the liability that was taken into account in working out the
allocable amount on entry and the amount of that liability that is taken
into account where an entity leaves a consolidated group. Thisis because,
in these circumstances, there is no change in the amount of the liability
that has affected the tax cost set for assets of ajoining entity. For
example, subsection 705-80(1) (which adjusts the amount of aliability for
unrealised gains and losses) may have applied in working out the amount
of the liability on entry and consequently there may not be adifference if

the amount of the liability on exit was substituted for the amount on entry.
[Schedule 6, item 2, paragraph 711-45(8)(b)]

The changein the liability would have changed the amount of the
allocable cost amount for the joining entity

6.21 No adjustment is made if the change in the liability would not
have resulted in achange in the ACA for the joining entity if the changed
amount of the liability had been used. Thisis because the change in the
amount of the liability would not have affected the amount of the ACA

and consequently the amount allocated to the assets. [Schedule 6, item 2,
paragraph 711-45(8)(c)]
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6.22 This condition is consistent with the operation of CGT event L7
(in particular paragraph 104-530(3)(c)). This outcome may arise because
not every change in the amount of aliability between the joining time and
the time the liability leaves with an entity that exits a group will affect the
ACA calculation. Thisis because the ACA caculation factorsin future
tax effects for the liability, and after taking those into account, there may
be no net changein the ACA.

The replacement amount becomes the starting point for applying section
711-45

6.23 Subsection 711-45(8) adjusts the amount of the liability that is
used as the starting point for the application of any of the other
subsectionsin section 711-45. For example:

e inapplying subsection 711-45(4), it is necessary to work out
the market value of the asset that corresponds to the liability
on the assumption that the amount of that liability is equal to
the entry amount;

e inapplying subsection 711-45(5), the payment necessary to
discharge the liability will be areference to the payment
necessary to discharge that liability on the assumption that its
amount were egual to the entry amount; and

e inapplying subsection 711-45(6), the entry amount of the
liability rather than its exit amount will be used as the step 4
amount to which the market values mentioned in
subsection (6) are added.

[Schedule 6, item 2, subsection 711-45(8)]

Ensuring no double reduction in step 3 of the allocable cost amount
calculation on entry

6.24 Part 3 of Schedule 6 to this Bill ensures that a single economic
loss does not result in a double reduction in working out step 3 of the
ACA caculation (section 705-90). Prior to this amendment, asingle
economic loss may have inappropriately reduced the step 3 amount twice.
First, by reducing the amount of available profits that are taken into
account under subsection 705-90(2) where the economic |oss has been
recognised as an accounting loss. Secondly, under paragraph 705-90(6)(b)
which would reduce the available profits to the extent they have been
sheltered from income tax because of aloss of a sort stated in

subsection 701-1(4) that is recognising the same economic | oss.
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Bad debts

6.25 Step 3 of the ACA calculation provides that undistributed
frankable profits accruing to direct or indirect membership interests that
the consolidated group held continuously in ajoining entity are to be
added when working out the joining entity’s ACA. This amount is known
asthe joining entity’s ‘ step 3 amount’. The purpose of the step s,
consistent with the imputation system, to prevent doubl e taxation by
alowing a consolidated group acost for retained taxed profits that
accrued to membership interests during the period when the consolidated
group held the membership interests.

6.26 The calculation of the step 3 amount commences with
accounting profits as determined under subsection 705-90(2). This amount
is limited under subsection 705-90(3) by reference to the balance of the
entity’ s franking account. The subsection 705-90(3) amount operates as a
cap after identifying the undistributed owned profits that accrued to the
joined group to be counted under paragraph 705-90(6)(a). Prior to this
amendment, the paragraph 705-90(6)(a) amount would then be reduced
under paragraph 705-90(6)(b) to the extent that the undistributed profits
recouped tax losses that accrued to the group.

6.27 As aresult of the running balance nature of the calculation of the
undistributed profits for accounting purposes, the amount sought to be
excluded by paragraph 705-90(6)(b) may already have been reduced by a
corresponding accounting expense or loss for the purposes of determining
the subsection 705-90(2) starting amount of undistributed profits.

6.28 Consequently, to remove the potential for a double reduction,
subsection 705-90(6) has been replaced by the words formerly contained
in paragraph 705-90(6)(a). The requirement previously contained in
paragraph 70590(6)(b) that the step 3 amount be reduced to the extent that
the undistributed profits recouped losses that accrued to the group is
repealed. [Schedule 6, item 3, subsection 705-90(6)]

6.29 Following the repeal of paragraph 705-90(6)(b), an amendment
is made to paragraph 701-30(2)(a) of the Income Tax (Transitional

Provisions) Act 1997 to remove the reference to paragraph 705-90(6)(b).
[Schedule 6, item 4, paragraph 701-30(2)(a)]

6.30 Part 4 of Schedule 6 to this Bill amends the consolidation
regime to determine when an entity (called the claimant) that is or has
been a member of a consolidated group can deduct against its assessable
income a debt, or part of adebt, that has been written off.
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6.31 Broadly, to be entitled to deduct a bad debt the claimant (and

any entity that has for a period been owed the debt) must satisfy certain
conditions. These conditions ensure that each entity that has been owed
the debt for a period between when the debt was incurred and when it is

written off, could have deducted the debt at the end of its holding period.
[Schedule 6, item 5, section 709-210]

6.32 Therulesthat are used to determine if adebt is deductible for
each entity are the general deduction provisions of sections 8-1 and 25-35,
subject to certain modifications.

6.33 Section 25-35 contains the rules that specificaly allow a
deduction for bad debts. The general rules about deductionsin

Division 8 apply in conjunction with section 25-35. Both of these rules
are not specific to any particular type of entity. Further rules that

regulate deducting debts which go bad within a company arein
Subdivisions 165-C and 166-C. These rules ensure that there has not been
asignificant change in ownership or control of the entity from when the
debt was incurred to when it seeks a deduction for the bad debt. If thereis
such a change, the company must satisfy the same business test. Similar
rulesin relation to trusts are contained in Schedule 2F to the Income Tax
Assessment Act 1936 (ITAA 1936).

6.34 The consolidation bad debt rules ensure that each entity which
has been owed the debt and that has been related to a consolidated group
is tested when the claimant writes off the debt.

6.35 The standard continuity of ownership test and same business test
principles are modified by the amendments in this Bill to make allowance
for the different entity types that may be owed a debt within the
consolidated group context. For example, these amendments allow
deductions for debts that may have first been incurred by atrust which
later becomes a subsidiary member of a consolidated group, and then
leaves the group with a company, before being written off by that entity.
Modified tests are required because the different types of entity that may
form consolidated groups would fail the standard continuity of ownership
and same business test tests because their membership interests are not
readily comparable.

6.36 Each period that an entity is owed adebt is called a‘ debt test
period’ . For example, from the previous paragraph, from the time that the
trust incurred the debt to when it joined the consolidated group would be
one debt test period. Similarly, the time that the debt was within the group
would be another debt test period. Although the debt may legally always
be owed to the same entity, under the single entity principle, for tax
purposes, the debt istaken to be owed to a head company as long as the
creditor is part of the consolidated group.
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6.37 In order for the consolidation bad debt rules to apply, the debt
must have been owed to an entity that was a member of a consolidated
group for one debt test period, and owed to an entity (which could be the
same entity) for a different debt test period while that entity was not a
member of that group. Also, the claimant entity must have been owed the

debt for one of the debt test periods and must have written off the debt.
[Schedule 6, item 5, subsection 709-205(2)]

6.38 For the purposes of determining the debt test periods, the entry
and exit history rulesin sections 701-5 and 701-45 respectively are
ignored. This prevents these rules applying to look through each entity
back to when the debt was first incurred. This would be inappropriate

because it would effectively create a single debt test period. [Schedule 6,
item 5, subsection 709-205(3)]

6.39 The consolidation bad debt rules do not apply merely because a
debt is assigned to or from a member of a consolidated group [Schedule 6,
item 5, subsection 709-205(4)]. This is because when the debt isassigned it is
taken to be a new debt in the hands of the assignee, whose debt test period
would start at the date of assignment. If the assignee subsequently joined
or left a consolidated group, the consolidation bad debt rules would not
apply to the assignor if the assignor was never part of that consolidated
group (i.e. the consolidated group the assignee has joined or left, whatever
the case may be). Similarly, if the debt is assigned from one entity to
another, the head entity of the second entity would not be required to
apply the consolidation bad debt rules when it writes off the debt, as the
previous creditor was never a member of the second consolidated group.

Limit on deduction for bad debts

6.40 The ability to claim a deduction for a bad debt is limited to
claimants who can show that for each debt test period the entity that
was owed the debt would have been able to deduct a bad debt under
section 8-1 or 25-35 if the debt was written off in the debt test
income year.

6.41 In considering if a deduction is available under section 25-35,
subsection 25-35(5) isignored as it applies the tests contained in that
subsection without modification. These tests would be inappropriate for
consolidated groups. [Schedule 6, item 5, subsections 709-215(1) and (2)]

6.42 In determining if the debt is deductible throughout the debt test
income year, modified ownership test provisions inserted by this Bill
operate in asimilar way to the standard continuity of ownership and same

business test provisions for companies, trusts and other entities. [Schedule
6, item 5, paragraph 709-215(2)(b)]

6.43 To avoid the complication of splitting income years, certain
provisions that deal with debts which are incurred and written off in the
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same income year (and at the end of an income year) are not applied in
determining if a debt is deductible. [Schedule 6, item 5, paragraph 709-215(2)(c)]

6.44 Each entity that was taken for tax purposes to be owed the debt
for adebt test period will have a debt test income year. The ‘debt test
income year' starts and ends at different times depending on whether
the entity that is owed the debt for that debt test period is the claimant
and whether the debt test period ends before or after the claimant has
written off the debt. The relevant times are set out in the table in
subsection 709-215(3). [Schedule 6, item 5, subsection 709-215(3)]

6.45 Each entity will have to test whether it could have deducted the
debt if it had been written off in the debt test income year. For companies,
thiswill involve satisfying a modified continuity of ownership or same
business test. For trusts, this will mean satisfying the relevant test in
Schedule 2F to the ITAA 1936 as modified.

6.46 In order to show that it can claim a deduction for the duration of
the debt test income year, companies must be able to either satisfy the
modified continuity of ownership or same business test for that year. The
first step in satisfying the modified continuity of ownership isto set up the
relevant continuity periods that are used to establish the ownership test
period. That is, we need to define the first and second continuity periods
(the ownership test period starts at the start of the first continuity period
and ends at the end of the second continuity period).

Testsfor companies

6.47 Once the ownership test period has been established (by setting
the first and second debt test periods) the same business test parameters
must also be defined. For the purposes of applying the same business test,
the second continuity period differs from the second continuity period
used for continuity of ownership purposes. Thisis because for continuity
of ownership purposes, the second continuity period needs to include
ownership changes that occur when an entity joins a consolidated group.
Accordingly for continuity of ownership purposes, in certain
circumstances the second continuity period ends just after the end of the
debt test period (i.e. just after joining).

6.48 In order for continuity of ownership changes that may occur
when an entity leaves a consolidated group to be included in the
ownership test period, the first continuity period is set so that it starts just
before the start of the debt test period. That is, just before the entity |eaves

the group and starts to be owed the debt. [Schedule 6, item 5, subsection 709-
215(4) item 2 in the table]
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6.49 For same business test purposes, the second continuity period
will be the debt test income year, as set by subsection 709-215(3). This
effectively becomes the same business test period.

6.50 The relevant start and end times for continuity periods for
continuity of ownership and same business test are set by referenceto

both the debt test income year and the table in subsection 709-215(4).
[Schedule 6, item 5, subsection 709-215(4)

6.51 An explanation of these periods and how they operate within the
continuity of ownership and same business test framework can be found
in Examples 6.2 and 6.3.
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Example 6.2: Subsidiary member incursadebt and joinsa
consolidated group which then writes off the debt

1 Aug 2001 1 July 2002 30 June
2003
| | |
Debt incurred to Sub A joins Head Co writes off
Sub A consolidated group debt

| Sub A’s ownership ‘
test period

| Head Co's
ownership test
period

In this example there are two debt test periods, one for Sub A
(1 August 2001 to 30 June 2002) and one for Head Co (1 July 2002 to
30 June 2003).

In order for Head Co to be able to claim abad debt deduction, both
Sub A and Head Co will need to satisfy the modified continuity of
ownership test or, failing that, the same business test for the relevant
periods.

Testing of Sub A — debt test period 1

Sub A must satisfy the modified continuity of ownership or same
business test on the assumption that the debt was written off in the debt
test income year. The debt test income year in this case is determined
by subitem 2(a) in the table in subsection 709-215(3). That is, it starts
either 12 months before the end of the debt test period (1 July 2001) or
the start of the debt test period (1 August 2001).

Accordingly, Sub A’s debt test income year begins on 1 August 2001.
Sub A’s debt test income year ends at the end of the debt test period
(i.e. 30 June 2002).

In order to apply the modified continuity of ownership and same
business test to Sub A we must also determine Sub A’s first and
second continuity periods. In this example, Sub A joined the
consolidated group on 1 July 2002 and, prior to this occurring, Sub A
was never part of another consolidated group. As aresult, item 3in the
table in subsection 709-215(4) applies to set the first continuity period,
which starts at the start of the debt test period (i.e. 1 August 2001) and
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ends at the start of the debt test income year, which isalso
1 August 2001.

Subparagraphs 709-215(4)(b)(i) and (ii) set Sub A’s second continuity
period to begin at the start of the debt test income year (1 August
2001) and end just after Sub A joins the consolidated group (i.e. just
after 1 July 2002). (Seeitem 3 in the table in subsection 709-215(4).)
Theendtimeisset at just after Sub A joins to ensure that any changes
in ownership that occurred on 1 July 2002 are taken into account.

For the purposes of applying the continuity of ownership test, Sub A’s
ownership test period will run from the start of the first continuity
period (1 August 2001) until the end of the second continuity period
(just after 1 July 2002).

If, during thistime Sub A fails to satisfy the continuity of ownership
test, it will need to satisfy the same businesstest in order for Head Co.
to remain eligible for a bad debt deduction. For same business test
purposes, the second continuity period is the debt test income year.
The ‘test time’ for the purposes of applying subsection 165-126(2) is
the later of the first time that Sub A cannot show it meets the
continuity of ownership test or the time just after the start of the debt
test period (1 August 2001).

Making the test time the later of these two times ensures that the
business of Sub A prior to the debt being incurred is not tested.
Without this requirement, if there was a change in ownership on the
same day as when the debt was incurred, the test time would be on that
day and the business that would be tested for same business test would
be the business carried on immediately before the test time, which
would be prior to the debt being incurred.

Testing of Head Co — debt test period 2

Head Co will also need to satisfy continuity of ownership or same
business test for its debt test period in order for it to claim a deduction
for the bad debt.

Head Co’ s debt test income year is set by item 1 in the tablein
subsection 709-215(3) as Head Co is the entity writing off the debt.
Head Co’s debt test income year will start on 1 July 2002 and end on
30 June 2003 (being the start and end of the income year in which the
write off occurs). If Sub A had joined the group part way through
Head Co’sincome year (e.g. on 1 January 2003), then Head Co’s debt
test income year would have started at this later time.

In order to apply the continuity of ownership and same business tests
to Head Co, we must also determine Head Co’ s first and second
continuity periods. As Head Co is the claimant and is writing the debt
off, item 1 in the table in subsection 709-215(4) applies to set

Head Co’sfirst continuity period. Head Co’ sfirst continuity period
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starts at the start of the debt test period (1 July 2002) and ends at the
start of the debt test income year, which isalso 1 July 2002.

Head Co’ s second continuity period for the continuity of ownership
test purposes begins at the start of the debt test income year (1 July

2002) and ends at the end of the income year in which the write-off
occurs (i.e. 30 June 2003).

Therefore, for the purposes of applying the continuity of ownership
test, Head Co’s ownership test period will run from the start of the first
continuity period (1 July 2002) until the end of the second continuity
period (30 June 2003).

If, during Head Co’ s ownership test period, Head Co fails to satisfy the
continuity of ownership test, it would have to satisfy the same business
test in order to claim a deduction for the bad debt. For same business
test purposes, the second continuity period is the debt test income year.
The ‘test time’ for the purposes of applying subsection 165-126(2) is
the later of the first time Head Co cannot satisfy the continuity of
ownership test or the time just after the start of the debt test period

(1 July 2002).

Making the test time the later of these two times ensures that the
business of Head Co prior to the debt being owed to it is not tested.
Without this requirement, if there was a change in ownership in
Head Co on the same day as the debt began to be owed to Head Co,
the test time would be on that day and the business that would be
tested for same business test would be the business carried on
immediately before the test time, which would be prior to the debt
being owed to Head Co.

Example 6.3: Thesubsidiary member leaves a consolidated group
and joins another consolidated group (and takesthe debt with it) or
the head company ceasesto be the head company (but doesnot join
another consolidated group)

1 Aug 2001 1 July 2002 1 Jan 2003 30 June 2003

Head Co Y’ s ownership
Sub A’s ownership test ~ | test period

period

Sub A joins
consolidated group

I
| Head Co X's ownership
test period

20b A leaves consolidated grot
with debt and joins another
consolidated group at sametime
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In this example there are three separate debt test periods:

e onewhen the debt was owed to Sub A (debt test period 1);

e onewhen the debt was owed to Head Co X (debt test period 2);
and
e onewhen the debt was owed to Head Co Y (debt test period 3).

In order for Head Co Y (the claimant) to be able to deduct the debt,
each of the entities that have been owed the debt during each of the
debt test periods must satisfy the modified continuity of ownership and
same business tests.

Testing of Sub A — debt test period 1

Sub A’ s debt test period is from 1 August 2001 to 30 June 2002, asiit
is owed the debt for this period. Applying subitem 2(a) in the tablein
subsection 709-215(3), Sub A’s debt test income year starts at the start
of the debt test period (1 August 2001) and ends at the end of the debt
test period (30 June 2002).

As Sub A is not writing off the debt and did not begin to be owed the
debt because it ceased to be amember of a consolidated group, item 3
in the table in subsection 709-215(4) will apply to set Sub A’sfirst
continuity period. This begins at the start of the debt test period

(1 August 2001) and ends at the start of the debt test income year
(whichisalso 1 August 2001).

For the purposes of applying the continuity of ownership test, Sub A’s
second continuity period begins at the start of the debt test income year
(1 August 2001) and ends just after the end of the debt test period
(whichisjust after 1 July 2002). Accordingly, for continuity of
ownership test purposes, Sub A’s ownership test period starts at

1 August 2001 and ends on 2 July 2002.

If Sub A failed the continuity of ownership test during the ownership
test period the same business test would apply. For the purposes of
applying the same businesstest, Sub A’s second continuity period is
the debt test income year, which is 1 August 2001 to 30 June 2002.
Subsection 709-215(6) would apply to set the test time as the later of
the first time that Sub A cannot satisfy the continuity of ownership test
or the time just after the start of the debt test period (1 August 2001).

Testing of Head Co X — debt test period 2

Head Co X’ s debt test period runs from 1 July 2002 until

31 December 2002 (the time the debt is taken for tax purposes to be
owed to Head Co X). Again, subitem 2(a) in the tablein

subsection 709-215(3) isrelevant in determining Head Co X' s debt
test income year. This begins at the later of 12 months before the end
of the debt test period (i.e. 31 December 2001) and the start of the debt
test period (1 July 2002). Accordingly, Head Co X's debt test income
year beginson 1 July 2002. Head Co X’ s debt test income year ends at
the end of the debt test period, which is 31 December 2002.
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AsHead Co X isnhot the claimant and its debt test period ends when
Sub A joins another consolidated group, item 4 in the tablein
subsection 709-215(4) will apply to set the start of Head Co X' sfirst
continuity period, which begins at the start of the debt test period

(1 July 2002). Head Co X’ sfirst continuity period ends at the start of
the debt test income year, which isalso 1 July 2002.

Head Co X's second continuity period begins at the start of the debt
test income year (1 July 2002) and ends at the end of the debt test
period (31 December 2002). Accordingly, Head Co X’s ownership
test period runs from 1 July 2002 (start of the first continuity period)
and ends on 31 December 2002 (the end of second continuity period
for the continuity of ownership test).

If the same business test must be applied, Head Co X’ s second
continuity period is the debt test income year (1 July 2002 to
31 December 2002).

Testing of Head Co Y- debt test period 3

Head Co Y’ s debt test period runs from 1 January 2003 until

30 June 2003 (the time the debt is taken for tax purposes to be owed to
Head Co Y). Item 1 in the table in subsection 709-215(3) determines
Head Co Y’ s debt test income year asHead Co Y isthe claimant and is
writing off the debt. Head Co Y’ s debt test income year begins at the
later of the start of the income year in which the write off time occurs
(1 July 2002) and the start of the debt test period (1 January 2003).
Accordingly, Head Co Y’ s debt test income year begins on

1 January 2003 and ends at the end of the income year in which the
write off time occurs.

AsHead Co Y isthe claimant and it is the head company of a
consolidated group at the write off time, item 1 in the tablein
subsection 709-215(4) will apply to set Head Co Y’ sfirst continuity
period. This begins at the start of the debt test period (1 January 2003)
and ends at the start of the debt test income year, which isalso

1 January 2003.

For the purposes of applying the continuity of ownership test, Head Co
Y’ s second continuity period begins at the start of the debt test income
year (1 January 2003) and, applying item 1 in the table in subsection
709-215(4), ends at the end of the income year in which the write off
time occurs (30 June 2003). Accordingly, Head Co Y’ s ownership test
period runs from 1 January 2003 (start of the first continuity period)
and ends on 30 June 2003 (the end of the second continuity period for
the continuity of ownership test).

