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Disclaimer and Preliminary 

This paper provides an overview of changes to accounting standards AASB 15 Revenue from 

Contracts with Customers, AASB 16 Leases and the omnipresence of accounting on tax matters. This 

paper does not constitute advice on any particular structure or set of facts and should not be relied on 

by any party. The views expressed in this paper are those of the authors and are not attributed to 

Deloitte. The comments in this paper are current as at 28 February 2019.  

All legislative references in this paper are to the Income Tax Assessment Act 1997 (Cth) (ITAA 97) 

and the Income Tax Assessment Act 1936 (Cth) (ITAA 36) (together, the Act), unless otherwise 

indicated.  
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1 Introduction 

The presence and focus on accounting and tax reporting practices adopted by businesses has 

changed significantly over the past few years as a result of the adoption of tax transparency 

measures on a global basis and significant legislative changes. Further, the introduction of new global 

accounting standards has resulted in a need for businesses to consider how changes in previously 

understood accounting methodologies impact the application of existing tax laws and tax reporting 

practices.  

This paper therefore seeks to explore the impact of the introduction of AASB 15 (Revenue from 

Contracts with Customers) and AASB 16 (Leases) on businesses from a tax perspective.  

In addition, we will address the existence and use of accounting practices and concepts as part of: 

▪ Justified Trust and Streamlined Assurance Reviews;  

▪ Compliance with the Voluntary Tax Transparency Code; and 

▪ Preparation of General Purpose Financial Statements 

Finally, we will go through common situations to highlight the significance of understanding 

accounting concepts and treatment in the determination of the tax outcomes.   Different accounting 

positions can drive the tax characterisation of returns to shareholders and the ability to pay or frank a 

distribution.  Accounting standards may require you to taint your share capital account.  There is also 

an inconsistency as to when we have regard to the accounting treatment in determining the tax 

outcomes, at times the accounting treatment is wholly irrelevant and at others, definitive.  This can 

make it difficult to reconcile the tax law to core principles and has certainly stopped any meaningful 

effort to align tax and accounting outcomes to date. 
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2 AASB 15 - Revenue from Contracts with 

Customers 

2.1 Background to introduction of AASB 15 

In December 2014, the Australian Accounting Standards Board introduced AASB 15 (Revenue from 

Contracts with Customers). The standard replaces AASB 118 (Revenue) and AASB 111 

(Construction Contracts) and aims to provide more accurate and useful information to users of 

financial statements by making judgements on the timing and certainty of revenue and cash flows 

arising from a contract with a customer.  

AASB 15 is effective for reporting periods beginning on or after 1 January 2018. For Australian 

entities with a June year-end, this means the effective date is 1 July 2018 with the first reporting year-

end being 30 June 2019.  

2.2 The five-step approach 

Paragraph 2 of the AASB 15 states that the core principle of AASB 15 is: 

…that an entity shall recognise revenue to depict the transfer of promised goods or services to customers in an 

amount that reflects the consideration to which the entity expects to be entitled in exchange for those goods and 

services… 

To achieve this core principle, a new five step revenue recognition model has been established: 

Step Explanation Requires consideration of: 

1 Identify the contract with the customer1.  The nature of the transaction; contract 

combination; contract approvals and contract 

modifications. 

2 Identify the separate performance 

obligations in the contract2  

Whether performance obligations are distinct; 

the impact of warranties; options to acquire 

additional goods/services; and set-up activities 

and implicit promises.  

3 Determine the transaction price3 Variable consideration; time value of money; 

non-cash consideration; rights of return; and 

amounts payable to the customer.  

                                                      

1 AASB 15, [9-21] 
2 AASB 15, [22-30] 
3 AASB 15, [47-72] 
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Step Explanation Requires consideration of: 

4 Allocate the transaction price to the 

performance obligations in the contract4  

 

Stand-alone selling prices of each performance 

obligation identified in Step 2; allocation of 

variable consideration; and discounts. 

5 Recognise revenue when each 

performance obligation is satisfied5 

Consider timing and method of revenue 

recognition. For example, point in time or over 

time. 

 

Further, to enable users of the financial statements to understand the nature, amount, timing and 

uncertainty of revenue and cash-flows AASB 15 also requires a significant number of enhanced and 

detailed disclosures to be prepared.  These include: 

▪ Disaggregation of revenue into categories that show how economic factors affect the revenues 

and cash flows (linked to segment reporting if AASB 8 operating segments applies)6; 

▪ Reconciliation of contract balances7; 

▪ Descriptive information about an entity’s performance obligations, including how the transaction 

price has been determined and when revenue is expected to be recognised8; and  

▪ Explanations in relation to significant judgements applied in implementing the five step approach, 

inputs and assumptions used in developing estimates9. 

Entities that are not required to prepare general purpose financial statements (GPFS), e.g. a taxpayer 

that is not a significant global entity (SGE) for an income year, may have some relief from these 

additional disclosure requirements10. 

2.3 The transitional methods 

There are two key methods an entity can apply to transition to AASB 15. These include:  

1. The full retrospective method:  This method requires full adoption of AASB 15 in current and prior 

periods (with the impact in prior periods being presented in comparatives); and  

2. The cumulative method: This method requires an application of AASB 15 to the current period 

and the cumulative effect of the retrospective application of AASB 15 is reflected as an 

                                                      

4 AASB 15, [73-86] 
5 AASB 15, [31-45] 
6 AASB 15, [114-115] 
7 AASB 15, [116-118] 
8 AASB 15, [119-122] 
9 AASB 15, [123-126] 
10 See section 6 of this paper for further discussion regarding GPFS requirements for SGEs. 
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adjustment to the opening retained profits balance of the entity11. That is, full comparatives for 

prior periods are not required to be prepared under the cumulative method. 

The choice of transitional method should have regard to factors such as:  

▪ which method could result in an overall ‘gain’ or ‘loss’ for the entity;  

▪ which method is more administratively-burdensome or time consuming on the entity; and 

▪ which method presents the most accurate reflection of the financial performance of the entity in 

the current and prior periods.  

2.4 Tax considerations  

Adoption of AASB 15 could have wide reaching implications for many areas of a business including 

tax.  The potential key tax implications on adoption of AASB 15 and subsequent years have been 

highlighted below.  

2.4.1 Has the income been derived?  

The objective of AASB 15 is to ensure that revenue from a contract with a customer is recognised 

when a product or service is delivered by applying the five step approach.  For tax purposes however, 

the question still remains as to whether or not the income has been ‘derived’12 at the time it is 

recognised as revenue under AASB 15. 

As a general rule, income derived by a taxpayer can be recognised using a method of tax accounting 

which, in the circumstance, is:  

..calculated to give a substantially correct reflex of the taxpayer’s income..13  

Dixon J stated in Carden’s case there are two basic methods of tax accounting — the ‘receipts’ or 

‘cash’ basis and the ‘accruals’ or ‘earnings’ basis.  

Under the receipts basis, income is not derived until it has been received by the taxpayer. However, a 

taxpayer may have received an amount not yet derived14.  Comparatively, under the accruals basis, 

actual receipt is not necessary for derivation but rather, an amount is derived when it becomes “due” 

to the taxpayer.  

AASB 15 applies an ‘earnings’ basis of recognising revenue from a customer contract on the basis 

the revenue is recognised when the product or service is delivered, which is not necessarily when the 

cash is received.  However, whether or not the outcome of applying the five-step approach under 

                                                      

11 AASB 15, Appendix C, C3(b) and C7-C8 
12 Section 6-5, ITAA 97 
13 CT v Executor & Trustee Agency Co of South Australia (1938) 63 CLR 108 (Carden’s case) 
14  Arthur Murray (NSW) Pty Ltd v FC of T (1965) 14 ATD 98 (Arthur Murray) 

http://www.austlii.edu.au/cgi-bin/viewdoc/au/cases/cth/HCA/1938/69.html
javascript:void(0)
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AASB 15 is appropriate for determining when the revenue is ‘derived’ for tax purposes under section 

6-5 is: 

... a conclusion that will only be reached having regard to all the circumstances relevant to the taxpayer and the 

income at that time15…  

In Carden’s case, it was held that: 

There is only one figure for taxable income in a year and that figure is to be determined using the most appropriate 

method and thus unless the method of computation yields what is in fact the correct figure, it cannot be said to be 

“appropriate” in the circumstances.  

It was also emphasised in Henderson v FC of T 70 ATC 4016 (Henderson’s case) that the choice of 

tax accounting method is not up to the Commissioner nor to the taxpayer. Therefore, although 

commercial and accountancy practices may assist in determining whether or not an amount is derived 

for income tax purposes, they cannot be substituted for the test16.  

Derivation is linked however to accounting principles by reference to Court decisions that have held 

the question should be determined in accordance with the general understanding of practical 

business people17.   

In Arthur Murray (NSW) Pty Ltd v Federal Commissioner of Taxation18, the High Court said that: 

The ultimate inquiry… must be whether that which has taken place, be it the earning or the receipt, is enough by itself 

to satisfy the general understanding among practical business people of what constitutes a derivation of income.  A 

conclusion as to what that understanding is may be assisted by considering standard accountancy methods, for they 

have been evolved in the business community for the very purpose of reflecting received opinions as to the sound 

view to take of particular kinds of items.  This was fully recognized and explained in Carden’s case….but is should be 

remarked that the Court did not…treat the issue as involving nothing more than an ascertainment of established book-

keeping methods.19 

Similarly, in J Rowe & Son Pty Ltd v Federal Commissioner of Taxation it was stated that:20 

for taxation, as well as for business purposes, income of a trading business is derived when it is earned and the 

receipt of what is earned is not necessary to bring the proceeds of sales into account.  When the Act gives no 

directions on the point, the question when income is earned, and the method of accounting to be adopted for the 

purpose of ascertaining the income, depend on business conceptions and the principles and practices of 

accountancy… The method adopted should be that which is ‘calculated to give a substantially correct reflex of the 

taxpayer’s true income’.  

 

                                                      

15 Taxation Ruling TR 98/1 (TR 98/1) 
16 FC of T v James Flood Pty Ltd (1953) 88 CLR 492 
17  As cited in Justice Hill and Justice Heerey’s judgment in BHP Billiton Petroleum (Bass Strait) Pty Ltd & Anor v FC of T 2002 

ATC 5169 (the BHP Case). 
18 (1965) 114 CLR 314 and as cited in the BHP Case. 
19 Ibid at 318 
20 71 ATC 4157 at 4160 

javascript:void(0)
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Accordingly while the timing of the recognition of revenue from contracts with customers under AASB 

15 may be indicative as to when the income is derived for tax purposes, it is by no means definitive.   

Although a potentially more vexed issue arises for tax practitioners where the timing of the recognition 

of revenue from contracts with customers has changed under the AASB 15 model (versus under 

AASB 118 and 110), it may also now become necessary to re-consider whether income brought to 

account in a prior period under a contract with a customer was, in fact, derived at the appropriate time 

under section 6-5. 