If the same businesstest is applied, Head Co Y’ s second continuity
period is the debt test income year, which as discussed above, runs
from 1 January 2003 to 30 June 2003.
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Testsfor trusts

6.52 Where the entity being tested under the consolidation bad debt
rulesisatrust, the trust must satisfy the modified testsin Schedule 2F to
the ITAA 1936. That is, the trust must be able to satisfy the modified rules
in Schedule 2F asif the debt was written off in the debt test income year.
The consolidation bad debt rules modify the rulesin Schedule 2F by
modifying the relevant ‘test period’. [Schedule 6, item 5, subsection 709-215(4)]

6.53 Effectively, the modified test period for the purposes of the
provisionsin subsection 709-215(2) is set by reference to the tablein
subsection 709-215(4). Note that when applying the consolidation bad
debt provisions to trusts, the test period is determined only by reference to
the table in subsection 709-215(4) and not by reference to both tablesin

subsections 709-215(3) and (4) asis the case for companies. [Schedule 6,
item 5, subsection 709-215(5)]

6.54 To avoid comparing the business of a head company under the
same business test with atime that is prior to when the head company was
owed the debt, the timing of subsection 165-126(2) is modified to specify
atest timethat isjust after the start of the head company’ s debt test
period. [Schedule 6, item 5, subsection 709-215(6)]

6.55 Similarly, in the case of a subsidiary joining a consolidated
group, the subsidiary’ s debt test period ends as a result of the subsidiary
joining the same business test will apply as though the subsidiary was
carrying on the same business that it conducted just prior to when the debt
test period ended (i.e. just before it joined the group). [Schedule 6, item 5,
subsection 709-215(7)]

Life insurance companies

6.56 Subdivision 713-L of the ITAA 1997 contains special rules that
apply when alife insurance company joins or leaves a consolidated group.
Part 5 of Schedule 6 to this Bill will further clarify the taxation
conseguences for life insurance companies that join or leave a
consolidated group.

6.57 When alife insurance company joins a consolidated group, the
amendments:

e clarify the nature of the membership interestsin
wholly-owned subsidiaries that can be members of the same
consolidated group;
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e ensure that the head company’ s opening value of risk policy
liabilities reflects the joining life insurance company’ s value
of those liabilities;

e alow complying superannuation classes losses held by the
joining life insurance company and, provided that certain
conditions are satisfied, losses held by certain subsidiaries of
the joining life insurance company to become either:

— complying superannuation classes |osses of the head
company; or

—  net capital losses from virtual pooled superannuation
trust assets of the head company;

e prevent losses held by other subsidiaries of the joining life
insurance company from being transferred to the head
company;

e ensurethat franking surpluses held by subsidiaries of the
joining life insurance company are applied to the head
company in aneutral way; and

e ensurethat amountsin relation to annuities held with the
joining life insurance company by another member of the
consolidated group are taxed in a neutral way.

6.58 When alife insurance company leaves a consolidated group, the
amendments:

e ensurethat the head company’s closing value of risk policy
liabilities reflects the leaving life insurance company’ s value
of those liabilities;

e clarify that complying superannuation class losses held by
the head company at the leaving time can be transferred to
the leaving life insurance company in certain circumstances;
and

e modify the tax cost setting rules for the leaving life
insurance company.
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Wholly-owned subsidiaries that can be members of the same
consolidated group as a joining life insurance company

6.59 A consolidated group generally consists of the head company
and all of its subsidiaries (sections 703-10 and 703-15). Section 713-510
modifies this principle for consolidated groups that include life insurance
company members. That section specifies the circumstancesin which a
wholly-owned subsidiary of alife insurance company can be a member of
the same consolidated group as the life insurance company.

6.60 The amendments modify section 713-510 to clarify the
operation of the section to an entity that is a wholly-owned subsidiary of
the joining life insurance company where the membership interestsin the
subsidiary are held indirectly.

Certain wholly-owned subsidiaries cannot be members of the same
consolidated group

6.61 The amendments clarify that a wholly-owned subsidiary of alife
insurance company cannot be a member of the same consolidated group
asthe life insurance company if the life insurance company owns, either
directly or indirectly through one or more interposed entities, al the
membership interests in the entity and either:

e some, but not all, of the key interests are virtual pooled
superannuation trust assets of the life insurance company; or

e some, but not al, of the key interests are segregated exempt
assets of the life insurance company.

[Schedule 6, item 21, paragraph 713-510(1)(a)]

6.62 In addition, a subsidiary of alife insurance company cannot be a
member of the same consolidated group as the life insurance company if
the life insurance company owns, either directly or indirectly through one
or more interposed entities, only some of the membership interestsin the
entity and any of the key interests are virtual pooled superannuation trust

assets or segregated exempt assets of the life insurance company. [Schedule
6, item 21, paragraph 713-510(1)(b)]

6.63 The key interests are the membership interests the life insurance

company owns directly in the entity or in an interposed entity. [Schedule 6,
item 21, subsection 713-510(3)]
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Certain wholly-owned subsidiaries cannot continue to be members of the
same consolidated group

6.64 An entity cannot continue to be a subsidiary member of a
consolidated group of which alife insurance company is a member if the
life insurance company owns, either directly or indirectly through one or
more interposed entities, al the membership interestsin the entity and,
had the entity not been a subsidiary member of the group, either:

e some, but not all, of the key interests would be pooled
superannuation trust assets of the life insurance company; or

e some, but not al, of the key interests would be segregated
exempt assets of the life insurance company.

[Schedule 6, item 21, paragraph 713-510(2)(a)]

6.65 In addition, an entity cannot continue to be a subsidiary member
of a consolidated group of which alife insurance company is a member if
the life insurance company owns, either directly or indirectly through one
or more interposed entities, only some of the membership interestsin the
entity and, had the entity not been a subsidiary member of the group, any
of the key interests would be virtual pooled superannuation trust assets or

segregated exempt assets of the life insurance company. [Schedule 6, item 21,
paragraph 713-510(2)(b)]
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Example 6.4

Life Co joins a consolidated group and has the following wholly-
owned subsidiaries:

LifeCo

100% /100% a \100%

A Co

B Co CCo
25%
4 |
50% 50%
25%
A ¥
D Co Z
50%
— E Co

All of the membership interests held directly by Life Coin A Co,
B Co, C Co and E Co are virtual pooled superannuation trust assets.

A Co, B Co and C Co can be members of the same consolidated group
asLife Co because all of their membership interests are key interests
held directly by Life Co and are virtual pooled superannuation trust
assets.

D Co can be amember of the same consolidated group as Life Co
because al of its membership interests are held indirectly by Life Co
through more than one interposed entity (i.e. A Co and B Co) and all
the key interests in those interposed entities are virtual pooled
superannuation trust assets of Life Co.

E Co can be amember of the same consolidated group as Life Co
because:

e 25 per cent of its membership interests are key interests held
directly by Life Co and are virtual pooled superannuation trust
assets;

e 25 per cent of its membership interests are held indirectly by
Life Co through an interposed entity (i.e. C Co) and all the key
interests in that interposed entity are virtual pooled
superannuation trust assets of Life Co; and

e 50 per cent of its membership interests are held indirectly by
Life Co through more than one interposed entity and all the key
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interests in two of those interposed entities (i.e. A Co and B Co)
are virtual pooled superannuation trust assets of Life Co.

Risk policy liabilitieswhen a life insurance company joins a
consolidated group

6.66 Movements in the value of alife insurance company’s net risk
component of life insurance policies are reflected in the calculation of the
company’ s taxable income. The company must compare the value of its
net risk component of life insurance policies at the end of an income year
with the value of the net risk component of those policies at the end of the
previousincome year:

e Paragraph 320-15(1)(h) includes in the company’s
assessable income the amount of any decrease in the value of
the net risk component of life insurance policies over the
income year.

e  Section 320-85 allows the company to deduct the amount of
any increases in the value of the net risk component of life
insurance policies over the income year.

6.67 The amendments clarify that, for the income year in which alife
insurance company joins a consolidated group, the head company’s
opening value of the net risk component of life insurance policies reflects
the joining life insurance company’ s value of the net risk component of
life insurance policies at the joining time. [Schedule 6, item 21, section 713-511]

The head company does not already carry on life insurance business

6.68 Therefore, if the head company does not already carry on life
insurance business because no other member of the consolidated group is
alife insurance company, the head company’ s opening value of the net
risk component of life insurance policies for the income year in which
joining time occurs will be equal to the joining life insurance company’s
value of the net risk component of life insurance policies at the
joining time.
Example 6.5
The value of the net risk component of life insurance policies of alife
insurance company as at 30 June 2004 is $150 million. The company

joins aconsolidated group on 1 January 2005. At that time the value of
the net risk component of those policiesis $165 million.

If no other member of the consolidated group is alife insurance
company, the head company’ s opening value of the net risk component
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of lifeinsurance policies for the income year in which 1 January 2005
occurs will be $165 million.

The head company already carries on life insurance business

6.69 If the head company aready carries on life insurance business at
the joining time because, for example, another member of the group isa
life insurance company, the head company’ s opening value of the net risk
component of life insurance policies for the income year in which joining
time occurs will be the sum of:

e the head company’s value of the net risk component of life
insurance policies at the end of the income year prior to the
income year in which the joining time occurs; and

e thejoining life insurance company’s value of the net risk
component of life insurance policies at the joining time.

Example 6.6

If in Example 6.5 another member of the consolidated group isalife
insurance company, the head company’ s opening value of the net risk
component of life insurance policies for the income year in which

1 January 2005 occurs will reflect the joining life insurance company’s
value of the net risk component of life insurance policies at the joining
time.

Therefore, if the head company’ s closing value of the net risk
component of life insurance policies as at 30 June 2004 was

$90 million, its opening value of the net risk component of life
insurance policies for the income year in which 1 January 2005 occurs
will be $255 million (i.e. $90 million + $165 million).

Complying superannuation classes losses held by the joining life
insurance company

6.70 The taxable income of life insurance companiesis divided
into the complying superannuation class (which is taxed at arate of 15 per
cent) and the ordinary class (which istaxed at arate of 30 per cent).

6.71 Life insurance companies are required to segregate assets
(virtual pooled superannuation trust assets) that support complying
superannuation policies (section 320-170). Income derived on virtual
pooled superannuation trust assetsis included in the complying
superannuation class of taxable income (section 320-137). Tax losses of
the complying superannuation class are quarantined so that they can only
be applied against the complying superannuation class of taxable income
(section 320-141).
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6.72 Similarly, net capital losses relating to virtual pooled
superannuation trust assets are effectively quarantined so that they can
only be used to reduce future capital gains from virtual pooled
superannuation trust assets (section 320-125).

Complying superannuation class losses transferred to the head company

6.73 Generally, losses held by ajoining entity can be transferred to
the head company only if the rulesin Division 707 are satisfied. Those
rules broadly ensure that tax losses can be transferred to the head
company only if the joining entity could have deducted or applied those
losses in the period immediately before the transfer, assuming it had
sufficient income or gains of the relevant kind.

6.74 Therulesin Division 707 will not apply to any tax losses of the
complying superannuation class and net capital losses relating to

virtual pooled superannuation trust assets of alife insurance company that
joins a consolidated group. [Schedule 6, item 25, subsection 713-530(4)]

6.75 Rather:

e any tax losses of the complying superannuation class held
by alife insurance company that joins a consolidated group
will be regarded as being tax losses of the complying
superannuation class made by the head company for the
income year in which the joining time occurs and will be able
to be utilised by the head company in that income year; and

e any net capital losses from virtual pooled superannuation
trust assets held by a life insurance company that joins a
consolidated group will be regarded as being net capital
losses from virtual pooled superannuation trust assets made
by the head company for the income year in which the
joining time occurs and will be able to be utilised by the head
company in that income year.

[Schedule 6, item 25, subsections 713-530(1) to (3)]
Sep 5 of the allocable cost amount

6.76 Step 5in the table in section 705-60 reduces ajoining entity’s
ACA by certain losses that have not been utilised by the joining entity and
that accrued to the joined group before the joining time (section 705-100).
A lossistaken to have accrued to the joined group before the joining time
if, assuming that asit arose it was instead profit that was accruing, a
distribution of that profit would have been a distribution made to the
joined group out of profits that accrued to the joined group before the
joining time (subsection 705-90(8)).
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6.77 If tax losses of the complying superannuation class and net
capital losses relating to virtual pooled superannuation trust assets were
instead profits, those profits would be allocated to virtual pooled
superannuation trust policyholders (and therefore would not be available
as adistribution to the joined group). Therefore, step 5 in thetablein
section 705-60 does not apply to ajoining life insurance company’ s tax
losses of the complying superannuation class and net capital 1osses
relating to virtual pooled superannuation trust assets.

Sep 6 of the allocable cost amount

6.78 Step 6 in the table in section 705-60 reduces ajoining entity’s
ACA by an amount that reflects losses that are transferred to the joined
group under Subdivision 707-A. Asthe rulesin Division 707 will not
apply to any tax losses of the complying superannuation class and net
capital losses relating to virtual pooled superannuation trust assets of alife
insurance company that joins a consolidated group, step 6 will not apply
to reduce the joining life insurance company’s ACA by an amount that
reflects the losses transferred.

6.79 This outcome is appropriate because tax losses of the complying
superannuation class and net capital losses relating to virtual pooled
superannuation trust assets are already reflected in the value of virtual
pooled superannuation trust liabilities that is taken into account for
determining ajoining life insurance company’s ACA.

Losses held by certain lifeinsurance subsidiaries

6.80 A consolidated group generally consists of the head company
and all of its subsidiaries (sections 703-10 and 703-15). As outlined in
paragraphs 6.59 to 6.65, section 713-510 modifies this principle for
consolidated groups that include life insurance company members.

6.81 Generally, subject to certain conditions, losses held by ajoining
entity are transferred to, and can be used by, the head company

(Division 707). It is not appropriate to apply these rules to losses that
economically belong to life insurance company policyholders. Therefore,
to ensure that relevant policyholders are not disadvantaged, therulesin
Division 707 will be modified in respect of losses held by life insurance
subsidiaries where all of the membership interests are, directly or
indirectly through one or more interposed entities, virtual pooled
superannuation trust assets or segregated exempt assets of the joining life
insurance company.
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Modifications where the member ship interests in the life insurance
subsidiary are virtual pooled superannuation trust assets

6.82 Therulesin Division 707 will be modified where;

e alifeinsurance company becomes a member of a
consolidated group;

e at thesametime, asubsidiary entity that is, either directly or
indirectly through one or more interposed entities,
wholly-owned by the joining life insurance company, joins
the consolidated group; and

e al of the membership interests that the joining life insurance
company owns directly in the life insurance subsidiary or in
an interposed entity are virtual pooled superannuation trust
assets of the joining life insurance company.

[Schedule 6, item 25, paragraphs 713-535(1)(a) to (c)]

6.83 In these circumstances, any tax losses or net capital losses held
by the life insurance subsidiary at the joining time will be able to be
transferred to the head company only if the rulesin Subdivision 707-A are
satisfied. That Subdivision ensures that losses of an entity that joins a
consolidated group can be transferred to the head company at the joining
time only if, broadly, the entity could have utilised the loss had the entity
not become a member of the group.

6.84 If any tax losses or net capital losses held by the life insurance
subsidiary at the joining time can be transferred to the head company
under Subdivision 707-A, the rules in Subdivisions 707-B, 707-C and
707-D (which generaly apply to specify how losses can be utilised) will
not apply. [Schedule 6, item 25, subsection 713-535(3)]

6.85 Rather:

e any tax losses of the life insurance subsidiary will be
regarded as being tax losses of the complying superannuation
class made by the head company for the income year in
which the joining time occurs and will be able to be utilised
by the head company in that income year; and

e any net capital losses of the life insurance subsidiary will be
regarded as being net capital losses from virtual pooled
superannuation trust assets made by the head company for
the income year in which the joining time occurs and will be
able to be utilised by the head company in that income year.

[Schedule 6, item 25, paragraph 713-535(1)(d) and subsection 713-535(2)]
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Modifications where the member ship interests in the life insurance
subsidiary are segregated exempt assets

6.86 Therulesin Division 707 will also be modified where:

e alifeinsurance company becomes a member of a
consolidated group;

e at thesametime, asubsidiary entity that is, either directly or
indirectly through one or more interposed entities,
wholly-owned by the joining life insurance company, joins
the consolidated group; and

e al of the membership interests that the joining life insurance
company owns directly in the life insurance subsidiary or in
an interposed entity are segregated exempt assets of the
joining life insurance company.

[Schedule 6, item 25, subsection 713-540(1)]

6.87 In these circumstances, any tax losses or net capital losses held
by the life insurance subsidiary at the joining time cannot be utilised by

the subsidiary for an income year after the joining time. [Schedule 6, item 25,
subsection 713-540(2)]

6.88 Thiswill prevent the loss from being transferred to the head
company under Subdivision 707-A and therefore prevents the loss from
being utilised by the head company under Subdivisions 707-B, 707-C
and 707-D. This outcome is appropriate because income from segregated
exempt assets is non-assessabl e non-exempt income.

Life insurance subsidiaries affected by these maodifications cannot be
value donors

6.89 Subdivision 707-C of the ITAA 1997 generally limits the rate of
utilisation of losses transferred to the head company by, broadly,
specifying the available fraction that is worked out for a bundle of losses.
One factor that is taken into account to work out the available fraction for
abundle of losses is the modified market value of aloss entity.

6.90 Subdivision 707-C of the Income Tax (Transitional Provisions)
Act 1997 contains transitional provisions that increase the available
fraction by, broadly, allowing aloss entity to add the modified market
value of another entity (referred to as a value donor) to its modified
market value.
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6.91 Consequential amendments ensure that a life insurance
subsidiary whose losses become tax |osses of the complying
superannuation class or net capital losses from virtual pooled
superannuation trust assets of the head company because of

section 713-535 of the ITAA 1997 cannot be a value donor. [Schedule 6,
item 29, subparagraph 707-325(1)(ea)(i) of the Income Tax (Transitional Provisions)
Act 1997]

6.92 Similarly, alife insurance subsidiary that is unable to utiliseits
losses because of section 713-540 of the ITAA 1997 cannot be avalue

donor. [Schedule 6, item 29, subparagraph 707-325(1)(ea)(ii) of the Income Tax
(Transitional Provisions) Act 1997]

Time for making choices not affected by utilisation of complying
superannuation class losses

6.93 The application of various aspects of the transitional provisions
in Subdivision 707-C of the Income Tax (Transitional Provisions)

Act 1997 is based on the head company making a number of choices.
These choices must be made by the day on which the head company
lodges itsincome tax return for the first income year in which it utilises
transferred |osses.

6.94 Consequential amendments will ensure that the time for making
these choicesis not affected if the head company utilises losses that
become tax losses of the complying superannuation class or net capital
losses from virtual pooled superannuation trust assets because of

section 713-535 of the ITAA 1997. [Schedule 6, items 30 to 34, section 707-355
of the Income Tax (Transitional Provisions) Act 1997]

Franking surpluses held by life insurance subsidiaries

6.95 Generally, if ajoining entity’s franking account isin surplus at
the joining time, a debit equal to the amount of the surplusis made to the
joining entity’ s franking account (paragraph 709-60(2)(a)) and a credit for
that amount is made to the head company’ s franking account

(paragraph 709-60(2)(b)).

6.96 Difficulties arise with this treatment for entities that are
subsidiaries of life insurance companies because of the special rules that
apply to life insurance companies under the simplified imputation system.
Broadly, if alife insurance company receives a franked dividend, then the
simplified imputation system applies so that:

e tothe extent that the dividend relates to shareholders, the
life insurance company is entitled to a credit to its franking
account; and

e to the extent that the dividend relates to policyholders, the
life insurance company is entitled to arefundable tax offset.
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6.97 Modifications are required to ensure that the franking surplusis
applied to the head company in away that is consistent with the outcome
that would arise if the group did not consolidate.

6.98 Therefore, paragraph 709-60(2)(b) will not apply if:

e alifeinsurance company becomes a member of a
consolidated group;

e a the sametime, asubsidiary entity that is, either directly or
indirectly through one or more interposed entities, wholly or
partly owned by the joining life insurance company joins the
consolidated group; and

e thelifeinsurance subsidiary has asurplusin its franking
account just before the joining time.

[Schedule 6, item 25, subsections 713-545(1) and (2)]

6.99 Rather, a franking credit will be made to the head company’s
franking account in respect of part of the franking surplus and the head
company may be entitled to an immediate refundable tax offset for some
or all of the remaining franking surplus.

Credit to the head company’ s franking account

6.100 If thelifeinsurance subsidiary has afranking surplus, afranking
credit will be made to the head company’ s franking account. The amount
of the credit will be the amount of franking credit that would arise in the
life insurance company’ s franking account under item 5in thetablein
subsection 219-15(2) if:

o thelifeinsurance subsidiary made afranked distribution to
the life insurance company just before the joining time; and

e the amount of the franking credit on the distribution was
equal to the whole amount of the franking surplus.

[Schedule 6, item 25, subsections 713-545(3) and (4)]
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6.101 Thatis, broadly, the amount of the franking credit that will be
made to the head company’ s franking account will be that part of the
deemed franked distribution to the life insurance company that would be
attributable to shareholders.

Refundabl e tax offset

6.102  The head company may also be entitled to arefundable tax
offset for the income year in which the joining time occurs. The amount
of the tax offset will depend on the nature of the membership interestsin

the life insurance subsidiary. [Schedule 6, items 17 and 25, subsections 67-25(5)
and 713-545(5)]

Tax offset if membership interests are segregated exempt assets

6.103 If immediately before the joining time all the membership
interestsin the life insurance subsidiary are, directly or indirectly through
one or more interposed entities, segregated exempt assets of the life
insurance company, then the amount of the tax offset will be the amount
of the surplusin the franking account reduced by the amount of the
franking credit that is made to the head company’ s franking account as a
consequence of the deemed franked distribution to the life insurance
company. [Schedule 6, item 25, paragraph 713-545(5)(a)]

Example 6.7

A Coisawholly-owned subsidiary of alife insurance company that
joins a consolidated group. All of the membership interestsin A Co are
segregated exempt assets of the life insurance company.

A Co has afranking surplus of $1,000 in its franking account
immediately before the joining time. If A Co made a distribution to the
life insurance company that included the whole of the franking surplus,
no part of the distribution would be attributable to shareholders of the
life insurance company.

Therefore, no part of A Co’s franking surplus will be credited to the
head company’ s franking account. However, the head company will be
entitled to arefundable tax offset of $1,000.
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Tax offset if membership interests are virtual pooled superannuation trust
assets

6.104 If immediately before the joining time all the membership
interestsin the life insurance subsidiary are, directly or indirectly through
one or more interposed entities, virtual pooled superannuation trust assets
of the life insurance company, then the amount of the tax offset will be:

the amount of the surplus in the franking account reduced
by the amount of the franking credit that is made to the head
company's franking account as a consequence of the deemed
franked distribution to the life insurance company

X

the complying superannuation class tax rate (currently 15%)
divided by the ordinary class tax rate (currently 30%)

[Schedule 6, item 25, paragraph 713-545(5)(b) and subsection 713-545(6)]
Example 6.8

B Coisawholly-owned subsidiary of alifeinsurance company that
joins a consolidated group. All of the membership interestsin B Co are
virtual pooled superannuation trust assets of the life insurance
company.

B Co has afranking surplus of $1,200 in its franking account
immediately before the joining time. If B Co made a distribution to the
life insurance company that included the whole of the franking surplus,
no part of the distribution would be attributable to shareholders of the
life insurance company.

Therefore, no part of B Co’s franking surplus will be credited to the
head company’ s franking account. However, the head company will be
entitled to a refundabl e tax offset of $600.

(i.e. $1,200 x 15% + 30%)
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No tax offset if membership interests are ordinary assets

6.105 If immediately before the joining time, all the membership
interests in the life insurance subsidiary are assets other than segregated
exempt assets or virtual pooled superannuation trust assets of thelife

insurance company, then the amount of the tax offset will be nil. [Schedule
6, item 25, paragraph 713-545(5)(c)]

Example 6.9

C Coisawholly-owned subsidiary of alife insurance company that
joins aconsolidated group. All of the membership interestsin C Co are
assets other than segregated exempt assets or virtual pooled
superannuation trust assets of the life insurance company.

C Co has afranking surplus of $800 in its franking account
immediately before the joining time. If C Co made a distribution to the
life insurance company that included the whole of the franking surplus,
no part of the distribution would be attributable to shareholders of the
life insurance company.

Therefore, no part of C Co’s franking surplus will be credited to the
head company’ s franking account. Nor will the head company be
entitled to arefundable tax offset in respect of the franking surplus.

Sections 709-70 and 709-75 do not apply

6.106  Sections 709-70 and 709-75 clarify that if a credit or debit arise
in the franking account of a subsidiary member of a consolidated group
after the joining time, then that credit or debit arisesin the head
company’ s franking account.

6.107  Sections 709-70 and 709-75 will not apply to alife insurance
subsidiary. However, if the life insurance subsidiary receives a franked
distribution that would result in an amount being added to its franking
account if it was not a member of a consolidated group, the single entity
rule will ensure that the simplified imputation system will apply

appropriately to the head company in respect of the franked distribution.
[Schedule 6, item 25, section 713-550]

Amountsin relation to annuities held with a life insurance company by
another member of the consolidated group

6.108 A lifeinsurance policy that provides for an immediate annuity is
an exempt life insurance policy provided that the policy meets certain
conditions. Assets supporting liabilities under exempt life insurance
policies can be held in alife insurance company’ s segregated exempt
assets. Income generated on segregated exempt assets is non-assessable
non-exempt income.
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6.109  When the life insurance company makes an annuity payment,
the amount payable represents a discharge of liabilities and is paid directly
from the life insurance company’ s segregated exempt assets. Therefore,
the payment of an annuity does not cause any tax consegquences to arise
for the life insurance company.

6.110  In most cases, the holder of the annuity is taxed on the annuity
payments received in accordance with subsection 27H(1) of the

ITAA 1936. Subsection 27H(1) includes the annuity payments received,
reduced by the deductible amount, in ataxpayer’s assessable income. The
deductible amount effectively represents the capital component of the
annuity. Any unused deductible amount is referred to as the reduced
purchase price.

6.111  However, if the annuity contract is not held by an individual, the
annuity may be a qualifying security that istaxed under Division 16E of
Part 111 of the ITAA 1936. If the annuity is a qualifying security, the
holder of the annuity istaxed on an accruals basis — that is, the accrual
amount (worked out under section 159GQ) isincluded in the holder’s
assessable income. If a qualifying security istransferred (as defined in
section 159GP), a balancing adjustment isincluded in assessable income
or allowed as adeduction (section 159GS). A qualifying security is
transferred if, broadly, it is sold, assigned or disposed of in any way.

6.112 A difficulty arises with the operation of the current law if alife
insurance company is a member of a consolidated group and another
member of the group holds an immediate annuity policy with the life
insurance company. In these circumstances, the single entity rule will
apply so that liabilities under the policy will cease to be recognised as
exempt life insurance policy liabilities. Consequently, the head company
will have excess segregated exempt assets that, once identified, must be
transferred from the segregated exempt assets (subsections 320-235(1)
and 320-250(2)).

6.113  Ananomaly arises because the whole of the transfer value of the
assets (which will include a capital component of the annuity) will be
included in the head company’ s assessable income under

paragraph 320-15(1)(f). In addition, any annuity payments made between
the joining time and the time excess assets are transferred from the
segregated exempt assets will not be taxed appropriately.
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Circumstances in which modifications will apply

6.114  To overcome these concerns, modifications will apply if:

the fused entities—that is, alife insurance company and an
entity (the policyholder) holding an immediate annuity policy
— become members of the same consolidated group;

the immediate annuity policy was issued by thelife
insurance company to the policyholder prior to that time (the
fusion time); and

the head company of the group determines the total transfer
value of its segregated exempt assets and the amount of its
exempt life insurance policy liabilities (either at the fusion
time or at a subsequent time).

[Schedule 6, item 25, section 713-553]

Excess assets transferred from the segregated exempt assets

6.115  Thefirst modification will apply if:

the head company determines that it has excess segregated
exempt assets as at the determination time;

that excessis attributable to liabilities in respect of the
policyholder’ simmediate annuity policy that, because of the
single entity rule, are no longer recognised; and

as a consequence, the head company transfers under
subsection 320-235(1) or 320-250(2) assets having atransfer
value equal to the excess from its segregated exempt assets.

[Schedule 6, item 25, subsection 713-555(1)]

6.116  Inthese circumstances, the operation of Division 320 will be
modified so that paragraph 320-15(2)(f) (which includes the whole of the
transfer value of the assets in assessable income) will not apply to the
transfer. [Schedule 6, item 25, subsection 713-555(2)]
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6.117  Rather, if theimmediate annuity policy isnot a“‘qualifying
security’ (as defined in Division 16E of Part 111 of the ITAA 1936), the
head company’ s assessabl e income for the income year in which the
company transfers the policy assets will include the income component, if
any, of the amount transferred. The income component of the amount
transferred is the total transfer value of the assets transferred reduced by
the ‘reduced purchase price’ (as defined in subsection 27A(1) of the ITAA
1936, taking into account any annuity payments assessabl e under

section 713-560 to the head company in the period between the fusion

time and the determination time) of the annuity. [Schedule 6, item 25,
subsection 713-555(3)]

6.118 If theimmediate annuity policy is aqualifying security, the head
company will include in its assessable income, or will be able to deduct,
the amount of the balancing adjustment worked out under section 159GS
of the ITAA 1936 asif there had been atransfer of the qualifying security.
Any amounts assessable or deductible under section 713-560 to the head
company in the period between the fusion time and the determination time

must be taken into account in working out the balancing adjustment.
[Schedule 6, item 25, subsection 713-555(4)]

Annuity payments made between the fusion time and the determination
time

6.119  The second modification will apply if, when the fused entities
are both members of the consolidated group, there is a period (the gap)
between the fusion time and the earlier of:

e the determination time; or

e thetime at which the policyholder ceases to be a member of
the consolidated group.

[Schedule 6, item 25, subsection 713-560(1)]

6.120 Inthese circumstances, the operation of the single entity rule
will be modified so that liabilitiesin relation to the immediate annuity
policy continue to be recognised as exempt life insurance policy liabilities
during the gap. Thiswill ensure that, during the gap, assets in relation to
the policy can continue to be held in the head company’ s segregated
exempt assets. [Schedule 6, item 25, subsection 713-560(2)]
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6.121  Inaddition, the operation of Division 320 will be modified so
that, during the gap, the head company can transfer assets from its
segregated exempt assets to provide for immediate annuity payments that
arise under the terms of the policy. Any fees and charges that arisein
relation to the immediate annuity policy during the gap can continue to be
transferred from the head company’ s segregated exempt assets under
subsection 320-250(2). [Schedule 6, item 25, subsection 713-560(3)]

6.122  If the head company transfers assets (other than money) from its
segregated exempt assets under subsection 713-560(3), section 320-255
will apply to the asset in the same way as that section appliesto an asset
transferred under subsection 320 250(2). Consequently, for example, for
capital gains tax purposes the cost base of the asset transferred will be

reset at its market value at the time of transfer. [Schedule 6, item 25,
paragraph 713-560(4)(a)]

6.123  In addition, the head company will include in its assessable
income, or will be able to deduct, the amount that would have been
assessable or deductible to the policyholder if the fused entities were not

members of the same consolidated group during the gap. [Schedule 6,
item 25, paragraph 713-560(4)(b)]

6.124  If theimmediate annuity policy is not a qualifying security, the
head company’ s assessable income will include the amount that is derived
in the gap and would have been included in the policyholder’ s assessable
income if the life insurance company and the policyholder were not
members of the same consolidated group. That is, the head company’s
assessable income will include the transfer value of the assets transferred,
reduced by the deductible amount in relation to the annuity worked out

under section 27H of the ITAA 1936. [Schedule 6, item 25,
subsection 713-560(5)]

6.125 If theimmediate annuity policy isaqualifying security, the head
company will include in its assessable income, or will be able to deduct,
the amount attributable to the gap that would have been assessable or
deductible to the policyholder under section 159GQ of the ITAA 1936 if
the life insurance company and the policyholder were not members of the
same consolidated group. [Schedule 6, item 25, subsection 713-560(6)]
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Risk policy liabilities when a life insurance company leaves a
consolidated group

6.126  Asprevioudly discussed, movementsin the value of alife
insurance company’ s net risk component of life insurance policies are
reflected in the calculation of the company’ s taxable income. The
company must compare the value of its net risk component of life
insurance policies at the end of an income year with the value of the net
risk component of those policies at the end of the previousincome year:

e Paragraph 320-15(1)(h) includes in the company’s
assessabl e income the amount of any decrease in the value of
the net risk component of life insurance policies over the
income year.

e  Section 320-85 allows the company to deduct the amount of
any increases in the value of the net risk component of life
insurance policies over the income year.

6.127  For theincome year in which alife insurance company leaves a
consolidated group:

¢ the head company’s value of the net risk component of life
insurance policies at the end of the income year in which the
leaving time occurs reflects the leaving life insurance
company’ s value of the net risk component of life insurance
policies at the leaving time; and

e theleaving life insurance company’s opening value of the
net risk component of life insurance policies reflects the head
company’s value of the net risk component of those policies
at the leaving time.

[Schedule 6, item 25, section 713-565]
The head company ceasesto carry on life insurance business

6.128  Therefore, if the head company ceases to carry on life insurance
business because no other member of the consolidated group isalife
insurance company, the head company’ s value of the net risk component
of lifeinsurance policies as at the end of the income year in which leaving
time occurs will be equal to the leaving life insurance company’ s value of
the net risk component of life insurance policies at the leaving time.

6.129  For the subsequent income year, the head company’ s value of
the net risk component of life insurance policies at the end of the income
year in which the leaving time occurs will not include the leaving life
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insurance company’ s value of the net risk component of life insurance
policies at the leaving time (and therefore will be nil).

Example 6.10

The value of the net risk component of life insurance policies of the
head company of a consolidated group that has alife insurance
company member as at 30 June 2007 is $135 million. Thelife
insurance company leaves the consolidated group on 1 January 2008.
At that time the value of the net risk component of those policiesis
$125 million.

If no other member of the consolidated group is alife insurance
company:

o for the purpose of working out the amount that is assessable or
deductible in the income year in which 1 January 2008 occurs:

— the head company’ s value of the net risk component of
life insurance policies as at the end of that income year
will be $125 million; and

— theleaving lifeinsurance company’ s opening value of
the net risk component of life insurance policies for
that income year will be $125 million; and

o for the purpose of working out the amount that is assessable or
deductible in the subsequent income year, the value of the head
company’s net risk component of life insurance policies as at
the end of the income year in which 1 January 2008 occurs will
be nil.

The head company continues to carry on life insurance business

6.130 If the head company continues to carry on life insurance
business after the leaving time because, for example, another member of
the group is alife insurance company, the head company’ s value of the
net risk component of life insurance policies as at the end of the income
year in which leaving time occurs will be the sum of:

e the head company’s actual value of the net risk component
of life insurance policies at the end of the income year in
which the leaving time occurs; and

e theleaving life insurance company’ s value of the net risk
component of life insurance policies at the leaving time.

6.131  For the subsequent income year, the head company’ s value of
the net risk component of life insurance policies at the end of the income
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year in which the leaving time occurs will not include the leaving life
insurance company’ s value of the net risk component of life insurance
policies at the leaving time.

Example 6.11

If in Example 6.10 another member of the consolidated group isalife
insurance company, the head company’s closing value of the net risk
component of life insurance policies for the income year in which

1 January 2008 occurs will reflect the leaving life insurance
company’s value of the net risk component of life insurance policies at
the joining time. Therefore, if the head company’ s actual value of the
net risk component of life insurance policies as at 30 June 2008 is

$90 million:

o for the purpose of working out the amount that is assessable or
deductible in the income year in which 1 January 2008 occurs:

— the head company’s value of the net risk component of
life insurance policies as at the end of that income year
will be $215 million (i.e. $90 million + $125 million);
and

— theleaving life insurance company’s opening value of
the net risk component of life insurance policies for
that income year will be $125 million; and

o for the purpose of working out the amount that is assessable or
deductible in the subsequent income year, the head company’s
value of the net risk component of life insurance policies as at
the end of the income year in which 1 January 2008 occurs will
be $90 million.

Complying superannuation classlosses transferred to a leaving life
insurance company

6.132  Currently, section 713-530 applies when alife insurance
company leaves a consolidated group and, at the leaving time, no other
member of the group is alife insurance company. In those circumstances,
any tax losses of the complying superannuation class and net capital
losses relating to virtual pooled superannuation trust assets held by the
head company are transferred to the leaving life insurance company.
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6.133  Dueto structural changes to Subdivision 713-L, section 713-530
is relocated and renumbered (so that it becomes section 713-570). In
addition, the section is modified to clarify that:

e the section appliesto tax losses of the complying
superannuation class and net capital losses relating to
virtual pooled superannuation trust assets held by the head
company at the leaving time; and

e for the purposes of income years ending after the leaving
time:

— theleaving life insurance company had made the loss for
the income year in which the leaving time occurs and
will be able to utilise the loss in that income year; and

— the head company had not made the loss for the income
year in which the leaving time occurs and therefore will
not be able to utilise the loss in that income year.

[Schedule 6, item 25, section 713-570]

Modification of the tax cost setting rules when a life insurance company
leaves the consolidated group

6.134  Subdivision 713-L modifiesthetax cost setting rulesin
Division 705 for life insurance companies that join a consolidated group.
The modifications:

e specify certain assets to be retained cost base assets
(section 713-515); and

e gspecify the basis for valuing certain life insurance policy
liabilities of joining life insurance companies
(section 713-520).

6.135 When an entity leaves a consolidated group, it is necessary to
work out the old group’s ACA for the leaving entity (section 711-20).
Modifications similar to those that apply to alife insurance company that
joins a consolidated group will be made to the tax cost setting rulesin
Division 711 for life insurance companies that |eave a consolidated group.

Terminating val ue of assets used to support policyholders

6.136  Step 1 of the old group’s ACA relates to the terminating values
of the assets that the leaving entity takes with it (section 711-25).
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6.137  If theleaving entity is alife insurance company, the head
company’ s terminating value for an asset will be modified for assets that
are used to support policyholders. That is, for the purpose of applying
section 711-25 to alife insurance company that leaves a consolidated
group, the terminating value of an asset will be the asset’s ‘ transfer value’
(as defined in subsection 995-1(1)) at the leaving time if:

e theasset isavirtual pooled superannuation trust asset;
o theasset isasegregated exempt asset; or

e theassetisan asset held for the purpose of discharging
liabilities under the net investment component of ordinary
life insurance policies (other than policies that provide
participating benefits or discretionary benefits under life
insurance business carried on in Australia).

[Schedule 6, items 25 and 28, section 713-575 and the definition of ‘terminating value'
in subsection 995-1(1)]

Value of policyholder liabilities

6.138  Step 4 of the old group’s ACA relates to liabilities owed by the
leaving entity (section 711-45). The value of those liabilities under step 4
is generaly the value that is used for accounting purposes.

6.139  If theleaving entity isalife insurance company, the basis of
valuing the leaving entities policyholder liabilities will be modified so that
it is consistent with the basis that is used for valuing those liabilities for
other taxation purposes.

6.140 That s, for the purpose of applying section 711-45 to aleaving
entity that is alife insurance company:

e thevalue of the virtual pooled superannuation trust
liabilities of the leaving entity will be the amount worked out
under section 320-190 at the leaving time;

e thevalue of the exempt life insurance policy liabilities of the
leaving entity will be the amount worked out under
section 320-245 at the leaving time;

e thevalue of liabilities under the net risk component of life
insurance policies (for which the leaving entity will be able
to claim a deduction under section 320-80 after it ceases to
be a member of the consolidated group) will be the * current
termination value' (as defined in subsection 995-1(1)) of that
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component of those policies at the leaving time as calcul ated
by an actuary; and

o thevalue of liabilities under the net investment component
of ordinary life insurance policies of the leaving entity will
be the amount worked out under subsection 320-190(2) asiif
those liabilities were virtual pooled superannuation trust
liabilities at the leaving time.

[Schedule 6, item 25, section 713-580]
Structural changesto Subdivision 713-L

6.141  Asaconseguence of new rules being inserted for life insurance
companies that join or leave a consolidated group, Subdivision 713-L has
been restructured. Some consequential amendments are made to reflect
this restructuring and, where appropriate, to insert notes that refer to the

new modifications. [Schedule 6, items 18 to 20 and 22 to 25, sections 320-175,
320-230, 713-515, 713-520, 713-525 and 713-585]

General insurance companies

6.142  Part 5 of Schedule 6 will also clarify the taxation consequences
for general insurance companies that join or leave a consolidated group.
The special consolidation rules for general insurance companies will be

inserted into new Subdivision 713-M and will apply from 1 July 2002.
[Schedule 6, items 26 and 35, Subdivision 713-M of the I TAA 1997 and section 713-700
of the Income Tax (Transitional Provisions) Act 1997]

6.143  When ageneral insurance company joins a consolidated group,
the amendments:

e modify the tax cost setting rules to treat the goodwill asset
of ageneral insurance company that has demutualised as a
retained cost base asset;

e ensure that the head company’ s opening value of
outstanding claims liabilities reflects the joining general
insurance company’ s value of those liabilities; and

e ensurethat the head company’s opening value of its
unearned premium reserve reflects the joining general
insurance company’ s value of that reserve.

6.144  When agenera insurance company leaves a consolidated group,
the amendments:
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e ensure that the head company’s closing value of outstanding
claims liabilities reflects the leaving general insurance
company’ s value of those liabilities; and

e ensurethat the head company’s closing value of its unearned
premium reserve reflects the leaving general insurance
company’ s value of that reserve.

Goodwill asset of general insurance companies that have demutualised

6.145  Goodwill accruing to the group as a consequence of its
ownership and control of the joining entity is generally areset cost base
asset that is deemed to have been purchased by the head company at the
joining time. Consequently, the tax cost setting provisions will generally
result in goodwill having a cost base broadly equal to its market value.

6.146  Thisgeneral ruleis modified for the goodwill asset of ajoining
entity that is alife insurance company that has demutualised. In these
circumstances, the goodwill asset is treated as aretained cost base asset
provided that the ownership of the company has not changed between the
time of demutualisation and the time of joining a consolidated group
(paragraph 713-515(1)(c)).

6.147  Therationale for this modification is that Division 9AA of

Part |11 of the ITAA 1936 sets the cost base of demutualisation shares for
taxation purposes. As Division 9AA applies to both life insurance
companies and to general insurance companies, asimilar modification
needs to be made to the tax cost setting rules that apply when a general
insurance company joins a consolidated group.

6.148  Consequently, the goodwill asset of ajoining entity that isa
general insurance company that has demutualised will be a retained cost
base asset provided that the ownership of the company has not changed
between the time immediately after the company demutualised and the

time of joining a consolidated group. [Schedule 6, items 26 and 27,
subsections 713-705(1) and (2) and the definition of ‘retained cost base asset’ in
subsection 995-1(1)]

6.149 Thetax cost setting amount of a goodwill asset of a general
insurance company that has demutualised will be the value of the
company’ s goodwill worked out according to Australian accounting

practice at the time of demutualisation. [Schedule 6, item 26,
subsection 713-705(3)]
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Outstanding claims liabilities and unearned premium reserve when a
general insurance company joins a consolidated group

6.150 Specific rules for taxing general insurance companies are
contained in Division 321 in Schedule 2J to the ITAA 1936.

6.151  Division 321 ensures that movements in the value of a general
insurance company’ s outstanding claims liabilities and unearned premium
reserve are reflected in the calculation of the company’ s taxable income.
The company must compare the value of its outstanding claims liabilities
and unearned premium reserve at the end of an income year with the value
of those liabilities and that reserve at the end of the previous income year:

e Sections 321-10 and 321-50 include in the company’s
assessabl e income the amount of any decreases in the value
of the outstanding claims liabilities and unearned premium
reserve over the income year.

e Sections 321-15 and 321-55 alow the company to deduct
the amount of any increases in the value of the outstanding
claims liabilities and unearned premium reserve over the
income year.

6.152  The amendments clarify that, for the income year in which a
general insurance company joins a consolidated group:

¢ the head company’s opening value of outstanding claims
liabilities reflects the joining general insurance company’s
value of those liahilities at the joining time; and

¢ the head company’s opening value of its unearned premium
reserve reflects the joining general insurance company’s
value of that reserve at the joining time.

[Schedule 6, item 26, sections 713-710 and 713-715]

The head company does not already carry on general insurance business

6.153  Therefore, if the head company is not already carrying on
general insurance business because no other member of the consolidated
group isageneral insurance company:

e the head company’s opening value of outstanding claims
liabilities for the income year in which joining time occurs,
will be equal to the joining general insurance company’s
value of those liabilities at the joining time; and
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e the head company’s opening value of its unearned premium
reserve for the income year in which joining time occurs will
be equal to the joining general insurance company’ s val ue of
that reserve at the joining time.

Example 6.12

The value of the outstanding claims liabilities of a general insurance
company as at 30 June 2004 is $190 million. The value of its unearned
premium reserve at that time is $75 million.

The company joins a consolidated group on 1 January 2005. At that
time the value of the outstanding claims liabilities is $205 million and
the value of its unearned premium reserve is $60 million.

If no other member of the consolidated group is a general insurance
company, for the income year in which 1 January 2005 occurs:

e the head company’s opening value of the outstanding claims
ligbilitieswill be $205 million; and

e the head company’s opening value of its unearned premium
reserve will be $60 million.