In addition, based on guidance provided by the ATO the answer to this question may depend on the 

industry and contractual relationships with customers.   

For example, for commercial software licensing and hosting arrangements, any changes in the 

accounting recognition of income under the standard may not have an impact on derivation of income 

for tax purposes.  As stated in Taxation Ruling TR 2014/1 at paragraph 11  

Established accounting practices and principles, such as that prescribed in paragraph 11 of Appendix 1 to Australian 

Accounting Standard AASB 118 Revenue, does not determine the incidence or quantum of derivation of the 

contractual fee for tax purposes. 

Again in Taxation Ruling TR 2018/3 for long term construction contracts at paragraph 22, it is 

expressly recognised that  

The introduction of AASB 15 does not necessarily bring into line the accounting recognition of revenue with the tax 

law. Revenue is recognised under accounting principles when performance obligations of the contract are satisfied, 

that is, when control has passed to the customer. In contrast, the tax law recognises income when it is derived and 

expenses when they are incurred. 

Although note the following extract from ATO ID 2012/15 for the derivation of unbilled income by 

energy retailers. 

Further, paragraph 14 of AASB 118 requires a transfer to the buyer of the significant risks and rewards of ownership 

of the goods before bringing to account an amount for unbilled revenue. 

Mass market customers consume energy when it passes the meter and enters the system that services their 

addresses. At that point, the taxpayer loses its dispositive power over the energy and the customers are contractually 

committed to pay, at some future date, for energy they have consumed at that point in time. 

The taxpayer's entitlement to payment for energy consumed is unconditional at this point. The income earning 

process is complete and the taxpayer has an existing right to demand payment of an ascertainable amount. 

The raising of a bill is not a condition precedent to a recoverable debt being created, but rather the mechanism by 

which the debt collection process commences. 
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As a consequence, to assist with minimising adverse and unexpected tax and financial reporting 

consequences arising from revenue being recognised under AASB 15 at a time that is different to 

when it should be considered ‘derived’ for income tax purposes, it is imperative that taxpayers and 

their advisors are involved, where possible, in:  

▪ discussions regarding how AASB 15 impacts existing contracts with customers (and how the 

impact will be presented in the financial statements); 

▪ the drafting of future contracts with customers;  

▪ pricing of certain rights and obligations under those contracts; and 

▪ the set-up of systems that will ultimately report when income is recognised for accounting 

purposes (and included in the income statement or the balance sheet as the case may be) which 

will be of the starting point for the determination of the taxable income position for an entity in an 

income year (and any tax adjustments required to be made). 

2.4.2 Transitional approach: retrospective versus cumulative   

The approach chosen by an entity to transition to AASB 15 may, in certain circumstances, give rise to 

double counting of revenue (in the income statement) and revenues that bypass the income 

statement entirely (for example, if the impact of AASB 15 on previous periods are recognised as an 

adjustment to the opening retained earnings balance for the entity under the cumulative transitional 

method21).  

The Commissioner considers that a taxpayer who accounts for items of income on a particular basis 

should continue to adopt that method until it is no longer appropriate22. Although the Commissioner 

makes this statement in TR 98/1 in the context of whether a cash or accruals basis of tax accounting 

is more appropriate at a particular point in time, it is interesting to consider if the same view may be 

applied by the Commissioner when a taxpayer moves from AASB 118 or AASB 110 to AASB 15  

In Henderson’s case it was found that earnings arising from the provision of services supplied in the 

previous income year were not ordinary income in the current year and only the earnings of the 

current year could be included in the computation of taxable income. As a consequence, where a 

taxpayer changes from an accruals basis to a receipts basis of tax accounting, income assessed in a 

previous income year (at the time it was accrued) may be assessed when it is received in the current 

year and no adjustment may be made to exclude that amount23.  

  

                                                      

21 See section 2.4 of this paper for further information regarding the available transitional methods 
22 Taxation Ruling 98/1 
23 Taxation Ruling 98/1 
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Similarly, if a taxpayer changes from a receipts basis to an accruals basis, income accrued in a 

previous income year (and not assessed) which is received in the later year is also not assessed in 

the year of receipt, and the Commissioner is not permitted to combine the results of more than one 

year in order to calculate the amount of assessable income in an income year (Henderson’s case) 

(although note, a capital gain could arise at the time the cash is received24).  

Accordingly, if the move from AASB 118 to AASB 15 gives rise to the double counting of revenue, or 

revenue bypassing the income statement in its entirety (because the cumulative method is adopted to 

transition to AASB 15), and the timing of the recognition of that revenue is appropriate for tax 

purposes, it is conceivable, absent further ATO guidance, that a change in methodology of accounting 

for income from contracts with customers under AASB 15 could give rise to double taxation or no 

taxation (albeit more unlikely).   

2.4.3 Other tax issues 

Thin capitalisation and transfer pricing 

The change in the financial position of the company because of the application of AASB 15 could 

impact the thin capitalisation position of a business.  For example, where the safe harbour method is 

used, an increase in deferred revenue recognised in the balance sheet could lower the safe harbour 

debt amount and result in a denial of debt deductions.  

Further, if the opening and closing method is used to calculate the safe harbour debt amount, if the 

cumulative approach is chosen to transition to AASB 15, opening balances used in the thin 

capitalisation calculation may be prepared under AASB 118 or 110 with closing balances prepared 

under AASB 15. 

Comparatively, if the Arm’s Length Debt Test is used to measure the thin capitalisation positon of a 

business, the impact of AASB 15 on cash flows and key financial ratios will also need to be 

considered when pricing what an arm’s length lender may be willing to lend to a business.  

  

                                                      

24 24 ATO Interpretative Decision ID 2014/1 

http://tinyurl.com/oua3yrt
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Other  

The introduction of AASB 15 may also impact:  

▪ To the extent revenue is recognised under AASB 15 at a time that is different to when the income 

is considered derived for tax purposes under section 6-5 ITAA 97:  

▪ additional timing differences are likely to arise resulting in additional deferred tax balances;  

▪ taxpayers may experience cash-flow advantages or disadvantages, and 

▪ The timing of the recognition of profits and distributable reserves may change, which could impact 

the payment of dividends and utilisation of franking credits. 

2.4.4 Broader impact on business and industries25 

It is important to note that the introduction of AASB 15 could have broader implications for businesses 

which should be considered including:  

▪ Systems: impact on IT systems, data capture and reporting tools, existing and future business 

models, accounting policies and internal controls; 

▪ Commercial: impact on long term contract negotiation, existing banking covenants, financing 

decisions and forecasts; and 

▪ Stakeholders: to the extent the AASB 15 impacts key financial ratios, business will need to be 

able to explain to shareholders, financiers, regulators, board audit committee, customers, why the 

revenue profile of the business has changed.  

  

                                                      

25 Deloitte Publication: AASB 15 revenue from contracts with customers 
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3 AASB 16 - Leases 

3.1 Background to introduction of AASB 16 

The International Accounting Standards Board (IASB) issued IFRS 16 Leases in January 2016.  IFRS 

16 replaces IFRS 17 (AASB 117) and implements a new model of lessee accounting.  AASB 16 is the 

Australian Accounting Standards Board equivalent of IFRS 16 and applies to annual reporting periods 

beginning on or after 1 January 2019. That is, for a company with a 30 June year-end, AASB 16 

should apply from 1 July 2019. For entities with a 31 December year-end, AASB 16 is now effective. 

The change in lessee accounting model was largely driven by the size of off-balance sheet assets 

and liabilities, combined with the lack of transparency around them. The preface to AASB 16, confirms 

that the previous model applicable to both lessees and lessors (that is, classifying leases as operating 

and finance leases) did not always provide a faithful representation of leasing transactions and, in 

particular: 

it did not require lessees to recognise assets and liabilities arising from operating leases26 

As such, the IASB and the US national standard-setter, Financial Accounting Standards Board 

(FASB), initiated a joint project to develop a new approach to lease accounting that would require 

lessees to recognise assets and liabilities for the rights and obligations that are created by leases.  

AASB 16 significantly changes the accounting treatment of lease arrangements for lessees, however, 

interestingly, lessor accounting remains largely unchanged from AASB 117 (IFRS 17), with the 

exception of the requirement to provide some additional disclosures surrounding their lease 

arrangements.  

3.2 Overview of AASB 16 

With the foregoing in mind, AASB 16 introduces a single lessee accounting model requiring a lessee 

to recognise assets and liabilities for all leases that have a term of more than 12 months27, unless the 

underlying asset is of low value28. Under AASB 16, a lessee is now required to recognise a ‘right-of-

use’ (ROU) asset representing its right to use the underlying leased asset over the lease period and a 

lease liability representing its obligations to make lease payments over that same period.  

AASB 16 measures ROU assets similarly to other non-financial assets (such as property, plant and 

equipment) and lease liabilities similarly to other financial liabilities. As a result, under AASB 16 a 

lessee recognises depreciation on the ROU asset and interest on the lease liability in its income 

                                                      

26 AASB 16, Preface, Why have we issued this Standard 
27 AASB 16, [5(a)] 
28 AASB 16, [5(b)] 



Tracey Rens and Melanie Earl, Deloitte Sleeping giants and silent killers –  

 Changes to the accounting standards; the omnipresence of accounting on tax matters 

 

© Tracey Rens and Melanie Earl, Deloitte 2019 15 

statement. The lessee also classifies cash repayments of the lease liability into a principal portion and 

an interest portion and presents those amounts in the statement of cash flows29.  

With respect to the disclosure requirements, lessees will need to apply judgement in deciding upon 

the information to disclose to meet the objective of providing a basis for users of financial statements 

to assess the effect that the leases have on the financial position, financial performance and cash 

flows of the lessee.  

For lessors, AASB 16 substantially carries forward the lessor accounting requirements in AASB 117 

Leases. Accordingly, under AASB 16 a lessor continues to classify its leases as operating leases if 

the lease: 

does not transfer substantially all the risks and rewards incidental to the ownership of the underlying asset30 

[emphasis added] 

or, a finance lease if the lease:  

transfers substantially all the risks and rewards incidental to ownership of the underlying asset31, 

[emphasis added] 

As was the case under AASB 117, the lessor will continue to account for those two types of leases 

differently, albeit AASB 16 does require the lessor to provide enhanced disclosures to improve 

information disclosed about a lessor’s risk exposure, particularly in relation to the residual value risk of 

an asset under lease. 

3.3 What is a lease?  

For lessees, paragraph 9 of AASB 16 states:32   

a contract is, or contains, a lease if the contract conveys the right to control the use of an identified asset for a period 

of time in exchange for consideration  

A contract may contain more than one lease, and where this is the case, an entity must account for 

each lease component within the contract separately33.  

 

  

                                                      

29 AASB 107, Statement of Cash Flows 
30 AASB 16, Appendix A, Defined terms 
31 AASB 16, Appendix A, Defined terms 
32 AASB 16, [9]. 
33 This is subject to the application of the ‘practical expedient’ under AASB 16, [15] 
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To control the use of an identified asset, a customer is required to assess whether, throughout the 

period of use, it has:  

the right to obtain substantially all of the economic benefits from use of the identified asset34; and 

the right to direct the use of the identified asset35.  

When assessing whether or not this is the case, a lessee needs to consider the economic benefits that 

result from the use of the asset within the scope of its right to use the asset under the contract36.  Further, 

a customer will only have the right to direct the use of an identified asset if:  

▪ The customer has the right to direct how and for what purpose the asset is used throughout the 

period37; or 

▪ If the relevant decisions about how and for what purpose the asset can be used is pre-

determined, the customer has38:  

▪ The right to operate the asset through the period of use, without the supplier having the right 

to change those operating instructions; or  

▪ The customer has designed the asset in a way that predetermines how and for what purpose 

the asset will be used throughout the period of use.  

An asset is usually explicit in the contract but can be implicit39. In the event where a contract contains 

a lease component and additional non-lease components, such as the provision of maintenance 

services, lessees shall allocate the consideration payable on the basis of the relative stand-alone 

prices, which shall be estimated if observable prices are not readily available40. 

  

                                                      

34 AASB 16, [B9(a)] 
35 AASB 16, [B9(b)] 
36 AASB 16, [B22] 
37 AASB 16, [B24(a)] 
38 AASB 16, [B24(b)] 
39 AASB 16, [B13] 
40 AASB 16, [12] 
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3.4 How are ROU assets and liabilities measured under AASB 16 for 

lessees?  

A lessee measures ROU assets and lease liabilities on a present value basis. Broadly, this means:  

▪ The lease liability will be measured at the present value of the lease payments that have not been 

paid at that date41; and  

▪ The ROU asset will be measured at cost42, comprised of: 

▪ The amount of the initial measurement of the lease liability43; 

▪ Any lease payments made at or before the commencement date, less any lease incentives 

received44;  

▪ Any initial direct costs incurred by the lessee45; and  

▪ Any costs to be incurred by the lessee from dismantling and removing the underlying asset, 

restoring the site on which it is located or restoring the underlying asset to the condition 

required by the terms and conditions of the lease at the time it incurs an obligation for those 

costs46.  

Following the initial recognition, the lessee must then measure the lease liability by47:  

▪ Increasing the carrying amount of the lease liability to reflect interest; 

▪ Reduce the carrying amount of the lease liability to reflect lease payments made; and 

▪ Remeasure the carrying amount to reflect any reassessment or modifications to the lease.  

With respect to ROU assets, following initial recognition, a lessee shall measure the ROU asset by 

applying a cost model i.e. cost of the ROU asset less accumulated depreciation and accumulated 

impairment losses48.  

  

                                                      

41 AASB 16, [26] 
42 AASB 16, [23] 
43 AASB 16, [24(a)] 
44 AASB 16, [24(b)] 
45 AASB 16, [24(c)] 
46 AASB 16, [24(d), 25] 
47 AASB 16, [36(a)-(c)] 
48 AASB 16, [29] 
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3.4.1 Transitional approach: retrospective versus cumulative   

While there is an option to retrospectively apply the standard and present the impact of AASB 16 on 

prior period in comparatives, similar to AASB 15, there is an option to apply a modified approach to 

transition to AASB 16 which does not require the restatement of prior period comparatives. Under this 

approach, the lease liability will be based on future rentals as determined under the standard, based 

on the term of the lease, and usually with a transition date discount rate49.  

3.5 Tax considerations 

Adoption of AASB 16 could have significant implications for many areas of business including tax.  The 

potential tax implications on adoption of AASB 16 and subsequent years have been highlighted below.  

3.5.1 Change in classification of the lease for the lessee 

From a lessor’s perspective, the lease continues to be classified as either an ‘operating lease’ or a 

finance lease’50 under AASB 116.  However, from a lessee’s perspective, as the standard adopts a 

single model of lessee accounting, the distinction between finance and operating leases has now, in 

effect, been extinguished for lessees51.   

This change in classification, could become relevant when applying tax laws, such as section 25-110 

which deals with lease termination payments and the tax cost setting rules dealing with finance leases52. 

These provisions and the potential issues that could arise, have been explored below.  

 

Lease Termination Payment 

Section 25-110(1) ITAA 97 provides an entity can deduct, over 5 years, an amount for capital 

expenditure incurred to terminate a ‘lease’ that results in the termination of the lease, and is incurred 

in the course of carrying on a business or ceasing to carrying on a business. 

However, section 25-110(3) also provides that:  

You cannot deduct any amount for expenditure you incur to terminate a lease that, in accordance with accounting 

standards, or statements of accounting concepts made by the Australian Accounting Standards Board, is classified 

as a finance lease  

[emphasis added]. 

Previously, where a termination payment was made by a lessee to a lessor to cause the 

termination of a lease, if the lease in question was classified as a “finance lease” under AASB 117, 

                                                      

49 AASB 16, Appendix C, Effective date and transition 
50 AASB 16, [61] 
51 AASB 16, Appendix C, [C8, C11] 
52 Section 705-56 ITAA 97 
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no deduction would be allowed for that payment under section 25-110(1).  Broadly, this was 

because it was expected the lease termination payment would result in the acquisition of the asset 

that was the subject of the lease and therefore the payment would be included in the cost base of 

the acquired asset.   

However, on the basis the lessee no longer “classifies” the lease as an “operating lease” or 

“finance lease” under AASB 1653, rather all leases are now recognised as a ROU asset and lease 

liability in the lessee’s balance sheet, there is no longer a clear and obvious distinction between 

what leases are “finance leases” and what leases are “operating leases” from the lessee’s 

perspective.   

Accordingly, absent updated guidance or a legislative change, in order for the lessee to satisfy the 

conditions of section 25-110(3), the lessee may now need to consider whether the lease could be 

classified as a finance lease from the lessor’s perspective (reviewing the relevant terms of the 

lease contract from a lessor’s lens) notwithstanding classifying the lease in such a way is not 

required, nor is it permitted for the lessee, under AASB 16.  

Tax Cost Setting Rules for Finance Leases 

Broadly, under the tax consolidation regime (assuming a basic case54), assets that are transferred to 

a tax consolidated group by a joining entity are reset having regard to an allocable cost amount 

(ACA)55. The ACA is determined with reference to the consideration paid for the shares in the joining 

entity plus liabilities less adjustments for transferred losses, carried forward deductions and other 

certain amounts56.  

Once the ACA amount is determined it is then ‘pushed-down’ to the underlying assets of the joining 

entity.  The ACA is firstly allocated to retained cost base assets (eg. cash assets) and then to reset 

cost base assets (in proportion with their respective market values) to determine the reset tax cost of 

the assets transferred to the tax consolidated group57.  

The rules governing the ACA calculation and push down process are specific and detailed. In this 

regard, certain modifications are made to the ACA calculation and push-down process for particular 

assets and liabilities, including finance leased assets.   

Relevantly, section 705-56(1) applies to a joining entity if, just before the joining time:  

(a) the joining entity is the lessor or lessee under a lease of a depreciating asset to which Division 40 applies; and 

(b) the joining entity classifies the lease, in accordance with accounting principles for tax cost setting, as a 

finance lease. 

[emphasis added] 

                                                      

53 AASB 16, Appendix C, [C8, C11] 
54 Subdivision 705-A ITAA 97 
55 Subdivision 705A ITAA 97 
56 Section 705-60 ITAA 97 
57 Section 705-35 ITAA 97 
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While this section should continue to operate as intended where the joining entity is a lessor (on the 

basis the lessor will continue to classify a lease of a depreciating assets as either an operating lease 

or a finance lease in accordance with AASB 16) prima facie this section can no longer apply to a 

joining entity that is a lessee. This is because, the joining entity can no longer ‘classify’ a lease as a 

‘finance lease’ in accordance with accounting principles58 (e.g. under the Australian accounting 

standards), being under AASB 16.   

As such, prima facie, absent a legislative change or administrative guidance, noting the new lessee 

model does in effect, mirror a finance lease, the following issues could arise: 

▪ a joining entity may be unable to reset the tax cost of a depreciating asset it holds for tax 

purposes under a lease that would have been ‘classified’ as a finance lease under AASB 117; 

▪ where the lease is treated as an operating lease for tax purposes (tax deductions are claimed for 

lease payments on the basis the lessee does not ‘hold’ the asset) prima facie, the ROU asset will 

still be allocated a cost in the ACA push down process (on the basis it cannot be excluded); 

▪ the lease liability relating to the ROU asset should not be excluded from the ACA calculation 

under section 705-56(4)(b);  

▪ it is unclear whether an adjustment may arise under step 2 of the ACA calculation for a future 

deductible amount, being the lease payments, if the lease is still treated as an operating lease for 

tax purposes, meaning the same ACA could arise, however the ACA may still need to be 

allocated to the ROU asset; and 

▪ if the ROU asset is included in the tax push down process, should it be treated as a retained cost 

base asset or a reset cost base asset.  

3.5.2 Impact on financing decisions  

The change in lessee accounting model could impact existing and new financing arrangements.  

While additional assets will be brought onto the balance sheet, the value of the assets and liabilities 

will not necessarily be aligned on recognition or over the term of the lease (see comments at section 

3.4). Further, as it is likely there will be higher depreciation and interest charges included in the 

income statement during the earlier part of the lease term key financial ratios (interest coverage, debt-

to-equity) could be significantly impacted, which could put pressure on lenders and businesses when 

making investment and lending decisions. It could also impact bank covenants and lead to possible 

breaches if businesses are not proactive about approaching their financiers. 

3.5.3 Other issues 

As highlighted for AASB 15, other issues to be considered include:  

                                                      

58 Pursuant to section 995-1, a matter is in accordance with accounting principles if it is in accordance with accounting 

standards as defined by the Corporations Act 
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▪ How the change in the financial position for a lessee under AASB 16 could impact the thin 

capitalisation position of the entity.  For example, where the safe harbour method is used, having 

additional lease liabilities on the balance sheet that exceed the cost of the ROU asset may lower 

the safe harbour debt amount and could result in a denial of debt deductions.  

▪ In applying thin capitalisation disclosures and calculations making sure debt deductions do not 

include any ‘interest’ in the accounts arising from operating leases. 