The head company already carries on general insurance business

6.154  If the head company already carries on general insurance
business at the joining time because, for example, another member of the
group isageneral insurance company:

e the head company’s opening value of outstanding claims
liabilities for the income year in which joining time occurs
will be the sum of:

—  the head company’s value of those liabilities at the end
of theincome year prior to the income year in which the
joining time occurs; and

— thejoining general insurance company’s value of those
liabilities at the joining time; and

e the head company’s opening value of its unearned premium
reserve for the income year in which joining time occurs, will
be the sum of:

— the head company’ s value of that reserve at the end of
the income year prior to the income year in which the
joining time occurs; and
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— thejoining general insurance company’s value of that
reserve at the joining time.

Example 6.13

If in Example 6.12 another member of the consolidated group isa
general insurance company, the head company’s opening value of the
outstanding claims liabilities and the unearned premium reserve for the
income year in which 1 January 2005 occurs, will reflect the joining
general insurance company’ s value of those liabilities and that reserve
at the joining time. Therefore, for the income year in which

1 January 2005 occurs:

e if the head company’s closing value of outstanding claims
liabilities as at 30 June 2004 was $70 million, its opening value
of those liabilities will be $275 million

(i.e. $70 million + $205 million); and

o if the head company’s closing value of its unearned premium
reserve as at 30 June 2004 was $40 million, its opening value of
that reserve will be $100 million

(i.e. $40 million + $60 million).

Outstanding claims liabilities and unearned premium reserve when a
general insurance company leaves a consolidated group

6.155  The amendments also clarify that, for the income year in which
agenera insurance company leaves a consolidated group:

e the head company’svalue of outstanding claims liabilities at
the end of the income year in which the leaving time occurs,
reflects the leaving general insurance company’s value of
those liabilities at the leaving time;

e the head company’s value of the unearned premium reserve
at the end of the income year in which the leaving time
occurs, reflects the leaving general insurance company’s
value of that reserve at the leaving time;

e theleaving general insurance company’s opening value of
outstanding claims liabilities reflects the head company’s
value of those liabilities at the leaving time; and

¢ theleaving general insurance company’s opening value of
the unearned premium reserve reflects the head company’ s
value of that reserve at the leaving time.

[Schedule 6, item 26, sections 713-710 and 713-720]
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The head company ceases to carry on general insurance business

6.156 Therefore, if the head company ceasesto carry on general
insurance business because no other member of the consolidated group is
ageneral insurance company:

¢ the head company’svalue of outstanding claims liabilities at
the end of the income year in which leaving time occurs, will
be equal to the leaving general insurance company’ s opening
value of those liahilities for that income year; and

e the head company’svalue of its unearned premium reserve
at the end of the income year in which leaving time occurs,
will be equal to the leaving general insurance company’s
opening value of that reserve for that income year.

6.157  For the subseguent income year, the head company’ s value of
outstanding claims liabilities at the end of the income year in which the
leaving time occurs will not include the leaving general insurance
company’ s value of those liabilities at the leaving time (and therefore will
be nil). Similarly, the head company’ s value of its unearned premium
reserve at the end of the income year in which the leaving time occurs will
not include the leaving general insurance company’s value of that reserve
at the leaving time (and therefore will be nil).

Example 6.14

The value of the outstanding claims liabilities of the head company of
a consolidated group that has a general insurance company member as
at 30 June 2007 is $245 million. The value of its unearned premium
reserve at that time is $80 million.

The general insurance company leaves the consolidated group on

1 January 2008. At that time the value the outstanding claims liabilities
is $250 million and the value of the unearned premium reserveis

$70 million.

If no other member of the consolidated group is a general insurance
company:

o for the purpose of working out the amount that is assessable or
deductible in the income year in which 1 January 2008 occurs:

— the head company’s value of outstanding claims
liabilities as at the end of that income year will be
$250 million;
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— the head company’s value of its unearned premium
reserve as at the end of that income year will be
$70 million;

— theleaving general insurance company’s opening value
of outstanding claims liabilities for that income year
will be $250 million; and

— theleaving general insurance company’s opening value
of its unearned premium reserve for that income year
will be $70 million; and

o for the purpose of working out the amount that is assessable or
deductible in the subsequent income year, the value of the head
company’s outstanding claims liabilities and unearned premium
reserve as at the end of the income year in which
1 January 2008 occurs, will be nil.

The head company continues to carry on general insurance business

6.158 If the head company continues to carry on general insurance
business after the leaving time because, for example, another member of
the group is a general insurance company:

e the head company’svalue of outstanding claims liabilities at
the end of the income year in which leaving time occurs will
be the sum of:

— the head company’s actua value of those liabilities at
the end of the income year in which the leaving time
occurs; and

— theleaving general insurance company’s value of those
liabilities at the leaving time; and

e the head company’s value of its unearned premium reserve
at the end of the income year in which leaving time occurs
will be the sum of:

—  the head company’s actual value of that reserve at the
end of the income year in which the leaving time occurs;
and

— theleaving general insurance company’s value of that
reserve at the leaving time.
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6.159  For the subsequent income year, the head company’ s value of
outstanding claims liabilities at the end of the income year in which the
leaving time occurs, will not include the leaving general insurance
company’s value of those liabilities at the leaving time. Similarly, the
head company’ s value of its unearned premium reserve at the end of the
income year in which the leaving time occurs, will not include the leaving
general insurance company’ s value of that reserve at the leaving time.

Example 6.15

If in Example 6.14 another member of the consolidated group isa
general insurance company, the head company’s closing value of the
outstanding claims liabilities and the unearned premium reserve for the
income year in which 1 January 2008 occurs, will reflect the leaving
general insurance company’ s value of those liabilities and that reserve
at the leaving time. Therefore:

o for the purpose of working out the amount that is assessable or
deductible in the income year in which 1 January 2008 occurs:;

— if the actual value of the head company’s outstanding
clamsliabilities as at 30 June 2008 is $110 million, the
head company’s value of outstanding claims liabilities
as at the end of that income year will be $360 million

(i.e. $110 million + $250 million);

— if the actual value of the head company’s unearned
premium reserve as at 30 June 2008 is $35 million, the
head company’ s value of its unearned premium reserve
as at the end of that income year will be $105 million

(i.e. $35 million + $70 milliony);

— theleaving general insurance company’s opening value
of outstanding claims liabilities for that income year
will be $250 million; and

— theleaving general insurance company’s opening value
of its unearned premium reserve for that income year
will be $70 million; and

o for the purpose of working out the amount that is assessable or
deductible in the subsequent income year:

— thevalue of the head company’ s outstanding claims
liabilities as at the end of the income year in which
1 January 2008 occurs, will be $110 million; and
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the value of the head company’ s unearned premium reserve as at the
end of the income year in which 1 January 2008 occurs, will be
$35 million.

Application and transitional provisions

6.160  The amendments discussed in this chapter will take effect on

1 July 2002 (being the commencement date of the consolidation regime).
Having the amendments apply from this date will provide maximum
certainty and minimise therisk of arbitrary outcomes arising from alater
commencement date. [Schedule 6, item 1, application]

6.161  The commencement provisions for Subdivision 709-D were

inserted into the Income Tax (Transitional Provisions) Act 1997.
[Schedule 6, item 16, after Division 707 of the Income Tax (Transitional Provisions)
Act 1997]

Consequential amendments

6.162  Several consequential amendmentsinsert notesinto other areas
of the law which indicate that Subdivision 709-D modifies how these
other areas of the law operate. The laws allowing deductions for trusts are

where the mgjority of these notes are inserted. [Schedule 6, items 6 to 11,
subsections 266-35(1), 266-85(3), 266-120(1), 266-160(2), 267-25(1) and 267-65(1) in
Schedule 2F to the ITAA 1936]

6.163 A consequential amendment to section 12-5 updates the table
that lists particular types of deductions to include a deduction for a debt
that used to be owed to a member of a consolidated group by an entity

that used to be a member of the group. [Schedule 6, item 12, section 12-5, table
item headed ‘bad debts']

6.164  Two consequential amendments update the ITAA 1997 to
alow for Subdivision 709-D. One of these updates atable in
subsection 25-35(5) and the other inserts a note which indicates that

Subdivision 709-D modifies the operation of subsection 165-120(1).
[Schedule 6, items 13 and 14, subsection 165-5, table item headed ‘ bad debts']

6.165  Thedefinition of ‘test time' for the purposes of the same
business test in subsection 995-1(1) was modified to include a reference to
‘section 709-215'. [Schedule 6, item 15, subsection 995-1(1)]
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Chapter I
Simplified tax system roll-over

Outline of chapter

7.1 Schedule 7 to this Bill amends Division 328 of the Income Tax
Assessment Act 1997 (ITAA 1997) to ensure that the roll-over relief
available for partnerships under the uniform capital allowancesregimeis
also available in relation to depreciating assets allocated to simplified tax
system (STS) pools.

7.2 All references to legidative provisionsin this chapter are to the
ITAA 1997 unless stated otherwise.

Context of amendments

7.3 The STS, which commenced on 1 July 2001, was introduced as
aresult of recommendations in the Ralph Review of Business Taxation to
reduce the disproportionate tax compliance burden that falls on small
business. Thisaimis achieved by providing eligible small businesses with
simpler depreciation rules than under the uniform capital allowances
regime, a cash basis for recognising income and deductible expenses (see
Chapter 2 for changes to this component), and simple trading stock rules.

7.4 Subdivision 328-D provides the rules for capital allowances for
STStaxpayers. Broadly, an STS taxpayer allocates depreciating assets to
either ageneral STS pool or along life STS pool and treats each pool as a
single asset. The rates of depreciation are 30 per cent for the general STS
pool and 5 per cent for the long life STS pool. Assets with effective lives
of lessthan 25 years are allocated to the general STS pool while those
having effective lives of 25 years or more are allocated to the long life
STS pool. Thereis aso animmediate deduction for low-cost assets; that
is, assets whose costs are less than $1,000.

75 Under Division 40, the uniform capital allowances regime
alows deductions for the decline in value of a depreciating asset over the
asset’ s effective life. The Division provides a set of general rulesto
calculate the deduction to taxpayers for the notional decline in value of
most depreciating assets. It aso provides pooling mechanisms under
which small expenditures are pooled and taxpayers are given deductions
for the decline in value of the pool.
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7.6 Adjustments may be made to assessable income under the
uniform capital allowances (balancing adjustments — section 40-285)
when a balancing adjustment event occurs; for example, when a taxpayer
stops holding an asset (section 40-295). Subsection 40-295(2),
specifically, provides that a balancing adjustment event occurs for a
depreciating asset if:

e thereisachangein the holding of, or in the interests of
entitiesin, the asset;

e at least one of the entities that had an interest in the asset
before the change has an interest in it after the change; and

e theasset was held by a partnership either before or asa
result of the change.

7.7 Balancing adjustments are usually based on the difference
between the actual value of the asset at the time of the balancing
adjustment event and its adjusted value (Subdivision 40-D). Under certain
circumstances, either automatic roll-over relief (subsection 40-340(1)) or
optional roll-over relief (subsection 40-340(3)) is available to defer the
adjustment to assessable income until actual disposal of the asset.

7.8 Amendments made to Subdivision 328-D by Taxation Laws
Amendment Act (No. 2) 2004 (Act No. 20 of 2004) provide optional
roll-over relief in relation to depreciating assets where thereis a partia
change in the ownership of an asset held by a partnership operating in the
STS (section 328-240). Roll-over relief is only available where the entities
both before and after the change are partnerships. Roll-over relief for
partnershipsin the STS ensures that the transferor taxpayer ignores the
balancing adjustment amount at the time of the partnership change so that
no amount isincluded in its assessable income.

79 This measure extends roll-over relief under the STS regime by
removing the requirement that both entities, before and after the
ownership change, must be partnerships. Thiswill ensure that consistent
roll-over relief is available for depreciating assets under both the uniform
capital allowances and STS regimes.

7.10 This measure was announced by the Treasurer and the
Minister for Small Business in Press Release No. 36 of 11 May 2004.
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Summary of new law

711 Amendments will be made to Subdivision 328-D to ensure that
the optional roll-over relief available under subsection 40-340(3) is
available for depreciating assets held in STS pools.

7.12 Theroll-over relief currently provided under section 328-240
will be extended from balancing adjustment events occurring only as a
result of a change in the constitution of a partnership or in the interests of
the partnersto all balancing adjustment events occurring under
subsection 40-295(2); that is:

¢ wherethereisachangein the holding of, or in the interests
of entitiesin, the asset;

e &t least one of the entities that had an interest in the asset
before the change has an interest in it after the change; and

e theasset was a partnership asset either before the change or
becomes one as aresult of the change.

7.13 The extended roll-over relief will benefit STS taxpayers by
removing the balancing adjustment, or taxing point, that would otherwise
arisein relation to depreciating assets at the time the ownership change
occurs. Thiswill ensure that ataxable gain or losswill only arise upon
disposal of the depreciating assets. This amendment ensures that
consistent treatment applies to depreciating assets under the STS regime
compared with the uniform capital allowances regime.

7.14 The depreciation deductions for the declinein value of
depreciating assets will be split equally between the taxpayers who jointly
choose roll-over relief.
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Comparison of key features of new law and current law

New law Current law

Allows optional roll-over relief for Allows optional roll-over relief for

depreciating assets allocated to STS | depreciating assets where thereis a

pools where: partial change in the ownership of
e thereisachangein the the asset held by a partnership

holding of, or the interests of operating in the STS.
entitiesin, the asset;

e at least one of the entities that
had an interest in the asset
before the change has an
interest in it after the change;
and

e theasset was a partnership
asset either before the change
or becomes one as aresult of
the change.

Detailed explanation of new law

Extension of roll-over relief

7.15 Amendments are made to Subdivision 328-D to extend the
availability of optional roll-over relief under subsection 40-340(3) to
balancing adjustment events occurring in relation to depreciating assetsin
an STS pool under subsection 40-295(2); that is, when:

e achange occursin the holding of, or in interests of entities
in, the asset;

e at least one of the entities that had an interest in the asset
before the change has an interest in the asset after the change;
and

o the asset was a partnership asset either before or as aresult
of the change.

[Schedule 7, item 11, paragraph 328-243(1)(a)]
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7.16 This amendment ensures that roll-over relief is availableif there
is achange in business structure involving a partnership. For example, if a
sole trader takes on anew partner, roll-over relief will be available to
defer any adjustment to taxable income resulting from that balancing
adjustment event. Likewise, if a partner leaves a partnership and the
remaining partner carries on as a sole trader, roll-over relief will be
available. Roll-over relief continues to be available for changesin the
constitution of a partnership.

7.17 An amendment is made to paragraph 40-340(4)(b) which
specifies the natification procedures when roll-over relief is chosen. The
amendment ensures that the requirements for making a valid choice apply
to roll-over relief for assets depreciated under Subdivision 328-D as well
as under Division 40 [Schedule 7, item 2, paragraph 40-340(4)(b)]. These
notification requirements were previously contained in section 328-240;
however, this section has been repealed as a result of the extension of roll-
over relief [Schedule 7, item 9].

Conditions

7.18 To beeligible for the roll-over relief, deductions for the
depreciating assets must be calculated under Subdivision 328-D.
Therefore, the assets subject to the roll-over relief must be alocated to the
general STS pool or thelong life STS pool at the time of the balancing
adjustment event. [Schedule 7, item 11, paragraph 328-243(1)(b)]

7.19 It should be noted that when ataxpayer leavesthe STS,
depreciating assets that have been allocated to ageneral STS pool and a
long life STS pool continue to be depreciated under Subdivision 328-D
(section 328-220). This means that former STS taxpayers may choose
roll-over relief for depreciating assets alocated to an STS pool when a
balancing adjustment event occurs under subsection 40-295(2).

7.20 An amendment is also made to section 328-220 to clarify that
Subdivision 328-D appliesto atransferee who is either not eligible to
enter the STS or chooses not to. The transferee istreated asif they had
been an STS taxpayer and then ceased to be one. Thisis regardless of
whether roll-over relief is chosen. Therefore, the assets eligible for
roll-over relief continue to be allocated to an STS pool and depreciated
under Subdivision 328-D even though the transfereeis not an STS
taxpayer. [Schedule 7, item 7, subsection 328-220(3)]
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7.21 Roll-over relief is only availableif the entity or entities that had
an interest in the assets just before the balancing adjustment event (the
transferor) and those that have an interest in the assets just after the
balancing adjustment event occurred (the transferee) jointly choose the
roll-over relief. [Schedule 7, item 11, paragraph 328-243(1)(c)]

7.22 The condition contained in subsection 328-243(2) must also be
met for roll-over relief to apply [Schedule 7, item 11, paragraph 328-243(1)(d)].
Subsection 328-243(2) provides that all of the assets held by the transferor
and allocated to an STS pool immediately before the balancing adjustment
event occurred must be held by the transferee just after the balancing
adjustment event. In other words, roll-over relief cannot be used for some
of the assetsin an STS pool and not others, but must apply to all assetsin
an STS paool.

7.23 The conseguences of choosing roll-over relief are set out in
section 328-245.

Deductions for pooled assets

7.24 Deductions for pooled assets are calculated under

subsection 328-190(1) for general and long life STS pools and

section 328-210 for low pool values of less than $1,000. If roll-over relief
has been chosen, these deductions are apportioned between the transferor
and the transferee under section 328-247. Amendments are made to this
section to reflect the extension of the roll-over relief.

7.25 Section 328-247 appliesin relation to deductions for the income
year in which the balancing adjustment event occurred. Thisyear is

referred to as the balancing adjustment event year. [Schedule 7, item 12,
subsection 328-247(1)]

7.26 If there has been only one balancing adjustment event in the
balancing adjustment event year, the amount of the deduction available
under subsection 328-190(1) or section 328-210 is split equally between
the transferor and the transferee. However, if there are two or more
balancing adjustment events occurring for the entities in the balancing
adjustment event year and roll-over is chosen for each event, the amount

of the deduction is split equally between each of the entities concerned.
[Schedule 7, item 13, paragraph 328-247(1)(b)]
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Deductions for assetsfirst used in the balancing adjustment event year

7.27 Deductions for low-cost assetsin the income year in which the
asset isfirst used or installed ready for use are calculated under subsection
328-180(1). Deductions for pooled assets in the income year in which the
asset isfirst used or installed ready for use are calculated under subsection
328-190(2). If roll-over relief has been chosen, these deductions are split
equally between the transferor and the transferee under section 328-250.
Amendments are made to this section to reflect the extension of theroll-
over relief.

7.28 If the asset was first used or installed ready for use by the
transferor, the deduction available under either subsection 328-180(1) or
subsection 328-190(2) is split equally between the transferor and the
transferee if there has been only one balancing adjustment event in the
balancing adjustment event year. However, if there are two or more
balancing adjustment events occurring for the entities in the balancing
adjustment event year and roll-over is chosen for each event, the amount

of the deduction is split equally between each of the entities concerned.
[Schedule 7, item 14, paragraph 328-250(2)(b)]

7.29 If the asset isfirst used or installed ready for use by the
transferee, the transferor is not entitled to a deduction for the balancing
adjustment event year. However, if there are two or more balancing
adjustment events occurring for the entities in the balancing
adjustment event year and roll-over is chosen for each event, the
amount of the deduction available under either subsection 328-180(1)
or subsection 328-190(2) is split equally between each of the entities
that used the asset or had it installed ready for use. [Schedule 7, item 15,
subparagraph 328-250(3)(b)(ii)]

Deductionsfor cost addition amounts

7.30 Deductions are calculated under subsection 328-180(2) for the
second element (cost addition amounts) of the cost of low-cost assets. If
an STStaxpayer claimed a deduction for alow-cost asset in one income
year, and in alater income year included an amount of less than $1,000 in
the second el ement of the cost of the asset, an immediate deduction is
available for that amount. Deductions for cost addition amounts for
pooled assets are cal culated under subsection 328-190(3). If roll-over
relief has been chosen, these deductions are split equally between the
transferor and the transferee under section 328-253. Amendments are
made to this section to reflect the extension of the roll-over relief.
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7.31 If the expenditure was incurred by the transferor, the deduction
available under either subsection 328-180(2) or 328-190(3) for the
balancing adjustment event year is split equally between the transferor
and the transferee. However, if there are two or more balancing
adjustment events occurring for the entities in the balancing adjustment
event year and roll-over is chosen for each event, the amount of the

deduction is split equally between each of the entities concerned. [Schedule
7, item 16, paragraph 328-253(2)(b)]

7.32 If the expenditure was incurred by the transferee, the transferor
cannot deduct any amount for the expenditure in the balancing adjustment
event year. Instead, the transferee can claim the deduction for the
expenditure incurred in the balancing adjustment event year under either
subsection 328-180(2) or 328-190(3). However, if there are two or more
balancing adjustment events occurring for the entities in the balancing
adjustment event year and roll-over is chosen for each event, the amount

of the deduction is split equally between each of the entities concerned.
[Schedule 7, item 18, subparagraph 328-253(3)(b)(ii)]

Closing pool balance below zero

7.33 Subsection 328-215(2) includes an amount in assessable income
for a balancing adjustment event under certain circumstances. If a
depreciating asset is alocated to an STS pool and either:

e theclosing balance of the pool isless than zero; or

e thelow pool value deduction calculated under
subsection 328-210(2) is less than zero,

an amount isincluded in assessable income equal to the amount by which
the balance is less than zero. Under section 328-255, this amount is split
equally between the entities that have chosen roll-over relief. Amendment
is required to section 328-255 to reflect the extension of the roll-over
relief.

7.34 The amount included in assessable income under

subsection 328-215(2) is split equally between the transferor and the
transferee. However, if two or more balancing adjustment events have
occurred and roll-over relief has been chosen for each event, the amount
included in assessable income is split equally between each of the entities
concerned. [Schedule 7, item 19, paragraph 328-255(2)(b)]

Minor technical amendment

7.35 An amendment is made to paragraph 328-253(3)(b) to correct a
minor technical error. Paragraph 328-253(3)(b) refersincorrectly to
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‘subsection 328-180(1) or 328-190(2)'. Thisreference is removed and
replaced with the correct reference to * subsection 328-180(2) or
328-190(3)’. [Schedule 7, item 17, paragraph 328-253(3)(b)]

Application and transitional provisions
7.36 The amendments made by this Schedule will apply to

assessments for the income year following the income year in which this
Bill receives Roya Assent and later income years. [Schedule 7, item 20]

Consequential amendments

7.37 A number of consequential amendments are made to update
references to the extended roll-over relief provisions. These amendments
areto:

e note 2 to subsection 40-340(3) [Schedule 7, item 1];

e note to subsection 328-175(3) [Schedule 7, item 3];

e note to subsection 328-190(4) [Schedule 7, item 4];

¢ noteto section 328-200 [Schedule 7, item 5];

e note 3 to subsection 328-205(1) [Schedule 7, item 6];

e note to subsection 328-225(1) [Schedule 7, item 8]; and

e heading to section 328-243 [Schedule 7, item 10].
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Chapter 8

Family trust and interposed entity
elections

Outline of chapter

8.1 Schedule 8 to this Bill contains modifications to the law that
allow trustees to make family trust elections and interposed entity
elections at any time, in relation to earlier income years.