▪ To the extent financial ratios are impacted, changes in these ratios could impact existing and 

future transfer pricing policies and decisions;  

▪ Additional timing differences may arise (e.g. if leases are treated as ‘operating leases’ for tax 

purposes), giving rise to additional deferred tax assets and liabilities; and 

▪ How to communicate to various stakeholders, including Boards and shareholders, why the 

introduction of AASB 16 has had such a significant impact on the financial performance of the 

business, noting changes in financial ratios could also be relevant for remuneration schemes, 

including bonuses and share-based payments. 
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4 Justified trust and STARs - Increased focus on 

reconciliation of accounting results  

Justified trust is a concept that was introduced by the Organisation for Economic Co-operation and 

Development (OECD).  Broadly, the OECD states59:  

The level of assurance that revenue bodies seek is a “justified trust” that the right tax is reported and paid. This needs 

to be based on evidence that it is a reasonable judgement that the taxpayer is complying with all obligations and 

paying the right amount.  

‘Justified trust’ builds and maintains community confidence that taxpayers are paying the right amount 

of tax. It also allows the ATO to focus resources in the right areas60. 

As part of the ATO’s commitment to building an equitable international tax system it rolled out a series 

of initiatives under the OECD guidelines, including the Top 100 Program and the Top 1000 Program.  

As a consequence, large business in Australia are today facing renewed corporate tax activity from 

the ATO. Key taxpayer engagement and ‘justified trust’ is setting new assurance standards for both 

taxpayers and the regulator to benchmark what makes a good corporate taxpaying citizen. 

4.1 How does the ATO achieve “justified trust” 

To achieve justified trust the ATO obtains objective evidence that would lead a reasonable person to 

conclude a particular taxpayer has paid the right amount of tax. This is a higher level of assurance 

than confirming certain risks do not arise. 

The assurance approach is tailored to each taxpayer based on their unique business profile, with a 

focus on four key areas61: 

1. Understanding a taxpayer's tax governance framework;  

2. Identifying tax risks flagged to the market;  

3. Understanding significant and new transactions; and 

4. Understanding why the accounting and tax results vary62. 

  

                                                      

59 OECD, Measures of Tax Compliance Outcomes - A Practical Guide, 2014 
60 Justified Trust, https://www.ato.gov.au/Business/Large-business/Justified-Trust/ viewed on [13 February 2019] 
61 Justified Trust, https://www.ato.gov.au/Business/Large-business/Justified-Trust/ viewed on [13 February 2019] 
62 Justified Trust, https://www.ato.gov.au/Business/Large-business/Justified-trust/ viewed on [13 February 2019] 

https://www.ato.gov.au/Business/Large-business/Justified-Trust/
https://www.ato.gov.au/Business/Large-business/Justified-Trust/
https://www.ato.gov.au/Business/Large-business/Justified-trust/
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Taxpayers included in the Top 100 Program engage with the ATO on a one-on-one basis and receive 

an annual letter from the Commissioner (in the form of a Tax Assurance Report) advising them of their 

risk categorisation for income tax, Goods and Services Tax (GST), excise and petroleum resource 

rent taxes. The letter outlines the categorisation for each applicable tax, what it means for the 

taxpayer and how the ATO intends to engage with them over the next 12 months. 

Under the Top 1000 program, specialist tax performance teams engage with taxpayers using tailored 

compliance approaches to ensure they are reporting the right amount of income tax or to identify 

areas of tax risk for further action. The Top 1,000 undergo a four-month streamlined assurance review 

by the ATO, covering a period of four income years. Following completion of the review, the business 

receives a report of the areas where there is assurance that the right amount of income tax is being 

paid and any identified tax risks.   

4.2 How does the ATO understand why accounting and tax results 

vary?  

A key component of the justified trust methodology is understanding why accounting and tax results 

vary.   

Broadly, to perform the analyses, a holistic understanding of the taxpayer's business operations and 

financial performance is required. This means, the ATO will seek to understand the performance of 

the business for accounting purposes and then compare that performance with its tax performance. 

To do this the ATO undertakes an analysis of63:  

▪ the Effective Tax Borne (ETB)64 and global value chain to understand the variance between 

accounting and income tax results; and  

▪ sales and acquisitions data and compare this to net GST paid. 

  

                                                      

63 Justified Trust, https://www.ato.gov.au/Business/Large-business/Justified-Trust/ viewed on 13 February 2019 
64 Methodology used by the ATO to calculate the ETR of a business. Broadly, the methodology provides a standardised 

approach to identifying an economic group's worldwide profit from Australian linked business activities, and the Australian and 

offshore tax paid on that profit - https://www.ato.gov.au/business/large-business/in-detail/business-bulletins/articles/pilot-to-test-

our-effective-tax-borne-methodology/ viewed on 28 February 2019  

https://www.ato.gov.au/Business/Large-business/Justified-Trust/
https://www.ato.gov.au/business/large-business/in-detail/business-bulletins/articles/pilot-to-test-our-effective-tax-borne-methodology/
https://www.ato.gov.au/business/large-business/in-detail/business-bulletins/articles/pilot-to-test-our-effective-tax-borne-methodology/
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Differences between accounting and tax results are then highlighted and explained in both Tax 

Assurance Reports65 and the Streamlined Tax Assurance Report66 with the assurance rating assigned 

that supports the relevant explanation:  

Rating Explanation 

High The ATO understand and can explain the various streams of economic activity and 

why the accounting and tax results vary.    

Medium Further analysis and explanation is required to understand the various streams of 

economic activity and/or why the accounting and tax results vary.   

Low The ATO identified concerns from their analysis of the various streams of economic 

activity and/or why accounting and tax results vary.   

Red flag The ATO does not understand and cannot explain the various streams of economic 

activity and/or why accounting and tax results vary.    

 

It is interesting to note the Board of Taxation (Board) has instructed businesses not to use the ETB 

methodology when preparing ETRs for disclosure in the Voluntary Tax Transparency Code (the Code) 

(see section 5 of this paper for further discussion). The reason being, in the Board’s view  the ETB 

calculations: 

are too complex and not suitable for public disclosure under the Code67  

We understand from our discussions the ATO is currently reviewing the ETB methodology to both 

strengthen and simplify it. As part of this process we understand the ATO is: 

▪ Undertaking additional training for ATO staff so they can complete ETB calculations effectively 

while making sure the ATO obtain information that is relevant and is reasonable for taxpayers to 

obtain; 

▪ Developing procedures to support external advisors and taxpayers prepare ETB calculations 

themselves; 

▪ Undertaking a joint pilot in examining a new GST performance ratio with the ETB in the one 

product; and  

▪ Working to automate parts of the ETB methodology that are data driven. 

  

                                                      

65 Tax Assurance Report — Pre-lodgment compliance review (ATO sample for discussion only) 
66 Streamlined Tax Assurance Report — Top 1,000 Streamlined Assurance Review (ATO sample for discussion only) 
67 The Board of Taxation, A Tax Transparency Code, 2016 
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We understand the ATO is looking at having new versions of both the ETB excel workbook and the 

guidance material finalised by the end of March or early April and is also considering developing 

taxpayer presentations on the changes. 
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5 The Voluntary Tax Transparency Code  

5.1 Overview of the Code  

The Code68 is a set of principles and minimum standards to guide medium and large businesses on 

public disclosure of tax information. The Code was developed by the Board of Taxation in 2016 and 

endorsed by the Government in the 2016-17 Federal Budget. 

Adoption of the Code is currently voluntary and intended to complement Australia’s existing tax 

transparency measures. The Code is designed to encourage greater transparency within the 

corporate sector, particularly by multinationals, and to enhance the community’s understanding of the 

corporate sector's compliance with Australia’s tax laws. 

Potential users of information disclosed under the Code may include the general public and interested 

users in the community such as shareholders, analysts, regulators (including the ATO and ASIC) 

social justice groups and the media. 

It is important to note, on 26 February 2019, the Board released a Consultation Paper outlining 

proposed changes to the Code utilising feedback collected at consultation sessions conducted by the 

Board in 2018 with various stakeholders. We have discussed the proposed changes to the Code in 

further detail at 5.5 below. 

5.2 Who does it apply to?  

The Code consists of two tiers of voluntary disclosures: 

▪ Part A - which applies to ‘large’ and ‘medium’ businesses69; and 

▪ Part B - which applies only to ‘large’ businesses70. 

The Board recommends as a minimum standard that medium businesses should make the 

disclosures set out in Part A of the Code.  Comparatively, large businesses are recommended to 

disclose the full content of the Code included in both Parts A and B, noting Part B includes both core 

and optional content.  

The Code classifies large and medium businesses by reference to the aggregated Australian turnover 

of the business. Broadly, this means a business with aggregated Australian turnover of $100m or 

more but less than $500m is classified as a ‘medium’ business71, and a business with aggregated 

Australian turnover of $500m or more is classified as a ‘large’ business72. 

Australian turnover for the purposes of the Code is calculated as follows:  

                                                      

68 Board of Taxation, The Voluntary Tax Transparency Code 
69 Board of Taxation, The Voluntary Tax Transparency Code, [8.1] 
70 Board of Taxation, The Voluntary Tax Transparency Code, [8.1] 
71 Board of Taxation, The Voluntary Tax Transparency Code, [5.2] 
72 Board of Taxation, The Voluntary Tax Transparency Code, [5.1] 
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▪ For Australian headquartered businesses – the turnover of the Australian entity, or the income tax 

consolidated group headed by an Australian parent; and 

▪ For foreign multinational businesses – the turnover of the accounting consolidated group headed 

by a foreign parent to the extent that the turnover relates to: 

▪ any Australian entities or an Australian tax consolidated group; and 

▪ any foreign entities to the extent that the turnover is attributable to a permanent establishment 

in Australia.  

5.3 What does it include?  

5.3.1 Part A disclosures – medium and large businesses 

Part A of the Code73 sets out the disclosures which apply to both medium and large businesses and 

includes: 

▪ a reconciliation of the accounting profit to income tax expense and from income tax expense to  

income tax paid or payable, including the identification of any material temporary and non-

temporary differences; and 

▪ an Australian accounting effective tax rate (ETR) and a global ETR for the worldwide accounting 

consolidated group, based on company tax expense. 

To meet the first recommended disclosure of Part A, the Code states the reconciliation can be 

included in a ‘taxes paid’ report or another document prepared at a global level (for example, GPFS) 

provided the reconciliation identifies material temporary and non-temporary differences.  

To meet the second recommended disclosure, ETRs of the Australian and global operations of the 

business should be calculated as company tax expense divided by accounting profit. As noted in 

section 4 of this paper, the Code recommends that businesses do not calculate the ETRs using the 

ATO’s ETB methodology as the methodology is complex and not suitable for public disclosure under 

the Code. 

5.3.2 Part B disclosures – large businesses 

The recommended disclosures in Part B of the Code74, which apply only to “large” businesses are: 

▪ the business’ approach to tax strategy and governance; 

▪ a tax contribution summary for corporate taxes paid; and 

▪ information about related party dealings. 

                                                      

73 Board of Taxation, The Voluntary Tax Transparency Code, [8.1] 
74 Board of Taxation, Tax transparency code, [8.2] 
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In addition, businesses have the option of including the following information, which the Code 

identifies as being of interest to the community: 

▪ an overview of the operations of the business; 

▪ its approach to engagement with tax authorities other than the ATO;  

▪ a description of the assurance regimes that the business is subject to (e.g. internal audit, external 

audit, ATO pre-lodgment compliance reviews); 

▪ other Australian taxes and imposts paid to the Government e.g. fringe benefits tax, royalties and 

excises, payroll tax, stamp duties and other state taxes; and 

▪ Government imposts collected by the business on behalf of others, such as GST and PAYG.  

5.4 AASB Appendix to the Code 

5.4.1 The purpose of the Appendix 

Following the introduction of the Code, the Board requested the AASB develop guidance to assist 

businesses meet the Code’s recommendations for both Part A and Part B disclosures75.   

The requested guidance was released on 16 May 2017 and is contained in a draft Appendix to the 

Code.  The guidance is not an AASB Accounting Standard and its adoption is voluntary, like the Code 

itself. However, whilst use of the Appendix is voluntary, an entity shall be unable to describe its Code 

disclosures as complying with the draft Appendix unless all aspects of the Appendix are met76. 

As at the date of this paper the draft Appendix has not been finalised.  

5.4.2 The effective tax rate 

A key element of the draft Appendix is to provide additional guidance in relation to the Part A 

disclosures, and specifically, the disclosure relating to the entity’s effective tax rate for accounting 

purposes and the purpose of the Code77. Notably, where the Codes ETRs differ, the draft Appendix 

reiterates it should be adequately reconciled.  

On the basis the Code’s ETRs are defined as the company tax expense divided by “accounting profit” 

for Australian operations (the Australian Code ETR) and company tax expense divided by “accounting 

profit” for the worldwide accounting consolidated group (the Global Code ETR), the draft Appendix 

provides additional guidance in relation to how each of those terms should be understood.  

                                                      

75 Board of Taxation, Tax Transparency Code, [8.1]; Australian Accounting Standards Board 2017, Draft Appendix to the Tax 

Transparency Code 
76 Draft Appendix to the Tax Transparency Code, [2] 
77 Draft Appendix to the Tax Transparency Code, [3(b)] 



Tracey Rens and Melanie Earl, Deloitte Sleeping giants and silent killers –  

 Changes to the accounting standards; the omnipresence of accounting on tax matters 

 

© Tracey Rens and Melanie Earl, Deloitte 2019 29 

5.4.3 Reconciliation of the accounting ETR and the Code’s ETRs 

The Appendix states the accounting ETR and Code’s ETRs should be presented together, regardless 

of where the ETRs are located in the taxes paid report or GPFS.  

Further, the Code’s ETRs should not be more prominently displayed than the accounting ETR and 

should be adequately reconciled where there are differences.  Any adjustments made to the ETR 

prepared for accounting purposes to the Code’s ETRs should also be explained.  

The draft guidance says that in some circumstances it may be appropriate to present another non-

accounting ETR e.g. by including industry specific taxes to better reflect actual taxes paid, or by 

eliminating one-off or unusual items of either revenue or expense to better reflect the expected future 

tax profile. However, the reason and bases for using the non-accounting ETR must be explained, 

including any key assumptions that have been made.  

5.4.4 What does this all mean? 

The focus on the ETR in the Code and dissection and comparison of the ETR between domestic and 

foreign operations allows users of the Code (including Australian Securities and Investments 

Commission (ASIC) and the ATO) gain further insight into key business decisions that are being made 

by businesses, including in relation to where a businesses’ profits are being earned and taxed – within 

Australia and outside of Australia.   

The focus on the ETR in the Code and as part of the ‘justified trust’ initiatives (Top 100 and Top 1000 

program), reiterates the importance of managing book to tax differences, and where there are 

differences between the ETR and the corporate tax rate, it must be explicable, and with good reason.   

5.5 The future of the Code 

The Government has, at times, expressed concern about the level of take-up of the Code given the 

potential population of large to medium business in Australia.  

At the time of the introduction of the Code, the Board stated it would undertake a post implementation 

review of the Code three years after its commencement.  

As a result, in 2018, the Board attended consultations with various stakeholders, including advisors 

and the Government to discuss the future of the Code and importantly: 

gather feedback on the [Code] and identify improvements in the context of global developments in the tax 

transparency landscape, with a focus on simplicity and usefulness of the disclosures 

Accordingly, on 26 February 2019, the Board released a Consultation Paper outlining proposed 

changes to the Code developed by the Board utilising the feedback collected in 2018. The 

Consultation Paper is available on the Board’s website, and contains a draft revised Code.  

By way of summary, the Board’s recommendations are: 

https://treasury.us20.list-manage.com/track/click?u=47d429f4ffc0903e7e13421ea&id=67bcf95914&e=996ce8860c
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▪ Elements of the Code which were previously termed as optional will be referred to as best 

practice; 

▪ The Code should include a basis of preparation statement as a minimum standard, describing the 

basis on which the disclosures have been prepared, including treatment of non-wholly owned 

entities/operations, source of information, reporting currency, glossary of definitions, and 

approach to materiality; 

▪ New minimum standard: The Board recommends the reconciling of the tax paid data published by 

the ATO with tax transparency reports; 

▪ Changes to minimum standards including:  

▪ Expansion of the reconciliation of accounting profit to income tax paid and income tax 

payable; 

▪ Provision of additional guidance as to the minimum acceptable information to be included in 

the tax policy, tax strategy and governance summary in Part B;  

▪ The tax contribution summary in Part B should be expanded to include disclosure of other 

Australian taxes and imposts paid to the Government, including Petroleum Resources Rent 

Tax, royalties, excise, payroll tax, stamp duties, Fringe Benefits Tax and state taxes, as a 

mandatory element; 

▪ Clarify the requirements of the international related party dealings summary in Part B to 

ensure businesses provide meaningful information; and  

▪ Additional commentary to clarify that taxes collected on behalf of others (for example, GST, 

PAYG withholding, superannuation guarantee) should be clearly distinguished from tax paid 

on behalf of the business itself. 

• Best practice recommended for large business includes information regarding:  
 
▪ material tax disputes; 

▪ structure and composition of the group and approach to tax structuring, including name 

and place of incorporation of all subsidiaries, explanation of activities in no or low tax 

jurisdictions and group transfer pricing approach; and  

▪ approach to co-operative compliance such as Advance Pricing Arrangements and 

compliance with the ATO’s justified trust program 

Submissions in response to the draft revised Code are requested by 26 March 2019.  

It should be noted,, it was proposed as part 2018-19 Federal Budget that the Code should be made 

compulsory for taxpayers bidding for Government contracts and , the Australian Labour Party has 

proposed to make the Code mandatory should they be successful in the upcoming Federal election.  

Accordingly, while the future of the Code is still uncertain, it would not be unexpected if the Code 

becomes mandatory for all medium to large businesses in the not too distant future.  
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6 GPFS and Reporting Entities 

The Tax Laws Amendment (Combating Multinational Tax Avoidance) Act 2015 (TLAB 2015) received 

Royal Assent on 11 December 2015.  The purpose of TLAB 2015 was to introduce certain ‘tax 

transparency’ measures into the ITAA 97 and Tax Administration Act 1953 (TAA 53).  

As part of negotiations with the Senate to pass the legislation, TLAB 2015 was amended to include a 

requirement for significant global entities in certain cases to lodge a GPFS with the ATO.   

At the time the legislation was enacted, interpretation of the GPFS requirement was uncertain, with 

many matters being identified for clarification. As a result, the ATO issued guidance as to how the 

rules should be interpreted78.  

The GPFS requirements are contained in section 3CA of the TAA 53 and apply to income years 

beginning on or after 1 July 2016.  

6.1 Who needs to lodge a GPFS? 

6.1.1 The requirements of Section 3CA and the Australian Accounting Standards 

Section 3CA(1) and (2) of TAA 1953 requires a GPFS to be prepared and lodged with the ATO on or 

before the day on which the entity is required to lodge its income tax return for the income year if the 

entity is: 

▪ a ‘significant global entity’79 for that income year;  

▪ a ‘corporate tax entity’80; and  

▪ at the end of the income year, is either an Australian resident or a foreign resident who operates 

an Australian permanent establishment (as defined in the ITAA 36). 

However, where the entity has already prepared and lodged GPFS with ASIC within the timeframe 

provided under section 319(3) of the Corporations Act (broadly within 3-4 months of year-end), it is 

not required to lodge the GPFS with the ATO81. 

It is important to be aware, the corporate tax entity that satisfies section 3CA(1) must be a ‘taxpayer’ 

(on the basis the GPFS must be lodged on or before the due date for the return for that entity) for 

section 3CA(2) to apply.  Therefore, if an SGE is a member of a tax or multiple entry consolidated 

                                                      

78 ATO Guidance - Provision of general purpose financial statements by significant global entities, viewed on 11 February 2019 

https://www.ato.gov.au/Business/Public-business-and-international/Significant-global-entities/General-purpose-financial-

statements/ 
79 Section 960-555, ITAA 97 
80 Corporate tax entity is defined by section 995-1 of the ITAA 1997 to include companies, corporate limited partnerships and 

public trading trusts 
81 Note if the GPFS is lodged with ASIC after this time but before the return is due, the GPFS will not need to be lodged with the 

ATO. 
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group, then it should not be required to lodge a GPFS, unless it was a ‘taxpayer’ for part of the 

income year and needs to lodge a return for a particular period in that year (and all other conditions of 

section 3CA are satisfied). Once the GPFS have been lodged with the ATO, they will then be passed 

to ASIC and made available to the public.  

The requirements under section 3CA apply regardless of whether an entity is a ‘reporting entity’ under 

the Australian Accounting Standards and regardless of whether any relief or exclusion to prepare 

financial statements has been provided under the Corporations Act or granted by ASIC.    

6.1.2 The requirements of the Australian Accounting Standards 

Under the Australian Accounting Standards, GPFS are required to be prepared by a ‘reporting entity’.   

AASB 1057 Application of Accounting Standards defines a “reporting entity” as:  

An entity in respect of which it is reasonable to expect the existence of users who rely on the entity’s general purpose 

financial statements for information that will be useful to them for making and evaluating decisions about the allocation 

of resources.  A reporting entity can be a single entity or a group comprising a parent and all of its subsidiaries. 

The Statement of Accounting Concepts SAC 1 Definition of the Reporting Entity provides further 

guidance as to what constitutes a reporting entity and broadly, reiterates the definition included in 

AASB 105782 

However, although GPFS are not necessarily required to be prepared by a non-reporting entity, is it 

conceivable that a non-reporting entity could prepare GPFS.   

In this regard, the Australian Accounting Standards contemplate that an entity may not be a reporting 

entity but may nevertheless prepare GPFS.  Relevantly, AASB 1057 outlines which Australian 

Accounting Standards apply to entities preparing GPFS and relevantly states the majority of 

Australian Accounting Standards apply to both GPFS of each “reporting entity” and “financial 

statements that are, or are held out to be, GPFS”.   