8.2 All references to legidative provisionsin this chapter are
references to the Income Tax Assessment Act 1936 (ITAA 1936) unless
otherwise stated.

Context of amendments

8.3 Under the current legislation afamily trust election cannot be
made unless the trust both passes the family control test and specifies an
individual whose family group is the subject of the election. A company,
trust or partnership is required to make an interposed entity election
before it can be included as part of afamily group. An interposed entity
election is relevant where members of the individual’s family do not have
fixed entitlements to al of theincome and capital of the interposed entity.
An entity only needsto make afamily trust election or an interposed
entity election once. A family trust election must be made by the trustee in
the trust’ sincome tax return for the income year from which the election
isto take effect. Once made and lodged the election remainsin place and
carries forward unless it can be revoked (only where a fixed trust has met
certain conditions) or the entity ceases to exist.

8.4 Schedule 8 maodifies the rules for making family trust elections
and interposed entity elections in response to concerns that the
requirements to make avalid family trust election are too inflexible. The
amendments aim to provide greater flexibility and remove the possibility
of any ongoing uncertainty surrounding when family trust elections and/or
interposed entity elections can be made.
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Summary of new law

8.5 Schedule 8 to this Bill contains rules that reduce compliance
costs and uncertainty for trustees by alowing them to make family trust
elections and/or interposed entity elections at any time in relation to an
earlier income year, provided certain conditions are met.

Comparison of key features of new law and current law

New law Current law

Entities may make written family Family trust elections can only be
trust elections and interposed entity made for the earliest year for which a
elections at any timeinrelation to an | tax return has not yet been lodged.
earlier income year. The election cannot be made for the
specified income year if it is made
after the entity’ s return for that year
has been furnished.

Detailed explanation of new law

8.6 Schedule 8 to this Bill contains rules that provide greater
flexibility and remove ongoing uncertainty by allowing entities to make
family trust elections and interposed entity elections at any time, in
relation to earlier income years. Family trust elections and interposed
entity elections allow entities to access certain concessions available
under the company and trust loss provisions and the imputation rules.

8.7 Current subsection 272-80(2) of Schedule 2F outlines the
conditions for making a family trust election. The subsection states that a
trust must make afamily trust election in its income tax return for the
specified year. Where the trustee is not required to furnish areturn for that
year, the family trust election must be written in an approved form; and be
submitted within two months after the end of the income year specified.

8.8 Current subsection 272-80(2) is repealed so that the only
condition on making afamily trust election isthat it must be in writing
and in the approved form. The approved form is defined in section 388-50

of Schedule 1 to the Taxation Administration Act 1953. [Schedule 8, item 1,
subsection 272-80(2)]
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8.9 The opportunity to elect an earlier income year is only available
to entities that have acted asif they were afamily entity. Entities will
satisfy this requirement if at all times from the beginning of the specified
income year until 30 June of the preceding income year in which the
election is made:

o theentity passesthe family control test; and

e any conferral of present entitlement or any actual
distributions of income or capital of the trust made by the
trustee during that period have been made to the individual
specified in the election or to members of that individual’s
family group.

[Schedule 8, item 2, subsection 272-80(4A)]

8.10 Broadly, atrust passes the family control test where the
individual specified in the family trust election or interposed entity
election (or amember of their family) satisfies certain requirements that
include the individual having control of the trust such as the beneficial
enjoyment or control of the capital or income of the trust or being able to
appoint or remove the trustee. A trust isonly afamily trust for that part of
an income year for which the family control test is satisfied.

8.11 A company or partnership that is the subject of an interposed
entity election passes the family control test if a group consisting of the
individual (or member of the individua’s family) specified in the family
trust election in relation to the interposed entity election have fixed
entitlements to more than 50 per cent of the income or capital of the
company or partnership.

8.12 A company, trust or partnership is required to make an
interposed entity electionif it isto beincluded as part of afamily group
specified under afamily trust election. Under the current law these
elections must be included in the entity’ s tax return for the income year
from which the elections are to have effect.

8.13 This Schedule amends the law in the same way as it does for
family trust elections and allows an entity to specify an earlier income
year than the one in which the election is made if:

¢ theentity passes the family control test for the whole part of
that earlier year; and

e any conferra of present entitlement or any actual
distributions of income or capital of the trust made by the
trustee during that period have been made to the individual
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specified in the election or to members of that individual’s
family group.

[Schedule 8, item 4, subsection 272-85(4A)]

8.14 An interposed entity election can be made at any time in relation
to an earlier income year so long asit isin writing and in the approved
form. [Schedule 8, item 3, subsection 272-85(2)]

Application and transitional provisions

8.15 The amendments apply to family trust elections and interposed
entity elections specifying the income year in which this Act receives
Royal Assent or alater income year.
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Chapter 9
Non-commercial loans

Outline of chapter

9.1 Part 1 of Schedule 9 to this Bill corrects atechnical defect in
Subdivision EA of Division 7A of the Income Tax Assessment Act 1936
(ITAA 1936), which deals with loans from trustees to shareholders of
corporate beneficiaries. The new rules will mean that aloan from a trustee
to a shareholder of a corporate beneficiary will not be treated as a deemed
dividend if the loan is repaid before the earlier of the due date for
lodgement or the date of lodgement of the trust’s income tax return for the
year in which the loan is made.

9.2 Part 2 of Schedule 9 to this Bill amends Division 7A to alow a
loan from a private company to be repaid or put on a commercial footing
before the ‘lodgement day’ in order to avoid the loan being treated as a
deemed dividend. The ‘lodgement day’ is the earlier of the due date for
lodgement and the date of lodgement of the private company’ s income tax
return for the income year in which the loan is made.

9.3 All referencesto legidlative provisionsin this chapter are
referencesto the ITAA 1936 unless otherwise stated.

Context of amendments

Treatment of loans from trustees

94 On 12 December 2002, the Treasurer announced in

Press Release No. 081 that the Government would amend section 109UB
which dealt with distributions from trusts. Subdivision EA was
subsequently introduced as part of Tax Laws Amendment (2004 Measures
No. 1) Act 2004 to replace section 109UB. This Act received Royal
Assent on 29 June 2004 and appliesto payments, loans and debts forgiven
on or after 12 December 2002.
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9.5 Broadly speaking, a deemed dividend will arise under
Subdivision EA where a private company is presently entitled to income
of the trust, but that income has been paid to a shareholder of that private
company in the form of a payment, loan or forgiven debt.

9.6 Asthelaw is currently drafted, where atrustee makesaloanto a
shareholder of a corporate beneficiary (or their associate), the deemed
dividend rules will not apply if the loan is put on acommercial footing
before the earlier of the due date for lodgement and the date of lodgement
of the trustee’ s return of income for the year of income of thetrust in
which the loan was made.

9.7 Due to atechnical oversight, the same extension of time does
not apply in relation to the repayment of aloan from atrusteeto a
shareholder of a corporate beneficiary (or their associate). This means
that, without the current amendment, if aloan is not repaid by the end of
the income year in which the loan is made the loan will be a deemed
dividend for the purposes of Division 7A. This was not the intention of
the amendments. The amendments to section 109XC in Part 1 of this Bill
will overcome this technical deficiency.

Treatment of loans from private companies

9.8 Changes to the treatment of loans from private companies were
announced as part of the small business measures within the 2004-05
Budget. These changes will align the treatment of |oans to shareholders of
private companies, with loans from trustees to shareholders of corporate
beneficiaries.

Summary of new law

Treatment of loans from trustees

9.9 The new rulesin Part 1 of Schedule 9 to this Bill will allow a
loan from atrustee to a shareholder (or their associate) of aprivate
company, to be repaid before the earlier of the due date for lodgement or
lodgement of the trust’ s income tax return for the year in which theloan is
made, in order to avoid the loan being treated as a deemed dividend for
the purposes of Division 7A.

Treatment of loans from private companies

9.10 The new rulesin Part 2 of Schedule 9 to this Bill will allow a
loan from a private company to a shareholder (or their associate), to be
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repaid or put on acommercial footing before the earlier of the due date for
lodgement or lodgement of a private company’sincome tax return for the
year in which the loan is made, in order to avoid the loan being treated as
adeemed dividend for the purposes of Division 7A.

Comparison of key features of new law and current law

New law Current law

If a shareholder of a private company
(or their associate) repays aloan
from atrustee before the earlier of
the due date for lodgement or the
lodgement of the trust’ s income tax

A shareholder of a private company
(or their associate) must repay aloan
from atrustee prior to the end of the
trust’s year of income for that
particular year, for the loan not be a

return for the year in which theloan | deemed dividend.
was made, the loan will not be a

deemed dividend.

If a shareholder (or their associate)
repays aloan from a private
company or puts the loan on a
commercial footing before the earlier
of the due date for lodgement or the
lodgement of the private company’s
income tax return for the year in
which the loan is made, the loan will
not be a deemed dividend.

A shareholder (or their associate) has
to repay aloan from aprivate
company or put the loan on a
commercial footing before the end of
the private company’s year of

income for the year in which the loan
was made, for the loan not to be a
deemed dividend.

Detailed explanation of new law

Treatment of loans from trustees

911 Where aloan isrepaid before the earlier of the due date for
lodgement and the lodgement of the trust’s return of income for the year

which the loan was made, it will not be treated as a deemed dividend.
[Schedule 9, Part 1, item 1, subsection 109XC(2A)]
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9.12 New subsection 109X C(2A) will only apply to loans made from
12 December 2002 to the end of the income year in which this Bill
receives Royal Assent. Amendments made to section 109D in Part 2 of
this Bill make new subsection 109X C(2A) redundant from the income
year that begins after this Bill receives Royal Assent.

9.13 Consequential amendments to subsections 109E(3) and
109N(1), discussed in paragraph 9.17, make current
subsections 109X C(3) and (5) redundant. [Schedule 9, Part 2, item 11]

Treatment of loans from private companies

9.14 Part 2 of Schedule 9 to this Bill amends Division 7A to dlow a
loan from a private company to a shareholder (or their associate) to be
repaid or put on acommercial footing before the private company’s
‘lodgement day’ for that income year in order to avoid the loan being
treated as a deemed dividend. [Schedule 9, item 4, paragraph 109D(1)(b)]

9.15 The ‘lodgement day’ for a private company’ s year of incomeis
the earlier of:

¢ the due date for lodgement of the private company’s return
of income for the year of income; and

e thedate of lodgement of the private company’ s return of
income for the year of income.

[Schedule 9, Part 2, items 3, 5 and 6, section 109D]

9.16 Where an amount of the loan has not been repaid before the
lodgement day for the year in which the loan was made, that amount is

deemed to be adividend paid by the private company to the sharehol der.
[Schedule 9, Part 2, item 4, subsection 109D(1AA)]

9.17 Consequential amendments are also made to

subsections 109E(3) and 109N(1) and section 109ZD to reflect the
extended time given to shareholders (or their associates) to repay the
loan or put it on acommercial footing. These amendments ensure that a
deemed dividend will not arise if aloan is repaid or put on acommercial
footing before the lodgement day. [Schedule 9, Part 2, items 7 to 10 and 12]

Application and transitional provisions

9.18 The amendment made by Part 1 of Schedule 9 to this Bill
appliesto loans made on or after 12 December 2002 (the application
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date for the amendments introduced in Tax Laws Amendment
(2004 Measures No. 1) Act 2004). [Schedule 9, Part 1, item 2]

9.19 The amendments made by Part 2 of Schedule 9 to this Bill apply
in relation to loans made in the 2004-05 year of income or alater year of
income. [Schedule 9, Part 2, item 13]
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Chapter 10
Technical corrections and amendments

Outline of chapter

10.1 Schedule 10 to this Bill makes technical corrections and
amendments to the taxation laws but generally does not make any
substantive changes.

Context of amendments

10.2 These minor corrections and amendments to the taxation laws
are part of the Government’ s ongoing commitment to improve the quality
of the taxation laws. They fix technical errors such as duplications of
definitions, missing asterisks from defined terms, incorrect numbering and
referencing and outdated guide material that detract from the readability
of the taxation laws and sometimes confuse or mislead readers.

Summary of new law

10.3 Schedule 10 makes minor technical corrections and amendments
to the taxation laws. Amendments encompass: repealing link notes and
duplicate definitions; correcting misdescribed amendments; ensuring that
defined terms are properly asterisked; and fixing incorrect, incomplete or
inconsistent referencing, numbering and wording. More substantive
amendments involve:

e updating and correcting non-operative guides, notes,
headings and examples;

merging two or three definitions of one term or similar terms
into single definitions;

deleting unnecessary definitions;

e amending an application provision so that it does what it
was intended to do when it was enacted;

relocating a Division; and

updating terminology, figures and definitions.
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104 The technical amendments will generally commence on
Royal Assent. However, some amendments will apply retrospectively for
the reasons set out in paragraphs 10.52 to 10.63.

Detailed explanation of new law

105 Amendments made by this Schedule fall into a number of
categories.

Deleting a definition where the same term is defined twice

10.6 Some terms are defined twice. The insertion of two definitions
for one term occurs because a defined term is needed for two tax measures
which are introduced into Parliament around the same time. Because one
measure cannot rely on Parliament enacting the other measure in time and
using that other measure’ s definition, both the measures may insert the
same or similar definitions for the one term. For example, there are two
definitions for the term ‘ government entity’ in the Income Tax Assessment
Act 1997 (ITAA 1997). Thefirst definition was inserted by the A New Tax
System (Tax Administration) Act 1999 and the second by the A New Tax
System (Tax Administration) Act (No. 2) 2000. The two definitions are
substantially the same. In each of these cases, one of the duplicate

definitions will be removed. [Schedule 10, items 210, 214, 216, 246, 261 and 262,
subsection 995-1(1) of the ITAA 1997, definitions of ‘group turnover’, ‘ non-compulsory
uniform’, ‘taxable supply’, ‘government entity’, and ‘participant’ and subsection 136(1)
of the Fringe Benefits Tax Assessment Act 1986, definition of ‘approved form’]

Merging multiple definitions of one term or similar terms into single
definitions

10.7 Sometimes aterm is defined more than once where a similar
ideaiis applied in different contexts. For example, there are currently

four definitions of ‘member’ in the ITAA 1997. The substance of the

four definitionsis different. However, the drafting approach used in
Augtralia’ stax laws insists on only one definition for each term but allows
for contextua differences. Thereforein each case the multiple definitions
will be replaced with one definition with the different contextual

meanings set out in separate paragraphs. [Schedule 10, items 45, 205, 212, 213
and 219 to 221, heading to section 34-15 and subsections 960-345(2) and 995-1(1) of the
ITAA 1997, definitions of ‘member’, ‘value' and ‘value of the business supplies']

Deleting an unnecessary definition

10.8 Section 124-520 of the ITAA 1997 defines ‘ company law’ for
the purposes of the entire Act. However, a definition is unnecessary
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because ‘ company law’ is only used in paragraphs 124-520(1)(a) and (b).
Amendments will repeal the definition of ‘company law’ in

subsection 124-520(2) and will replace the label ‘ company law’ in
paragraphs 124-520(1)(a) and (b) with its current meaning. The definition
of ‘company law’ in subsection 995-1(1) will also be repealed asit merely

refers the reader to subsection 124-520(2). [Schedule 10, items 99, 100, 102, 103
and 207, paragraphs 124-520(1)(a) and (b) and subsections 124-520(2) and 995-1(1) of
the ITAA 1997]

Fixing incorrect references to provisions

10.9 Some provisions refer to other provisions but use the wrong
cross reference. For example, section 195-1 of the A New Tax System
(Goods and Services Tax) Act 1999 lists provisions under which a goods
and services tax decreasing adjustment arises. One of the provisionsit lists
is section 132-15, which does not exist. The table states that the subject
matter of section 132-15 is ‘supplies of things acquired or imported to
make supplies . Thisisthe subject matter of section 132-5. Thetable
should therefore list section 132-5, and not section 132-15. In each case,

the incorrect reference will be corrected. [Schedule 10, items 1, 11, 13, 31, 33,
42, 88, 209, 232 and 260, subsection 29-15(2) and section 195-1 of the A New Tax
System (Goods and Services Tax) Act 1999, paragraphs 214A(2)(e) and 410(c) of the
ITAA 1936, subsections 27-10(1), 122-140(1), 820-617(1) and 995-1(1) of the ITAA
1997 and subsection 19(3) of the Superannuation Guarantee (Administration) Act 1992]

Fixing incorrect terminology

10.10  Sometimesthe ITAA 1997 usesincorrect terminology. For
example, subsection 995-1(1) defines ‘refund of income tax’ to have the
meaning given by section 205-35. However, section 205-35 does not
define ‘refund of income tax’. It defines ‘receives arefund of income tax’
instead. An amendment will replace the definition of ‘refund of income

tax’ in subsection 995-1(1) with one for ‘receives arefund of income tax’.
[Schedule 10, items 263 and 264, subsection 995-1(1) of the I TAA 1997]
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10.11  Another example of the incorrect use of terminology in the
ITAA 1997 isthe use of theterm ‘non-resident’ instead of ‘foreign
resident’. While the term ‘non-resident’ is used for the purposes of the
Income Tax Assessment Act 1936 (ITAA 1936), it has no meaning in the
ITAA 1997. ‘Foreign resident’ is the equivalent term for the ITAA 1997.
Amendments will replace references to ‘non-resident’ with ‘foreign

resident’ throughout the ITAA 1997. [Schedule 10, items 40, 41, 76 to 81, 115,
116, 118, 120, 123, 132 to 135, 150 to 155, 166, 184, 185, 208, 215, 217, 218, 239, 240
and 243, sections 12-5, 118-435, 118-500, 136-1, 136-5, 136-10, 136-25 and 180-1,
paragraphs 118-415(2)(a), 118-420(1)(a), 165-235(4)(a), 180-5(4)(a), 180-15(4)(a) and
320-37(1)(c), subsections 118-420(3), 165-1152C(3), 165-235(1), 165-235(4), 180-5(4),
180-15(4), 207-95(4), 320-37(2) and 995-1(1), subparagraphs 118-420(6)(b)(ii),
170-255(1)(d)(v), heading to Division 136 of the I TAA 1997, headingsto Subdivision
260-D and section 260-105 in Schedule 1 to the TAA 1953, paragraph 21-5(3)(b) of the
Venture Capital Act 2002]

10.12  There are other instances of the ITAA 1997 using incorrect

terminology which will also be amended. [Schedule 10, items 7, 8, 36 to 38, 47,
50, 53, 550 58, 61, 62, 65, 82, 84 to 87, 89 to 98, 101, 105 to 109, 112 to 114, 117, 119,
121, 122, 124, 125, 149, 156, 158, 160, 167, 168, 173, 174, 182, 183, 189 to 194 and 241,
paragraphs 80-90(a) and 80-95(a) of the A New Tax System (Goods and Services Tax)
Act 1999, subsections 4-15(2), 6-5(3), 6-10(5), 36-20(2), 104-160(5), 104-165(1), 104-
215(2), 104-230(7), 122-25(6), 122-25(7), 122-135(6), 122-135(7), 124-85(2), 124-795(1),
124-795(4), 124-870(3), 128-15(1), 128-25(2), 208-155(4), 396-75(2) and 405-50(5),
sections 104-5, 104-160, 104-165, 128-10, 136-1, 136-20, 136-40 and 202-10, paragraphs
104-215(1)(e), 118-515(1)(a), 124-70(3)(a), 124-295(7)(b), 124-300(7)(b), 124-365(4)(b),
124-375(4)(b), 124-450(4)(b), 124-460(4)(b), 136-5(a), 202-20(a), 204-30(8)(a), 208-
40(1)(a), 208-40(4)(a), 208-155(3)(a), and 220-215(1)(c), subparagraphs 124-240(f)(ii),
124-245(e)(ii), 124-520(1)(e)(ii), 124-795(5)(b)(ii), 170-255(1)(d)(i), 220-605(1)(c)(i),
376-5(2)(d)(ii), 376-15(1)(a)(ii) and 376-50(a)(i) and heading to Subdivision 136-B of
the ITAA 1997 and paragraph 260-105(1)(a) to the TAA 1953]

Inserting missing asterisks before defined terms

10.13  Most defined termsin more recent tax laws are identified by an
asterisk appearing at the start of the term (e.g. ‘*business'). A footnote on
each page of the Act refers readers to the Dictionary for definitions which
are marked with an asterisk. Some defined terms have not been identified
by an asterisk. In such cases, amendments will insert asterisks. For
example, in paragraphs 124-70(1)(a) and (2)(a) of the ITAA 1997, an
asterisk isto be inserted before the term ‘foreign law’ . [Schedule 10,

itemns 15, 44, 46, 74, 104, 127, 186 to 188, 195, 196, 204 and 233 to 236,

subparagraph 5-15(1)(a)(ii) of the A New Tax System (Wine Equalisation Tax)

Act 1999, section 703-25, subsections 34-10(1), 34-25(1), 328-375(2) and

(3), 328-380(1), 721-15(2), subparagraph 116-30(3)(a)(ii) and

paragraphs 124-710(1)(a), 124-710(2)(a), 152-25(1)(a), 328-375(1)(a), 960-345(1)(a) of
the ITAA 1997 and subsections 12-60(1) and 12-315(1) and paragraphs 12-47(c) and
12-155(a) in Schedule 1 to the TAA 1953]

10.14  Because a proposed amendment in this Schedule will replace the
definition of ‘refund of income tax’ with ‘receives arefund of income tax’
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in subsection 995-1(1) of the ITAA 1997 (see paragraph 10.10), asterisks

will be inserted before the term ‘receives arefund of income tax’. [Schedule
10, items 249 to 257 and 259, section 210-120, subsections 205-50(2) and (3), 210-150(2)
and (3) and paragraphs 214-45(1)(a), 214-45(2)(a), 214-105(1)(b), 214-150(4)(a), 705-
90(4)(a) and (9)(a)of the ITAA 1997]

Fixing a technical defect

10.15  Subsection 975-100(1) of the ITAA 1997 and subsection 432(2)
of the ITAA 1936 define ‘in existence' by reference to acompany’s
incorporation. Companies for the purposes of the taxation laws do not
need to be incorporated. So, under these definitions, companies which are
not incorporated (such as unincorporated associations), literally can never
be ‘in existence'. Thisisan unintended consequence.