  

                                                      

82 SAC [40]. 
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6.2 What does the GPFS need to include? 

Section 3CA(5) of the TAA 53 provides the following:  

 For the purposes of this section, a general purpose financial statement in relation to an entity: 

(a) must be prepared in accordance with: 

(i) the accounting principles; or 

(ii) if accounting principles do not apply in relation to the entity – commercially accepted 

principles relating to accounting; and 

(b) if the entity is a member of a group of entities that are consolidated for accounting purposes as a 

single group – must relate to: 

(iii) the entity; or 

(iv) the entity and some or all of the other members of the group. 

Upon enactment of TLAB 2015, a number of matters arose in relation to the application of the above 

requirements.  For example, although a taxpayer was required to provide the GPFS to the ATO, there 

was confusion as to which ‘entity’ the GPFS should be prepared for and on what basis.  

Following consultation, the ATO clarified in its guidance that83:  

The entity referred to in subsection 3CA(5) (particularly paragraphs 5(a)(ii) and (5)(b)) is the corporate tax entity 

that satisfies subsection 3CA(1)). It therefore does not follow that subsection 3CA(5) can be read in such a way 

that you could have regard to the entity for which the financial report is being prepared to determine 

whether your GPFS needs to be prepared in accordance with Australian Accounting Standards or [commercially 

accepted accounting principles] 

[emphasis added] 

In summary, the ATO guidance clarifies that the GPFS must be prepared for the entity that is the 

corporate taxpayer with the filing obligation, and if the Australian Accounting Standards apply to that 

entity, then the GPFS must be prepared in accordance with those standards.  

Therefore, notwithstanding that section 3CA(1) applies regardless of whether or not an entity is a 

“reporting entity”, understanding whether the entity is a reporting entity remains important as the 

Australian Accounting Standards make a number of distinctions which are relevant when complying 

with section 3CA(5).  

                                                      

83 Footnote 2 to the ATO Guidance - Provision of general purpose financial statements by significant global entities  

 



Tracey Rens and Melanie Earl, Deloitte Sleeping giants and silent killers –  

 Changes to the accounting standards; the omnipresence of accounting on tax matters 

 

© Tracey Rens and Melanie Earl, Deloitte 2019 34 

In particular, AASB 10 Consolidated Financial Statements provides an exemption from the 

requirement to prepare consolidated financial statements where the following conditions are met:  

▪ The entity is a wholly-owned subsidiary or is a partially-owned subsidiary of another entity and all 

of its other owners, including those not otherwise entitled to vote, have been informed about, and 

do not object to, the parent not presenting consolidated financial statements;  

▪ The entity’s debt or equity instruments are not traded on a public market (a domestic or foreign 

stock exchange or an over-the-counter market, including local and regional markets);  

▪ The entity did not file, nor is it in the process of filing, its financial statements with a securities 

commission or other regulatory organization for the purpose of issuing any class of instruments in 

a public market; and 

▪ The entity’s ultimate or any intermediate parent produces financial statements that are available 

for public use and comply with International Financial Reporting Standards, in which subsidiaries 

are consolidated or are measured at fair value through profit or loss in accordance with AASB 10.  

AASB 10 further modifies these requirements in two respects:  

▪ Permitting certain entities to take advantage of Reduced Disclosure Requirements (Tier 2) and 

certain not-for-profit entities from being able to avoid consolidation; and   

▪ Requiring an ultimate Australian parent to present consolidated financial statements if either the 

parent, or group, is a reporting entity (or both are reporting entities) even if it would otherwise be 

able to avail itself of the exemption.  

The second modification is important to entities which are not reporting entities, for example 

subsidiaries of foreign parents or where Australian entities have foreign subsidiaries, which are 

preparing GPFS, as if all of the requirements for the exemption are met and the entity is not a 

reporting entity, the GPFS may be prepared for the entity itself (i.e. separate financial statements) 

rather than consolidated financial statements.   

The ATO Guidance specifically addresses the option to give the ATO either a stand-alone GPFS or a 

sub-group consolidated GPFS under section 3CA(5)(b). In addition, it states that entities that are 

parents that are not exempt under AASB 10 can give stand-alone GPFS if the entity also complies 

with AASB 127 Separate Financial Statements, including any requirement to present consolidated 

financial statements under that standard.  

Caution should, however, be exercised if the exemption in AASB 10 is to be applied or the entity 

chooses to prepare a stand-alone GPFS.   

Firstly the entity may need to be able to illustrate that it clearly is not a reporting entity (to apply the 

AASB 10 exemption).  

Secondly, not presenting consolidated financial statements may result in unwanted scrutiny from 

media and others if it is not considered to be in the “spirit of the law”.  
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Lastly, without consolidated financial statements, a subsidiary entity that is captured by the 

requirement of section 3CA(1) would also need to prepare and lodge their own GPFS with the ATO 

which could increase the administrative burden placed on the entity and group when complying with 

section 3CA – this is because if a consolidated GPFS had been prepared by the parent entity the 

subsidiary member could have otherwise lodged the consolidated GPFS of the parent entity. 

6.3 Dealing with Uncertain Tax Disclosures 

Under Australian Accounting Standards, income taxes are accounted for under AASB 112 Income 

Taxes, which is equivalent to IAS 12 Income Taxes.  In addition, Interpretation 23 Uncertainty over 

Income Tax Treatments became effective for annual periods beginning on or after 1 January 2019. 

Interpretation 23 requires an entity to consider whether it is probable that a taxation authority will 

accept an uncertain tax treatment.  If the entity concludes that it is probable that the taxation authority 

will accept an uncertain tax treatment, it determines taxable profit, tax bases, unused tax losses, 

unused tax credits or tax rates consistently with the tax treatment used or planned to be used in its 

income tax filings. 

Where the entity concludes it is not probable that the taxation authority will accept an uncertain tax 

treatment, the effects of the uncertainty for each uncertain tax treatment by either a 'most likely 

amount' method or a 'expected value' method, depending on which method the entity expects to 

better predict the resolution of the uncertainty. 

Under Interpretation 23, the time to reflect the effects of the uncertain tax treatment is the time when 

the tax treatment is taken such that it affects the calculation or determination of current or deferred 

taxes.   

When Interpretation 23 was issued by the Australian Accounting Standards Board (AASB) in July 

2017, a press release was issued by the AASB which included reference to expectations about a 

possible change in practice in advance of the new Interpretation being effective from 1 January 2019.   

As outlined in the press release, AASB Chair Kris Peach said,  

The probability threshold is now being applied at an earlier point and could result in more tax liabilities being 

recognised. Previously, a tax liability was only recognised if the directors assessed it was probable that the entity 

would be required to pay additional tax 

While there may not have been as significant increase in the earlier recognition of uncertain tax 

positions by large corporates since the press release the discussion and ongoing expectations of 

financial reporting disclosures of disputed tax matters has been maintained by the various 

stakeholders and interest parties. 
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7 Old favourites and recent war stories – the 

importance of accounting for tax outcomes 

7.1 Understanding the accounting before determining the tax 

7.1.1 Treatment of Foreign Exchange Gains 

As part of the ordinary preparation of annual income tax returns for companies, it is very important to 

understand how transactions and events have been accounted for in order to ensure that the correct 

tax adjustment is made.  Different taxpayers will have different accounting treatments for like 

transactions due to their accounting policies and internal systems and accordingly, only one way to 

make the tax adjustment for the tax return invariably does not exist. 

Let’s take a simple example of a taxpayer that has not made any TOFA elections and is accordingly 

treating the foreign exchange gains and losses on its foreign currency denominated transactions on a 

realisation basis for income tax purposes.  If we further assume the company has one US 

denominated liability that it had settled within three years.  The foreign exchange position at each year 

end was as follows: 

 Liability (US$90) Cumulative FX 

Yr O 100  

Yr 1 110 10 

Yr 2 108 8 

Yr 3 (Settlement) 115 15 

 

The accounting treatment adopted by the taxpayer is that it retranslates its foreign currency 

denominated liability at the end of each reporting period into AU dollars and posts that retranslation 

foreign exchange gain or loss to its unrealised FX account in the P&L.  However on the first day 

following that reporting period, the retranslation amount is reversed in its accounts.  

Generally speaking, as part of the preparation of income tax returns, we would treat the unrealised FX 

gain or loss at year end as either not derived or incurred and adjust the amount included in the 

company’s profit and loss account.  If in a subsequent period, the amount becomes realised through 

settlement of the liability we would reverse the tax adjustment(s) made in the prior year(s).  This can 

be illustrated as follows: 
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 Account DR / (CR) Net P&L 

Impact 

Tax 

Adjustment 

Net Tax 

Impact 

Yr 1 Unrealised FX 

(P&L) 

10    

 Liability (10) 10 (loss) 10 (addback) 0 

Yr 2      

Reverse Yr 1 Unrealised FX 

(P&L) 

(10)    

CY entry Unrealised FX 

(P&L) 

8    

 Liability 2 2 (gain) 2 (subtract) 0 

Yr 3      

Reverse Yr 2 Unrealised FX 

(P&L) 

(8)    

 Liability 

 

8    

Settlement Cash (115)    

 Liability 100    

 Realised FX 

(P&L) 

15 7 (loss) 8 (subtract) 15 (loss) 

      

Total 

Position 

  15 (loss) 0  

 

If the client did not reverse the unrealised FX gain or loss the first day of the following period the 

adjustments would be as follows: 

 

 Account DR / (CR) Net P&L 

Impact 

Tax 

Adjustment 

Net Tax 

Impact 

Yr 1 Unrealised FX 

(P&L) 

10    
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 Account DR / (CR) Net P&L 

Impact 

Tax 

Adjustment 

Net Tax 

Impact 

 Liability (10) 10 (loss) 10 (addback) 0 

Yr 2      

CY entry Unrealised FX 

(P&L) 

2    

 Liability 2 2 (gain) 2 (subtract)  

Yr 3      

Settlement Realised FX 7 7 (loss) 8 (subtract) 15 (loss) 

 Liability 

 

108    

 Cash (115)    

 

The tax adjustments required are the same in both instances – on settlement the cumulative 

unrealised FX at the start of the third year is now realised for tax purposes.   

However, if you were adjusting unrealised FX by reference to the accounting P&L amount you would 

not be making the correct adjustment in the third year as you would be also adding back the 

unrealised FX loss of $8 which would overstate the net adjustment for tax purposes.  For tax effect 

accounting and return purposes it would be better to reference the adjustment to the movement in the 

underlying liability account. 

7.1.2 Share capital account tainting 

There are a number of situations where the accounting entries required by Corporation Law or under 

the accounting standards could taint a company’s share capital account for tax purposes.   