10.16  Further, the definition of ‘in existence' inthe ITAA 1997
incorporates the concept of corporate dormancy contained in the company
law. The concept of ‘ corporate dormancy’ was removed from Australia’' s
company law in 1998.

10.17  Amendments will repeal section 975-100 of the ITAA 1997 as
well asthe reference to ‘in existence’ in subsection 995-1(1) of that Act
and subsection 432(2) of the ITAA 1936 [Schedule 10, items 34, 206 and 211,
subsection 432(2) of the I TAA 1936, section 975-100 and subsection 995-1(1) of the
ITAA 1997]. An amendment will also repeal the definition of ‘in existence’
in the A New Tax System (Goods and Services Tax) Act 1999, which refers
tothe ITAA 1997 definition of ‘in existence'. As a consequence,
companies will be ‘in existence' if they exist within the ordinary meaning
of that expression. Apart from correcting the unintended consequence
mentioned in paragraph 10.15, this isthe meaning given by the provisions
being removed. [Schedule 10, item 14, section 195-1 of the A New Tax System
(Goods and Services Tax) Act 1999]

10.18 Therepea of section 975-100 will require the removal of
asterisks from ‘in existence’ in the ITAA 1997 and the A New Tax System
(Goods and Services Tax) Act 1999 [Schedule 10, items 3 to 5, 136 to 138, 140
to 143 and 145 to 148, subsections 60-5(1) and 60-20(1) and paragraph 60-15(1)(a) of
the A New Tax System (Goods and Services Tax) Act 1999, subsections 170-30(1), (2)
and (4), 170-32(4) and (5), 170-130(1) and (2), 170-130(4), 170-132(4) and (5),
170-133(2) and (3) and paragraphs 170-210(1)(e), 170-210(2)(f), 170-215(1)(e),
170-215(2)(f), 170-220(1)(e), 170-220(2)(f), 170-225(1)(e) and 170-225(2)(f) of the
ITAA 1997]. An amendment will also remove areferencein the ITAA 1936
to ‘in existence’ within the meaning of the ITAA 1997. The repeal of
subsection 432(2) of the ITAA 1936 will involve removing cross
references to section 432 and subsection 432(2). [Schedule 10,

items 20, 28 and 35, paragraph 23AH(12)(b), subsection 159GZZT(1) and
subparagraph 437(2)(c)(ii) of the ITAA 1936]
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Deleting asterisks from terms which do not require an asterisk

10.19  Some defined terms have been incorrectly marked with an
asterisk. Items 7 and 17 in the table of section 109-55 of the ITAA 1997
contain the defined and asterisked terms * * prospecting or mining
entittement’, ‘*CGT event’, **100% subsidiary’ and ‘*wholly owned
group’. Because section 109-55 is non-operative guide material, the
defined terms should not be asterisked (see subsection 2-15(2) of the
ITAA 1997). Amendments will remove the asterisks from these defined
terms. [Schedule 10, items 67 and 68, section 109-55 of the | TAA 1997]

10.20 Theterms‘Australian resident’ and ‘company’ are also
incorrectly marked with an asterisk throughout the ITAA 1997.

Although ‘Australian resident’ and ‘ company’ are defined terms, they
are on the list of terms that occur too frequently to need an asterisk

(see subsection 2-15(3) of the ITAA 1997). Amendments will remove the

asterisks in these cases. [Schedule 10, items 54, 59, 60, 63, 75, 157, 159,

161 to 165, 169 to 172, 175 to 180 and 197 to 203, sections 205-30 and 208-215,
subsections 104-160(1), 104-165(1), 204-25(4) to (6), 208-45(2), 208-80(2), 960-60(1),
960-80(1) and 960-90(1), paragraphs 104-165(3)(b), 104-215(2)(a), 118-37(4)(a),
202-15(c), 205-25(1)(a), 207-75(a) and (b), 208-45(1)(a), 208-155(2)(a),

208-205(a), 208-235(a), 208-240(b), 215-10(1)(a) and 960-140(a) and
subparagraphs 205-25(1)(a)(i) and 215-10(2)(a)(ii) of the ITAA 1997]

10.21  Because a proposed amendment in this Schedule will replace the
definition of ‘refund of income tax’ with ‘receives arefund of income tax’
in subsection 995-1(1) of the ITAA 1997 (see paragraph 10.10), asterisks

will be removed from the term ‘refund of income tax’. [Schedule 10, items
249 to 257 and 259, section 210-120, subsections, 205-50(2) and (3) and 210-150(2) and
(3) and paragraphs 214-45(1)(a), 214-45(2)(a), 214-105(1)(b), 214-150(4)(a), 705-
90(4)(a) and (9)(a) of the ITAA 1997]

10.22  ‘Decreasing adjustment’ in section 132-5 of the A New Tax
System (Goods and Services Tax) Act 1999 is also incorrectly marked by
an asterisk. Because section 132-5 defines ‘ decreasing adjustment’, the
term should not be marked by an asterisk but should bein bold italics.
An amendment will remove the asterisk and put ‘ decreasing adjustment’

in bold italics. [Schedule 10, item 10, subsection 132(1) of the A New Tax System
(Goods and Services Tax ) Act 1999]

Updating references to repealed law

10.23  Some provisions refer to repealed law. For example,
paragraphs 69-5(3)(h) and 69-5(3)(i) of the A New Tax System (Goods
and Services Tax) Act 1999 refer to the repealed Division 4A of Part 111 of

the ITAA 1936. References to repealed law will be removed. [Schedule 10,
items 6 and 21, paragraphs 69-5(3)(h) and (i) of the A New Tax System (Goods and
Services Tax) Act 1999 and section 24AL of the I TAA 1936]
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10.24  Paragraph 35(1)(b) of the Product Grants and Benefits
Administration Act 2000 refers to section 36 which has now been
repealed. Section 36 dealt with the penalty for making false and
misleading statements. The relevant provision dealing with false and
misleading statements is now subsection 284-75(1) in Schedule 1 to the
Taxation Administration Act 1953 (TAA 1953). ‘ Section 36" will be

replaced with' subsection 284-75(1) in Schedule 1 to the TAA 1953'.
[Schedule 10, item 231, paragraph 35(1)(b) of the Product Grants and Benefits
Administration Act 2000]

10.25 Inanother case, subsection 6(1) of the ITAA 1936 refersto a
repealed definition of ‘insurance funds'. The definition is still necessary
for the operation of the provision so the repealed definition of ‘insurance

funds’ will be inserted directly into subsection 6(1). [Schedule 10, item 19,
subsection 6(1) of the ITAA 1936, definition of ‘insurance funds']

Fixing incorrect numbering of provisions and Divisions

10.26  Some provisions are not in the correct numerical sequence. This
typically occurs when two Bills are introduced into Parliament around the
same time or are enacted in an unanticipated order. For example, there are
two sections numbered 118-315in the ITAA 1997. In each case, the

ordering and numbering of the provisionsis corrected. [Schedule 10, items 23
to 27, 48, 181, 223, 237, 238 and 247, sections 63CA, 63CB and 63CC and

subsection 63CA(1) of the ITAA 1936, section 118-315, subsection 40-430(3) and
Division 218 of the | TAA 1997, Subdivision 175-C of the Income Tax (Transitional
Provisions) Act 1997 and subsections 18-75(3) and (4) in Schedule 1 to the TAA 1953]

Changing an inappropriate heading

10.27  Some headingsin the taxation laws are inappropriate. For
example, the heading to Subdivision 152-C in the ITAA 1997 does not
accurately reflect the content of the Subdivision. The heading of
Subdivision 152-C reads ‘ Applying the small business concessions which
ismisleading, as Subdivision 152-C mainly covers the small business
50% reduction. It is aso inconsistent with the style of the other two
Subdivision headings dealing with small business concessions. The more
appropriate heading ‘ Small business 50% reduction’ will replace
*Applying the small business concessions'. This heading change may
make it difficult to find the rule contained in section 152-215, so
amendments will also insert the rule into the other two Subdivisions
dealing with small business concessions. Other amendments will fix other

inappropriate headings in the taxation laws. [Schedule 10, items 43, 66,

128 to 131 and 222, heading to Subdivision 27-B, heading to section 104-250, heading
to Subdivision 152-C, sections 152-215, 152-330 and 152-430 of the I TAA 1997 and the
heading to Subdivision 104-J of the Income Tax (Transitional Provisions) Act 1997]
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Fixing grammatical errors

10.28  Amendments will fix two grammatical errorsin section 125-80
of the ITAA 1997. Thefirst error is the position of acommain subsection
125-80(7). The other error isin the note to subsection 125-80(7) which
reads ‘ dispose your interests’ when it should read * dispose of your

interests'. Amendments fix these errors. [Schedule 10, items 110 and 111,
subsection 125-80(7) of the I TAA 1997]

Updating non-operative guide material, notes and examples

10.29  Some non-operative parts of the ITAA 1997, such as guide
material, notes and examples, no longer accurately reflect the content of
operative provisions. While this material is non-operative, it may be used
for limited purposes in interpreting operative provisions. Therefore it
should be updated. For example, the guide material in section 152-5 says
that the only small business concession available for CGT events J2 and
J3 isthe small businessroll-over. Since the insertion of this guide
material, the Taxation Laws Amendment Act (No. 7) 2000 also made the
small business retirement exemption available for CGT events J2 and J3
but did not amend the guide. Amendments will update this guide material

and other outdated guides, notes and exampl es. [Schedule 10, items 39, 49,
51, 64, 69 to 73, 126, 139 and 144, sections 11-55, 109-60, 112-45, 112-97 and 152-5,
subsections 102-5(1), 104-47(5), 104-215(5), 170-115(1) and 170-140(2) of the
ITAA 1997]

Repealing link notes

10.30 Thelink notesin the ITAA 1936, the ITAA 1997, the Income
Tax (Transitional Provisions) Act 1997, the TAA 1953 and the Venture
Capital Act 2002 are no longer necessary and will be removed. Thiswill
involve consequential amendments to section 2-30 of the ITAA 1997,
which refersto link notes, and the repeal of the definition of ‘link note’ in

subsection 995-1(1) of the same Act. [Schedule 10, items 270 to 276, link notes
in the ITAA 1936, the ITAA 1997, the Income Tax (Transitional Provisions) Act 1997,
the TAA 1953 and the Venture Capital Act 2002 and section 2-30 and

subsection 995-1(1) of the ITAA 1997]

10.31  Link notes areincluded at the end of one group of provisionsto
indicate the number of the next provision where thereisagap in the
numerical sequence. They are also used to indicate the end of a Guide.
Link notes were introduced to assist users with the new numbering system
in the taxation Acts. As the new numbering system and the use of guides
has been in place for some time and users are now familiar with them, link
notes are no longer necessary. Maintaining the link notes has proved to be
aburden for drafters and the source of frequent mistakes.
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Updating terminology where an Act uses an outdated term

10.32  The taxation laws sometimes use outdated terms. For example,
paragraph 59(2)(a) of the Petroleum Resour ce Rent Tax Assessment

Act 1987 uses the term ‘in the form provided or authorised by the
Commissioner’ to authorise the Commissioner of Taxation
(Commissioner) to set the format required for lodgements of returns,
applications, etc. The modern standard term used throughout the taxation
laws for such authorisationsis ‘in the approved form'’. That term is
defined in section 388-50 in Schedule 1 to the TAA 1953. The
amendment will replace the outdated wording with the standard term and
insert areference in section 2 of the Petroleum Resource Rent Tax
Assessment Act 1987 to the definition of ‘approved form’ in the

TAA 1953. Amendments will also update other outdated terminology in

the taxation laws. [Schedule 10, items 22, 32, 52, 83 and 225 to 229,

paragraphs 47(2B)(b) and 262A(5)(b) of the ITAA 1936, subsection 104-135(6) and
paragraph 121-25(4)(b) of the I TAA 1997, section 2, subsections 45A(6) and 45B(6) and
98(1) and paragraph 59(2)(a) of the Petroleum Resource Rent Tax Assessment

Act 1997]

10.33 A transitional rule will provide that forms approved before the
commencement of the updating of terminology to ‘approved form’ will
continue to have effect after that commencement as if they had been

approved under section 388-50 in Schedule 1 to the TAA 1953. [Schedule
10, item 230]

Misdescribed amendments

10.34  Some amending Acts misdescribed amendments they sought to
make to other Acts. Consequently, most of these misdescribed
amendments failed.

10.35 Item 6in Schedule 21 to the New Business Tax System
(Consolidation and Other Measures) Act (No. 1) 2003 attempted to amend
anote after subsection 705-35(1) of the ITAA 1997. The amendment
failed because it referred to ‘ subsection 705-35 instead of to ‘ subsection
705-35(1)’. * Subsection 705-35" will be replaced by ‘ subsection 705-

35(1)’. [Schedule 10, item 266, item 6 in Schedule 21 to the New Business Tax System
(Consolidation and Other Measures) Act 2003]

10.36  Item 85 in Schedule 2 to the A New Tax System (Pay As You
Go) Act 1999 attempted to amend subsection 12A(1) of the

Taxation (Interest on Overpayments and Early Payments) Act 1983 by
inserting ‘section 163AA, section 170AA’ after ‘under’ in
subparagraph 12A(1)(a)(i). The amendment failed because it did not
specify after which ‘under’ the insertion should go. ‘Under’ will be

replaced by ‘under (last occurring)’. [Schedule 10, item 244, item 85 in
Schedule 2 to the A New Tax System (Pay As You Go) Act 1999]
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10.37  Item 16 in Schedule 4 to the Energy Grants (Credits) Scheme
(Consequential Amendments) Act 2003 states ‘repeal the definition’. A
literal reading would repeal the entire definition of ‘exciselaw’ in the
Excise Act 1901. However, the intention, as shown by the heading of
item 6 — ‘ Subsection 159(6) (paragraph (c) of the definition of excise
law)’, was to repeal only paragraph (c) of the definition. ‘ Definition’ will
be replaced by ‘ paragraph’. [Schedule 10, item 245, item 16 in Schedule 4 to the
Energy Grants (Credits) Scheme (Consequential Amendments) Act 2003]

10.38  Item 3 in Schedule 7 to the New Business Tax System
(Consolidation and Other Measures) Act 2003 attempted to replace the
definition of ‘previous capital losses, deductions or trading stock’ in
subsection 165-115BB(2) of the ITAA 1997. The amendment failed
because it referred to the definition of ‘residual unrealised net loss' when
it should have referred to the definition of ‘ previous capital losses,
deductions or trading stock losses’. The definition of * previous capital
losses, deductions or trading stock losses will be changed as intended by

the previoudly attempted amendment. [Schedule 10, items 224 and 248, item 3in
Schedule 7 to the New Business Tax System (Consolidation and Other Measures) Act
2003 and subsection 165-115BB(2) of the ITAA 1997]

10.39 Someitemsin Schedule 5 to the Taxation Laws Amendment
(Company Law Review) Act 1998 failed because their commencement was
linked to the commencement of the Taxation Laws Amendment Act (No.

7) 1997 which never came into existence with that short title.

An amendment will insert the intended commencement date into
subsection 2(2) of the Taxation Laws Amendment (Company Law Review)

Act 1998. [Schedule 10, item 267, subsection 2(2) of the Taxation Laws Amendment
(Company Law Review) Act 1999]

10.40 Item 2in Schedule 4 to the Taxation Laws Amendment
(Research and Devel opment) Act 2001 attempted to amend

paragraph 73C(3)(b) of the ITAA 1936 but failed because it referred to
paragraph 73(3)(b), which does not exist, instead of paragraph 73C(3)(b).
‘Paragraph 73(3)(b)’ will be replaced by ‘ paragraph 73C(3)(b)’ . [Schedule
10, item 268, item 2 in Schedule 4 to the Taxation Laws Amendment (Research and
Development) Act 2001]

1041 Items6 and 7 in Schedule 1 to the Taxation Laws Amendment
Act (No. 5) 2002 attempted to insert a note at the end of the definition of
‘value of an item of trading stock’ in subsection 995-1(1) of the

ITAA 1997. This amendment failed because there was no definition of
‘value of an item of trading stock’, only a definition of ‘value'. The note

intended by the misdescribed amendment will be inserted. [Schedule 10,
items 221 and 242, subsection 995-1(1) of the I TAA 1997, items6 and 7 in Schedule 1 to
the Taxation Laws Amendment Act (No. 5) 2002]
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1042 Item9inthetablein subsection 2(1) of the Tax Laws
Amendment (2004 Measures No. 2) Act 2004 provides that item 104 in
Schedule 1 to that Act isto commence immediately after the
commencement of item 127 in Schedule 3 to the New Business Tax
System (Miscellaneous) Act (No. 4) 2003. The New Business Tax System
(Miscellaneous) Act (No. 4) 2003 does not exist, henceitem 104 in
Schedule 1 to the Tax Laws Amendment (2004 Measures No. 2) Act 2004
failed. The reference should have been to the Taxation Laws Amendment
Act (No. 4) 2003. ‘New Business Tax System (Miscellaneous) Act

(No. 4) 2003’ will be replaced by ‘ Taxation Laws Amendment Act

(No. 4) 2003'. [Schedule 10, item 269, subsection 2(1) of the Taxation Laws
Amendment (2004 Measures No. 2) Act 2001]

Applying a definition in the Fringe Benefits Tax Assessment Act 1986

10.43  Subsection 59(1) of the Fringe Benefits Tax Assessment

Act 1986 uses the term ‘remote area housing benefit’, which is defined in
subsection 58ZC(2) but only for the purposes of section 58ZC. The fringe
benefits law has no other definition of the term. The intention was that
‘remote area housing benefit’ in subsection 59(1) should deriveits
meaning from the definition in subsection 58ZC(2). The definition of
‘remote area housing benefit’ in subsection 58ZC(2) will be applied for

use throughout the fringe benefits taxation law. [Schedule 10, items 16 and 17,
subsections 58ZC(2) and 136(1) of the Fringe Benefits Tax Assessment Act 1986]

Updating a definition in the Income Tax Assessment Act 1936

10.44  Section 159S of the ITAA 1936 defines ‘tax threshold' as
$5,100. The definition isincorrect because the tax threshold is now
$6,000. Therefore *$5,100" will be changed to the amount that is the
tax-free threshold from time to time. That will ensure the same problem

does not recur the next time the tax threshold amount is changed. [Schedule
10, item 29, section 159S of the | TAA 1936]

Minor consequential amendments resulting from Parliamentary
amendments to substantive provisions

1045 The Senate removed ataxation measure from the New Business
Tax (Miscellaneous) Bill (No. 2) 2000 (enacted as the New Business Tax
(Miscellaneous) Act (No. 2) 2000). It removed the substantive provisions
of the measure but some minor consequential amendments remained.
Most of these consequential amendments have previously been removed.
An amendment in Schedule 10 will remove the remaining consequential
amendment. [Schedule 10, item 258, subsection 320-195(1) of the | TAA 1997]
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Technical amendment to an application provision

10.46 A technical amendment to the rules for the transition from

the former Subdivision 126-B of the ITAA 1997 to the new

Subdivision 126-B will ensure that capital gainstax (CGT) roll-over relief
is available when aforeign resident company transfers an asset to an
Australian resident company between 1 July 2003 and the start of the
Australian company’ s income year beginning on or after 1 July 2004. This
will ensure Australian companies with substituted accounting periods are
not disadvantaged.

10.47  Subdivision 126-B sets out when a company can obtain roll-over
relief when transferring or creating a CGT asset. Before the introduction
of consolidation on 1 July 2002, Subdivision 126-B allowed roll-over
relief for companies transferring a CGT asset to members of the same
wholly-owned group. After the consolidation regime allowed wholly-
owned groups of Australian resident entities to form a single entity for
income tax purposes, it was no longer necessary to provide roll-over relief
for transfers within awholly-owned group. However, as foreign residents
cannot form part of a consolidated group, Subdivision 126-B was
modified and in its new form, applies only where one of the companiesis
aforeign resident.

10.48 A transitional rule allowed companies with substituted
accounting periods, which were considering whether to consolidate,
temporary access to the former Subdivision 126-B up until the first day of
their income year starting after 30 June 2003 and before 1 July 2004.
Where aforeign resident company transferred an asset to an Australian
resident company who had not consolidated between 1 July 2003 and the
start of the Australian company’ s next substituted accounting period,
access to the former Subdivision 126-B was necessary for roll-over relief.
Thisis because the new Subdivision 126-B only provides roll-over relief
if the Australian resident company was a member of a consolidated group
when the asset was transferred.

10.49  For example (see Diagram 10.1), if in September 2003, aforeign
resident company transferred an asset to an Australian resident company
with a substituted accounting period and the Australian resident company
consolidated on the first day of its substituted accounting period

(2 November 2003), roll-over relief would have been unavailable.
Roll-over relief would only be available for transfers occurring after
consolidation on 1 November 2003.
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Diagram 10.1
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Under the transitional rule, the former Subdivision 126-B still

appliesif the company transferring the asset becomes a member of a
consolidated group on the first day of its substituted accounting period
(see subitem 23(2) in Schedule 3 to the New Business Tax System
(Consolidation) Act (No. 1) 2002). However, aforeign resident company
cannot become a member of a consolidated group, so the transitional rule
is unavailable when the asset is transferred from aforeign resident

company.
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1051 Toallow thetransitional rule to apply in this situation,
subitem 23(2) will be amended so that it appliesif either the company
transferring, or the company receiving, the asset becomes a member of a

consolidated group on the first day of its substituted accounting period.
[Schedule 10, item 265, paragraph (2)(a) of item 23 in Schedule 3 to the New Business

Tax System (Consolidation) Act (No. 1) 2002]

Application and transitional provisions

10.52 Generally, the technical amendments proposed by Schedule 10
will commence and apply from Royal Assent [Subclause 2(1), item 4 in the
table]. Exceptions to this are explained below.