Employee Share Schemes 

In June 2011 the Professional bodies raised the potential for the accounting treatment for the grant 

and subsequent vesting of equity interests under employee share schemes (ESS) under AASB 2 

Share Based Payments to cause a concern with respect to the share capital tainting provisions. 

Broadly, the share capital tainting rules will treat a company as having tainted its share capital 

account if that company has transferred an amount to its share capital from another account. These 

rules are aimed at preventing a company from making tax-preferred distributions out of a share capital 

account to which it has transferred profits (i.e. seeking to disguise amounts that should be returned as 

dividends on which the recipient shareholder would be assessed).  
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As a consequence of tainting its share capital account, section 197-45 triggers a franking debit to 

arise in the company’s franking account. Further, until the company chooses to untaint its share 

capital account, any distributions made from its share capital account will be treated as unfrankable 

dividends as a result of the operation of sections 975-300(3) and 202-45 in addition to sections 6(1) 

and 46M. 

On making a choice to untaint an existing tainted share capital account, a company may have to 

make a further franking debit pursuant to section 197-65 and/or incur a liability to pay untainting tax 

pursuant to section 197-60. 

In adhering to the requirements of AASB 2, companies generally establish a ‘share-based payment 

reserve’ to record amounts that will later become share capital as a result of interests under the ESS 

vesting. Due to the use of such an account, a risk was identified that companies would be in danger of 

tainting their share capital accounts on crediting the company’s share capital account following the 

vesting of the equity instruments.   

The following accounting entries could arise under AASB 2 

On grant date:  
 
Share-based expense component  
DR  Share-based expense (P&L)  $100  
CR  Share-based payment reserve  $100  
 

On vesting and issuance of shares 

Vesting date – Recognition of vested shares  
DR  Share-based payment reserve  $100  
CR  Share capital  $100  
 

However such an entry exposes a company to the risk that their share capital account will be tainted 

by the amount of the transfer into share capital.  This was raised at the June 2011 National Tax 

Liaison Group meeting.  The meeting notes provide that the issue was discussed with the following 

resolution: 

Members were advised Treasury is considering, in consultation with the ATO, amending Division 197 of the ITAA 

1997 to provide an exemption for an amount transferred to share capital if the transfer is as a result of the issue of 

shares to employees under an employee share scheme. 

Members accepted the advice and agreed with the proposal to close this action item and remove from the register. 

To date, no legislative amendments have been proposed.   

In the meantime, it is hoped that the ATO would maintain a substance over form approach in 

determining whether a share capital account has been tainted particularly since a fact sheet (which 

explicitly stated that it was the entries made in the general ledger which will be determinative on the 

application of the share tainting rules) is no longer published on the ATO website. 
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In the further alternative it could be maintained that the transfer could fall within some of the existing 

exclusions for either debt / equity swaps or option premium reserves (although this could be difficult in 

light of ATO ID 2009/87) in the share capital tainting provisions. 

Redeemable Preference Shares 

Another less common but similar issue can arise on the redemption of preference shares.  Under the 

ASIC Practice Note 68 at paragraph 101 and following the accounting journals for the redemption out 

of profits of the proceeds of a fresh issue of shares are outlined as:  

DR retained earnings 

CR share capital (equity) 

DR RPS (liability) 

CR cash 

This journal potentially causes the share capital account to be tainted for tax purposes.  As ASIC goes 

on to note: 

ASIC has been made aware that the treatment required by the Law on the redemption of preference shares out of 

profits (as outlined in [PN 68.101]) may have taxation consequences which might not exist if the Law did not require a 

redemption ‘‘out of profits of the proceeds of a new issue of shares made for the purpose of the redemption’’. Some 

may seek to argue that the outcome detailed in [PN 68.101] is an unintended consequence, however, ASIC believes it 

is in accordance with the requirements of the Law. 

Consequently, it would be prudent for taxpayers contemplating a redemption of preference shares to 

consider all avenues for redemption or cancellation of those shares. 

Debt Forgiveness Arrangements 

Finally a third scenario to highlight the breadth of accounting journals that could give rise to share 

capital tainting concerns.  The ATO confirmed in a private ruling (PBR1051271138234) that the 

forgiveness or an assignment of an intercompany loan where the credit was reflected through 

retained earnings did not give rise to a share capital tainting event as retained earnings were an 

entirely separate account(s) to share capital.  While this may seem an obvious result, given other 

case decisions as to what may constitute a share capital account, it is necessary to understand how a 

debt forgiveness or assignment is accounted for (even within tax consolidated groups). 

Impact of share capital tainting for tax consolidated groups 

The explanatory memorandum to the law that introduced the share capital tainting rules notes that the 

application of the rules in the context of a tax consolidated group are as follows at paragraph 4.60 and 

4.61: 

If a subsidiary member of a consolidated group or multiple entry consolidated (MEC) group transfers an amount to its 

share capital account that causes the share capital account to become tainted, only the subsidiary member’s share 

capital account is tainted — that is, the single entity rule does not apply to cause the head company’s account to 

become tainted.  
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Franking debits that arise at the time of tainting (section 197-45) or untainting (section 197-65) will arise in the franking 

account of the head company because the consolidated group or MEC group has a single franking account (see 

section 709-75). The applicable franking percentage, which applies to determine the amount of the franking debits that 

arise under sections 197-45 and 197-65, will be the head company’s benchmark franking percentage for the relevant 

franking period. If the head company has not determined a benchmark franking percentage for the relevant franking 

period, the applicable franking percentage will default to 100 per cent.  

7.1.3 Thin Capitalisation Provisions 

The object of the thin capitalisation provisions is to ensure that entities do not reduce their tax 

liabilities by using an excessive amount of debt capital to finance their Australian operations.   

The thin capitalisation provisions explicitly require the value of assets and liabilities to be in 

accordance with relevant accounting standards.  In particular, section 820-680 of ITAA1997 states: 

For the purposes of this Division, an entity must comply with the *accounting standards in determining what are its 

assets and liabilities and in calculating:  

(a) the value of its assets (including revaluing its assets for the purposes of that calculation); and  

(b) the value of its liabilities (including its *debt capital); and  

(c) the value of its *equity capital.  

Accounting standards are then defined by reference to their meaning under the Corporations Act 

2001.84  As noted in Taxation Ruling TR 2002/20, the policy of the thin capitalisation provisions was to 

provide an appropriate mix of debt and equity capital for business.  A commercial lender would 

generally have regard to an entity’s accounting records in determining whether and how much to lend 

and accordingly this was considered a logical basis for the thin capitalisation provisions.85 

In addition, the use of accounting standards in this was considered to add integrity to the process of 

using amounts other than cost as a value and was part of the recommendations in the Review of 

Business Taxation Report.86 

As the explanatory memorandum noted to the thin capitalisation provisions an entity must comply with 

the accounting standards whether or not it is otherwise required to do so under a particular standard 

and: 

Accounting standard AASB 1001 prescribes the concepts that guide the selection, application and disclosure of 

accounting policies. It provides that the appropriate accounting policy is one which results in relevant and reliable 

                                                      

84 See section 995 definition. 
85 TR 2002/20 at paragraph 18. 
86 Refer paragraph 8.3 of the explanatory memorandum to the New Business Taxation (Thin Capitalisation) 2001 and the Board 

of Taxation discussion paper on ALDT 

http://www.iknow.cch.com.au/#!/resolve-citation/XATL_HANDLE%20io699084sl24405637
http://www.iknow.cch.com.au/#!/resolve-citation/XATL_HANDLE%20io699084sl24405941
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financial information. For these 2 qualities to be satisfied, the information needs to be free from bias and undue error. 

It must also represent the substance of the transaction where substance and form differ.87 

The ATO has continued to have regard to the accounting definition of items in determining the 

corresponding thin capitalisation meaning but only in certain circumstances.   

A more common occurrence would be the situation where the tax and accounting value of a particular 

item or transaction do not align.  For example, borrowing costs incurred in raising finance are 

generally capitalised for accounting purposes and amortised over the life of the loan (as per tax 

purposes under TOFA).   

However these costs are not shown as an ‘asset’ in the accounts but rather included in the value of 

the debt liability.  In applying the safe harbour debt calculations the use of the debt value per the 

accounts would be lower than the principal value of the debt while the borrowing costs are being 

amortised and accordingly might provide a marginal benefit for thin capitalisation purposes as 

compared to an entity that did not capitalise the borrowing costs or show those costs netted off 

against the debt.  

A similar situation may have arguably arisen with respect to other types of bifurcated arrangements 

where the accounting for the debt interest is partially recorded in liabilities and partially in equity (such 

as convertible notes).  In those circumstances, arguably only the value of the debt capital amount that 

is included in liabilities for accounting purposes would be used as part of the safe harbour debt 

calculations. 

For accounting purposes an instrument is characterised as a liability or equity instrument under the 

requirements of AASB 132 Financial Instruments: Presentation.  An equity classification is only 

appropriate if the instrument fails the definition of a financial liability under paragraph 11 of AASB 

132:11.  In this regard, our understanding is that the key requirement in determining whether an 

instrument is equity is the issuer’s unconditional ability to avoid delivery of cash or another financial 

asset.   

Accordingly, if the instrument is treated as equity for accounting purposes then can it be said that the 

value of the debt capital for the entity for thin capitalisation purposes is NIL.  We would submit the 

equity classification for accounting purposes should not override the tax characterisation and that the 

values for accounting (wherever they are disclosed) should be used as the basis for thin capitalisation 

purposes. 

The ATO issued Taxpayer Alert TA 2016/9 to signify its concerns on amounts included in the value of 

debt capital for thin capitalisation purposes where part of that value was wholly or partly treated as 

equity for thin capitalisation purposes.  In this Alert the ATO noted that certain taxpayers were seeking 

to exclude the accounting value of debt interests to the extent that the carrying value was included in 

equity.  This is an obvious concern given the taxpayer could be claiming wholly the debt deductions 

without any of the principal value being tested as debt capital. 

                                                      

87 At paragraph 8.39 of the EM. 
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The ATO noted that the Commissioner has the ability in section 820-690 of ITAA 1997 to substitute a 

more appropriate value (having regard to accounting standards) where he considers that an entity has 

overvalued its assets or undervalue its liabilities (including its debt capital). 

Although the explanatory memorandum to the thin capitalisation provisions explains the power as 

thus: 

the discretion will not be employed merely because an item is off-balance sheet. It is only where the Commissioner 

considers that either the value of an asset is too high or the value of a liability is too low (whether the asset or liability 

is on- or off-balance sheet) that the discretion will be used. 

In determining an appropriate value, the Commissioner must have regard to the relevant accounting standards. That 

is, the Commissioner will determine the value that would have been calculated had the relevant accounting standards 

been followed correctly and had the valuation been conducted on an independent basis using accurate and reliable 

information.88 

This would indicate that a correctly classified equity instrument for accounting purposes but that met 

the debt definition for tax purposes may not have its value adjusted under this provision.  However, it 

could be open for regulations to be made that require additional provisions in respect of the valuation 

of debt capital89 if the risk that these amounts could be excluded from debt capital was considered 

sufficient.  

The ATO also issued TA 2016/1 on what was seen as inappropriate recognition of internally 

generated intangible assets or revaluation of intangibles.  This concern ultimately led to the 2018 

Federal Budget announcement to remove the ability to include these types of intangible assets in thin 

capital calculations from 8 May 2018 (or cease use of existing valuations from 1 July 2019). 

7.1.4 Restructures and Thin Capitalisation 

Another issue that frequently arises is the projected balance sheet of an Australian group post 

restructure as part of the assessment of the group’s ongoing ability to meet the safe harbour debt test 

under the thin capitalisation provisions.   

Commonly in those circumstances accountants might explain that there is no ‘resetting’ of the 

accounting carrying values of an entities assets or liabilities to fair value on the restructure. 

It may be worthwhile in the circumstances to fully understand what that means.  In particular, what the 

accountant was probably referring to is that under AASB 3 Business Combinations a common control 

transaction is specifically scoped out of the standard. 90   

This means that the standard does not apply to the transaction.  It would therefore be appropriate for 

the group to determine what their accounting policy should be in those circumstances having regard 

to best practice and the best guidance available.    

                                                      

88 At paragraph 8.48 and 8.49 of the EM 
89 As contained in section 820-685 of ITAA 1997 
90 Under paragraph 2(c) of AASB 3. 
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A group may determine that it will record the entity’s assets and liabilities at ‘cost’ after the restructure 

transaction.  This may not be the historical cost of the entity but may in fact be the group’s cost of 

acquiring the entity.  Therefore a group restructure could result in the accounting values of a particular 

entity’s balance sheet changing post restructure because of its adoption of a particular accounting 

policy.   

7.1.5 Tax Consolidation – Cost Setting Provisions 

As noted in a previous paper presented at the WA State Convention 2017, one of the key objectives 

of the tax consolidation provisions was a greater alignment of tax and accounting outcomes.  This 

was noted by the Board of Taxation as a key improvement delivered by the consolidation provisions 

as the rules were seen to provide greater simplicity and transparency for wholly owned groups by 

more closely aligning the income tax position for tax and reporting purpose.91 

This has now changed as a result of the 2012 RTFI consolidation amendments.  

 

The tax consolidation rules now only apply to92:    

▪ A CGT asset   

▪ A revenue asset   

▪ A depreciating asset   

▪ Trading stock   

▪ A Division 230 thing 

i.e. only CGT assets or otherwise CGT assets  

 

For the purposes of the cost resetting rules as a result of these changes the question now becomes 

how is goodwill to be valued?   

 

Should it be consistent with the accounting fair value outcomes bearing in mind under AASB 138 non-

contractual customer relationships can be recognised for accounting purposes? 

 

However considering Murry’s case where goodwill is considered separate from its sources contrasting 

with the TR 2004/13 (and TR 2012/7) views that an asset is anything recognised in commerce and 

business, post s.701-67 a more legalistic determination of goodwill is likely consistent with that 

amendment.  

 

                                                      

91 At paragraph 2.31 of the June 2012 BoT Report. 
92 Section 701-67 of ITAA 1997 
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ITEM “True” 

Market 

value  

TCSA on 

ACA of 

$500 

Goodwill at 

tax residual 

value  

TCSA on 

ACA of 

$500 

“True” 

market value 

on tax assets 

only   

TCSA on 

ACA of 

$500 

P&E  140 

(twdv 50) 

123 140 123 140 143 

(s 705-40) 

Customer 

relationships   

80 70 - - - - 

Software  200 175 200 175 200 204 

(s 705-

40?) 

Goodwill 150 132 230 202 150 153 

TOTAL 570 500 570 500 490 500 

 

It still presents issues as to what valuation adjustments, if any, are required to be made by companies 

to the accounting fair values recorded on acquisition especially in respect of assets not recognised for 

tax purposes. 

7.2 Silent Killers  

7.2.1 Payment of Frankable Dividends 

Following changes to the Corporations Law in 2010 to remove the requirement for dividends to be 

paid out of profits, the imputation provisions were not correspondingly amended and therefore not all 

dividends for corporations’ law purposes will be frankable distributions for tax purposes.   

Following the issue of the final ATO ruling on the matter (being TR 2012/5) corporate groups wanting 

to minimise the ‘contestability’ of the payment of franked dividends will need to follow the 

requirements (or rather the suggestions contained in the explanation to the ruling) wholly and 

completely to the extent possible. 

In this regard, the ATO considers that profits must be recognised in a company’s account and be 

available for distribution by way of dividend.   

It has suggested that one way of ensuring this is by directors’ resolution approving the accounts to 

carry the profits for a particular year to a separate profit reserve in the statement of financial position 

and the statement of changes in equity in the company’s accounts rather than to reduce the balance 
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of accumulated losses carried forward by offsetting or netting the profits against the accumulated 

losses account in those statements.93 

Alternatively, where the profits for the particular year are offset against the accumulated losses, the 

ATO suggests that a legally effective resolution determining or declaring to pay a dividend out of the 

profits of that year or half-year at the same directors’ meeting as that which the accounts are 

approved by the directors.  A legally effective resolution is considered by the ATO to have displaced 

the conclusion of the appropriation of the profits against accumulated losses.94  

Without proper evidence and maintained accounts, dividends purportedly paid out of such profits 

would be considered either unfranked dividends or a return of capital depending on the particular 

facts. 

In respect of consolidated groups, the stand-alone position of the head company is to be considered 

for the purposes of whether a franked dividend can be paid to its shareholders. That is, the franking of 

dividends is not a core purpose within section 701-1 of ITAA 1997 so as to allow consideration of the 

consolidated group’s profits.95 

It is critical therefore for corporate groups with holding companies to ensure that dividends are paid 

within the group to the head company before the end of the relevant period to ensure that the head 

company will have sufficient standalone profits for the directors to declare the intended dividend from 

at the end of the reporting period.  It will also be important to ensure that the dividends will be 

recorded as income (rather than as a return on the investment). 

In addition, as it is a profit based test, this also involves an analysis of actual and accrued expenditure 

for accounting purposes (such as interest expense and fair value adjustments) and whether any 

abnormal or significant charges are likely to be booked (such as impairment of intangibles or write-

downs of investments) before the end of the reporting period. 

Impairments for accounting purposes are recognised at the end of a particular reporting period.  This 

may lead companies to consider declaring a dividend out of interim profits before an impairment 

charge is considered.  While impairments are not directly mentioned, the ATO does provide an 

example of dividends paid out of current year profits but not yet booked in its final audited accounts 

(emphasis added).  The ATO considers that such a payment would not be a frankable dividend under 

section 202-45(e) of ITAA 1997.96  

While the Ruling has dealt with the situation of current year profits with accumulated losses, it is silent 

on the reverse situation where you have a current year loss but retained earnings.  It is submitted that 

provided the directors make it clear in the meeting that reviews and approves the accounts that they 

also intend to pay a dividend out of retained profits (or that the current year loss is ‘parked’ in a 

reserve account) then the dividend should be frankable.  Although this is not clear and would be a 

                                                      

93 Refer paragraphs 46 and 47 of Appendix 1 to TR 2012/5 and Example 2 at paragraphs 15 and 16. 
94 Refer paragraph 48 of TR 2012/5 
95 Refer paragraph 52 and 53 of TR 2012/5. 
96 Refer paragraph 73 of TR 2012/5 
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significant issue if the current year loss was sufficient to remove all accumulated profits of the 

company. 

The ATO considers that these requirements also apply to proprietary companies that are not required 

to have audited accounts advising such companies to maintain similar records to ensure profits are 

properly frankable as intended.97 

7.2.2 Foreign dividends 

Under section 768-5 a foreign equity distribution is not assessable income and is not exempt income 

in certain circumstances.  Accounting has relevance in determining whether there has been a 

distribution and accordingly the accounting treatment in the foreign entity should not be overlooked.   

7.2.3 Dividend Traps – Debt forgiveness  

Unintended consequences can also arise where related party transactions arising from group 

restructures are recorded through the profit and loss.  Common examples can arise on the 

forgiveness of debts within a consolidated group.  While the debt forgiveness should not give rise to 

any income tax consequences within a tax consolidated group, the accounting entries within the 

general ledgers of the group members may be adjusted for statutory accounting purposes and this 

could cause subsequent issues on the characterisation of future distributions. 

7.2.4 Tax Funding Agreements  

A ‘tax funding arrangement (TFA) is a mechanism by which entities in a tax-consolidated group agree 

to share responsibility for the amount of tax payable on an on-going basis.  TFAs are different from 

‘tax sharing agreements’ (‘TSA’) which generally determine the allocation of tax liabilities between 

entities in a tax-consolidated group should the head entity default on its payment obligations, or deal 

with adjustments where an entity joins or leaves the tax-consolidated group.  

UIG 1052 sets out the accounting requirements for the allocation of current and deferred taxes within 

tax consolidated groups.  In certain circumstances, the allocations (or lack thereof) could give rise to 

equity contributions or distributions between group members (or notionally for MEC group members). 

UIG 1052 does not prescribe which account or accounts must be adjusted for contributions by (or 

distributions to) equity participants when making the specific tax-consolidation adjustments (UIG 

1052.13). As a result, entities will need to carefully consider the nature of any contributions by (or 

distributions to) equity participants that arise when applying these requirements.   

Where the tax consolidation adjustments required by Interpretation 1052 result in the recognition of a 

distribution to an entity, that entity accounts for the distribution in accordance with the accounting 

                                                      

97 Refer paragraph 51 of the TR 2012/5. 
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standards on Revenue and Consolidated and Separate Financial Statements concerning dividends 

and other distributions.  

Distributions arising from tax consolidation adjustments may take the form of either a return of capital 

or a return on capital. The particular circumstances of a distribution need to be considered in 

determining the appropriate accounting (UIG 1052.45). 

The application of these requirements within the context of distributions arising under the specific tax 

consolidation adjustments of Interpretation 1052 can be problematic for the following reasons:  

▪ the distribution is effectively an ‘accounting distribution’ rather than a ‘legal distribution’ and so 

does not take the normal form of being determined and declared by the directors having due 

regard the circumstances of the entity and any governing legislation; and  

▪ the distribution made does not relate to ‘profits’ per se but is related to a prescribed method of 

accounting. 

For prudence, corporate groups would generally consider the use of a UIG 1052 ‘reserve’ account 

rather than an existing share capital, retained earnings or other reserve account.   

However the question remains if the recipient of the distribution records the UIG 1052 adjustment as 

accounting income, could the entity subsequently declare a frankable dividend out of such an 

account? 

 