Amending an application provision so that it operates in accordance with
what was intended when it was enacted

10.53  The amendment, discussed in paragraphs 10.46 to 10.51, will
commence immediately after 24 October 2002. As the amendment applies
a Subdivision to events which have aready happened, it is necessary to
apply it from when the Subdivision commenced. It will have no adverse

effects on taxpayers asit is concessionary treatment only. [Subclause 2(1),
item 17 in the tabl €]

Deleting a definition where the same term is defined twice

10.54  The amendment discussed in paragraph 10.6 removes a
duplicate definition of the term ‘government entity’. It will commence just
after the second definition was added (1 July 2000). The amendment
applies retrospectively so that, at al times, there is only one definition of
‘government entity’. This avoids any confusion from having two
definitions but will not adversely affect taxpayers because the two
definitions have identical substantive operation. [Subclause 2(1), item 15 in the
table]

Fixing incorrect terminology

10.55  Thefirst retrospective amendment fixing incorrect terminology
isto paragraphs 80-90(a) and 80-95(a) of the A New Tax System (Goods
and Services Tax) Act 1999 [Schedule 10, items 7 and 8]. This amendment will
replace ‘nominal defendant settlement arrangement’ with the correct
defined term ‘nominal defendant settlement sharing arrangement’. This
amendment will apply from the time when the incorrect term * nominal
defendant settlement arrangement’ was inserted.
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10.56  Thisamendment isto apply retrospectively so that the current
paragraphs 80-90(a) and 80-95(a) do not adversely affect insurers. A
literal reading of the current paragraphs could deny decreasing
adjustments in certain situations. Making the correction retrospective will

ensure that insurers are able to access the decreasing adjustments. [Schedule
10, item 9]

10.57  The second retrospective amendment fixing incorrect
terminology was discussed in paragraph 10.10. Because the corrected
expression — ‘receives arefund of incometax’ - isonly used in relation to
the rewritten imputation system, this amendment is to apply from the time
when the rewritten imputation system commenced (29 June 2002). This
will avoid confusion which would result from having different
commencement dates for amendments to the imputation system and will
not have any adverse effects for taxpayers. [Subclause 2(1), item 16 in the table]

Fixing incorrect referencing

10.58  Anamendment fixing incorrect referencing was discussed in
paragraph 10.9. That amendment and two other amendments fixing
incorrect referencing are to apply from the times when the incorrect
references were inserted. This ensures the integrity of the taxation system
is maintained and the law operates as intended. The intended rights and
obligations of taxpayers are clear under the current law and retrospectivity

prevents abuse of the system. [Schedule 10, items 2 and 12, Subclause 2(1), item
14 in thetable]

Updating a definition in the Fringe Benefits Tax Assessment Act 1986

10.59  This amendment which was discussed in paragraph 10.43 will
apply from the time that sections 58ZC and 59 of the Fringe Benefits Tax
Assessment Act 1986 were introduced: 1 April 2000. The retrospective
operation of this amendment will not affect the practical operation of the
law as the Commissioner has been administering the law since that time as
if the definition of ‘ remote area housing benefit’ already applied for the
purposes of subsection 59(1). [Schedule 10, item 18]
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Updating a definition in the Income Tax Assessment Act 1936

10.60  The amendment, which updates the definition of ‘tax threshold’
in section 159S of the ITAA 1936, was discussed in paragraph 10.44. This
amendment will apply to assessments for the 2000-01 income years and
later income years. It will not adversely affect taxpayers because the
Commissioner has been administering the sections as if the tax threshold
were $6,000 and not $5,100. [Schedule 10, item 30]

Renumbering incorrectly numbered provisions and Divisions

Amending

10.61  The amendment discussed in paragraph 10.26 will commence
just after the commencement of the second insertion of section 118-315in
the ITAA 1997. This amendment will commence retrospectively so that
the section which is being renumbered will be treated as always having
been section 118-317. It will have no substantive effect as the amendment
only changes the numbering of a section, not its operation.

10.62  The other amendments which renumber incorrectly numbered

provisions will commence on Royal Assent. [Subclause 2(1), item 4 in the
table]

10.63  Theremoval of link notes will commence on the later of:
e Roya Assent of thisBill; and

e the commencement in Schedule 1 to the Tax Laws
Amendment (2004 Measures No. 6) Bill 2004.

The link notes must be removed after the commencement of the Tax Laws
Amendment (2004 Measures No. 6) Bill 2004 because that Bill relies on

the existence of link notes to make amendments. [Subclause 2(1), item 22 in
thetable]

misdescribed amendments

10.64  Amendments fixing misdescribed amendments are to apply
retrospectively from the date at which the original amendments attempted
to amend the respective provisions. These amendments will be
retrospective to ensure that the sequence of amendments made by the
respective amending Acts work properly. Because the intention of the
amendments was clear, taxpayers understood their intended rights and
obligations. This retrospective application will maintain the integrity of

the taxation system by ensuring the amendments operate as intended.
[Subclause 2(1), items 5, 6 and 19 to 21 in the tabl€]
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Minor consequential amendments resulting from Parliamentary
amendments to substantive provisions

10.65 The amendment discussed in paragraph 10.45, removing a
paragraph from the ITAA 1997, will commence when the paragraph was
originally inserted (30 June 2000). Thisis consistent with the timing of
the removal of the other consequential anendments made as aresult of the

Senate’ s removal of the primary tax measure. [Schedule 10, Subclause 2(1),
item 12 in the tabl €]
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Chapter 11

Minor amendment to the refundable film
tax offset

Outline of chapter

111 Schedule 11 to this Bill amends both the Income Tax
Assessment Act 1997 (ITAA 1997) and the Income Tax Assessment
Act 1936 (ITAA 1936) to allow revocation of provisional certificates
issued under Division 10BA of the ITAA 1936 where no taxpayer has
claimed a deduction under that Division in respect of the film.

Context of amendments

11.2 The refundable tax offset for large scale films, contained in
Division 376 of the ITAA 1997, was introduced with effect from

4 September 2001. The offset applies at arate of 12.5 per cent of
qualifying Australian production expenditure on the film.

11.3 The Division 376 offset is designed to encourage large scale
film productions to locate in Australia, and is aimed at providing greater
economic, employment and skill development opportunities. Access to the
offset can be denied for a number of reasons, including where afilm
project has aprovisional Division 10BA certificate. Accessis denied for
holding a provisional Division 10BA certificate regardless of whether
investors have accessed any Division 10BA benefits.

114 Division 10BA is atax concession designed to encourage
private investment in Australian film and television productions. Broadly,
investors are entitled to a 100 per cent deduction for capital expenditure
on Australian filmsin the year the expenditure isincurred. To be eligible
under Division 10BA projects must be assessed and certified as a
qualifying Australian film. The certification processis in two stages,
provisiona and final. Certification under Division 10BA is aso required
for Film Finance Corporation Australia Limited financial assistance.
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115 This amendment addresses complications in industry practice.
Film producers routinely seek provisional Division 10BA film
certification asthe first stage in raising funds for a film concept, without
knowing whether or not aforeign studio will fund the project and that
access to the Division 376 offset is to be sought. Therefore, where afilm
has a provisional Division 10BA certificate and is subsequently financed
by aforeign studio, the film is unlikely to be eligible for afinal

Division 10BA certificate and is a so excluded from the Division 376
offset.

Summary of new law

11.6 The amendments will provide for the revocation of
provisional Division 10BA certificates for films where no taxpayer

has claimed a Division 10BA tax deduction in respect of that film.
Paragraph 376-5(2)(b) of the ITAA 1997 will also be amended to carve
out provisional certificates so revoked from the general exclusion from
access to the Division 376 offset for films with a provisional

Division 10BA certificate.

11.7 The broad overall intent behind the film tax concessionsisto
preserve mutual exclusivity between the Division 376, Division 10BA and
Division 10B concessions. Additionally, the intent is also to maintain
mutual exclusivity between Film Finance Corporation Australia Limited
funding and the Division 376 offset.

Comparison of key features of new law and current law

New law Current law
Allows revocation of provisional A filmwith a provisional
Division 10BA certificateswhereno | Division 10BA certificate, whether
taxpayer has claimed a deduction or not the certificate has been utilised
under Division 10BA in respect of to claim atax deduction, is denied
the film. Effectively dormant access to the Division 376 offset.

provisional Division 10BA
certificates may be revoked, alowing
afilm project to then apply for the
Division 376 refundable film tax
offset.
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Detailed explanation of new law

11.8 The amendments will insert a new power for the Minister for the
Artsand Sport (the Minister) to revoke provisional Division 10BA
certificates [Schedule 11, item 1, subsection 124ZAB(6A) of the | TAA 1936].
Currently under section 124ZAB there are already existing powers of
revocation.

119 The original applicant for the provisional Division 10BA
certificate can apply to the Minister in the approved form for revocation

of that certificate, provided they fulfil certain criteria. [Schedule 11, item 1,
paragraph 124ZAB(6A)(a) of the I TAA 1936]

11.10  Theoriginal applicant for the provisional Division 10BA
certificate must provide a statutory declaration to the Minister outlining

compliance with anumber of criteriain their application for revocation.
[Schedule 11, item 1, paragraph 124ZAB(6A)(b) of the I TAA 1936]

11.11  Themandatory criteria contained in the statutory declaration
required in order to qualify for revocation are that:

e no taxpayer has claimed a deduction under Division 10BA
of the ITAA 1936 in respect of the film,;

afinal certificate in respect of the film has not been issued
under Division 10BA of the ITAA 1936;

e ataxpayer intendsto claim atax offset under Division 376
of the ITAA 1997 in respect of the film; and

financial assistance has not been provided by the Film
Finance Corporation Australia Limited in respect of the film.

[Schedule 11, item 1, subparagraphs 124zab(6a)(B)(i to iv) of the | TAA 1936]

11.12  Revocation of a certificate under subsection 124ZAB(6A)

is designed to allow a person to claim the Division 376 offset in respect of
the film. The original applicant for the provisional Division 10BA
certificate must state in their statutory declaration that a taxpayer

intends to claim the Division 376 offset. [Schedule 11, item 1,
subparagraph 124ZAB(6A)(b)(iii) of the ITAA 1936]

11.13 A certificate that is revoked under subsection 124ZAB(6A) is

taken never to have been in force. [Schedule 11, item 1, subsection 124ZAB(6A)
of the ITAA 1936]
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11.14  Where, for whatever reason, both a Division 10BA claim and a
claim under Division 376 for afilm is made, then the Division 10BA
claim will be denied first. As arevoked provisional Division 10BA
certificate is taken never to have been in force, notwithstanding the truth
of claims made in the mandatory statutory declaration, any deductions
actually claimed under Division 10BA in relation to afilm can be
disallowed. [Schedule 11, item 1, subparagraph 124ZAB(6A)(b)(i) of the | TAA 1936]

Example 11.1

A producer, Alan Smithee, appliesin good faith for revocation of his
provisional Division 10BA certificatein relation to his dormant film
project ‘A Sunday Folly’. Having carefully canvassed initial investors
asto whether they had claimed a Division 10BA deduction, he then
signs a statutory declaration in order to revoke the certificate. This
declaration states, amongst other things, that no taxpayer has claimed
aDivision 10BA deduction in relation to the film. The film project
then proceeds, is completed and also qualifies for and claims the
Division 376 refundable film tax offset. However, it later emerges that
an investor did claim a Division 10BA deduction in relation to the
film. In this case the Division 376 claim stands but the investor’s
Division 10BA deduction is denied.

11.15  Certificates revoked under subsection 124ZAB(6A) of the
ITAA 1936 are carved out from the general exclusion for holding a
provisional Division 10BA certificate in terms of access to the
Division 376 offset. In other words the exclusion wording, ‘ whether
or not the certificate is still in force', does not apply to certificates

revoked under subsection 124ZAB(6A). [Schedule 11, item 4,
paragraph 376-5(2)(b) of the ITAA 1997]

Application and transitional provisions

11.16  The amendments apply to any eligible expenditure incurred,
whether before or after commencement of this Bill. Effectively
expenditure incurred on films completed on or after 4 September 2001
may be eligible under Division 376 of the ITAA 1997.
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Schedule 1: 25% entrepreneurs’ tax offset

Bill reference Paragraph number

Items1to 4 134
Item 4, subsection 61-520(2) 131
Item 5, Subdivision 61-J 16
Item 5, section 61-500 17
Item 5, subsection 61-505(1) 1.24
Item 5, subsection 61-505(2) 1.25
Item 5, subsection 61-510(1) 1.26
Item 5, subsection 61-510(2) 1.27
Item 5, subsection 61-515(1) 1.28
Item 5, subsection 61-515(2) 1.29
Item 5, subsection 61-520(1) 1.30
Item 5, subsections 61-525(1) and (2) 114
Item 5, subsection 61-525(3) 117
Item 5, subsection 61-525(4) 1.16
Item 6 134
Items 7 and 8 1.34
Items 9 and 10 134
ltem 11 1.32
Item 12 135
Item 13 1.33,1.37

Schedule 2: STS accounting method

Bill reference

Paragraph number

Iltem 1 2.17
ltems 2 and 3 2.17
Items4 and 5 2.17
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Bill reference Paragraph number

I[tems 6 and 7 217
Item 8 217
[tem 9 29

Item 10, section 328-115 2.13
Item 10, section 328-120 212
Item 10, section 328-125 211
Item 10, section 328-440 214
Item 11 2.10

Schedule 3: Employee share schemes

Bill reference Paragraph number

ltem 1 3.56

Item 2 3.58
Items 3 and 4 3.24
[tems4to 8 3.57
ltems5to 7 3.30
Items 9 and 10 3.61

Item 11, section 139DQ 35,35
Item 11, section 139DQ; item 14, sections 139GCB and 139GCC 3.46

Item 11, section 139DQ; item 14, section 139GCC 3.47

Item 11, subsection 139DQ(1) 3.14,3.21
Item 11, subsection 139DQ(2) 3.18

Item 11, subsection 139DQ(3) 3.25

Item 11, section 139DR 3.42

Item 11, subsection 139DR(2) 341

Item 11, section 139DS; item 12 3.48

Item 13 3.55

Item 14, section 139GCB; item 11, section 139DQ 3.35

Item 14, sections 139GCB and 139GCC 3.60

Item 14, sections 139GCB and 139GCC; item 11, section 139DQ 3.40

Item 14, section 139GCC; item 11, section 139DQ 3.36
Items 15 and 16 3.59

Item 17 3.50, 3.53
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Bill reference Paragraph number
Item 18 351
Items 20 and 21 3.52
Item 22 354

Schedule 4: FBT exemption thresholds for long service award
benefits

Bill reference Paragraph number
Item 1, paragraph 58Q(1)(c) (formula) 4.7
Item 2, paragraph 58Q(1)(d) (formula) 4.8
Item 3 49

Schedule 5: Petroleum exploration incentives

Bill reference Paragraph number
Item 1, new definition of ‘designated frontier’ areain section 2 511
Item 2, section 2, new definition of ‘designated frontier 5.13
expenditure’
Item 4, section 36A 5.18
Item 4, section 36B 5.20, 5.22
Item 4, section 36C 5.24
Item 5, subsection 45C(9); item 6, subsection 45C(10) 5.25
Item 7, definition of ‘incurred exploration expenditure amount’ 5.30
in clause 1 of the Schedule to the PRRTAA 1987
Item 8, definition of ‘incurred exploration expenditure amount’ 5.30

in clause 1 of the Schedule to the PRRTAA 1987

Item 9, paragraph 15(1)(a) of the Schedule to the PRRTAA 1987 5.34

Item 10, subclause 15(1) of the Schedule to the PRRTAA 1987 5.34
Item 11, paragraph 15(2)(b) of the Schedule to the PRRTAA 1987 | 5.35
Item 12, subclause 15(2) of the Schedule to the PRRTAA 1987 5.35

Items 13 and 14, paragraph 15(3)(b) and 15(4)(c) of the Schedule 5.36
to the PRRTAA 1987

Item 15, paragraph 15(4)(d) of the Schedule to the PRRTAA 1987 | 5.36

Item 16, paragraph 16(c) of the Schedule to the PRRTAA 1987 5.37
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Bill reference

Paragraph number

Item 17, clause 1

5.26

Item 17, clause 2

5.27

Schedule 6: Consolidation

Bill reference

Paragraph number

Item 1, application

6.160

Item 2, subsection 711-45(8) 6.17, 6.23
Item 2, paragraph 711-45(8)(a) 6.16, 6.18, 6.19
Item 2, paragraph 711-45(8)(b) 6.16, 6.20
Item 2, paragraph 711-45(8)(c) 6.16, 6.21
Item 3, subsection 705-90(6) 6.28

Item 4, paragraph 701-30(2)(a) 6.29

Item 5, subsection 709-205(2) 6.37

Item 5, subsection 709-205(3) 6.38

Item 5, subsection 709-205(4) 6.39

Item 5, section 709-210 6.31

Item 5, subsections 709-215(1) and (2) 6.41

Item 5, paragraph 709-215(2)(b) 6.42

Item 5, paragraph 709-215(2)(c) 6.43

Item 5, subsection 709-215(3) 6.44

Item 5, subsection 709-215(4) 6.50, 6.52
Item 5, subsection 709-215(4) item 2 in the table 6.48

Item 5, subsection 709-215(5) 6.53

Item 5, subsection 709-215(6) 6.54

Item 5, subsection 709-215(7) 6.55
Items 6 to 11, subsections 266-35(1), 266-85(3), 266-120(1), 6.162
266-160(2), 267-25(1) and 267-65(1) in Schedule 2F to the

ITAA 1936

Item 12, section 12-5, table item headed ‘ bad debts’ 6.163
Items 13 and 14, subsection 165-5, table item headed ‘bad debts 6.164
Item 15, subsection 995-1(1) 6.165
Item 16, after Division 707 of the Income Tax (Transitional 6.161
Provisions) Act 1997

Items 17 and 25, subsections 67-25(5) and 713-545(5) 6.102
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Bill reference

Paragraph number

Items 18 to 20 and 22 to 25, sections 320-175, 320-230, 713-515,
713-520, 713-525 and 713-585

6.141

Item 21, paragraph 713-510(1)(a) 6.61
Item 21, paragraph 713-510(1)(b) 6.62
Item 21, paragraph 713-510(2)(a) 6.64
Item 21, paragraph 713-510(2)(b) 6.65
Item 21, subsection 713-510(3) 6.63
Item 21, section 713-511 6.67
Item 25, subsections 713-530(1) to (3) 6.75
Item 25, subsection 713-530(4) 6.74
Item 25, paragraphs 713-535(1)(a) to (c) 6.82
Item 25, paragraph 713-535(1)(d) and subsection 713-535(2) 6.85
Item 25, subsection 713-535(3) 6.84
Item 25, subsection 713-540(1) 6.86
Item 25, subsection 713-540(2) 6.87
Item 25, subsections 713-545(1) and (2) 6.98
Item 25, subsections 713-545(3) and (4) 6.100
Item 25, paragraph 713-545(5)(a) 6.103
Item 25, paragraph 713-545(5)(b) and subsection 713-545(6) 6.104
Item 25, paragraph 713-545(5)(c) 6.105
Item 25, section 713-550 6.107
Item 25, section 713-553 6.114
Item 25, subsection 713-555(1) 6.115
Item 25, subsection 713-555(2) 6.116
Item 25, subsection 713-555(3) 6.117
Item 25, subsection 713-555(4) 6.118
Item 25, subsection 713-560(1) 6.119
Item 25, subsection 713-560(2) 6.120
Item 25, subsection 713-560(3) 6.121
Item 25, paragraph 713-560(4)(a) 6.122
Item 25, paragraph 713-560(4)(b) 6.123
Item 25, subsection 713-560(5) 6.124
Item 25, subsection 713-560(6) 6.125
Item 25, section 713-565 6.127
Item 25, section 713-570 6.133
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Bill reference Paragraph number
Items 25 and 28, section 713-575 and the definition of 6.137
‘terminating value' in subsection 995-1(1)
Item 25, section 713-580 6.140
Items 26 and 35, Subdivision 713-M of the ITAA 1997 and 6.142
section 713-700 of the Income Tax (Transitional Provisions)

Act 1997

Items 26 and 27, subsections 713-705(1) and (2) and the definition | 6.148
of ‘retained cost base asset’ in subsection 995-1(1)

Item 26, subsection 713-705(3) 6.149
Item 26, sections 713-710 and 713-715 6.152
Item 26, sections 713-710 and 713-720 6.155
Item 29, subparagraph 707-325(1)(ea)(i) of the Income Tax 6.91
(Transitional Provisions) Act 1997

Item 29, subparagraph 707-325(1)(ed)(ii) of the Income Tax 6.92

(Transitional Provisions) Act 1997

Items 30 to 34, section 707-355 of the Income Tax (Transitional 6.94
Provisions) Act 1997

Schedule 7: STS roll-over

Bill reference Paragraph number
Item 1 7.37
Item 2, paragraph 40-340(4)(b) 7.17
Item 3 7.37
Iltem 4 7.37
ltem5 7.37
Item 6 7.37
Item 7, subsection 328-220(3) 7.20
Item 8 7.37
Item 9 7.17
Item 10 7.37
Item 11, paragraph 328-243(1)(a) 7.15
Item 11, paragraph 328-243(1)(b) 7.18
Item 11, paragraph 328-243(1)(c) 7.21
Item 11, paragraph 328-243(1)(d) 7.22
Item 12, subsection 328-247(1) 7.25
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Bill reference Paragraph number
Item 13, paragraph 328-247(1)(b) 7.26
Item 14, paragraph 328-250(2)(b) 7.28
Item 15, subparagraph 328-250(3)(b)(ii) 7.29
Item 16, paragraph 328-253(2)(b) 7.31
Item 17, paragraph 328-253(3)(b) 7.35
Item 18, subparagraph 328-253(3)(b)(ii) 7.32
Item 19, paragraph 328-255(2)(b) 7.34
Item 20 7.36

Schedule 8: Family trust elections

Bill reference Paragraph number
Item 1, subsection 272-80(2) 89
Item 2, subsection 272-80(4A) 8.10
Item 3, subsection 272-85(2) 8.15
Item 4, subsection 272-85(4A) 8.14
ltem5 8.16

Schedule 9: Non-commercial loans

Bill reference Paragraph number
Part 1, item 1, subsection 109X C(2A) 9.11
Part 1, item 2 9.18
Part 2, items 3, 5 and 6, section 109D 9.15
Part 2, item 4, subsection 109D(1AA) 9.16
Part 2, items 7 to 10 and 12 9.17
Part 2, item 11 9.13
Part 2, item 13 9.19
Item 4, paragraph 109D(1)(b) 9.14
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Schedule 10: Technical corrections and amendments

Bill reference Paragraph number
Subclause 2(1), items 5 and 6 in the table 10.64
Subclause 2(1), item 12 in the table 10.65
Subclause 2(1), item 14 in the table 10.58
Subclause 2(1), items 19 to 21 in the table 10.64
Subclause 2(1), item 22 in the table 10.63

Item 1, subsection 29-15(2) of the A New Tax System (Goods and 10.9
Services Tax) Act 1999

[tem 2 10.58

Item 3, subsection 60-5(1) of the A New Tax System (Goods and 10.18
Services Tax) Act 1999

Item 4, paragraph 60-15(1)(a) of the A New Tax System (Goods and | 10.18
Services Tax) Act 1999

Item 5, Subsection 60-20(1) of the A New Tax System (Goods and 10.18
Services Tax) Act 1999

Item 6, paragraphs 69-5(3)(h) and (i) of the A New Tax System 10.23
(Goods and Services Tax) Act 1999

Item 7, paragraph 80-90(a) of the A New Tax System (Goods and 10.12, 10.55
Services Tax) Act 1999

Item 8, paragraph 80-95(a) of the A New Tax System (Goods and 10.12, 10.55
Services Tax) Act 1999

[tem 9 10.56

Item 10, subsection 132(1) of the A New Tax System (Goods and 10.22
Services Tax ) Act 1999

Item 11, section 195-1 of the A New Tax System (Goods and 10.9
Services Tax) Act 1999, definition of ‘ decreasing adjustment’

Item 12 10.58
Item 13, section 195-1 of the A New Tax System (Goods and 10.9
Services Tax) Act 1999, definition of ‘increasing adjustment’

Item 14, section 195-1 of the A New Tax System (Goods and 10.17
Services Tax) Act 1999

Item 15, subparagraph 5-15(1)(a)(ii) of the A New Tax System 10.13
(Wine Equalisation Tax) Act 1999

Items 16 and 17, subsections 58ZC(2) and 136(1) of the 10.43
Fringe Benefits Tax Assessment Act 1986

Item 18 10.59
Item 19, subsection 6(1) of the ITAA 1936, definition of 10.25

188



Index

Bill reference Paragraph number
‘insurance funds’
Item 20, paragraph 23AH(12)(b) of the ITAA 1936 10.18
Item 21, section 24AL of the ITAA 1936 10.23
Item 22, paragraph 47(2B)(b) of the ITAA 1936 10.32
Item 23, section 63CA of the ITAA 1936 (the section inserted by 10.26
Taxation Laws Amendment Act (No. 2) 2000)
Item 24, Subsection 63CA (1) of the ITAA 1936 (the subsection 10.26
inserted by Taxation Laws Amendment Act (No. 2) 2000)
Item 25, section 63CB of the ITAA 1936 10.26
Item 26, section 63CC of the ITAA 1936 10.26
Item 27, sections 63CB and 63CC of the ITAA 1936 10.26
Item 28, subsection 159GZZT(1) of the ITAA 1936 10.18
Item 29, section 159S of the ITAA 1936 10.44
Item 30 10.60
Item 31, paragraph 214A(2)(e) of the ITAA 1936 10.9
Item 32, paragraph 262A(5)(b) of the ITAA 1936 10.32
Item 33, paragraph 410(c) of the ITAA 1936 10.9
Item 34, subsection 432(2) of the ITAA 1936 10.17
Item 35, subparagraph 437(2)(c)(ii) of the ITAA 1936 10.18
Item 36, subsection 4-15(2) of the ITAA 1997, item 4 in the table 10.12
Item 37, subsection 6-5(3) of the ITAA 1997 10.12
Item 38, subsection 6-10(5) of the ITAA 1997 10.12
Item 39, section 11-55 of the ITAA 1997 10.29
Items 40 and 41, section 12-5 of the ITAA 1997 10.11
Item 42, subsection 27-10(1) of the ITAA 1997 10.9
Item 43, heading to Subdivision 27-B of the ITAA 1997 10.27
Item 44, subsection 34-10(1) of the ITAA 1997 10.13
Item 45, heading to section 34-15 of the ITAA 1997 10.7
Item 46, subsection 34-25(1) of the ITAA 1997 10.13
Item 47, subsection 36-20(2) of the ITAA 1997 10.12
Item 48, subsection 40-430(3) of the ITAA 1936 10.26
Item 49, subsection 102-5(1) of the ITAA 1997 10.29
Item 50, section 104-5 of the ITAA 1997 10.12
Item 51, example to subsection 104-47(5) of the ITAA 1997 10.29
Item 52, subsection 104-135(6) of the ITAA 1997 10.32
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Bill reference Paragraph number
Item 53, heading to section 104-160 of the ITAA 1997 10.12
Item 54, subsection 104-160(1) of the ITAA 1997 10.20
Items 55 and 56, notes to subsection 104-160(5) of the ITAA 1997 | 10.12
Item 57, heading to section 104-165 of the ITAA 1997 10.12
Item 58, heading to subsection 104-165(1) of the ITAA 1997 10.12
Item 59, subsection 104-165(1) of the ITAA 1997 10.20
Item 60, paragraph 104-165(3)(b) of the ITAA 1997 10.20
Item 61, paragraph 104-215(1)(e) of the ITAA 1997 10.12
Item 62, subsection 104-215(2) of the ITAA 1997 10.12
Item 63, paragraph 104-215(2)(a) of the ITAA 1997 10.20
Item 64, note to subsection 104-215(5) of the ITAA 1997 10.29
Item 65, subsection 104-230(7) of the ITAA 1997 10.12
Item 66, heading to section 104-250 of the ITAA 1997 10.27

Items 67 and 68, section 109-55 of the ITAA 1997, items7 and 17 | 10.19
in the table

Items 69 and 70, section 109-60 of the ITAA 1997, items 2, 13 10.29
and 14 in the table
Item 71, section 112-45 of the ITAA 1997 10.29

Items 72 and 73, section 112-97 of the ITAA 1997, items 2A, 23 10.29
and 24 in the table

Item 74, subparagraph 116-30(3)(a)(ii) of the ITAA 1997 10.13
Item 75, paragraph 118-37(4)(a) of the ITAA 1997 10.20
Item 76, paragraph 118-415(2)(a) of the ITAA 1997 10.11
Item 77, paragraph 118-420(1)(a) of the ITAA 1997 10.11
Item 78, subsection 118-420(3) of the ITAA 1997 10.11
Item 79, subparagraph 118-420(6)(b)(ii) of the ITAA 1997 10.11
Item 80, heading to section 118-435 of the ITAA 1997 10.11
Item 81, section 118-500 of the ITAA 1997 10.11
Item 82, paragraph 118-515(1)(a) of the ITAA 1997 10.12
Item 83, paragraph 121-25(4)(b) of the ITAA 1997 10.32
Item 84, subsection 122-25(6) of the ITAA 1997, items 2 and 3 10.12
in thetable

Item 85, subsection 122-25(7) of the ITAA 1997, item 3 in the 10.12
table

Item 86, subsection 122-135(6) of the ITAA 1997, items2 and 3 10.12
in the table
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Item 87, subsection 122-135(7) of the ITAA 1997, item 3in
the table

10.12

Item 88, note to subsection 122-140(1) of the ITAA 1997 10.9
Item 89, paragraph 124-70(3)(a) of the ITAA 1997 10.12
Item 90, subsection 124-85(2) of the ITAA 1997, item 3 in the 10.12
table

Item 91, subparagraph 124-240(f)(ii) of the ITAA 1997 10.12
Item 92, subparagraph 124-245(e)(ii) of the ITAA 1997 10.12
Item 93, paragraph 124-295(7)(b) of the ITAA 1997 10.12
Item 94, paragraph 124-300(7)(b) of the ITAA 1997 10.12
Item 95, paragraph 124-365(4)(b) of the ITAA 1997 10.12
Item 96, paragraph 124-375(4)(b) of the ITAA 1997 10.12
Item 97, paragraph 124-450(4)(b) of the ITAA 1997 10.12
Item 98, paragraph 124-460(4)(b) of the ITAA 1997 10.12
Item 99, paragraph 124-520(1)(a) of the ITAA 1997 10.8
Item 100, paragraph 124-520(1)(b) of the ITAA 1997 10.8
Item 101, subparagraph 124-520(1)(e)(ii) of the ITAA 1997 10.12
Item 102, subsection 124-520(2) of the ITAA 1997 10.8
Item 103, subsection 124-520(3) of the ITAA 1997 10.8
Item 104, paragraphs 124-710(1)(a) and (2)(a) of the ITAA 1997 10.13
Item 105, subsection 124-795(1) of the ITAA 1997 10.12
Item 106, note to subsection 124-795(1) of the ITAA 1997 10.12
Item 107, subsection 124-795(4) of the ITAA 1997 10.12
Item 108, subparagraph 124-795(5)(b)(ii) of the ITAA 1997 10.12
Item 109, subsection 124-870(3) of the ITAA 1997 10.12
Items 110 and 111, subsection 125-80(7) and note to 10.28
subsection 125-80(7) of the ITAA 1997

Item 112, note 1 to section 128-10 of the ITAA 1997 10.12
Item 113, note to subsection 128-15(1) of the ITAA 1997 10.12
Item 114, note 2 to subsection 128-25(2) of the ITAA 1997 10.12
Item 115, heading to Division 136 of the ITAA 1997 10.11
Item 116, section 136-1 of the ITAA 1997 10.11
Item 117, section 136-1 of the ITAA 1997 10.12
Item 118, heading to section 136-5 of the ITAA 1997 10.11
Item 119, paragraph 136-5(a) of the ITAA 1997 10.12
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Item 120, section 136-10 of the ITAA 1997, heading to the table 10.11
Item 121, section 136-20 of the ITAA 1997 10.12
Item 122, section 136-25 of the ITAA 1997, items8and 9in 10.12
the table

Item 123, note to section 136-25 of the ITAA 1997 10.11
Item 124, heading to Subdivision 136-B of the ITAA 1997 10.12
Item 125, heading to section 136-40 of the ITAA 1997 10.12
Item 126, section 152-5 of the ITAA 1997 10.29
Item 127, paragraph 152-25(1)(a) of the ITAA 1997 10.13
Item 128, heading to Subdivision 152-C of the ITAA 1997 10.27
Item 129, section 152-215 of the ITAA 1997 10.27
Item 130, section 152-330 of the ITAA 1997 10.27
Item 131, section 152-430 of the ITAA 1997 10.27
Item 132, subsection 165-115ZC(3) of the ITAA 1997 10.11
Item 133, heading to subsection 165-235(1) of the ITAA 1997 10.11
Item 134, heading to subsection 165-235(4) of the ITAA 1997 10.11
Item 135, paragraph 165-235(4)(a) of the ITAA 1997 10.11
Item 136, subsections 170-30(1) and (2) of the ITAA 1997 10.18
Item 137, subsection 170-30(4) of the ITAA 1997, items1to 3 10.18
in the table

Item 138, subsections 170-32(4) and (5) of the ITAA 1997 10.18
Item 139, note to subsection 170-115(1) of the ITAA 1997 10.29
Item 140, subsections 170-130(1) and (2) of the ITAA 1997 10.18
Item 141, subsection 170-130(4) of the ITAA 1997, items1to 3 10.18
in the table

Item 142, subsections 170-132(4) and (5) of the ITAA 1997 10.18
Item 143, subsections 170-133(2) and (3) of the ITAA 1997 10.18
Item 144, note 2 to subsection 170-140(2) of the ITAA 1997 10.29
Item 145, paragraphs 170-210(1)(e) and (2)(f) of the ITAA 1997 10.18
Item 146, paragraphs 170-215(1)(e) and (2)(f) of the ITAA 1997 10.18
Item 147, paragraphs 170-220(1)(e) and (2)(f) of the ITAA 1997 10.18
Item 148, paragraphs 170-225(1)(e) and (2)(f) of the ITAA 1997 10.18
Item 149, subparagraph 170-255(1)(d)(i) of the ITAA 1997 10.12
Item 150, subparagraph 170-255(1)(d)(v) of the ITAA 1997 10.11
Item 151, section 180-1 of the ITAA 1997 10.11
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Item 152, heading to subsection 180-5(4) of the ITAA 1997

10.11

Item 153, paragraph 180-5(4)(a) of the ITAA 1997 10.11
Item 154, heading to subsection 180-15(4) of the ITAA 1997 10.11
Item 155, paragraph 180-15(4)(a) of the ITAA 1997 10.11
Item 156, section 202-10 of the ITAA 1997 10.12
Item 157, paragraph 202-15(c) of the ITAA 1997 10.20
Item 158, paragraph 202-20(a) of the ITAA 1997 10.12
Item 159, subsections 204-25(4) to (6) of the ITAA 1997 10.20
Item 160, paragraph 204-30(8)(a) of the ITAA 1997 10.12
Item 161, paragraph 205-25(1)(a) of the ITAA 1997 10.20
Item 162, subparagraph 205-25(1)(&)(i) of the ITAA 1997 10.20
Item 163, section 205-30 of the ITAA 1997 10.20
Item 164, paragraph 207-75(a) of the ITAA 1997 10.20
Item 165, paragraph 207-75(b) of the ITAA 1997 10.20
Item 166, example to subsection 207-95(4) of the ITAA 1997 10.11
Item 167, paragraph 208-40(1)(a) of the ITAA 1997 10.12
Item 168, paragraph 208-40(4)(a) of the ITAA 1997 10.12
Item 169, paragraph 208-45(1)(a) of the ITAA 1997 10.20
Item 170, subsection 208-45(2) of the ITAA 1997 10.20
Item 171, subsection 208-80(2) of the ITAA 1997 10.20
Item 172, paragraph 208-155(2)(a) of the ITAA 1997 10.20
Item 173, paragraph 208-155(3)(a) of the ITAA 1997 10.12
Item 174, subsection 208-155(4) of the ITAA 1997 10.12
Item 175, paragraph 208-205(a) of the ITAA 1997 10.20
Item 176, section 208-215 of the ITAA 1997 10.20
Item 177, paragraph 208-235(a) of the ITAA 1997 10.20
Item 178, paragraph 208-240(b) of the ITAA 1997 10.20
Item 179, paragraph 215-10(1)(a) of the ITAA 1997 10.20
Item 180, subparagraph 215-10(2)(a)(ii) of the ITAA 1997 10.20
Item 181, Division 218 of the ITAA 1997 10.26
Item 182, paragraph 220-215(1)(c) of the ITAA 1997 10.12
Item 183, subparagraph 220-605(1)(c)(i) of the ITAA 1997 10.12
Item 184, paragraph 320-37(1)(c) of the ITAA 1997 10.11
Item 185, subsection 320-37(2) of the ITAA 1997 10.11
Item 186, paragraph 328-375(1)(a) of the ITAA 1997 10.13
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Item 187, subsections 328-375(2) and (3) of the ITAA 1997

10.13

Item 188, subsection 328-380(1) of the ITAA 1997 10.13
Item 189, subparagraph 376-5(1)(d)(ii) of the ITAA 1997 10.12
Item 190, subparagraph 376-15(1)(a)(ii) of the ITAA 1997 10.12
Item 191, subparagraph 376-50(a)(i) of the ITAA 1997 10.12
Item 192, example to subsection 396-75(2) of the ITAA 1997 10.12
Item 193, subsection 405-50(5) of the ITAA 1997, heading to 10.12
the table

Item 194, note to subsection 405-50(5) of the ITAA 1997 10.12
Item 195, section 703-25 of the ITAA 1997, item 3 in the table 10.13
Item 196, subsection 721-15(2) of the ITAA 1997 10.13
Items 197 and 198, subsection 960-60(1) of the ITAA 1997, 10.20
items 1 and 2 in the table

Items 199 and 200, subsection 960-80 (1) of the ITAA 1997, 10.20
items 1 and 2 in thetable

Items 201 and 202, subsection 960-90(1) of the ITAA 1997, items | 10.20
land 2 inthetable

Item 203, paragraph 960-140(a) of the ITAA 1997 10.20
Item 204, paragraph 960-345(1)(a) of the ITAA 1997 10.13
Item 205, subsection 960-345(2) of the ITAA 1997 10.7
Item 206, section 975-100 of the ITAA 1997 10.17
Item 207, subsection 995-1(1) of the ITAA 1997, definition of 10.8
‘company law’

Item 208, subsection 995-1(1) of the ITAA 1997, definition of 10.11
‘foreign resident life insurance policy’

Item 209, subsection 995-1(1) of the ITAA 1997, definition of 109
“group turnover’ (1% insertion)

Item 210, subsection 995-1(1) of the ITAA 1997, definition of 10.6
“group turnover’ (2™ insertion)

Item 211, subsection 995-1(1) of the ITAA 1997, definition of 10.17
‘in existence'

Items 212 and 213, subsection 995-1(1) of the ITAA 1997, 10.7
definitions of ‘ member’

Item 214, subsection 995-1(1) of the ITAA 1997, definition of 10.6
“non-compulsory uniform’

Item 215, subsection 995-1(1) of the ITAA 1997, definition of 10.11
‘non-resident life insurance policy’

Item 216, subsection 995-1(1) of the ITAA 1997, definition of 10.6
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‘taxable supply’ (1% insertion)

Item 217, subsection 995-1(1) of the ITAA 1997, definition of 10.11
‘tax-exempt foreign resident’

Item 218, subsection 995-1(1) of the ITAA 1997, definition of 10.11
‘tax-exempt non-resident’

Items 219 and 220, subsection 995-1(1) of the ITAA 1997, 10.7
definitions of ‘value

Item 221, subsection 995-1(1) of the ITAA 1997, definition of 10.7,10.41
‘value of the business supplies

Item 222, heading to Subdivision 104-J of the Income Tax 10.27
(Transitional Provisions) Act 1997

Item 223, Subdivision 175-C of the Income Tax (Transitional 10.26
Provisions) Act 1997

Item 224, item 3 in Schedule 7 to the New Business Tax System 10.38
(Consolidation and Other Measures) Act 2003

Item 225, section 2 of the Petroleum Resource Rent Tax 10.32
Assessment Act 1997

Items 226 and 227, subsections 45A(6) and 45B(6) of the 10.32
Petroleum Resource Rent Tax Assessment Act 1997

Item 228, paragraph 59(2)(a) of the Petroleum Resource Rent Tax 10.32
Assessment Act 1997

Item 229, subsection 98(1) of the Petroleum Resource Rent Tax 10.32
Assessment Act 1997

Item 230 10.33
Item 231, paragraph 35(1)(b) of the Product Grants and Benefits 10.24
Administration Act 2000

Item 232 109
Item 233, paragraph 12-47(c) in Schedule 1 to the TAA 1953 10.13
Item 234, subsection 12-60(1) in Schedule 1 to the TAA 1953 10.13
Item 235, paragraph 12-155(a) in Schedule 1 to the TAA 1953 10.13
Item 236, subsection 12-315(1) in Schedule 1 to the TAA 1953 10.13
Item 237, subsection 18-75(3) in Schedule 1 to the TAA 1953 10.26
Item 238, subsection 18-75(4) in Schedule 1 to the TAA 1953 10.26
Item 239, heading to Subdivision 260-D in Schedule 1 to the 10.11
TAA 1953

Item 240, heading to section 260-105 in Schedule 1 to the 10.11
TAA 1953

Item 241, paragraph 260-105(1)(a) in Schedule 1 to the TAA 1953 | 10.12
Item 242, items 6 and 7 in Schedule 1 to the Taxation Laws 1041
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Amendment Act (No. 5) 2002

(Company Law Review) Act 1999

Item 243, paragraph 21-5(3)(b) of the Venture Capital Act 2002 10.11

Item 244, item 85 in Schedule 2 to the A New Tax System (Pay As 10.36

You Go) Act 1999

Item 245, item 16 in Schedule 4 to the Energy Grants (Credits) 10.37
Scheme (Consequential Amendments) Act 2003

Item 246, subsection 136(1) of the Fringe Benefits Assessment 10.6

Act 1986, definition of ‘approved form’ (1% insertion)

Item 247, sections 118-313 and 118-315 (the section inserted by 10.26

the Family Law Legislation Amendment (Superannuation)

(Consequential Provisions) Act 2001) of the ITAA 1997

Item 248, subsection 165-115BB(2) of the ITAA 1997 10.38

Item 249, subsection 205-50(2) of the ITAA 1997 10.14,10.21
Item 250, subsection 205-50(3) of the ITAA 1997 10.14, 10.21
Item 251, section 210-120 of the ITAA 1997, item 2 in the table 10.14, 10.21
Item 252, subsection 210-150(2) of the ITAA 1997 10.14, 10.21
Item 253, subsection 210-150(3) of the ITAA 1997 10.14,10.21
Item 254, paragraph 214-45(1)(a) of the ITAA 1997 10.14, 10.21
Item 255, paragraph 214-45(2)(a) of the ITAA 1997 10.41, 10.21
Item 256, paragraph 214-105(1)(b) of the ITAA 1997 10.41, 10.21
Item 257, paragraph 214-150(4)(a) of the ITAA 1997 10.41, 10.21
Item 258, subsection 320-195(1) of the ITAA 1997 10.45

Item 259, paragraphs 705-90(4)(a) and (9)(a) of the ITAA 1997 10.14,10.21
Item 260, subsection 820-617(1) of the ITAA 1997 109

Item 261, subsection 995-1(1) of the ITAA 1997, definition of 10.6
‘government entity’ (1% insertion)

Item 262, subsection 995-1(1) of the ITAA 1997, definition of 10.6
‘participant’ (1% insertion)

Item 263, subsection 995-1(1) of the ITAA 1997, definition of 10.10
‘receives arefund of income tax’

Item 264, subsection 995-1(1) of the ITAA 1997, definition of 10.10
‘refund of income tax’

Item 265, paragraph (2)(a) of item 23 in Schedule 3 to the New 10.51
Business Tax System (Consolidation) Act (No. 1) 2002

Item 266, item 6 in Schedule 21 to the New Business Tax System 10.35
(Consolidation and Other Measures) Act 2003

Item 267, subsection 2(2) of the Taxation Laws Amendment 10.39
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Item 268, item 2 in Schedule 4 to the Taxation Laws Amendment 10.40
(Research and Development) Act 2001

Item 269, subsection 2(1) of the Taxation Laws Amendment 10.42
(2004 Measures No. 2) Act 2001, item 9 in the table

Item 270, link notesin the ITAA 1936 10.30
Item 271, section 2-30 of the ITAA 1997 10.30
Item 272, subsection 995-1(1) of the ITAA 1997, definition of 10.30
‘link note’

Items 273 to 276, link notesin the ITAA 1997, the Income Tax 10.30

(Transitional Provisions) Act 1997, the TAA 1953 and the
Venture Capital Act 2002

Schedule 11: Film tax offsets

Bill reference Paragraph number

Item 1, subsection 124ZAB(6A) of the ITAA 1936 11.8,11.13

Item 1, paragraph 124ZAB(6A)(a) of the ITAA 1936 119

Item 1, paragraph 124ZAB(6A)(b) of the ITAA 1936 11.10

Item 1, subparagraph 124ZAB(6A)(b)(i) of the ITAA 1936 11.14

Item 1, subparagraphs 124ZAB(6A)(b)(i to iv) of the ITAA 1936 11.11

Item 1, subparagraph 124ZAB(6A)(b)(iii) of the ITAA 1936 11.12

Item 4, paragraph 376-5(2)(b) of the ITAA 1997 11.15
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